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CARDI ONET INC., et al. : NO. 09- 3894
MENORANDUM
Dal zel |, J. August 10, 2010

The plaintiffs in this putative securities class action case
sue CardioNet, Inc. ("CardioNet"), and two of its executives for
viol ations of Securities and Exchange Comm ssion Rul e 10b-5,
anmong ot her things. Cenerally speaking, the plaintiffs contend
that the defendants made overly optim stic statenents during the
proposed cl ass period regardi ng the conpany's general prospects
and, nore specifically, the reinbursement rate that Medicare and
Medi caid woul d pay for CardioNet's main product, which is a
wireless heart nmonitor. As it turned out, Medicare and Medicaid
kept the rate stable for sonme of the class period but eventually
reduced it, after which CardioNet's stock price fell.

The defendants nove to dism ss the conplaint and argue that
the plaintiffs have failed to adequately plead that (1) the
statenents at issue were false or misleading and (2) the
def endants nmade the statenments with the requisite scienter, that
is, knowingly or recklessly. For the reasons we di scuss
extensively below, we agree with the defendants, and we will

grant their nmotion to di sm ss.

Fact ual Backqgr ound

A. | ntroduction to the Parties




According to the Consolidated C ass Action Conpl aint
("Conplaint"),* CardioNet was formed in 1997 and became a
publicly traded conpany in March of 2008. Cardi oNet's stock
trades on the Nasdaq market under the synbol "BEAT." On March 25,
2008 CardioNet nmade its initial public offering of 4.5 mllion
shares of comon stock, and the conpany made a secondary offering
of five mllion shares in August of 2008. [|d. at 1Y 30, 56-58
(explaining that sone early investors sold their stake in
Cardi oNet through these offerings). Based on Cardi oNet's 2009
proxy statenent, on March 16, 2009 the conpany had nore than
twenty-three mllion shares outstanding. 1d. at § 30.

Car di oNet "provides continuous, real-tinme anbul atory
out pati ent managenent solutions for nonitoring rel evant and
tinmely clinical information regarding an individual's health.”
ld. at 1 2. This matter primarily focuses on Cardionet's Mbile
Cardiac Qutpatient Telemetry device ("MCOT"), for which Cardi oNet
recei ved FDA approval in 2002. 1d. at § 38. According to the
Conpl ai nt, MCOT

i ncorporates a |ightweight patient-worn sensor attached

to el ectrodes that capture two-channel EKG dat a,

measuring electrical activity of the heart and

comuni cating wirelessly with a conpact, handheld

nmoni tor. The nonitor anal yzes i ncom ng heart beat - by-

heartbeat information fromthe sensor on a real-tine

basi s by applying algorithns designed to detect

arrhythm as. Wen the nonitor detects an arrhythmc

event, it automatically transmts the ECG [al so known
as "EKG'] to the CardioNet Mnitoring Center, even in

! W discuss the standard for the defendants' notion at
l ength bel ow, but as with any other notion to dismss, we assune
the veracity of the facts in the Conplaint.
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t he absence of synptons noticed by the patient and
wi t hout patient involvenent.

Id. at § 39.

In contrast to MCOT, the plaintiffs describe another devi ce,
the Holter nmonitor, as a "[t]raditional heart rate nonitor[]" and
explain that the data from Holter nonitors, which continuously
nonitor a patient's heartbeats, may be upl oaded through the
Internet or retrieved at a physician's office. 1d. at { 41. Oher
traditional nonitors, called "event nmonitors,” only
"intermttently record a patient's heartbeats during cardiac
events," and patients nust nmanual |y activate sone event nonitors.
Id. Data fromevent nonitors is transmtted through the
tel ephone. 1d. The MCOT device upl oads data w rel essly, and
patients wear it continuously for up to twenty-one days. See id.
at 7 41-42.2 MCOT's share of CardioNet's total revenue grew from
79%in the first quarter of 2008 to 86%in the fourth quarter of
2008 and then again to 88%in the first quarter of 2009. [d. at
47.

Def endant Randy Thurman has been the Chairman of the Board
and Chi ef Executive Oficer of Cardi oNet since February of 2009,
but he joined the conpany in July of 2008 as the Executive
Chairman of the Board. 1d. at § 26. The other individua

defendant, Martin Gal van, was the Chief Financial O ficer of

> Physi ci ans receive nore conpensation for their work
wth an event nonitor than with MCOT, but MCOT nonet hel ess
demands nore effort fromthe prescribing doctor than an event
monitor due to MCOT's continuous data stream 1d. at 99 45-46.
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Cardi oNet from Septenber of 2007 until January 15, 2010. 1d. at ¢
27.

Central Laborers' Pension Wl fare and Annuity Funds, which
is conprised of three separate funds, is the lead plaintiff in
this purported class action. See id. at f 23. One of its funds
purchased 18, 184 shares of Cardi oNet stock during the proposed
cl ass period, which is April 28, 2009 through July 10, 2009. 1d.
at 11 23, 29. The other named plaintiff in this case, D anne
Sol onon- Shrawder, is an individual who bought 1,000 shares of
Cardi oNet stock during the proposed class period. [d. at Y 24.
The plaintiffs allege that they bought these shares "at
artificially inflated prices" and suffered damages when the stock
price later plumeted. 1d. at Y 23-24. The proposed class is
"all persons . . . who purchased or otherw se acquired
CardioNet's publicly traded securities [during the class period]

and were danmaged thereby." 1d. at T 29.

B. Cardi oNet' s Revenue Streans

When health insurers change the rates that they will pay for
the MCOT and rel ated services (the "reinbursenent rates"), those
changes can have a significant inpact on Cardi oNet's financial
health. In the first quarter of 2009, for exanple, Medicare

represented 34% of CardioNet's "payor m x," and comrerci al payors
-- primarily private insurers -- conprised the remaining 66% 1d.
at 1 47. There are two parts to the rei nbursement rate for MCOT:

(1) the "technical conponent,"” which is the anount that the MCOT



provider -- apparently CardioNet --receives for providing the
MCOT service, and (2) the "professional conponent,” which is what
doctors are paid for interpreting MCOT reports. [d. at Y 48.

Ef fective January 1, 2009, these two conponents had separate
billing codes under the Anmerican Medical Association's standard
coding system See id. at 1 48-49.

The Centers for Medicare and Medicaid Services ("CWV5")
contracts with H ghmark Medicare Services ("H ghmark") to set
Medi care's reimbursenent rate® for the billing code that covers
the technical conmponent for MCOT and a few other conpetitor
devi ces. On Cctober 31, 2008, H ghmark set that rate for MCOT' s
t echni cal conponent at $1, 123 per service, which becanme effective
on January 1, 2009. 1d. at § 3. At that tine, CM5 also set the
rate for the professional conponent at $25, a decrease fromthe
$30 to $300 that physicians previously received. * | d. at 9§ 49.
Several nonths later, in the week before May 18, 2009, H ghmark

announced that the technical fee would remain at $1, 123, and

® The plaintiffs sometinmes allege that Hi ghmark set the
rei mbursenent rate for Medicare and Medicaid, but for the nost
part they describe their clains in ternms of Medicare and rarely
mention Medi caid. Whether the plaintiffs focus on the rate for
Medi care al one or Medicare and Medicaid is not, however, materi al
to our resolution of the defendants' notion

* The plaintiffs contend that Cardi oNet shoul d have
known that the technical fee would go down because CMS reduced
t he professional fee. But the defendants were not reckless -- as
that termapplies in this Grcuit to the PSLRA -- to reach a
di fferent conclusion. One could nore readily observe this chain
of events and concl ude that CM5 t hought the professional fee was
inflated but that the technical fee that H ghmark set was
appropri ate.



