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A B S T R A C T

Rule 10b-5 private damages actions cannot proceed on a class basis unless the plaintiffs
are entitled to the fraud-on-the-market presumption of reliance. In Halliburton II, the
US Supreme Court provides defendants with an opportunity, before class certification,
to rebut the fraud-on-the-market presumption through evidence that the misstatement
had no effect on the issuer’s share price. It left unspecified, however, the standard by
which the sufficiency of this evidence should be judged.

This article explores the two most plausible approaches to setting this standard.
One approach would be to impose the same statistical burden on defendants seeking
to show there was no price effect as is currently imposed on plaintiffs to show that
there was a price effect when the plaintiffs later need to demonstrate loss causation.
The other approach would be to decide that defendants can rebut the presumption of
reliance simply by persuading the court that the plaintiffs will not be able to meet their
statistical burden. If the courts choose the first approach, Halliburton II is unlikely to
have much effect on the cases that are brought or on their resolution by settlement or
adjudication. If they choose the second approach, the decision’s effect will be more
substantial. The article concludes with a brief discussion of some of the considerations
that should be relevant to courts in their choice between the two approaches.

The US Supreme Court’s recent decision in Halliburton Co v Erica P John Fund, Inc1

(Halliburton II) settles one question: defendants are unlikely to succeed anytime
soon in another frontal assault on the fraud-on-the-market presumption of reliance,
first endorsed by the Court in 1988 in Basic v Levinson2 for use in private damage
suits based on misstatements violating section10(b) of the Securities and Exchange
Act of 1934 (the ‘Exchange Act’) and Rule 10b-5 promulgated thereunder.3 In its
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Capital Markets, Columbia Law School, New York, NY 10027 212-854-9766. Email: mfox1@law.
columbia.edu. This piece is a short synopsis of a larger article entitled ‘Halliburton II: It All Depends on
What Defendants Need to Show to Establish No Impact on Price’, which is appearing in the Spring 2015
issue of The Business Lawyer.

1 Halliburton Co v Erica P John Fund Inc No 13-317 (23 June 2014) (Halliburton II).
2 Basic Inc v Levinson, 485 US 224 (1988).
3 Securities Exchange Act of 1934 s10(b) (the ‘Exchange Act’, Pub L No 73-291, 48 Stat 881 (codified as

amended at 15 USC s78j(b)(2006)) s10(b) and Rule 10b-5, 17 C.F.R. 240. 10b-5 (2014), promulgated
thereunder. Chief Justice Roberts’ opinion in Halliburton II forthrightly dismisses petitioner Halliburton’s
argument that developments in financial economics since 1988 have rendered Basic’s premises outmoded.

VC The Author 2015. Published by Oxford University Press. All rights reserved.
For permissions, please e-mail: journals.permissions@oup.com

� 135

Journal of Financial Regulation, 2015, 1, 135–142
doi: 10.1093/jfr/fju004
Panorama

D
ow

nloaded from
 https://academ

ic.oup.com
/jfr/article/1/1/135/2357864 by guest on 23 M

ay 2023

United States
.
.
.
.
&sect;
``
''
.
.
.
``
''
.
.
.
.
.
.
.
&sect;
http://www.oxfordjournals.org/


place, however, the Court substitutes another big question. While the Court unani-
mously agrees that the ‘defendants must be afforded an opportunity before class
certification to defeat the presumption through evidence that an alleged misrepresen-
tation did not actually affect the market price of the stock’,4 it leaves unclear what
the standard is for determining the sufficiency of the evidence presented by a defen-
dant as to a misstatement having no impact on price.

Whether gaining the right to rebut the presumption at this early stage of litigation
is of genuine value to defendants depends very much on the answer to this new
question. At stake is the range of circumstances under which a Rule 10b-5 action for
damages is likely to be viable against an issuer for a misstatement that allegedly in-
flates its share price in the secondary market. Without the presumption, it is impossi-
ble for such an action to proceed on a class basis. If the action cannot proceed on a
class basis, it is much less likely to be brought.

After a quick review of the fraud-on-the-market cause of action and the traditional
role played by econometric evidence, this piece sets out, and explores the implica-
tions of, the two most plausible approaches that the courts might take to the ques-
tion of the standard for determining, at the class certification stage, whether a
defendant has successfully rebutted the presumption through a showing of no price
effect and implications of each. One approach would be for the courts to impose the
same statistical burden on defendants seeking to show there was no price effect as is
currently imposed on plaintiffs, at the loss causation stage of the litigation, to show
that there was a price effect. The other approach would be to decide that defendants
can rebut the presumption of reliance simply by persuading the court that the plain-
tiff will not be able meet its statistical burden concerning price effect when it is later
called upon to demonstrate loss causation at the time of summary judgment or trial.
The piece concludes with a brief exploration of some of the matters that the courts
will need to consider in their choice between the two approaches.

