
No. 11-15

IN THE

THE BLACKSTONE GROUP, L.P., STEPHEN A. SCHWARZMAN,

MICHAEL A. PUGLISI, PETER J. PETERSON and HAMILTON E. JAMES,

Petitioners,

MARTIN LITWIN, MAX POULTER, FRANCIS BRADY and
LANDMEN PARTNERS, INC., Individually and on behalf

of all others similarly situated,
Respondents.

ON PETITION FOR WRIT OF CERTIORARI TO THE UNITED STATES
COURT OF APPEALS FOR THE SECOND CIRCUIT

PETITIONERS’ REPLY BRIEF

Of Counsel:

HENRY P. MONAGHAN

COLUMBIA LAW SCHOOL

435 West l l6th Street
New York, New York 10027
(212) 854-2640

BRUCE D. ANGIOLILLO

Counsel of Record
JONATHAN K. YOUNGWOOD

PAUL C. GLUCKOW

DANIEL J. STUJENSKE

SIMPSON THACHER ~ BARTLETT LLP

425 Lexington Avenue
New York, New York 10017
(212) 455-2000
bangiolillo@stblaw.com

Counsel for Petitioners The Blackstone Group, L.P.,
Stephen A. Schwarzman, Michael A. Puglisi,

Peter J. Peterson and Hamilton E. James



Blank Page



RULE 29.6 DISCLOSURE

The Blackstone Group L.P. ("Blackstone") has
no parent corporation and no publicly held cur-
poration owns ten percent (10%) or more of Black-
stone’s common units.



ii

TABLE OF CONTENTS
PAGE

RULE 29.6 DISCLOSURE ................... i

TABLE OF CONTENTS ......................ii

TABLE OF AUTHORITIES ..................iii

INTRODUCTION .............................1

ARGUMENT .................................. 4

CONCLUSION ................................13



iii

TABLE OF AUTHORITIES
Cases PAGE

Ashcro~ v. Iqbal, 556 U.S. ,129 S. Ct.
1937(2009) ............................... 3,8

Basic, Inc. v. Levinson, 485 U.S. 224
(1988) ..................................... 1,5

Bell Atlantic Corp. v. Twombly,
550 U.S. 544 (2007) ......................3, 8

Camreta v. Greene, 563 U.S. __, 131 S. Ct.
2020 (2011) ...............................

ECA & Local 134 IBEW Join~ Pension
Trust of Chicago v. JP MOrgan
Chase Co., 553 F.3d 187 (2d Cir. 2009)

12

10

Higginbotham v. Baxter International, Inc.,
495 F.3d 753 (7th Cir. 2007) ............10

Hutchison v. Deutsche Bank Securities Inc.,
No. 10-1535-cv, 2011 WL 3084969
(2d Cir. July 26, 2011) ...................

In re Westinghouse Securities Litigation,
90 F.3d 696 (3d Cir. 1996) ...............11

Matrixx Initiatives, Inc. v. Siracusano,
563 U.S. ~, 131 S. Ct. 1309
(2011) .............................. 1, 3, 4, 8, 12

Parnes v. Gateway 2000, Inc., 122 F.3d 539
(8th Cir. 1997) ............................ 11

Tellabs, Inc. v. Makor Issue & Rights, Ltd.,
551 U.S. 308 (1988) ...................... 7



iv

PAGE

TSC Industries, Inc. v. Northway, Inc.,
426 U.S. 438 (1976) ......................1, 12

United Housing Foundation, Inc. v. Forman,
421 U.S. 837 (1975) ...................... 4

Other Authorities

Securities and Exchange Commission Staff
Accounting Bulletin No. 99, 64 Fed. Reg.
45,150, 45,151 (Aug. 12, 1999) .......... 9



INTRODUCTION

Sections 11 and 12 of the Securities Act of 1933
impose liability for material omissions in a reg-
istration statement and prospectus in connection
with an initial public offering (IPO). This petition
presents a clean legal question respecting the
legal standard governing the materiality deter-
mination: Are alleged omissions--involving only
a small amount of the issuer’s total assets--
material simply because they relate to an unde-
fined "significant" segment of an issuer’s business,
or should the materiality of those omissions be
analyzed in the context of an issuer’s business as
a whole? As amici curiae confirm, appropriate res-
olution of this question is a matter of considerable
importance to the efficient working of the Ameri-
can capital markets. See Brs. of Securities Indus-
try and Financial Markets Association ("SIFMA"),
and The Chamber of Commerce of the United
States of America ("Chamber").