Cardi oNet issued a press release stating that fact on May 18,
2009. 1d. at f 88. But on July 12, 2009, Cardi oNet issued another
press release stating that it had | earned two days before that
H ghmark reduced the technical rate to $754. 1d. at T 99.
Earlier, on January 5, 2009, Hi ghmark issued a Medi cal
Policy Bulletin revision that stated that systens |ike MCOT were
"*not indicated in all patients with arrhythm as' and shoul d be
used "only in circunstances where traditional Holter nonitoring
or cardiac event recording is not expected to provide adequate
i nformation or has been unrevealing.'" 1d. at ¥ 50. H ghmark
i ssued another Bulletin on April 13, 2009 that inposed additional
restrictions on coverage for MCOT. See id. at 91 51-52. The
plaintiffs claimthat this revision "was a strong statenent with
respect to the limtations of when the MCOT system shoul d and
shoul d not be utilized." 1d. at | 52.
Commer ci al payors al so set their own rei nbursenent rates.
Those rates "may be pegged in sone fashion to a rate set for
Medi care, and may be determ ned either with manufacturer input or

as a result of discussions and negoti ati ons between nedi cal

service providers and commercial payors."” |d. at  54. Cardi oNet
| onered its guidance on June 30, 2009 due to "'lower than
antici pated conmmerci al reinbursenent rates.'" 1d. at § 93. The

plaintiffs do not state any particular facts regardi ng what
comrerci al payor rates were reduced, how Cardi oNet | earned about
t hose reductions, or whether Cardi oNet knew or had any particul ar

war ni ng of those reductions before June 30, 2009.
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C. Fi nanci al Reports

On February 17, 2009, CardioNet issued a press release in
which it reported revenue of $34.4 mllion in the fourth quarter
of 2008 (a 43.8% i ncrease over the fourth quarter of 2007) and
full-year revenue of $120.5 million for 2008 (a 65% i ncrease over
2007). 1d. at  60. The company al so reported on its successful
| PO and secondary offering and stated that its earnings per
diluted share for the full year and fourth quarter of 2008
i ncreased over conparable data for 2007. 1d. The press rel ease
i ncluded a | engthy quote from Thurman in which he di scussed the
new AVA billing codes for MCOT and rel ated rei mbursenent rates,
new contracts with payors, additions to the managenent team and
ot her devel opnents. See id. at f 61. Thurman stated that the
demand for CardioNet's outpatient cardi ac services was grow ng
"'at greater than 40% per year'" and that "'[e]very indication is
that CardioNet is positioned for years of exceptional growh.'"
1d.®

In that press rel ease, CardioNet also provided guidance for
t he conmpany's future, including (1) "[r]evenue of $170 to $175
mllion for 2009, representing 40% growth over 2008," (2)
"[e]larnings of $0.69 to $0.73 per diluted share for 2009,
representing 76%to 87% grow h over 2008," (3) "[r]evenue growh
of at least 50% for 2010 (at |east $255 to $262.5 million)," (4)

> In this Menorandum we have renoved the bol d
formatting that the plaintiffs enpl oy throughout their quotations
of the defendants' statenents.



"[e]larnings growth of 100%for 2010 ($1.38 to $1.46 per dil uted
share)," and (5) "[e]arnings that could reach $2.00 per dil uted
share by 2011." |d. at Y 63. See also id. at T 62 (quoting

Thurman at length). In a conference call with analysts on the day
Cardi oNet issued this press release, Thurman and Gal van
reiterated the information about the conpany's 2008 results and
gui dance for 2009 through 2011. See id. at Y 64.

Cardi oNet's stock closed on February 17, 2009 at $22.22 per
share, and the next day the closing price rose to $25.00 per
share. Id. at f 66. According to the Conplaint, "Cardi oNet's
i mredi ate and | ong-term gui dance surprised but inpressed

anal ysts," especially as it was unusual at that tine for
conpanies to provide three years of guidance. 1d. At a conference
on March 17, 2009, Thurman and Gal van agai n gave the gui dance
Car di oNet had announced a nonth earlier, and Thurman stated that

t he gui dance "assuned 'about a 5% decline in reinbursenent every

year.'" |d. at Y 67.

D. Negati ve Anal yst Report fromJefferies & Co.

Despite Cardi oNet's glow ng predictions for its continued
growth, on April 24, 2009 an analyst at Jefferies & Conpany, Inc.
("Jefferies"), Brian Kennedy, initiated coverage of Cardi oNet
with a negative report about the conpany's prospects ("Kennedy
Report”). 1d. at § 68. Kennedy gave Cardi oNet an "'underperform"”
rating and, according to the Conplaint, clainmed that he and his

col | eagues had done "an extensive investigation"” that reveal ed



that "a significant reinbursenent rate cut by H ghmark was

immnent." 1d. at T 4. See also id. at Y 68.

The Kennedy Report did not, however, actually claimthat the
rate cut would be "immnent", but rather stated that Jefferies's
"checks indicate that the technical fee is now under review' and
that Hi ghmark would | ower the fee "by at |east $200, a deci sion
t hat shoul d be announced shortly and inpl enmented around m dyear."
Kennedy Report, Conpl. Ex. 1 at 1. The report predicted that the
Medi care rei nmbursenent rate was "at risk of being cut in a matter
of weeks."® |d. at 2. According to the Kennedy Report, nost of
t he physicians and i ndustry experts with whom Jefferies spoke
suggested that the technical fee would be between $700 and
$1,000. Id. at 6. Jefferies believed that H ghmark woul d

revisit'" the technical fee because, inter alia, CMS had

recently reduced the professional conponent fee from $128 to $25,
which "'sent a clear signal to H ghmark that it's been
overvaluing the service.'" Conpl. at § 69. The Kennedy Report
predicted that CVS would cut the rate, even if H ghmark did not
recomrend that it do so. 1d. The report noted that other analysts
had positive ratings for Cardi oNet but stated that Jefferies took
a different position due to its concerns about changes to the

rei mbursenent rate. 1d. at f 71. The Kennedy Report set a price

target of $17.00 per share, and the day that Jefferies published

® Shortly before May 18, 2009 -- but "weeks" after
Jefferies published the Kennedy Report -- Hi ghmark announced t hat
the technical fee would stay the sane.
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the report CardioNet's conmmon stock fell by 13% and cl osed at

$19. 94, down $2.97 per share. |d. at T 72.
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E. Cardi oNet's Reaction to the Kennedy Report

Four days after the Kennedy Report cane out, Cardi oNet
i ssued a press release in response to it. ' The rel ease "stat ed
that after frequent conmunications with its two main
rei mbursenment entities, Cardi oNet had not been notified of any
proposed adj ustnent downward of its reinbursenent rates"” and that
Cardi oNet "believed the Jefferies analyst's reference to such an
i mm nent decrease in the reinbursenent rate was 'not based on any
i ndi cation or suggestions provided by H ghmark Medi care Services
or CVMB.'"" Id. at § 8. Cardi oNet al so clained that rei nbursenent
rates would normally change "only '"after a substantial anmount of
interaction and di al ogue with our organization.'" |d.

The plaintiffs aver that after Jefferies published the
Kennedy Report, Cardi oNet stopped speaking with Jefferies's
analysts and did not allow themto participate in its conference
calls. Id. at 1 9. No one from Cardi oNet ever contacted anyone at

Jefferies regarding the Kennedy Report, though at sonme point

" The plaintiffs also allege facts regarding the
actions of two other investnment firnms after the Kennedy Report's
publication. They claimthat Leerink Swann LLC and G tigroup,
bot h of which were involved with CardioNet's | PO and secondary
stock offering, issued positive reports on the conmpany (i.e.,
with "Qutperfornf and "Buy" ratings) shortly after Jefferies
i ssued the Kennedy Report. Conpl. at f 6-7, 73. CardioNet's
managenent al |l egedly spoke with analysts at these firns before
they issued these positive reports, but we do not see how
statenments that Leerink and G tigroup published regarding
CardioNet are relevant to this lawsuit against CardioNet and its
executives. The plaintiffs offer no reason that the defendants
may be liable for the reports that G tigroup and Leerink authored
or what type of research those firns conducted before publishing
t hose reports.
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Cardi oNet allowed Jefferies's anal ysts back on the conference
calls but still refused to take questions fromthem [d. During
this tinme, the defendants spoke with anal ysts fromother firns. ®
The plaintiffs aver that CardioNet's alienation of analysts from
Jefferies "was part of the defendants' schene to prevent the
di scl osure of accurate information, prevent pointed questioning
about CardioNet's relationship with H ghmark, and/or conceal the
reality of the status of Hi ghmark's reinbursenent process and
decision.” 1d. at ¥ 10. But the Conplaint includes quotations
from question-and-answer sessions during a conference call and at
a health care conference, which we describe bel ow, that
denonstrate that other anal ysts stepped into the vacuum t hat
Jefferies's absence (purportedly) created and repeatedly asked
Car di oNet about the reinbursenent issue.

CardioNet's officers also purportedly worked to "discredit”

t he Kennedy Report in the conpany's first quarter 2009 press

rel ease and earnings call on April 30, 2009 and at the Bank of

8 Inthe plaintiffs' response to the notion to dismss,
they lay the blame for this at the feet of Thurman and Gal van.
See Pl. Br. at 34 ("Thurman and Gal van, who were Cardi oNet's two
seni or - npst executives, made a consci ous deci sion not to contact
Jefferies, not to return their tel ephone calls, and to ban the
Jefferies' [sic] analysts frominvestor and anal yst conferences .
. . "). They cite Paragraphs 9 and 75 of the Conplaint in support
of this statenment, but those sections do not state that any
particul ar individual at Cardi oNet made this decision; the
Conpl ai nt does not say when, how, or from whom Jefferies |earned
of this decision. W also note that a confidential wtness
identified as "CM" is the plaintiffs' source for the allegations
as to how Cardi oNet treated Jefferies after the Kennedy Report.
See Conpl. at ¥ 9. W discuss the weight that we give to such
al | egati ons bel ow.
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Anerica Heal t hcare Conference on May 12, 2009. See, e.qg., id. at

9 11. We discuss below the specific statenents that they nmade on
t hese occasions, but the plaintiffs stress that at the conference
Thur man questi oned Kennedy's notives and his "'due diligence"
prior to issuing the report. See id. On May 18, 2009 Cardi oNet

i ssued a press release stating that the previous week H ghmark
posted a steady reinbursenment rate of $1,123 for MCOT. 1d. at
88.