1 . T H E F R A U D - O N - T H E - M A R K E T P R E S U M P T I O N A N D T H E
T R A D I T I O N A L R O L E O F E C O N O M E T R I C E V I D E N C E

A fraud-on-the-market class action allows share buyers in the secondary market to re-
cover from the issuer losses that they incur because they purchased at prices inflated
by an issuer misstatement in violation of Rule 10b-5 and to do so without the indi-
vidual class members having to prove that they actually relied upon (or even knew
about) the misstatement giving rise to their claim. These actions currently give rise
to the bulk of all the damages paid out in settlements and judgments pursuant to pri-
vate litigation under US securities laws.5 The alleged misstatement’s effect on price
has always been central to this cause of action. What courts have traditionally re-
quired plaintiffs to show to establish that there was an effect on price is, therefore,

Slip op 8–11. It similarly dismisses Halliburton’s argument that experience has shown the policy consider-
ations driving Basic to have been misguided. Slip op 15–16. The definitiveness of these rulings is suggested
by the fact that Roberts’ opinion had the backing of six of the Court’s nine justices and that its reasoning
leaned heavily on the doctrine of stare decisis. Slip op 12–13.

4 Slip op 23.
5 Merritt B Fox, ‘Securities Class Actions Against Foreign Issuers’ (2012) 64 Stan L Rev 1173, 1176.
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relevant to any consideration of what courts might require defendants to show to es-
tablish that there was no effect on price.

The centrality of fraud-on-the-market actions to securities litigation dates to the
Supreme Court’s 1988 decision in Basic v Levinson.6 Basic fundamentally changed the
manner in which causation could be proved and in doing so made class actions possi-
ble. Under this new ‘fraud-on-the-market’ theory, a material public misstatement by
an official of an issuer whose shares trade in an efficient market is expected to affect
the issuer’s share price.7 This effect on price, according to the Court, provides a
plaintiff with an alternative way of showing ‘the requisite causal connection between
a defendant’s misrepresentation and a plaintiff’s injury’.8 As a result, Basic eliminates
the need to make particularized claims of reliance for each purchaser. All purchasers
who buy during the period when the price is inflated by the misstatement pay too
much and are presumed to have met the reliance requirement. This presumption, by
allowing common issues of fact to predominate, makes class actions possible and
facilitates private securities litigation, an explicitly stated policy goal for the Basic
majority.9 As securities actions are very expensive, but subject to large economies of
scale, this change in law made many issuer misstatements subject to suit that, as a
practical matter, would not have been actionable before. The result has been an enor-
mous expansion in securities litigation in the USA that makes the country unique.

Analysed from a doctrinal point of view, beyond the plaintiff’s need to establish
the existence of a public misstatement made with scienter by an issuer whose shares
trade in an efficient market, the legal issues in a Rule 10b-5 private class action are
loss causation, transaction causation, the materiality of the misstatement, and dam-
ages.10 As a matter of substance, we can, for any misstatement made in violation of
Rule 10b-5, strip this description down to two basic questions: did the misstatement
inflate the price relative to what it would have been but for the misstatement, and, if
so, did the plaintiff suffer a loss as a result? An investor who purchases shares of the
issuer while the price is inflated by the misstatement, and who still holds the shares
at the time the truth is revealed, has unambiguously suffered a loss because of the
misstatement. She/he paid more than she/he would have but for the misstatement
and, because in an efficient market the revelation of the truth will assure dissipation
of this inflation, she/he has not been able to recoup the amount of this injury by sell-
ing into an equally inflated market.

In fraud-on-the-market litigation, the focus is usually on the price change at the
time of the disclosure correcting the misstatement. This is, in part, the case because
often the original misstatement simply maintains public expectations, so the price
does not move at that time even though the price is higher than it would have been
but for the misstatement. If the correction negatively affects price at the time of its
disclosure, the misstatement must have made the price higher than it otherwise
would have been. Why else, after all, would the truth have had a negative effect on
price?