In recent years this Court has addressed and
clarified the appropriate standards for scienter,
reliance, and loss causation. But it has examined
the materiality standard only three times: once in
connection with proxy solicitations, TSC Indus-
tries, Inc. v. Northway, Inc., 426 U.S. 438 (1976);
and twice in the context of fraud actions under
Section 10(b) of the Exchange Act, Basic, Inc. v.
Levinson, 485 U.S. 224 (1988), and Matrixx Ini-
tiatives, Inc. v. Siracusano, 563 U.S. __, 131 S. Ct.
1309 (2011). It has never addressed the issue in
the context of an IPO, in which, unlike Section
10(b) claims, materiality is the only pleading bur-
den a plaintiff faces. Further guidance from this
Court is necessary, as this petition demonstrates.
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Respondents’ opposition seeks to bury the legal
issues raised by the petition in a welter of indi-
vidual facts. The allegations of the complaint are
repeated at great length. Opp. 1-12. Of course,
this case, like all cases, arises out of alleged facts.
But the facts are not in issue here; only a question
of law--an important one--is raised by the peti-
tion. Respondents misstate Petitioners’ submis-
sion in order to recast the decision below as no
more than a fact specific application of settled
law. Respondents’ effort to minimize the impor-
tance of the decision is, however, completely fore-
closed by Hutchison v. Deutsche Bank Securities
Inc., decided after this petition was filed, in which
the Second Circuit reaffirmed the standard chal-
lenged here. No. 10-1535-cv, 2011 WL 3084969 (2d
Cir. July 26, 2011). There, the court reaffirmed its
segment-by-segment approach in Blackstone and
said that "[i]f a particular product or product-line,
or division or segment . . . has independent sig-
nificance for investors, then even a matter mate-
rial to less than all of the company’s business may
be material for purposes of the securities laws."
2011 WL 3084969, at *8.

In the absence of allegations of fraud or other
unusual circumstances not alleged here, no
authority--none whatsoever--exists for focusing
materiality determinations on only segments of an
issuer, rather than on the issuer as a whole.
Blackstone is an investment manager. For an
investment representing a quantitatively imma-
terial slice of the investment portfolio that Black-
stone manages to be of material qualitative
importance, there must be some fact alleged (like
fraud or a failed business model) indicating that



the omission has broader ramifications for Black-
stone’s business as a whole. No such facts are
alleged here. The Second Circuit ignored the
quantitative immateriality of these investments to
Blackstone as a whole, holding that it was wholly
sufficient that the investments at issue were
reported under what the court dubbed Black-
stone’s "flagship" Private Equity or "significant"
Real Estate Segments.

The Second Circuit’s unique segment-by-seg-
ment materiality standard (i) directly conflicts
with decisions of the Third and Eighth Circuits;
(ii) disregards decisions, including Matrixx Ini-
tiatives, 131 S. Ct. at 1321, which categorically
state that omissions must significantly alter the
"total mix" of information that would affect a
potential investor’s decision-making; (iii) disre-
gards Iqbal’s and Twombly’s1 mandate that the
allegations in the complaint must be "plausible,"
by asking only whether the omissions are "so obvi-
ously unimportant to a reasonable investor that
reasonable minds could not differ," App. 25a,
thereby imposing a "possibility" pleading standard
and effectively shifting the burden to an IPO
issuer to disprove materiality; (iv) ignores long-
standing authority emphasizing the importance of
quantitative analysis in making materiality deter-
minations, especially the SEC’s rule of thumb pol-
icy guidance that omissions affecting amounts less
than 5% of the business are likely to be immate-
rial; and (v) impermissibly requires issuers to
flood investors with unnecessary and confusing

1 Ashcroft v. Iqbal, 556 U.S.     , 129 S. Ct. 1937

(2009); Bell Atl. Corp. v. Twombly, 550 U.S. 544 (2007).
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detail contrary to Matrixx Initiatives, 131 S. Ct. at
1318, and other decisions of this Court.