A confidential informant, identified in the Conplaint as
"CWL,"° stated that CardioNet told sone "on the Street" that
Jefferies (1) never spoke with Highmark and (2) "'like literally
made it up.'" 1d. at T 12. CardioNet |ater purportedly clained
that Jefferies misrepresented itself to H ghmark. * 1d.

In early June of 2009, Thurman also sent letters to the SEC
Nasdaq, and the Financial Industry Regulatory Authority ("FINRA")
"suggesting that the Jefferies report 'may have been part of a
plot to enrich Cardi oNet short sellers betting on a share-price
decline."" Id. at § 14. He also clained to these institutions

that Kennedy or Jefferies was attenpting to mani pul ate

® The parties dispute whether CWM and the ot her
confidential w tnesses nentioned in the Conplaint neet the
pl eadi ng requirenments that our Court of Appeals has established.
We di scuss this issue bel ow.

' The plaintiffs do not plead the anorphous
allegations in 12 with the specificity that the Private
Securities Litigation Reform Act ("PSLRA") demands. W di scuss
that standard bel ow. They do not state, e.qg., what Cardi oNet
all egedly said, to whom "on the Street"” it made these statenents,
how it supposedly spread the word, or when it did so.
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Cardi oNet's stock price and added that the Kennedy Report was
i naccurate. This echoed Thurman's claimat the May 12, 2009
conference that Cardi oNet believed that FINRA and the SEC woul d
i nvestigate the Kennedy Report. See id. at § 86. Thurman did not,
however, disclose at that conference that he conplained to these
regul atory bodi es about the report. Id. at § 87(d).

According to the plaintiffs, however, Kennedy did a
"t horough investigation" before issuing his report, and he spoke
with a "reliable source at H ghmark"™ and others in the field. 1d.
at  13. Another confidential informant, identified as "Cwe," '
stated that Kennedy got information fromthe Vice-President for
Clinical Affairs at H ghmark, Dr. Andrew Bl oschi chak, "who is
directly responsible for oversight of the reinbursenent rate
process at Hi ghmark." 1d. CM al so anorphously "expl ai ned t hat
[unspecified] information was provided [at sonme unstated tine] to
[an unidentified person at] Jefferies by Dr. Bl oschichak of

H ghmark." 1d. at  85(c).

F. Reducti on i n Rei mbursenent Rate for MCOT

On June 30, 2009, CardioNet announced that it expected
"'l ower than anticipated comrercial reinbursenent rates'" for
MCOT and that it was therefore lowering its guidance for 2009 and

wi thdrawing its guidance for 2010 and 2011. 1d. at § 16. The

" The Conplaint identifies CW2 only as "a person with
know edge of the investigation.” Conpl. at § 13. For the reasons
we di scuss below, we will give little credence to facts
attributed to CW2.
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conpany al so stated that "'[v]olunme growth continues to be

significant, but is expected to be sonewhat | ower than the

Conpany had anticipated.'” Id. at 1 93. In a conference call the
next day -- in which Jefferies was allegedly not invited to
participate -- Thurman said that the rei nbursenent rate change

accounted for 98% of the adjustnent to CardioNet's projected
revenue for 2009. |d. at f 96. He characterized the "pricing
dynam cs" as "'unfortunate [but] a nere bunp in the road' " and
said that Cardi oNet was "'very enthusiastic about [its] |ong-term
success.'" 1d. Thurman al so said that "' Medicare reinbursenent
rates will remain stable'" and that Cardi oNet had "'an

out st andi ng di al ogue undergoing'" with H ghmark and Cvs. 1d. at
19 96-97. CardioNet's stock fell from $16. 32 per share on June

30, 2009 to $9.57 the next day. 1d. at ¥ 98.

Less than two weeks later, on July 12, 2009, Cardi oNet
announced that it received a letter fromH ghnmark | owering the
rei mbursement rate for MCOT to $754 per service, a reduction of
about a third fromthe prior $1,123 rate. I1d. at Y 17, 99. The
press rel ease stated that

Cardi oNet has previously indicated that while it had

been aware H ghmark Medi care Services was conducting a

normal review of the reinbursenent rate for MCOT, it

had received no indication of any rate adjustnent or

the specific timng of a H ghmark decision prior to

being notified on July 9, 2009. During a July 9

comruni cati on, Hi ghmark reported that Cardi oNet would

receive a letter notifying it of a change in

rei mbursenent including the exact anmount of the change.
That letter arrived July 10, 2009.
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Id. at § 99.% The conpany also withdrew its 2009 gui dance.

After the July 12, 2009 announcenent, Cardi oNet's stock | ost
$2.96 in one business day and cl osed at $5.87 on July 13, 2009.
Id. at § 101. Thurman |l ater said that due to the rei nbursenent
rate reduction, CardioNet ""wil|l not be able to sustain
operations as a stand-al one conpany.'" Id. at f 18. In md-
Decenber of 2009, Thurman discl osed that Cardi oNet woul d cut
operating costs and that it had retained Lazard Fréres & Co. "to
evaluate its options, including what sonme anal ysts believe could
be a sale" of CardioNet. 1d. The share price fell to $4.36 on
Decenber 8, 2009 and currently trades at around $5.00 to $6.00

per share. 1d.

2 The plaintiffs contend that at the May 12, 2009
conference, Thurman deni ed that H ghmark was review ng the
rei mbursenment rate, yet two nonths later Cardi oNet said that it
had been aware that H ghmark was reviewng the rate. [d. at
102. But at the May 12 conference, soneone asked Thurman if
Cardi oNet had inquired of H ghmark "' point blank'" whether the
rate was under review, and Thurman replied, ""Ch we know it is.

But they have told us that there is nothing [infmnent in the

way of change.'" [|d. at § 86. Thurman al so stated at that
conference that "'[t]here is no formal review of our pricing
underway at Hi ghmark that we are aware of, nor any, as they've
said, nor any pending change.'" 1d.
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G Facts Alleged Specifically as to Scienter

According to the Conplaint, Thurman and Gal van were
Cardi oNet' s seni or managenent and had "princi pal responsibility"
for ensuring the accuracy of the conpany's statenents. 1d. at ¢
104. The defendants "enbarked on a concerted canpaign to
discredit the information” in the Kennedy Report, questioned
Kennedy's notives and "'due diligence,'" and sent letters about
the report to the SEC, Nasdaq and FINRA. 1d. at Y 105, 111. They
told the public that Cardi oNet had no indication that H ghmark
woul d cut the reinbursenent rate and "consistently m srepresented
the nature of the information that Jefferies received from
H ghmark." 1d. at f 112. These actions were purportedly "even
nore egregious in light of the fact that the [ Kennedy Report]
evi denced significant due diligence, and presented many
i ndi cations that H ghnmark was going to | ower the rei nbursenent
rate.” Id. at § 106. The plaintiffs argue that Cardi oNet's
refusal to comunicate with Jefferies, allowthe firmto
participate in the conference calls, or ask questions of
Cardi oNet "at a m ninmum constituted willful blindness on the
part of defendants Cardi oNet, Thurman and Galvan." 1d. at § 1009.
Wil e the defendants alienated Jefferies, Thurman and ot her

Car di oNet enpl oyees spoke with other anal ysts and

"constituenci es" about Jefferies and the Kennedy Report. 1d. at ¢
110.
H. Danmages
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The named plaintiffs and other nenbers of the putative class
suf f ered danages when they purchased stock during the class
period -- between the Kennedy Report's release and July 10, 2009.
They claimthat the stock price was artificially inflated during
that period due to the defendants' fal se and m sl eadi ng
statenments and that nenbers of the putative class | ost noney when
H ghmark cut the rei nbursenent rate and Cardi oNet's stock
plummeted. 1d. at Y 113-14. The plaintiffs allege that the
mar ket for Cardi oNet's common stock was an efficient market
because it traded on Nasdaq, filed reports with the SEC,
comruni cated wdely and regularly with investors, and was
foll owed by securities analysts at mgjor firnms. 1d. at T 117. All
who purchased Cardi oNet stock during the proposed cl ass period
thus "suffered simlar injury through their purchase of
Cardi oNet's common stock at artificially inflated prices.” 1d. at

1 118.
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1. Analysis
A. Standard O Revi ew

Qur Court of Appeals extensively reviewed the standard
for a notion to dismss in a putative securities class action in

Institutional Investors Goup v. Avaya, Inc., 564 F.3d 242 (3d

Cr. 2009) (Scirica, CJ.). Like the plaintiffs in Avaya, the
plaintiffs here assert that the defendants violated 8§ 10(b) of
the Securities Exchange Act of 1934, codified at 15 U S. C

78) (b), and Rule 10b-5, which the Securities and Exchange
Conmi ssion pronul gated. Pursuant to 8 10(b), it is unlawful,

by the use of any neans or instrunentality of
interstate commerce or of the mails, or of any facility
of any national securities exchange . . . [t]o use or
enpl oy, in connection with the purchase or sale of any
security registered on a national securities exchange .
: any mani pul ati ve or deceptive device or contrivance
in contravention of such rules and regul ations as the
Conmi ssi on may prescribe.