6 Basic Inc v Levinson, 485 US 224 (1988).
7 ibid 243.
8 ibid.
9 ibid 245.

10 Dura Pharmaceuticals, Inc v Broudo, 544 US 336, 341–42 (2005).
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Given this focus on the price change at the time of the corrective disclosure, the
issue has become what kind of evidence must a plaintiff present to demonstrate that
the corrective disclosure had a negative impact on price. The problem is that a cor-
rective disclosure’s price impact cannot be directly observed. One can directly ob-
serve only the total price change on the day of the corrective disclosure, which is the
sum of both the disclosure’s impact, if any, and the impacts of all the other bits of
news that day affecting investor views of the future prospects of the firm. In response
to this problem, courts generally require a plaintiff seeking to establish loss causation
to introduce expert testimony based on an event study of the corrective disclosure
that meets the 95 per cent confidence standard.11 Such a study adjusts the price
change observed on the day of the corrective disclosure to account for the movement
that would be expected given what happened in the market as a whole that day and
then compares the size of the adjusted price change to that during some recently
past period of time. The ups and downs during this recent past period depict what
happens to the issuer’s share price as the result of ordinary firm-specific news that is
coming out all the time. As a general matter, market-adjusted price changes, up and
down, are distributed in a pattern closely resembling what would be produced by a
normal (bell shaped curve) probability distribution with a zero mean. These past
changes allow us to make an estimate of the standard deviation of the probability dis-
tribution determining all the other firm-specific news the day of the corrective disclo-
sure. Thus, on the day of a corrective disclosure, the net price impact of all the other
firm-specific news of the day will be within 1.96 standard deviations of the mean
95% of the time. The implication of passing the 95% test is that if the corrective dis-
closure did not have a negative effect on price, there is no more than a 2.5% change
the observed market-adjusted price on the day of the corrective disclosure would be
negative and sufficiently so to pass the test (ie negative to the extent of at least 1.96
standard deviations).12

Passing the test thus means that there is at most a 2.5% chance of a Type I error,
that is, a false positive. Making inferences from failures of the test is more compli-
cated. One cannot automatically infer from such a failure that it is likely that the cor-
rective disclosure did not have a negative effect on price. Suppose, for example, that
an issuer’s corrective disclosure in fact had a �1.00% market-adjusted impact on
price and that the standard deviation of market-adjusted price changes for this issuer
was 1.00%. What is the likelihood that the observed market-adjusted price change
that occurs on the day of the corrective disclosure will be sufficiently negative to pass
the 95% confidence standard, that is more negative than �1.96%? This will only

11 See eg Re REMEC Inc Sec Litig, 702 F Supp 2d 1202, 1266, 1275 (SD Cal 2010); Re Imperial Credit Indus
Inc Sec Litig, 252 F Supp 2d 1005, 1015–16 (CD Cal 2003) aff’d sub nom. Mortensen v Snavely, 145 F
App’x 218 (9th Cir 2005); Fener v Operating Engineers Const Indus & MiscPension Fund (LOCAL 66), 579
F3d 401, 409 (5th Cir 2009). See also Michael J Kaufman and John Wunderlich, ‘Regressing: the
Troubling Dispositive Role of Event Studies in Fraud Litigation’ (2009) 15 Stan J L Bus Fin 183 (con-
cluding that an event study has become mandatory for a securities class action case to proceed).

12 The standard methodology is to use a ‘two-tailed’ test, which looks only at the magnitude of the price
change. The result is considered statistically significant at the 95 per cent level if the observed
price change is greater than 1.96 times the standard deviation, whether positive or negative. The observed
price change being statistically significant and negative implies that if the corrective disclosure had no ef-
fect on price, there is no more than a 2.5% chance that we would observe a change this negative.

138 � Journal of Financial Regulation, 2015, Vol. 1, No. 1

D
ow

nloaded from
 https://academ

ic.oup.com
/jfr/article/1/1/135/2357864 by guest on 23 M

ay 2023

 per
cent
&percnt;
per cent
&frac12;
 per
cent
.
.
,
-
&ndash;
1/2
&percnt;
per cent
i.e.
-
&percnt;
per cent
&percnt;
per cent
i.e.,
-
&percnt;
per cent
,
.
.,
In re
.
.
.
.
.
.
.
.
In r
.
,
.
.
.
.
.
.
.
.
.
.
.
.
.
.
. 
.
.
.
&amp; 
T
,
.
.
aw,
.
.
(2009) 
``
''
 &frac12;
 percent


happen if the net impact of all the other bits of firm-specific news that day is at least
0.96% negative (which would mean that when the net effect of the other bits is com-
bined with the �1.00% impact of the corrective disclosure, the total is at least 1.96%
negative). This will be the case only about 17% of the time, that is, only about one
time in six, an 83% Type II error rate, even though the corrective disclosure actually
did have a negative impact on price.13 More generally, though, the odds of a correc-
tive disclosure that actually had a negative effect on price passing the test depends
on the size of the actual effect relative to the standard deviation of past day-to-day
market-adjusted price changes.

