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I. COUNT NINE SHOULD BE DISMISSED BECAUSE THE ALLEGED MISSTATEMENTS
WERE IMMATERIAL AS A MATTER OF LAW

The government knows Count Nine is problematic. The SEC conducted a parallel investigation but
refused 1o bring a parallel securities fraud charge against Ms. Stewart based on the June Statements. After
Ms. Stewart was indicted, commentators rebuked the government for overreaching in Count Nine, calling the
securities-fraud charge “appalling,” “troubling and radical,” and “preposterous,” saying that the government
was on a **Star Trek’ mission to go where no one has gone before,” and suggesting that no “sane, fair-
minded person” could “truly believe what Martha Stewart did actually harmed any investor.™

So, it is not surprising that the government tries to persuade the Court not to reach the merits of Count
Nine. Hurling adjectives such as “improper,” “impermissible,” and “frivolous™ at Ms. Stewart’s motion, the
government contends that the Court has no power: (1) to dismiss Count Nine because the Indictment’s
charging paragraph tracks the language of Section 10(b) and Rule 10b-5 (s¢e Opp. Mem. 15-18); (2) to
consider an appendix of public materials relevant to Count Nine (Exhibit E incorporated by reference to the
Tigue Affidavit) (the “Appendix™) (see id. at 18-20); or (3) to rule as a matter of law that Count Nine lacks
the element of materiality (sce id. 20-22). The government is wrong on all counts.

This Court is not bound 1o rubber-stamp every indictment that tracks the relevant statutory language.
Courts can, should, and do scrutinize indictments prior to trial to protect a defendant’s basic constitutional

rights. See. e.g.. U. S, v. Evans, 844 F.2d 36 (2d Cir. 1988); U. 5. v. Pirro, 212 F.3d 86, 92-93 (2d Cir.

2000); U. S. v. Sattar, 272 F. Supp.2d 348 (5.D.N.Y. 2003); New York v. Tanella, 2003 WL 22049098

(E.DN.Y. Sept. 3, 2003).
Just months ago, this Court dismissed a 10b-3 count that tracked the statutory language. U. S. v.

Cassese, 273 F. Supp.2d 481 (S5.D.N.Y. 2003). The 10b-5 charging paragraphs in Cassese and Stewart are

nearly verbatim. Compare Ind. % 68 with BA, Ex. F at 16-17. In opposing Cassese’s motion to dismiss the
10b-5 count, the government called the motion “meritless™ and, as here, argued that “an indictment need do

little more than to track the language of the statute charged and state the time and place . . . of the alleged

‘Barbara Amiel, “Rain Over Martha,” New York Sun. June 10, 2003, at 6; William Safire, “Fight It,
Martha,” The New York Times, June 12, 2003, at A35; Paul Craig Roberts, “A Comedy of Injustice.” The
Washington Times, July 17, 2003, at A19; Linda Stasi. “Taking Stock in the Case Against Martha,” New
York Post. June 8, 2003, at 76; Jerry Heaster, “Stewart Case is a Specious Undertaking,” The Kansas City
Star, June 11, 2003, at C1. Each of these articles is annexed as Exhibits A-E to the Reply Appendix (“FA™).




crime.” Compare Opp. Mem. 15-18 with RA, Ex. F at 7-10, 15-18. This Court disagreed, and dismissed the
10b-5 count. See 273 F. Supp.2d at 486-88. Tracking the statutory language cannot shield an indictment
from scrutiny on a motion to dismiss.

Consideration of the Appendix is Permissible and Necessary

To assess the materiality of the June Statements, the Court must consider whether there is a “cubstantial
likelihood™ that they “would have been viewed by the reasonable investor as having significantly altered the

‘total mix’ of information.” See, e.g., Basic v. Levinson, 485 U.S. 224, 231-32 (1 988) (emphasis added).

That assessment is impossible unless the Court knows what the total mix of information was. Even on a
motion to dismiss, the “materiality of a statement . . . cannot be determined in a vacuum . . . . The
circumstances in existence at the time” the statement was made are “relevant to determine whether the

misstatement . . . was material.” Cvber Media Group v. Island Mortgage Network, 183 F. Supp.2d 559, 570

(E.D.N.Y. 2002). The Appendix illuminates the “circumstances in existence at the time” the June
Statements were made. and the Court can and should consider it through the mechanism of judicial notice.
Other than public stock price quotations, which the government itself cites, the Appendix contains media
articles and analyst reports. These articles are submitted not for their truth - indeed, many of the articles
-Cﬂntainfa!m leaks — but only for the fact that they were published and thus part of the public mix of
information. Because that fact cannot reasonably be disputed. it can be judicially noticed.?