15 U.S.C. 78j(b). Rule 10b-5 states that

[i]t shall be unlawful for any person, directly or
indirectly, by the use of any neans or instrunentality
of interstate commerce, or of the mails or of any
facility of any national securities exchange,

(a) To enploy any device, schene, or artifice to
def raud,

(b) To make any untrue statenent of a material fact or
to omt to state a material fact necessary in order to
make the statements nmade, in the |light of the

ci rcunmst ances under which they were made, not

m sl eadi ng, or

(c) To engage in any act, practice, or course of

busi ness whi ch operates or would operate as a fraud or
deceit upon any person, in connection with the purchase
or sale of any security.

17 C.F.R 8§ 240.10b-5.
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To state a clai munder Rule 10b-5, the plaintiffs "nust
al | ege defendants nmade a m sstatenent or an oni ssion of materi al
fact with scienter in connection with the purchase or the sale of
a security upon which plaintiffs reasonably relied and
plaintiff[s'] reliance was the proxi mate cause of their injury."
Avaya, 564 F.3d at 251 (internal quotations omtted). The
plaintiffs assert clainms against Thurman and Garvan pursuant to 8§
20(a) of the Securities Exchange Act of 1934, which inposes
liability on those who "exercise control over a 'controlled
person,' including a corporation, that has commtted a violation
of Section 10(b)." Id. at 252.

As with any notion to dism ss, we assune the veracity of the
facts in the Conplaint. But because this is a securities fraud
case, the plaintiffs nust satisfy the PSLRA' s two hei ght ened
pl eadi ng requirenents. First, the plaintiffs "nmust 'specify each
al l egedly m sl eadi ng statenent, why the statenent was m sl eadi ng,
and, if an allegation is made on information and belief, all
facts supporting that belief with particularity.'” [|d. at 252-53
(quoting Wner Fam ly Trust v. Queen, 503 F.3d 319, 326 (3d Gr.

2007)) (footnote omtted). In addition, the Conplaint nust "state
wWith particularity facts giving rise to a strong inference that
the defendant acted with the required state of mnd."” 15 U S.C. 8§
78u-4(b)(2). See also Avaya, 564 F.3d at 253.

Both requirenments mandate that the plaintiffs plead the
facts "with particularity,” which nmeans that the Conpl ai nt nust

"pl ead the who, what, when, where and how the first paragraph of
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any newspaper story." ld. at 253 (internal quotation marks

omtted). See also id. at 263 (explaining that plaintiffs nust

plead all allegations in a case such as this -- those regarding
falsity and scienter -- with particularity). And when the
Conpl ai nt i ncludes allegations nmade on information and belief, it
"must not only state the allegations with factual particularity,
but nust al so describe the sources of information with
particularity, providing the who, what, when, where and how of

t he sources, as well as the who, what, when, where and how of the
i nformati on those sources convey." 1d. at 253. The plaintiffs
meke all allegations in the Conplaint "upon personal know edge as
to Lead Plaintiff, and upon information and belief as to all

other matters, based upon the investigation of counsel." Conpl.

at 1.

To adequately plead scienter, the plaintiffs nust "state
wWith particularity facts giving rise to a strong inference that
the defendant acted with the required state of mnd," to wt,
consciously or recklessly. 15 U . S.C. 8§ 78u-4(b)(2). See also
Avaya, 564 F.3d at 280. In this context,

[a] reckless statenent is one involving not nerely

sinpl e, or even inexcusable negligence, but an extrene

departure fromthe standards of ordinary care, and

whi ch presents a danger of m sl eading buyers or sellers

that is either known to the defendant or is so obvious

that the actor nust have been aware of it. [C]lains

essentially grounded on corporate m snanagenent do not

adequat el y pl ead reckl essness.

Id. at 267 n.42 (internal quotation marks and citations omtted).
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I n deciding whether the allegations give rise to a strong
i nference of scienter, we "nust take into account plausible

opposing inferences." Tellabs, Inc. v. Mkor |Issues & Rights,

Ltd., 551 U. S. 308, 323 (2007). This "inquiry is inherently
conparative . . . [A] court nust consider plausible noncul pable
expl anations for the defendant's conduct, as well as inferences
favoring the plaintiff." Id. at 323-24. |gnorance does not
necessarily excuse a defendant fromliability. In Avaya, our
Court of Appeals held that a defendant "m ght be cul pable as | ong
as what he knew nmade obvious the risk"” that the defendant's
statements would m sl ead investors. 564 F.3d at 270. Wen a
defendant is on notice of such a risk, he may not stick his head
in the sand and claimignorance. See id. Allegations that a
def endant had notive and the opportunity to commt fraud are
relevant to this inquiry, but allegations of "'notive and
opportunity' may no |onger serve as an independent route to
scienter." ld. at 277.%

Stating the general rule regarding scienter, the Suprene

Court held that "[a] conplaint will survive . . . only if a

3 When corporate officers make normal sales of their
conmpany's stock, we may not infer that they acted with fraudul ent
intent. "But if the stock sales were unusual in scope or timng,
t hey may support an inference of scienter.” In re Advanta Corp.
Sec. Lit., 180 F.3d 525, 540 (3d Cir. 1999) (overrul ed on other
grounds), quoted in Avaya, 564 F.3d at 279. In this case, the
def endants argue that Thurman and Gal van bought stock during the
cl ass period, which they contend undercuts an inference of
scienter. W agree with the plaintiffs that the defendants' stock
purchases were relatively mnor and will not give this factor
much wei ght.
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reasonabl e person woul d deemthe inference of scienter cogent and
at | east as conpelling as any opposing inference one could draw
fromthe facts alleged." Tellabs, 551 U S. at 324. To nake this
deci sion, we view the conplaint as a whole and then nake "a
practical judgnment about whether, accepting the whole factual
pi cture painted by the Conplaint, it is at least as |ikely as not
that defendants acted with scienter." Avaya, 564 F.3d at 269. See
also id. at 272 ("it is the conposite picture, not the isolated
conponents, that judges nust evaluate in the | ast instance").

As noted, the plaintiffs here plead facts that they
attribute to several confidential w tnesses. W eval uate such
al l egations by exam ning the "detail provided by the confidenti al
sources, the sources' basis of know edge, the reliability of the
sources, the corroborative nature of other facts all eged,
i ncl uding fromother sources, the coherence and plausibility of

the allegations, and simlar indicia." California Pub. Enp. Ret.

Sys. v. Chubb Corp., 394 F.3d 126, 147 (3d Cr. 2004), quoted in

Avaya, 564 F.3d at 263 (holding that " Chubb remains good |aw').
Where confidential w tnesses are "found wanting” on these issues,
we are to "discount [their allegations] steeply,” but do not
di sm ss such allegations sinply because they are anonynous.
Avaya, 564 F.3d at 263.

The defendants contend that the plaintiffs have not pled
adequate facts regarding their confidential w tnesses and argue
t hat we should thus discount the facts fromthose w tnesses. The

plaintiffs nention five confidential w tnesses in the Conplaint,
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but we will only discuss CM and CW\2 because the allegations that
the plaintiffs attribute to these confidential w tnesses are the
only such avernents that have a material effect on the outcone of
t he defendants' notion. The Conpl aint describes CM as "a person
in the Medical Device & Diagnostics Industries Goup within
Jefferies.” Conpl. at § 9. The plaintiffs do not explain how big
that group is or what role CW has in it. ! They al so do not
descri be how CW is connected to Jefferies's research on
Cardi oNet or why that person would be privy to, e.qg., the way
that CardioNet allegedly treated Jefferies or what anyone at
Hi ghmark told Jefferies about the reinbursenent rate. Applying
the Chubb factors, we know very little about CM, and we wll
therefore "discount"” the facts that the plaintiffs attribute to
t hat i ndi vi dual

The plaintiffs disclose even | ess about CW2, who the
Conpl ai nt describes sinply as a "person with know edge of the
investigation.” Id. at § 13. Read in context, "the investigation"
appears to refer to the research that Kennedy and Jefferies did
in preparation for the Kennedy Report. See id. The plaintiffs
admt that they have "been sonewhat nore vague about this