Well-functioning American capital markets
require clear rules and protection from the
expense and burden of defending against costly
lawsuits seeking to impose class-wide liability on
the basis of unfounded claims. The Second Cir-
cuit’s holding effectively turns IPO issuers into
insurers for investors against subsequent market-
driven losses. Rather than fostering sensible
investor protection, the court radically departed
from prior cases under the securities laws and in
so doing, created an unfair and hostile regulatory
environment that can only further exacerbate the
flight of IPO registrations from the United States.

ARGUMENT

Petitioners do not intend to restate the argu-
ments advanced in the petition and by amici
curiae. In view of perplexing misstatements in the
opposition, however, several points warrant high-
lighting.

A. Investors invest in order to secure a return
on their investment; that is, indeed, the very def-
inition of an investment. United Hous. Found.,
Inc. v. Forman, 421 U.S. 837, 852 (1975). Their
investment is in the issuer as a whole, not its indi-
vidual segments. Absent unusual circumstances
where segment-specific information suggests
fraud, mismanagement, or broader failure in the
larger enterprise, the "total mix" of information
relevant to an investor’s decision-making is with
respect to the firm as a whole. Here, investors in
the Blackstone common units offered in the IPO
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acquired interests in Blackstone’s entire business.
They did not invest in any of its individual busi-
ness segments, in any of the individual funds it
manages, or in any investments held by those
funds. Yet, Blackstone now faces the burdens and
costs of defending a suit seeking class-wide lia-
bility for allegedly failing to disclose risks facing
portfolio companies that comprise only slivers of
its overall investment portfolio. The threat of such
liability is especially egregious since there are no
allegations of fraud or other wrongdoing here--
Respondents have indeed affirmatively disclaimed
fraud.

Respondents seriously misstate the Question
Presented. Petitioners do not urge a bright line
rule "advocating that the materiality of the
alleged. . omissions should only be measured in
comparison to Blackstone’s total assets under
management." Opp. at 12 (emphasis added); see
also id. at 19, 22-23, 32. After referring to the
"total mix" of investor information, the petition
said:

In Basic, the Court held that where, as
here, "contingent or speculative informa-
tion or events" are at issue, "materiality
’will depend at any given time upon a bal-
ancing of both the indicated probability
that the event will occur and the antici-
pated magnitude of the event in light of
the totality of the company activity.’"
Basic, 485 U.S. at 238 (emphasis added).

This case squarely concerns the impor-
tance of the magnitude prong of the Basic
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analysis: whatever the probability of the
alleged risks facing FGIC and Freescale,
the two portfolio investments that are the
subject of the complaint, the anticipated
magnitude of such risks is tiny. The worst
possible risks facing FGIC and Freescale
can render Blackstone’s investment in
these companies worthless, but have only
a miniscule effect on Blackstone as a
whole in light of the totality of Black-
stone’s operations. This point cannot be
stressed enough. Yet, the Second Circuit
squarely rejects consideration of "the
anticipated magnitude of the event in
light of the totality of the company activ-
ity" by looking at the alleged significance
of the omissions to individual business
segments of Blackstone rather than
Blackstone as a whole.

Pet. at 14. In sum, the materiality inquiry must
focus on the relationship of the alleged omissions
to the issuer as a whole, not--absent unusual cir-
cumstances--to its segments or parts. Here, in the
worst case, the omissions alleged imposed small
risks on investors. That they related to two invest-
ments (out of forty-three) reported within a seg-
ment characterized by Respondents and the court
below as Blackstone’s "flagship" is irrelevant.
Such a characterization of the Private Equity seg-
ment does not mean that each of the forty-three
investments reported within that segment is inde-
pendently material. Labels cannot alter the real-
ity that the "significant segment/flagship"
omissions alleged still related to only a small



amount of Respondents’ investment in Blackstone
as a whole.2

B. When asserting securities fraud claims under
Section 10(b) of the Exchange Act, plaintiffs must
allege and prove that the defendant acted with
scienter, as well as reliance and loss causation.
These requirements serve as important screens at
the pleading stage protecting defendants against
meritless but costly litigation. This is especially
true with respect to scienter because the com-
plaint itself must create a "strong inference" that
defendant acted with the requisite wrongful state
of mind. Tellabs, Inc. v. Makor Issue & Rights,
Ltd., 551 U.S. 308, 313-14 (1988). By contrast,
Sections 11 and 12 of the Securities Act, which
govern IPOs, effectively impose strict liability for
even entirely innocent misstatements or omis-
sions, so long as they are material, as the court
below recognized. App. 25a. A plaintiff need not
plead fraudulent intent, reliance, or loss causa-
tion. Unsurprisingly, therefore, Sections 11 and 12
claims are "weapons of choice for class action
lawyers." Chamber Br. at 15 n.8 (citation omit-
ted). For all practical purposes, materiality is the
only gatekeeping requirement that affords issuers
any protection at the pleading stage against the
risk and expense of defending non-meritorious
claims. In such a context it is vital that the mate-
riality standards applied by courts be clear, and