The Court Can Rule as a Matter of Law that the Alleeed Misstatements Were Immaterial

The government erroneously argues that, “when materiality is an element of a criminal fraud offense,
the question of materiality” must be submitted to the jury and is never the province of the court. Opp. Mem.

at 20-22 (citing U. S. v. Gaudin, 515 U.S. 506 (1995) and U. S. v. Ferro, 252 F.3d 964 (8th Cir. 2001)). But

Gaudin and Ferro contradict the government’s position. Gaudin recognized that in cases where the basis for

the materiality claim is “so weak that no reasonable juror could credit it.” the issue should be resolved by the

See, e.g., Fed. R. Evid. 201; U. S. v. Tucker. 78 F.3d 1313, 1325 (8th Cir. 1996) (taking judicial notice of

"‘pubEE[; filed or disseminated documents or articles™ in affirming dismissal of indictment); In re Memill
Lvnch, 2003 WL 22451064 at *6 n.13 (S.D.N.Y. Oct. 29, 2003); Cerasani v. Sony. 991 F. Supp. 343, 354 n.3
(S.D.N.Y. 1998); cf. In re Northern Telecom. 1994 WL 45534, at *4 (S.D.NY. Aug. 22, 1994)

(Cedarbaum. 1.).
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court as a matter of law. 515 U.S. at 517. Ferro. too, acknowledged that “the government’s well-pleaded
allegation of materiality might be so factually weak as to permit a pretrial determination that no reasonable

jury could make the requisite finding of materiality.” 252 F.3d at 968. Gaudin and Ferro are entirely

consistent with federal securities law, which recognizes that materiality is a “mixed question of law and
fact,” that can be determined as a matter of law if reasonable minds could not differ on the importance of

the information to a reasonable investor. See, e.g.. TSC v. Northway, 426 1.5, 438, 450 (1976); Feinman v.

Dean Witter Revnolds, 84 F.3d 539, 540-41 (2d Cir. 1996) (emphasis added); Opp. Mem. at 21.

The Court should dismiss Count Nine because Ms. Stewart’s alleged misstatements were immaterial as
a matter of law. See Mov. Mem. 29-58. The barrage of media coverage on the congressional, SEC, and
USAQ investigations of Ms, Stewart for insider trading — of which this Court may take judicial notice — made
it crystal clear to any reasonable investor that Ms. Stewart faced serious accusations of wrongdoing. Ms.
Stewart’s June Statements did not deny that she was being investigated or that such accusations were being
made. They did assert her belief in her innocence and the reasons for that belief. The cases cited in our
opening brief — which the government cannot distinguish — demonstrate that in the context of an
overwhelming tide of negative reporting about ongoing investigations, including a congressional investigation
that flatly accused her of insider trading, the alleged misstatements were immaterial as a matter of law. No
reasonable jury could conclude beyond a reasonable doubt that there was a “substantial likelihood™ that
the alleged misstatements “would have been viewed by the reasonable investor as having significantly
altered the “total mix® of information.™ See Basic, 485 U.S. at 231-32 (emphasis added).

The Alleced Misstatements Were Immaterial in Light of the Oneoine Investigations

The government frames the materiality issue this way: “Essentially, Stewart asks this Court to accept
that she is so much less credible than the media speculation profiered by the New York tabloid
rnewspapers and other publications, that so fmvestor could possibly have even considered” the June
Statements “important to their investing decision.” Opp. Mem. 23 (emphasis added). Tabloid speculation?
MNo: On June 12, 2002, the chairman of the congressional subcommitiee investigating Martha Stewart

accused her of illegal insider trading on national television. See App. 168-70. The media did not have

Led



to speculate. It was fed a steady diet of leaks from the congressional investigation, the SEC investigation,
and the government s own investigation. See Mov. Mem. 9-28. In mid-June 2002, for example, the media
cited “sources familiar with” the government’s criminal investigation and reported that the government had
interviewed Ms. Stewart in April and was investigating her for false statements. See, e.g.. App. 300-03.
The government cuphemistically refers to such leaks as “unconfirmed media reports” (Opp. Mem. 27. 39) —
as if Ms. Stewart were legally obligated to confirm them, or as if they did not contribute to the 40% decline
in MSO’s stock price during June 2002,

The government also misstates Ms. Stewart’s materiality argument. The government concedes that the

standard is a reasonable investor standard. See. e.z.. Halperin v. ¢Banker USA com. Ine., 295 F.3d 332,

357-58 (2d Cir. 2002) (the “touchstone of the inquiry™ is whether the alleged misstatements “would affect the
total mix of information and thereby mislead a reasonable investor regarding the nature of the securities

offered”) (emphasis added); Opp. Mem. 24. Ms. Stewart’s materiality argument plainly applied this

standard. Her opening brief cited cases like eBanker and Basic and used the phrase “reasonable investor”™
30 times. But the government misrepresents Ms. Stewart’s position as asserting that “no investor could
possibly have even considered” the June Statements to be important to his investing decision. Opp. Mem. 23
(emphasis added). That misrepresentation infects the government’s materiality argument, which at times
appears to assume that materiality exists if just one investor or analyst may have considered Ms. Stewart’s
statements important (Opp. Mem. 22, 28-29), when the law requires a “substantial likelihood™ that the
alleged misstatements “would have been viewed by the reasonable investor as having significantly altered
the ‘total mix® of information.” Basic, 483 U.5. at 231-32 (emphasis added).