Wi tness's identity" and explain that "providing nore detail

“Inthe plaintiffs' response to the notion to
dism ss, they describe this person as an "analyst"” in that group
at Jefferies, but this fact is not in the Conplaint. Pl. Br. at
28 n.15. Even assuming that detail was in the Conplaint, however,
the plaintiffs have not alleged facts that would support a
pl ausi bl e inference that (1) any analyst in that group woul d have
t he kind of knowl edge that the plaintiffs attribute to CM or (2)
CWM was in a particular position to have this information.
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woul d, effectively, identify the person.”™ Pl. Br. at 29 n.15. The
plaintiffs argue that the information fromCA is consistent with
statenments in the Kennedy Report and with facts in the article

fromThe WAll Street Journal that the plaintiffs attached to the

Conplaint. We will take this into account as we anal yze the
notion to dism ss, but, generally speaking, the facts regarding
CwW fall woefully short on the Chubb factors, and we w ||
accordingly discount the facts that the plaintiffs attribute to
w2,

Havi ng canvassed the PSLRA pl eading standard, we wll now
turn to an exam nation of the defendants' allegedly false or
m sl eadi ng statenents and determ ne whether the plaintiffs have
pled falsity and scienter with the requisite particularity as to

each statenent. ' W al so discuss the issue of scienter nore

> The PSLRA created a "Safe Harbor" provision for
forward-1 ooking statenents. Pursuant to 15 U S.C. § 78u-5,
def endants are not liable for any such statenent as long as "the
statenment is identified as such and acconpani ed by neani ngf ul
cautionary | anguage; or is immterial; or the plaintiff fails to
show t he statenent was nmade with actual know edge of its
fal sehood. " Avaya, 564 F.3d at 254.

The defendants contend -- and the plaintiffs dispute --
that the Safe Harbor provision protects themfromliability for
sonme of their statenents. We need not discuss this issue because
we agree with the defendants that the plaintiffs have failed to
plead -- with the particularity that the PSLRA nandates -- that
t he defendants nmade any fal se or m sleading statenents with the
requi site scienter.
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general |y bel ow.

B. Def endants' All egedly False or Msleading Statenents

1. Statenents fromthe April 28, 2009 Press Rel ease

As we descri be above, on April 28, 2009 Cardi oNet issued a
press rel ease that addressed issues that Jefferies raised in the
Kennedy Report. In this section and the foll ow ng sections, we
w || discuss each statenent that the plaintiffs allege was fal se
or msleading, as well as the plaintiffs' allegations regarding
why it was false or msleading. W will nunber each statenent by
t he paragraph of the Conplaint in which it appears.

Paragraph 75(a): The plaintiffs allege that the defendants'

statenment in the press release that "'we have a | ongstandi ng and
prof essional relationship with both CVM5 and Hi ghmark Medi care
Servi ces and have no reason to believe either organization would
ever disclose confidential information that could have a materi al
effect on Cardi oNet or any other conpany'" was naterially fal se
and m sl eadi ng because Cardi oNet did not contact anyone at
Jefferies regarding its sources for the Kennedy Report and then
banned Jefferies fromits conference calls. Conpl. at § 75(a).
The plaintiffs allege that the defendants had no reasonabl e basis
to state that they had "'no reason to believe'" that anyone from
H ghmark gave information to Jefferies.

But the defendants contend -- and, critically, the
plaintiffs do not dispute -- that Cardi oNet did contact H ghmark
after the Kennedy Report and that H ghmark tol d the defendants

that it did not give confidential information about the rate
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change to Kennedy or Jefferies. The defendants argue that it was
reasonable for themto rely on this statenent from H ghmark and
that they had no duty to contact Kennedy to find out who at
H ghmark all egedly gave himthe inside scoop. W agree with the
defendants on this point, especially as the plaintiffs do not
claimthat the defendants had any information to contradi ct what
t he defendants undi sputedly heard directly fromtheir contacts at
H ghmar k. The defendants stated that H ghnmark itself was the
def endants' source of information regarding what H ghmark
di scl osed -- or, rather, did not disclose -- to Kennedy and
Jefferies. The plaintiffs argue that "[t]he sinple fact was that
def endants had no idea what information Jefferies had received
fromH ghmark." Pl. Resp. at 18. But inconveniently for the
plaintiffs, the defendants did not (1) claimto be privy to the
relati onship or communi cati ons between Jefferies and H ghmark or
(2) state that they had spoken with Kennedy or Jefferies. The
def endants only repeated what H ghmark told them

Reasonabl e i nvestors could easily distinguish between
Kennedy's statenents about what H ghmark told himand the

def endants' claimthat CM5 and H ghmark told the defendants that

they did not give Kennedy or anyone at Jefferies the rate-cut
information. What H ghmark actually told Kennedy or Jefferies has
nothing to do with our inquiry, in which we focus on what the

def endants knew or reckl essly ignored.

Paragraph 75(b): The plaintiffs claimthat the defendants’

description of their relationship with H ghmark and CV5S was
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materially fal se and m sl eadi ng because, if the defendants had
the kind of relationship they clained they did, they would have
known that (1) Dr. Bl oschichak gave information to Kennedy -- an
avernent that, again, we discount -- and (2) H ghmark told
Jefferies that a rate cut for the MCOT code was "inm nent."
Conpl. at § 75(b). The plaintiffs aver that CWM stated that
Car di oNet managenent "'overstated their relationship with

H ghmark' " and that the defendants' claimthat they were "in
constant conmmuni cation with Hi ghmark 'was clearly an inaccurate
statenment.'" 1d.

The defendants contend that the plaintiffs do not plead with
sufficient particularity the allegations regarding the
information that Dr. Bl oschichak gave to Kennedy or Jefferies;
they also argue that these all egations are based on confidentia
W t nesses that do not neet the Chubb standard. We agree with the
def endants on these issues. The plaintiffs do not aver what
information Dr. Bloschichak gave to Jefferies or to whom when
or how he did so. As to CW and CW -- who are the sol e sources
of the plaintiffs' clainms regarding Dr. Bl oschichak -- the
Conpl ai nt does not give sufficient information under Chubb to
support their know edge of these facts. W know next to nothing
about CW2, and the plaintiffs do not explain why CM, who worked

at Jefferies, would know about CardioNet's relationship with

H ghmar k. The external sources on which plaintiffs rely to

bol ster CW and CW2 -- the Kennedy Report and the Journal article
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-- do not, noreover, identify Dr. Bloschichak as Kennedy's
i nsi der source.

The plaintiffs also fail to sufficiently plead scienter
regardi ng the defendants' relationship with H ghmark. There are
no facts to suggest that (1) Cardi oNet knew or recklessly ignored
that its relationship with H ghmark was | ess transparent or
trustworthy than Cardi oNet believed it was, or (2) Cardi oNet knew
or recklessly ignored the purported fact that Dr. Bl oschi chak
gave confidential information to Kennedy, despite the explicit
reassurances of Hi ghmark and CMS that neither organization had
done so.

Paragraph 75(c): The plaintiffs allege that the defendants'

statenment that H ghnmark and CM5 "'officials have stated to us
that the anal yst’s suggestion of an inmm nent adjustnent was not
based on gui dance from H ghmark Medicare Services or CM5 and that
"nei ther organi zation provided the analyst with any confidenti al
information or any information specifically about Cardi oNet"'"
was nmaterially false and m sl eadi ng because it suggested that
Jefferies received no rate cut information from H ghmark and t hat
t he Kennedy Report was therefore wong. Conpl. at Y 75(c).
According to CM, Hi ghmark at | east gave Jefferies information
regarding a rate cut for MCOT's code -- even if it did not say
anyt hi ng about Cardi oNet or MCOT in particular -- and the

i nformati on about the code "was in essence information specific
to CardioNet" and "one or two of its closest conpetitors.”

ld. CM clainmed that this statenent "was nothing nore than a
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"word gane.'" 1d. W will again discount the allegations that the
plaintiffs attribute to CAL.

But the plaintiffs have also failed to connect the reason
they say this statenment is false -- the fact that H ghmark
actually gave inside information to Kennedy regarding the rate
cut -- with the statenent they attribute to the defendants, which
was not regarding what H ghmark actually did inits
comruni cations with Kennedy and Jefferies but rather what
Hi ghmark told the defendants that it did. And the plaintiffs have
again failed to plead any facts to show that the defendants knew
their relationship with H ghmark was on rocky ground or that
Kennedy' s back-door channel to H ghmark was so obvious that the
defendants nmay be held legally liable for failing to disclose it.

In the plaintiffs' response to the notion to dismss -- but
not in the Conplaint -- they contend that these statenents were
al so m sl eadi ng because Cardi oNet got its information in an emi

from H ghnmark' s | egal counsel, '

not directly fromH ghmark's
senior officials. Pl. Resp. at 9. W agree with the defendants
that the plaintiffs have not pled falsity because they do not
all ege any facts to show that H ghmark's counsel (1) was not a
senior official of the conpany or (2) was not stating the

position of Highmark's senior officials.

' This statement was in an article from The \al |
Street Journal, which the plaintiffs attached as an exhibit to
t he Conpl ai nt.