2 Though Respondents emphasize the "flagship" label,
it does no work in the Second Circuit’s analysis. The Second
Circuit found a second business segment (i.e. Real Estate) to
be "significant" (and omissions related to it per se material)
as well. App. 34a-35a. The Second Circuit’s decision is not
limited to issuers’ "flagship" segments.
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that the materiality allegations themselves be
"plausible".

The decision below throws the legal standards
into confusion. This Court’s cases ask whether "a
reasonable investor would have viewed the non-
disclosed information ’as having significantly
altered the ’total mix’ of information made avail-
able.’" Matrixx Initiatives, 131 S. Ct. at 1321 (cita-
tions omitted). Quite plainly, this focus is on the
information bearing on a potential investor’s deci-
sion on whether to invest in the business firm as
a whole.

The Second Circuit, however, frames a very dif-
ferent question: whether with respect to a segment
of the issuer’s business the omitted facts are "so
obviously unimportant to a reasonable investor
that reasonable minds could not differ on the ques-
tion of their importance." App. 25a (citations omit-
ted and emphasis added). This question flowed
from the court’s clear error in holding that a
plaintiff’s burden of alleging materiality is "even
lower" than the "relatively minimal burden"
imposed by the basic notice pleading requirements
of Rule 8. Id.

Twombly and Iqbal have articulated a plausi-
bility standard for Rule 8, and it is inappropriate
for a court of appeals to lower that standard for
particular elements of a claim. To say that Rule 8
imposes only a notice pleading standard does not
dispense with this plausibility requirement. But,
in fact, the "so obviously unimportant" standard
articulated by the Second Circuit is a possibility,
not a plausibility, standard. Respondents attempt
to explain away the Second Circuit’s plain error by
rewriting the decision, see Opp. at 15-16, 20-22,
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but Respondents never--not once mention the
plausibility requirement.

For pleading purposes the Second Circuit’s
newly fashioned materiality standard imposes no
limitation at all. Under such a subjective, unde-
fined and unbounded standard, a plaintiff can
always identify some "significant" segment of the
issuer’s business. Then, under the court’s stan-
dard, any fact possibly important to that segment
will qualify as material to the issuer. Thus, plain-
tiffs need not plausibly plead that such omissions
would affect investor expectations about the over-
all performance of their investment. Under the
court’s standard it is the defendant who is
required to show immateriality, by showing that
the omissions are "obviously unimportant" rather
than the plaintiffs who must allege facts sufficient
to state a claim. See Pet. at 25. Tellingly, Respon-
dents’ opposition is wholly silent on this point.

C. The Second Circuit’s decision effectively evis-
cerates the important rule of thumb policy guid-
ance provided by the SEC staff and routinely
relied upon by courts. The Second Circuit
acknowledged that the alleged omissions were
prima facie quantitatively immaterial. App. 27a.
In SAB No. 99, the SEC staff urged consideration
of both quantitative and qualitative factors in
assessing materiality, and noted that "[t]he use of
a percentage as a numerical threshold, such as
5%, may provide the basis for a preliminary
assumption that without considering all relevant
circumstances--a deviation of less than the spec-
ified percentage with respect to a particular item
on the registrant’s financial statements is unlikely
to be material." 64 Fed. Reg. 45,150, 45,151 (Aug.
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12, 1999). This has become a standard working
premise. E.g., ECA & Local 134 IBEW Joint Pen-
sion Trust of Chi. v. JP Morgan Chase Co., 553
F.3d 187, 197 (2d Cir. 2009) ("SAB No. 99 suggests
a percentage threshold below which the amount is
presumptively immaterial."); Higginbotham v.
Baxter Int’l, Inc., 495 F.3d 753, 759 (7th Cir. 2007)
("[S]ecurities lawyers often use a 5% change as a
rule-of-thumb approach to what is ’material.’"); see
also SIFMA Br. at 8-9. The Second Circuit, how-
ever, determined that the 5% rule of thumb for
quantitative materiality is satisfied when that
impact occurs in a "significant" business segment
of the company, rather than at the company-wide
level. Despite Respondents’ effort to recast the
Second Circuit’s decision, it is unintelligible
absent such a premise. And by defining the
denominator for the 5% inquiry as any portion of
a company’s business that a plaintiff asserts is
"significant", rather than the business as a whole,
the Second Circuit has effectively written the 5%
presumption out of the materiality inquiry.