2 . T H E F I R S T A P P R O A C H : I M P O S I N G T H E S A M E B U R D E N O N
D E F E N D A N T S A S T O N O P R I C E E F F E C T A S O N P L A I N T I F F S A S T O

P R I C E E F F E C T
The Court in Halliburton II grants to the defendant the right at the class certification
stage to defeat the fraud-on-the-market presumption of reliance ‘through evidence
that an alleged misrepresentation did not affect the market price of the stock’.14 For
the presumption to be successfully rebutted, however, what kind of evidence that the
corrective disclosure did not affect price is required? One approach would be to im-
pose on the defendant the same statistical burden, when it seeks to show that the
corrective disclosure had no negative effect on price, as is currently imposed on the
plaintiff, when, at the merits stage of the proceeding, it must show, to establish loss
causation, that the corrective disclosure did have a negative effect. This standard
would require the defendant to introduce expert testimony based on an event study
in essence showing a market-adjusted price change on the day of the corrective dis-
closure that is sufficiently positive that the change is greater in magnitude than 1.96
standard deviations. Only then can the expert say that if the corrective disclosure ac-
tually had a negative impact on price as there is a less than 2.5% chance that all the
other firm-specific news impacting on price would be sufficiently positive on a net
basis to result in an observed market-adjusted price change this positive.

If courts impose the same statistical burden on defendants for showing no effect
on price as they do on plaintiffs at the loss causation stage for showing that there is
an effect, Halliburton II’s grant to defendants of the early right of rebuttal will change
little in terms of the cases that are filed, or of their subsequent resolution by settle-
ment or adjudication. The only cases where the defendant would likely be able to
meet the standard are cases that would not have been filed, or at least would not
have survived the motion to dismiss, even before Halliburton II. Any case that has
facts such that a defendant could find a reputable expert who would introduce a
study meeting this test is one so unlikely to win that no plaintiffs’ class action lawyer

13 For a more detailed discussion of the general approach to calculating the chances of Type I error with event
studies, see Edward G Fox, Merritt B Fox and Ronald J Gilson, ‘Idiosyncratic Risk During Economic
Downturns: Implications for the Use of Event Studies in Securities Litigation’, Columbia Law and
Economics Working Paper No. 453/2013, 7–11, available at <http://ssrn.com/abstract¼2314058>
accessed 20 January 2015.

14 Slip op 23.
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would invest in such a case.15 And if one did, it would likely be thrown out at the
motion to dismiss on the pleadings stage because even the unadjusted price would
likely be positive16 and the plaintiffs’ loss causation allegations would seem
implausible.17

3 . T H E S E C O N D A P P R O A C H : O N L Y R E Q U I R I N G D E F E N D A N T S T O
P E R S U A D E T H E C O U R T T H A T T H E P L A I N T I F F W I L L N O T B E A B L E

T O S H O W A P R I C E E F F E C T
In contrast, suppose that the courts instead take the second approach. Under this ap-
proach, the defendant, at the class certification stage, can rebut the fraud-on-the-
market presumption of reliance simply by persuading the court that the plaintiff will
not be able to meet the burden concerning price effect that will be imposed on it
later, at the merits stage of the litigation, with respect to loss causation. Under this
approach, the first step would be for the defendant to introduce expert testimony
based on an event study of the corrective disclosure that shows a market-adjusted
price change that is not negative enough (if it is negative at all) to meet the 95% con-
fidence standard. The plaintiffs would then have the opportunity to introduce their
own event study-based expert testimony. If the plaintiffs’ event study also fails to
show a market-adjusted price change negative enough to meet the standard, the de-
fendant will have successfully rebutted the presumption and the action will not be
certified to proceed on a class basis. The result would be the same if, instead, the
plaintiffs’ study does show a change sufficiently negative to meet the standard, but
the court is not persuaded that the plaintiffs’ event study-based expert testimony was
more probative than the defendant’s expert testimony.

Should the courts adopt this second approach, the effect of Halliburton II will be,
in everything but name, to move up the loss causation inquiry to the class certifica-
tion stage. This is because the rebuttal inquiry would centre around the identical is-
sue: whether the plaintiffs can meet the same statistical burden to show that the
corrective disclosure did have a negative impact on price as has been traditionally im-
posed on them at the loss causation stage.