" The plaintiffs also state -- but cite no supporting
(continued...)

30



2. Statenments fromthe April 30, 2009
Press Rel ease and Conference Cal

Car di oNet issued a press release and held a conference cal
on April 30, 2009 regarding its first quarter 2009 financi al
results. The plaintiffs allege that six particular statements
that the defendants nmade on that day were materially fal se and
m sl eadi ng and viol ated Rul e 10b-5.

Paragraph 85(a): In the conference call, an analyst asked if

H ghmark had "'sort of an annual review process or was [ sic]
there just been sem -annual or has there have been [ sic] any

consi stency to the process in the past?' " Conpl. at § 84. Thurman

responded t hat there is not a schedul ed event.' [ d. Thurman

al so said that t here has been this absolutely professional and

col | aborative rel ati onship between the payors and us on

justifying and understandi ng the cost benefit of what we do'" and
"'that it's just an ongoing and a very col |l aborative effort
between the parties that are involved.'" 1d. He also said that

CardioNet "'really work[s] hand in glove with H ghmark and wth
CMB on an ongoing basis.'" 1d. Galvan told the anal ysts that
Cardi oNet had "'an outstanding relationship with H ghmark and a
di al ogue with that [sic] is weekly if not nore frequently and

this [discussion about the reinbursenent rate and whether it is

7 (...continued)

facts fromthe Conplaint -- that CardioNet's contacts with

H ghmark and CVMS "may have been not hing nore than repeated
inquiries fromthe Conpany's side about the status of rate

rei mbursement revisions.” PI. Resp. at 9. We will disregard this
specul ati on.
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under review always happens.'" 1d. Thurman al so stated that
"*Iw]e know of no reason today to expect any significant change
in the reinbursenent levels.'" 1d.

The plaintiffs aver that these statenents -- regarding the
nature of the relationship between Cardi oNet and the payors
(specifically H ghmark and CM5) and "denyi ng an i nm nent
rei mbursenent rate cut" or a current rate review -- were
materially fal se and m sl eadi ng because Cardi oNet did not contact
Jefferies regarding its sources for the Kennedy Report, and then
it banned Jefferies fromits conference calls. [d. at f 85(a)
Again, CardioNet's statenents regarding its relationship with
H ghmark coul d not be deened fal se just because Jefferies al so
had a relationship with H ghmark that Cardi oNet was not privy to.
There is no suggestion in the Conplaint, noreover, that Cardi oNet
fal sely characterized its past interactions with H ghmark over
t he rei nbursenment rate.

The plaintiffs al so have not adequately pled scienter as to
these statenents. They do not contest that Cardi oNet contacted
H ghmar k regardi ng the Kennedy Report and that H ghmark gave
Cardi oNet the reassurances that the defendants shared wth the
public. W cannot hold that Cardi oNet's decisions not to contact
Jefferies regarding its sources and to stop comruni cations with
the firmwere "extrene departure[s] fromthe standards of
ordinary care" for a publicly traded conpany and its executi ves.
If we held otherw se, such a conpany would be required to contact

every anal yst who issued an unfavorable report based on
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information that differed fromthe conpany's. Perhaps nore
intriguingly, the analyst would then presumably be required to
di vul ge his or her sources, so that the conpany coul d determ ne
whet her its sources or the analyst's sources were nore credible.
The defendants did not need to carry out such an
interrogation to avoid liability for fraud regardi ng these
statenents. A reasonable investor would understand that Cardi oNet
and Jefferies sinply had different sources of information and
could determne for thenselves which entity was nore likely to be
correct. The plaintiffs also fail to adequately all ege that
Cardi oNet knew or acted recklessly regarding a rei nbursenent rate
cut that was supposedly "immnent." In fact, H ghmark itself
announced around May 18, 2009 that the rei nbursenent rate woul d
remain at $1, 123, so we do not see how any of CardioNet's
statenments before that tinme regardi ng whether the rei nbursenent
rate was |likely to change coul d be acti onabl e.

Par agraph 85(b): The plaintiffs again claimthat the

def endants' statenents regarding the close nature of their
relationship wwth H ghmark and ot her payors were fal se and

m sl eading for the reasons they stated in § 75(b). W agree with
the defendants that the plaintiffs have failed to adequately
plead a Rule 10b-5 violation as to this issue, for the reasons we
descri be above as to | 75(b).

Par agr aph 85(c): As we discuss earlier, the defendants

reiterated the guidance that they gave in February of 2009

regardi ng the conpany's earnings and other issues. The plaintiffs
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allege that it was nmaterially false and m sleading for themto do
so because "the guidance factored in only a relatively smal

| ong-termrei nbursenent rate decline but, had defendants spoken
with M. Kennedy or others at Jefferies concerning the April 24
Report, they would have | earned that a significant reinbursenent
rate cut was immnent, and that this key assunption underlying
their market guidance was materially in error.” Conpl. at ¢
85(c). They claimthat the defendants' reiteration of the
February gui dance al so gave the public the fal se inpression that
Jefferies received no information from H ghmark regardi ng an

i npendi ng rate cut and that the Kennedy Report was therefore
wrong. The plaintiffs repeat their claimfromq 75(c) that any
information Jefferies received about a rate cut for the code
under which MCOT is billed is "is tantanount to providing
information specific to Cardi oNet and, perhaps, one or two of its
cl osest conpetitors.” I[d. at § 85(c). For the reasons we discuss
earlier in this Menorandum the defendants had no duty to speak
to Kennedy or Jefferies, and they did not claimthat they had
done so; the defendants were not reckless when they repeated what
H ghmark and CMS told them especially as they made cl ear that

H ghmark and CMS were the sources of that information.

According to the facts in the Conplaint, the defendants
sinply did not make a fal se or m sl eading statenent about their
comruni cations with H ghmark; the investing public could, again,
easily distinguish between the defendants' clains about their

relationship wwth H ghmark and Kennedy's argunent that H ghmark

34



was not telling Cardi oNet the whol e story. The Exchange Act
sinply does not oblige executives to nonitor their own
relationships with third parties -- such as H ghmark -- and also
to nonitor the third parties' relationships with others, such as
Kennedy and Jefferies.

As to the size of the reinbursenent rate cut, the defendants
di scl osed that they assuned that any cut would be small, and a
reasonabl e i nvestor could have read the Kennedy Report and
deci ded that Cardi oNet was m staken in that assunption. Such a
m st ake, however, does not rise to the I evel of scienter required
for the defendants to be |iable under Rule 10b-5.

Paragraph 85(d): In response to an analyst's question

regardi ng CardioNet's "'assunptions for reinbursenent going
forward,'" Thurman nmade the "'hand in glove' " coment and stated
that "'candidly the argunent is just as strong that we could
justify a higher level of reinbursenent as there would be any
reduction."” 1d. at ¥ 84. The plaintiffs argue that this
statenment was nmaterially fal se and m sl eadi ng because the

def endants had "no basis to | ead the market to believe that a
rei mbursenent rate increase was just as likely as a rei nbursenent
rate decrease," especially because the conpany's early investors
sold |large anobunts of stock in CardioNet's | PO and secondary
offering, which the plaintiffs contend denonstrated that those

i nvestors believed the rei nbursenent rates would go down. 1d. at

85(d) .
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As the defendants argue, early investors' stock sales in
2008 have little, if any, bearing on whether their statenents at
| east eight nonths |later were false. W agree that the plaintiffs
have not pled facts to show that there is any connecti on between
rei mbursenment rates and the actions of early investors. Moreover,
other than the plaintiffs' blanket statenent that the defendants
had "no basis" to claimthat the rei nbursenent rate was just as
likely to go up as to go down, the plaintiffs have not pled any
facts to support their allegation that this statenment was fal se
and have thus not pled falsity wwth particularity. W also note
t hat Hi ghmar k announced around May 18, 2010 that the
rei mbursenment rate would stay the sanme, which supports the

reasonabl eness of the defendants' statenent. '8

Paragraph 85(e): The plaintiffs allege that the defendants'
general statenments regarding their expectations as to
rei mbursenent rates were also materially false and m sl eadi ng
because Cardi oNet did not "apprise itself of l|ikely reinbursenent
rate cuts by its comercial [i.e., private insurance] payors."
Id. at § 85(e). According to CardioNet's June 30, 2009 press
rel ease, sone conmmercial payors did reduce their reinbursenent
rates. But the plaintiffs have failed to plead facts with
particularity as to whether Cardi oNet's representati ons on that

i ssue were false, e.qg., which payors reduced the rates, when they

® I ndeed, we cannot imagine a better confirmation for
the prediction that the rate was just as likely to go up as to go
down. The rate actually stayed the sane, precisely |odged between
an increase and a decrease.
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did so, or how Cardi oNet |earned that information. They have al so
failed, with respect to the conmmercial payors, to plead scienter
wWth particularity.

