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Securities Regulation Daily Wrap Up, IPOS—S.D.N.Y.: Court declines to
reconsider claims against Facebook IPO underwriters, (Sep. 8, 2014)
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By Amanda Maine, J.D.

A shareholder failed to establish that his contentions that underwriters for Facebook’s IPO should be liable for
group and short-swing liability should be reconsidered by the court. The plaintiff did not adequately demonstrate
that the court had overlooked controlling decisions or material facts that would merit the “extraordinary remedy”
of reconsideration (In the Matter of Facebook, Inc. IPO Securities and Derivative Litigation, September 4, 2014,
Sweet, R.).

Background. Facebook, Inc. enlisted the services of Morgan Stanley & Co., J.P. Morgan Securities, and
Goldman Sachs & Co. (the underwriters) to underwrite its May 18, 2012 initial public offering. Prior to the
IPO, the underwriters entered into lock-up agreements with the selling shareholders, committing the selling
shareholders not to sell Facebook shares for set periods of time after the IPO without Morgan Stanley’s consent.

On May 9, 2012, Facebook disclosed that increased use of mobile devices, which at the time did not display
advertisements, could impact revenue. Facebook also allegedly informed “select investment bankers and their
securities analysts” about the revised lower projected revenue, after which analysts for the underwriters then
revised their second-quarter and full-year revenue estimates downward in response, but told “only a few ‘major
clients’” of the changes. Retail investors purchased Facebook stock while being unaware of these facts, driving
up the price. The underwriters allegedly secured $100 million by selling short Facebook stock and buying it back
after the price fell.

A Facebook shareholder sued the underwriters, alleging that they violated Exchange Act Sec. 16 by acting as
a “group” with the selling shareholders and that Goldman Sachs engaged in prohibited short-swing trading as a
beneficial owner. A federal court rejected the shareholder’s contention that the lock-up agreements showed that
the underwriters and the selling shareholders had formed a “group” for purposes of Sec. 16. The court also found
that the shareholder did not adequately allege that Goldman Sachs was a beneficial owner of Facebook stock for
purposes of short-swing liability. The plaintiff filed a motion to reconsider.

Motion to reconsider. The court noted that reconsideration of a court’s prior order is an “extraordinary remedy
to be employed sparingly” and should only be granted if the moving party demonstrates “intervening change in
controlling law, the availability of new evidence, or the need to correct a clear error or prevent manifest injustice.”
The court found that the plaintiff had not demonstrated any of the above.

Section 16 liability for a group is present where a plaintiff can show that the parties involved “combined for the
purposes of acquiring, holding, voting, or disposing of…stock,” the court noted. The plaintiff contended that under
the lock-up agreements, the underwriters and the selling shareholders entered into a “reciprocal agreement” not
to sell shares of Facebook common stock they owned prior to the IPO, and this constituted a “group action.” The
plaintiff also disputed the court’s original finding that the lock-up agreements did not confer a combined benefit
on the parties because it assisted marketability by assuring investors that the selling shareholders’ remaining
holdings would not be immediately sold into the market.

The court rejected both of these contentions, noting that lock-up agreements by themselves are not sufficient to
create joined liability and that the plaintiff’s additional allegations did not demonstrate any alignment of interest
between the underwriters and the selling shareholders. The court also stated that the underwriters and the
selling shareholders had separate and distinct objectives in connection with the IPO and that just because both
groups benefited did not give rise to an inference of concerted action.

The court also disagreed with the plaintiff’s argument that the earlier order erroneously relied on lock-up
agreements being “standard industry practice” for IPOs because “standard industry practice” can only be used
where the underwriters have acted in good faith. The court noted that under established precedent, a plaintiff
is required to allege facts showing a combination for one of the enumerated statutory purposes. The mere
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existence of a lock-up agreement is insufficient for such a showing, the court stated, and the plaintiff has not
pleaded facts indicating otherwise.

Leave to amend. The court also denied the plaintiff’s motion for leave to amend the complaint. The court found
that the plaintiff had not identified any new facts or allegations that would permit survival of the Sec. 16(b) claim
or how an amended complaint would differ from the original complaint. Due to these deficiencies, even under the
lenient standards for leave to amend, the motion must be denied, the court concluded.

The case is No. 13 Civ. 4016 (RWS).

Attorneys: Jack Gerald Fruchter (Abraham Fruchter & Twersky LLP) for Robert Lowinger. James P. Rouhandeh
(Davis Polk & Wardwell LLP) for Morgan Stanley & Co. LLC, J.P. Morgan Securities LLC and Goldman Sachs &
Co.
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