For example, if a plaintiff could allege an omis-
sion relating to 5% of a business segment that in
turn comprised a quarter of an issuer, that omis-
sion would be material under the Second Circuit
decision even though the omission would relate to
only 1.25% of the company as a whole. By allowing
the denominator of the quantitative analysis to be
so easily manipulated, the court renders all quan-
titative analysis a nullity. Respondents insist that
this is a reductio ad absurdum argument that
should be dismissed. Opp. at 27. To the contrary,
it is a generous restatement of the decision below.
FGIC represented even less than 5% of the Private
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Equity segment, but the Second Circuit was able
to find that risks related to FGIC could be mate-
rial to Blackstone, even though a quantitative
analysis demonstrated that the greatest possible
effect of these risks coming to fruition (FGIC
being rendered worthless) would be miniscule
with respect to Blackstone’s entire business.
Under the Second Circuit’s segment-by-segment
materiality analysis, no set of facts exists that
would have convinced the court that the omissions
here were immaterial. That Respondents feel
obliged to mischaracterize Petitioners’ restate-
ment of the decision below as a reductio ad absur-
dum underlines the point.

D. The Second Circuit’s segment-by-segment
materiality analysis is in direct conflict with the
decisions of other courts of appeal. Parnes v. Gate-
way 2000, Inc., 122 F.3d 539, 544 (8th Cir. 1997)
(comparing alleged $6.8 million overstatement of
accounts receivable to defendant’s total assets, not
accounts receivable or some other segment of the
company, and finding that a 2% overstatement
was immaterial); In re Westinghouse Secs. Litig.,
90 F.3d 696, 714-15, 715 n.16 (3d Cir. 1996) (Alito,
J.) (comparing size of alleged omissions to the
defendant’s entire enterprise and dismissing alle-
gations arising from omissions regarding the
defendant’s loan portfolio involving, at most, 1.2%
of the defendant’s total assets).

Yet again Respondents mischaracterize the peti-
tion, saying that Petitioners invoke these cases as
"mandating specific bright-line numerical thresh-
olds to satisfy the materiality requirement." Opp.
at 28. That is quite wrong. Petitioners cited these
cases for the proposition that the materiality anal-
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ysis must focus on the significance of the omis-
sions with respect to the issuer’s business as a
whole. The petition emphasized the inter-circuit
conflict, but as an amicus curiae amply demon-
strates, district courts across the country also
have uniformly rejected the Second Circuit’s seg-
ment-by-segment approach. See SIFMA Br. at 14-
19. Moreover, even were there no conflict, the
systemic market-wide significance of the Second
Circuit’s ruling would alone justify this Court’s
review. E.g., Camreta v. Greene, 563 U.S. __, 131
S. Ct. 2020, 2030 (2011).

E. The Second Circuit’s decision rejects this
Court’s cases that warn against requiring issuers
to flood investors with unnecessary detail, of
which Matrixx Initiatives is only the most recent.
See, e.g., TSC Indus., 426 U.S. at 448. Faced with
the liability risks of failing to disclose information
that, while not material to the issuer as a whole,
relates to a segment that is arguably "significant"
or a "flagship", issuers will inevitably respond by
making unnecessary disclosure regarding indi-
vidual segments that will obfuscate the informa-
tion that is material to the issuer as a whole. The
Second Circuit itself recognized that fact: "the Dis-
trict Court and Blackstone raise the legitimate
concern that plaintiffs’ view of materiality would
require companies like Blackstone to ’issue com-
pilations of prospectuses for the scores of portfolio
companies and real estate assets in which its
private equity and real estate funds have any
interest,... [which] would.., obfuscate[] truly
material information in a flood of unnecessary
detail, a result that the securities laws forbid.’"
App. 35a. But the court below offered no solution
to the problem its own decision creates.
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CONCLUSION

For the foregoing reasons, the petition for a writ
of certiorari should be granted.
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