Paragraph 85(f): The defendants stated that the conpany was

recei ving an increasing percentage of its revenue from MCOT,

whi ch of fset declines for the Holter and event nonitoring
devices. The plaintiffs claimthat these statenents were
materially m sl eadi ng because H ghmark was nore likely to review
the rei nbursenent rate as Medicare got nore clains for MCOT
"including clainms that may have been outside the strict
limtations of coverage" under the H ghmark Bulletins we describe
above. Id. at  85(f). The plaintiffs do not plead any facts that
coul d support a claimthat Medicare actually received -- or had
any unusual problenms with -- such non-qualifying clainms, but they
nonet hel ess anor phously aver that "such increasing and
potentially abusive clains would increasingly push H ghmark" to
cut the MCOT rei mbursenment rate. 1d.

The plaintiffs also claimthat H ghmark woul d be nore likely
to scrutinize the rate as Cardi oNet encouraged increased use of
MCOT and | ess use of the Holter and event devices, in alleged
"contradiction of H ghmark's Iimtations on usage of the MCOT
system"” 1d. The plaintiffs plead no facts regardi ng any effort
by Cardi oNet to encourage physicians to inappropriately prescribe
MCOT, but they nonethel ess argue that this dynamc "would only
tenporarily nmake the Conpany's reported revenues and earni ngs

appear better"” and woul d al so encourage H ghmark to reduce the
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approved rate for MCOT. |d. W agree with the defendants that the
Conpl ai nt contains no particular facts to support the plaintiffs’
claimthat H ghmark even considered these issues when it set the
rei mbursenent rates. Because the plaintiffs have failed to pl ead
facts to support their theory of falsity -- and, we note, failed
to plead facts to show that the defendants had the requisite
scienter to make this supposedly m sl eading statenent -- we agree

with the defendants that this statenent is not actionabl e.
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3. Def endants' Statenents
at the May 12, 2009 Conference

Thurman made a presentation at the Bank of America Health
Care Conference on May 12, 2009, and the plaintiffs allege that
several of the statenents in that presentation and in the
foll ow ng question-and-answer session were materially fal se and
m sl eadi ng.

Par agraph 87(a): During the question-and-answer session and

in response to a question about the reinbursenment issue, Thurman
stated that

"[w ell obviously we've been inundated in the |ast two
weeks with this question since an anal yst canme out with
a report claimng that he had spoken with the peopl e of
H ghmark and that there was a pendi ng $200 decrease in
rei mbursenment. For starters that anal yst has never
spoken with Cardionet [sic] before that report cane out
or afterwards. W have about seven other anal ysts who
cover the conpany, all of whom[Galvan] and | are in
constant dialogue with., Mst, if not all of them have
actually visited the conpany and sat down with [ Gal van]
and ne, so, we certainly wish that that anal yst had
taken the extra effort and done the proper due

di i gence, which he did not."

Conpl. at § 86. The plaintiffs claimthat Thurman's statenent

t hat Kennedy "had not conducted ' proper due diligence' " was
materially false and m sl eading and that Thurnman nmade the
statement recklessly and without a reasonabl e basis because
Cardi oNet did not speak with anyone from Jefferies regarding the
sources for the Kennedy Report and then banned Jefferies from
Cardi oNet's conference calls. Id. at § 87(a). W agree with the

defendants that, in context, Thurman's coment about Kennedy's

| ack of "due diligence" plausibly related only to the analyst's
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failure to neet wwth or talk to anyone at Cardi oNet before
issuing his report and not to Kennedy's other research. Thurnman
did not opine on any sources or bases for the Kennedy Report

ot her than Kennedy's | ack of contact with Cardi oNet and

H ghmark's claimthat it did not give Kennedy or Jefferies
information. The plaintiffs do not allege, noreover, that Kennedy
had spoken with anyone at Cardi oNet, and we agree wth the

def endants' contention that the plaintiffs have therefore failed
to plead falsity with particularity.

Paragraph 87(b): The plaintiffs again claimthat Thurman's

statenments regarding the rel ati onship between Cardi oNet and

H ghmark were fal se and m sl eading for the reasons they stated in
T 75(b). W will dismss this claimfor the reasons we di scuss
above in relation to Y 75(b).

Par agraph 87(c): Thurman nade other direct statenents in

response to the Kennedy Report. He stated that "'[w] e ve never
gotten any signal from H ghmark that they' re considering a price
reduction. Qur interface with them has been nothing | ess than
extraordi nary since the conpany was created. We're in absolute
constant dialogue with the individual at H ghnmark who woul d be

t he deci si on maker, who absolutely denies that they provided any
information to this anal yst whatsoever.'" |d. at { 86. The
plaintiffs contend that these statenments were materially false
and m sl eadi ng because (1) Dr. Bl oschichak -- who set the

rei mbursenment at Hi ghmark -- did tell Kennedy that H ghmark woul d

reduce the reinbursenent rate for the code under whi ch MCOT was
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billed, ' (2) Thurman gave the inpression that Jefferies did not
get any information from H ghmark about the rate cut and that the
Kennedy Report was thus false, and (3) on July 12, 2009,

Car di oNet announced a rei nbursenent rate change and admtted that
it "had been aware" that Hi ghmark was review ng the rei nbursenent
rate. 1d. at f 87(c) (enphasis omtted).

Even if we assune that Dr. Bl oschichak gave Kennedy inside
information, for the reasons we explain above that does not nake
fal se or m sleading Thurman's statenent that H ghmark told
Cardi oNet that Kennedy did not get that information from
H ghmark. The facts in the Conplaint also do not support a
finding of scienter that the defendants knew or reckl essly
i gnored what an individual at H ghnmark all egedly told Kennedy. At
wor st, the defendants were naive or negligent in taking H ghmark
at its word on this issue. W therefore reject the plaintiffs’
first and second argunents regarding this statenent.

As to the third argunent, the fact that Cardi oNet knew at
some point before July 12, 2009 that H ghmark was review ng the
rei mbursenent rate does not nean that its statenent on that issue
on May 12, 2009 -- nore than two nonths earlier -- was false.
There are also no facts to support a finding that the defendants
knew a real or formal review -- as opposed to the usual, constant

review that Thurnman described in the passage we quote in note 13

Y Again, we discount this alleged fact due to the
insufficiency of the plaintiffs' factual avernents regarding (1)
t he confidential w tnesses and (2) whether Dr. Bl oschichak shared
the information wth Kennedy or Jefferies at all.
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-- was underway on May 12, 2009 or were extrenely reckless in

ignoring that issue. H ghmark's announcenent around May 18, 2009
that it would not change the reinbursenent rate constitutes a
powerful rebuttal to any claimof scienter regarding a denial of
a rate cut six days earlier.

Par agraph 87(d): According to the plaintiffs, Thurman's

statenment on May 12, 2009 that FINRA and the SEC woul d

i nvestigate the Kennedy Report was materially fal se and

m sl eadi ng because Thurman did not disclose that he personally
asked those agencies to investigate the issue. The defendants
argue that the plaintiffs have failed to plead facts to show t hat

Thurman made this statement with scienter. They contend that

Thurman's actions on this point -- asking these bodies to
i nvesti gate the Kennedy Report -- actually weigh against a

finding of scienter because "it presunes that defendant Thurman
intentionally engaged in securities fraud and then went to the
very regul atory bodies that are charged with preventing such
fraud to ask for an investigation.” Def. Br. at 31.

The plaintiffs respond with a litany of exanples in which
others all egedly "nmounted such aggressive counter-attacks to
distract attention fromtheir own nal feasance.” Pl. Resp. at 43.
We have little doubt that others nmay have done this, but the
guestion before us is whether under the facts alleged "a
reasonabl e person woul d deemthe inference of scienter cogent and
at | east as conpelling as any opposing inference one could draw

fromthe facts alleged." Tellabs, 551 U S. at 324. For the
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reasons we discuss el sewhere in this Menorandum we find that
there are no facts to show that Thurman or any ot her defendant
knew about the inpending rate cut at that tine -- on May 12, 2009
-- or nmade an extrene departure fromthe usual standard of care
in not knowi ng about it. There are no facts to suggest that the
def endants knew or shoul d have known about the purportedly solid
i nsi de resources behind the Kennedy Report. It is therefore not

pl ausi bl e, based on the plaintiffs' facts, that Thurnan contacted
the regul atory bodi es about Kennedy's conduct in an effort to
cover his own tracks. As such, even if his failure to disclose
that he contacted the regul atory bodies was m sl eadi ng, the
plaintiffs have not adequately pled that he acted with the

requi site scienter.