Further, the government improperly predicates its analysis upon the allegation that Ms. Stewart sold her
ImClone stock based on a tip about Waksal-family trading. But that is nof the allegation that pervaded the
market between June 6 and June 18, 2002, when the statements were issued. Her statements responded to
the widespread allegation, fueled by a calculated campaign of congressional leaks, that Martha Stewart had
been tipped by Sam Waksal about the FDA action on Erbitux. If there was anything concervably material

about the June Statements, it was Ms. Stewart’s denials that she had been tipped by Waksal, and those



denials are demonstrably true.

Our opening brief showed that courts have dismissed securities law claims predicated on allegedly false
denials of misconduct in the context of reports of a pending governmental investigation, finding those denials
immaterial as a matter of law. The government cannot distinguish these cases. Although it argues that these
cases involved omissions, not misstatements, that characterization is false, and even if true, irrelevant to the
materiality analysis.

In World Series of Casino Gambling. the Court did analyze alleged misstatements made by Don King's
attorney, including the assertion that he “did not expect any problems for King to result from the Southem
District investigation.” The Court held as a matter of law that this statement would not be actionable under
Section 10(b) or Rule 10b-5. 1986 WL 12525, at *12 (S.D.N.Y. Oct. 30, 1986). In Abbott Labs, the
defendant did nor merely assert its innocence. It stated falsely that it was *in substantial compliance™ with
the applicable FDA regulations, even though only five weeks later, the company entered into a $100 million
consent decree addressing massive non-compliance with FDA regulations. 140 F. Supp.2d 894, 906-907
(N.D. IIl. 2001). Yet the court held that since “[i]nvestors can evaluate this sort of posturing for what it is
worth.™ that statement by a target of an investigation was not actionable under the securities laws, as a
matter of law. ld. at 907. In Longman v. Food Lion, Food Lion a‘Fﬁmmliﬂ.;ly represented that its financial
success was not based on “illegal employment practices™ and that the claims against it were “simply untrue.™
The Fourth Circuit affirmed dismissal of the case on materiality grounds because, although Food Lion denied
the charges, the nature of the risk of those charges to the company’s earnings was “well known to the
market.™ 197 F.3d 675, 677-79, 684 (4th Cir. 1999).

Finally, the government’s discussion of leradi v. Mvlan Labs seriously distorts the facts of that case. and
this one. The government says Mvlap is “easily distinguishable,™ as a case in which the defendant simply
kept “technical factual details™ from the public and omitted “insignificant details™ afier disclosing an

investigation. Opp. Mem. 39. But the “insignificant details™ omitted in Mylan concerned blatantly illegal.

multi-year, exclusive-supply contracts that enabled Mylan to corner the market for two medications and

dramatically increase revenue. See 230 F.3d 594, 597 (3d Cir. 2000). And Mylan was not just an omission



case. Mylan frauduiem!y. denied cornering the market — the conduct that led it to disgorge 3747 million in
illegal profits just months later. Yet the Third Circuit affirmed a motion to dismiss the complaint because the
mere disclosure of an FTC investigation was “more than sufficient” to put investors on notice that the
company ultimately might be subject to FTC sanction. See id. at 599.

More striking is the government’s misdepiction of this case. The government says that Ms. Stewart is
“charged with telling detailed lies to the investing public, that had not yet learned she was under
investigation.” Opp. Mem. 39. That characterization of the charges is demonstrably false. The Indictment
itself alleges that the first public disclosure of Ms. Stewart’s ImClone transaction occurred in an Associated
Press article posted on the evening of June 6, before Ms. Stewart said anything. Ind. § 58. That article,
““Subpoenas Issued in ImClone Case,” made clear that Congress was investigating Ms. Stewart: “Legal
documents given to the [congressional] committee show that ... Martha Stewart also shed 3,000 ImClone
shares, Greenwood said.” App. 89-90. Even were it not for the Associated Press article, the same Wall
Street Journal article for which the government charged Ms. Stewart with criminal securities fraud also

disclosed — in the name of chairman Greenwood himself — that Congress was investigating Ms. Stewart’s

ImClone transaction. See App. 102-04. A straightforward application of Mylan, Food Lion, Abbatt, World
Series. and the other cases cited in our moving brief makes plain that Count MNine should be dismissed,
because cach statement, as detailed below, is immaterial:

June 7: News of Ms. Stewart’s sale and the congressional investigation sent MSO stock
tumbling 8.5% on June 7. See App. 1. The government offers no explanation of how that drop — strangely
omitted from the Indictment — could be consistent with its charge that Martha Stewart defrauded investors
and artificially inflared MSQO stock. Instead, the government fast-forwards to June 24 — when MSO fell
21.4% (from $15.97 to $12.55) — to salvage its June 7 charge. See Opp. Mem. 25-26. The government
contends that June 21-24 is when “it was first revealed that Stewart’s public statements . . . may be false.™
Id. at 25 (emphasis added).

Again, the government ignores the total mix of information. It was “first revealed that Stewart’s public

statements ... may be false™ almost the moment she made them. See Mov. Mem. 11-13, 17-23, 26-27. The