Paragraph 87(e): The plaintiffs contend that when Thurman

stated "'that anal yst has never spoken with Cardionet [ sic]
before that report cane out or afterwards,'” it was materially
fal se and m sl eadi ng because (1) other people fromJefferies
spoke with Cardi oNet enpl oyees before Jefferies published the
Kennedy Report, "albeit not on the subject of the inm nent

rei mbursenent rate cut by H ghmark," (2) Jefferies's enployees
call ed Gal van, but Galvan did not return their calls, and (3)
Cardi oNet cut off communication with Jefferies after the Kennedy
Report. Conpl. at § 87(e). But Thurman nade this statenent only
about "'that analyst,'" not all of Jefferies. This statenent is

not false or m sleading because it is limted to CardioNet's

interactions with Kennedy, which -- it is undisputed -- were
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nonexi stent. Thurman did not claim for exanple, that Cardi oNet
had tried to contact Jefferies, nor could anyone so infer from
his sinple statenent that "'that analyst'"™ had not spoken to
Car di oNet .

4. May 18, 2009 Press Rel ease

On May 18, 2009, Cardi oNet issued a press rel ease, which
stated that the previous week H ghmark had posted a rei nbursenent
rate of $1,123.07 for MCOT's code and that this rate was the sane
that H ghmark had set in the fall of 2008 when the AMA created
the code. 1d. at T 88. CardioNet's stock rose 15%the next day
and cl osed at $19.60 on May 19, 2009. 1d. at  89.

Paragraph 90: The plaintiffs admt that the May 18, 2009

press rel ease was "technically accurate”, but conplain that it
was nevertheless "materially m sl eading because it falsely
inplied that (a) there had been no basis for the statenents nade
in [the Kennedy Report], (b) the posting of the reinbursenent
rate indicated that the $1,123.07 rate would remain in place at

| east through the end of 2009, and (c) Hi ghmark was not
undert aki ng and woul d not undertake any further review of the
rei mbursenment rate for 2009." Id. at § 90. Again, the plaintiffs
state that CardioNet did not speak with anyone at Jefferies to

| earn the basis for the information in the Kennedy Report,
excluded Jefferies fromconference calls, tried to discredit
Jefferies, and attenpted to get regulatory bodies to investigate
the firm 1d. But the May 18, 2009 press rel ease nakes no

reference to (1) the Kennedy Report, (2) how long the rate woul d
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remain in place, or (3) whether H ghmark was undertaking or woul d
undertake any other review. W agree with the defendants that the
May 18, 2009 press rel ease could not have msled investors for
the reasons that the plaintiffs allege.

Paragraph 92: The plaintiffs claimthat the statenent

regarding the stable rate was materially m sleading for the sane
reasons they asserted in § 85(f): that, in sumrary, increasing
and "potentially abusive" use of MCOT woul d cause Hi ghmark to
exam ne and reduce the reinbursenent rate, which would hurt

Cardi oNet's revenues and earnings. W reject this argunent for

the sanme reasons we descri be above as to T 85(f).

C. Sci ent er

We di scuss above the plaintiffs' allegations regarding the
def endants' scienter as to some specific statenents, but it may
be hel pful for us to make sone general observations on this
i ssue, as well.

The plaintiffs contend that CardioNet's refusal to speak
with Jefferies after the firm published the Kennedy Report was
evi dence that CardioNet did not want to face the truth regarding
t he Kennedy Report. They appear to argue that Cardi oNet could
not reasonably comment on the Kennedy Report wi thout speaking
first to Kennedy or Jefferies. W disagree. The plaintiffs do not
undercut the defendants' claimthat they went directly to the
source and asked Hi ghmark if it |eaked information to Cardi oNet.

Al t hough it may have been unw se or even negligent for Cardi oNet
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to fail to go any further in investigating the supposed | eaks
fromH ghmark, it was hardly an extrene departure from norna
practice.? This is especially true since the Kennedy Report did
not identify the source of Kennedy's "checks," nuch | ess state
that an influential person such as Dr. Bl oschichak was
purportedly Kennedy's inside source.

The plaintiffs also conplain about the defendants' refusal
to believe Kennedy's prediction on April 24, 2009 that Medicare
woul d cut the reinbursenent rate, and they claimthat the
def endants had no reasonable basis on April 28, April 30, and My
12, 2009 to state, e.qg., that H ghmark woul d not cut the
rei nmbursenent rate, or that H ghmark was not formally review ng
the rei nbursenent rate, or that H ghmark would only cut the

rei mbursenent rate by a small anpunt. But inconveniently for the

20 The plaintiffs unconvincingly rely on Helwig v.
Vencor, Inc., 251 F.3d 540 (6th Cr. 2001) (overruled on grounds
not relevant here). In that case, the Sixth Circuit held that the
plaintiffs sufficiently pled scienter as to the falsity of the
def endants' statenents regarding the inpact of pending
| egi sl ati on on the defendant conpany when (1) an industry
executive had testified about those concerns before Congress, (2)
a conmpany executive stated that "'tough tines were ahead "
because of the legislation, and (3) executives sold mllions of
dollars worth of stock after the act was signed. 1d. at 558. A
Vencor executive had also circulated an internal nmenorandum
regarding the legislation's potential inmpact on the conpany. I1d.
at 545.

The plaintiffs accurately state that "[w here favorable
predictions are nade without regard to known adverse facts, such
statenents are fal se and m sl eading,” and then they describe
Helwig. PI. Br. at 31 (enphasis added). But the executives
actions at issue in Helwig -- selling their stock and warning
about "'tough times'" -- suggest that they knew the | egislation
woul d pass and negatively effect their conpany. The plaintiffs in
this case make no cognate all egati ons.
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plaintiffs, around May 18, 2009 Hi ghmark announced that the
rei mbursenent rate would stay the sanme. This flies directly in
the face of Kennedy's claimthat Medicare would cut the rate
W thin "weeks." Kennedy's prediction canme true by md- July of
2009, but, between the Kennedy Report and the July change,
H ghmark itself announced that the rate would not change. W
t herefore cannot conclude as to the rate change that a
"reasonabl e person woul d deem the inference of [reckl essness]
cogent and at | east as conpelling as any opposing inference one
could draw fromthe facts alleged.™

Regarding the plaintiffs' argunments about the relationship
bet ween t he defendants and H ghmark, they plead no facts to
support a claimthat the defendants had any reason to fear that
their relationship with H ghmark was rocky, and they do not claim
that the defendants |ied when they said they spoke with H ghmark
of ten about the reinbursenent rate. The plaintiffs do not counter
the defendants' statenent that they spoke with H ghmark
specifically about the Kennedy Report and that H ghmark (1) gave
t he defendants no reason to believe that a rate change was
imm nent and (2) told the defendants that H ghmark di d not
di vul ge inside informati on to Kennedy or Jefferies. The
plaintiffs have suggested no reason that the defendants shoul d
have di strusted the information they received from H ghmark, and
t hey have therefore not pled that the defendants commtted fraud
when they took H ghmark at its word and passed that informtion

on to the public.
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In summary, even if the plaintiffs adequately pled falsity
Wi th respect to any of the statenents in the Conplaint, we would
still dismss their clains because they have not sufficiently
pl ed scienter. Under the facts in the Conplaint, and view ng the
al l egations as a whole, "a reasonable person would [not] deemthe
i nference of scienter cogent and at | east as conpelling as any
opposi ng i nference one could draw fromthe facts alleged.™
Tel l abs, 551 U. S. at 324.

[11. Concl usion

The plaintiffs have not pled both falsity and scienter with
the particularity that the PSLRA denmands as to any all egedly
false statenent referred to in the Conplaint. We will therefore
grant the defendants' notion to dismss. As plaintiffs have in
their Consolidated Conplaint taken two bites at this apple, we

will not afford a third bite.

BY THE COURT:

__\s\Stewart Dal zel |
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

DI ANNE SOLOMON- SHRAVDER, et al . CIVIL ACTI ON
V. .
CARDI ONET, INC., et al. : NO. 09- 3894
ORDER

AND NOW this 10th day of August, 2010, upon consideration of
the defendants' notion to dism ss (docket entry
# 31), the plaintiffs' response thereto (docket entry # 34), and
the defendants' reply (docket entry # 37), and in accordance with
t he acconpanyi ng Menorandum it is hereby ORDERED t hat:

1. The Cerk of Court shall TRANSFER this matter from our
Cvil Suspense docket to our Active docket;

2. The notion to dism ss (docket entry # 31)
i s GRANTED;

3. The plaintiffs' clains are DI SM SSED, and

4, The Cerk of Court shall statistically CLOSE this case.

BY THE COURT:

__\s\Stewart Dal zel |



IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

DI ANNE SOLOVON- SHRAWDER, et al . Cl VI L ACTI ON
V. :
CARDI ONET, INC., et al. : NO. 09- 3894
JUDGVENT

AND NOW this 10th day of August, 2010, in accordance
w th the acconpanyi ng Menorandum and Order, in which we grant the
def endants' notion to dismss, JUDGVENT | S ENTERED in favor of
def endants Cardi oNet, Inc., Randy Thurman, and Martin Gal van, and
agai nst plaintiffs D anne Sol onon- Shrawder and Central Laborers’
Pensi on Welfare and Annuity Funds, with each side to bear its own

costs.

BY THE COURT:

__\s\Stewart Dal zell