A sensible plaintiff’s counsel often does bring a case where there is a reasonable
hope that its expert testimony on the price effect of the corrective disclosure will

15 This would be a case where the plaintiff almost certainly would be unable to find a reputable expert who
could introduce, to establish loss causation, a credible event study meeting the 95% standard. Without
such evidence, the case is extremely unlikely to survive summary judgment. See Mary K Warren and
Sterling PA Darling, Jr, ‘The Expanding Role of Event Studies in Federal Securities Litigation’ (2009)
6(6) Sec Litig Rep 19.

16 For the typical issuer, only a small portion of the day-to-day variation in prices is explained by changes in
the overall stock market. The proportion of total day-to-day price variation explained by market-wide
price changes can be measured by the R2 of the regression estimating the relationship between the
two. Between 1980 and 2010, except in periods of financial crisis, the R2 for the average corporation
weighted by total variance was never over 15% and was for several years below 7%. Randall Morck,
Bernard Yeung and Wayne Yu, ‘R2 and the Economy’ (2013) 5 Annual Review of Financial Economics
143.

17 See Bell Atlantic v Twombly, 550 US 544, 548–550 (2007) (pleadings with respect to the required ele-
ments of a cause of action must be ‘plausible’ in order to avoid dismissal of the complaint upon motion
of the defendant).
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persuade the finder of fact, but where it quite possibly might not. Such a case would
typically survive any loss causation-based challenge at the motion to dismiss stage.
Whenever it does, this second approach’s acceleration of the inquiry to the time of
the class certification hearing can be of real value to a defendant. Most discovery typ-
ically occurs after the class certification hearing: where the defendant successfully re-
buts the reliance presumption at the certification hearing, which we have posited is a
real possibility, the suit is blocked from proceeding as a class action and usually ends.
The defendant then saves the very substantial costs of discovery or of a settlement
payment that is enlarged by the prospect of the discovery costs that would have been
incurred, absent the settlement.

4 . C O N S I D E R A T I O N S I N C H O O S I N G T H E A P P R O A C H
The first approach has the appeal of taking the Court at its word as to what the re-
buttal requires—evidence of no price effect—and applying to both defendants and
plaintiffs the same statistical standard for judging whether such evidence is sufficient.
The first approach has a second attraction as well: consistency with a particularly rel-
evant recent Supreme Court decision. The Court’s holding, the first time the
Halliburton case came before it, was that plaintiffs were not required to establish loss
causation in order to obtain class certification.18 As noted above, to adopt the second
approach instead of the first would be to require just that.

The second approach has appealing aspects as well, however. From a social policy
perspective, to the extent that one believes that currently too many fraud-on-the-
market suits make it to the highly expensive discovery stage, the second approach re-
duces the social costs associated with allowing fraud-on-the-market litigation and
does so in a way that hinders cases with relatively weaker evidence of price impact
more than it does ones with stronger such evidence.

Yet other considerations arise with respect to the choice between the two
approaches when one begins to think about why courts have traditionally ruled that
the 95% confidence test is the statistical burden that should be imposed on plaintiffs
to succeed at the merits stage in fraud-on-the-market litigation. This burden means
that plaintiffs must introduce credible evidence that if the corrective disclosure had
no effect on price, there would be no more than a 2.5% chance of observing a mar-
ket-adjusted price change this negative. This appears to be a heavier burden than the
normal probabilities, just better than 50–50% chance, required of the moving party
to establish its position by civil liability’s preponderance of the evidence rule. One
possible explanation is that the courts may have simply borrowed the standard from
the one used in academic scientific studies concerning the existence of more general
causal relationships. If this is the primary reason we still have the standard today, it
would not suggest there was any reason for a different, lower standard to be imposed
on defendants for presumption rebuttal purposes, as would occur with the second
approach. But it may suggest that the required level of confidence should be re-
viewed for both plaintiffs and defendants to see if the standard was inadvertently
made too strict.

18 Erica John Fund, Incv Halliburton Co, 131 S.Ct. 2179, 2183 (2011).
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Another explanation why, whatever its origins, the courts have maintained the
95% confidence standard for plaintiffs at the merits stage of the litigation is that do-
ing so may reflect a judicial view that there is a great deal of flexibility in how event
studies are constructed, with the one presented by plaintiffs likely to be the one con-
structed in the fashion that produced results that are most favourable to them.
In response to this bias, this view would suggest, the level of confidence with which
the null hypothesis must be rejected should be high. If this is the explanation for why
the 95% standard is imposed on plaintiffs, its reasoning applies with equal validity
to the defendant’s new right to rebut the fraud-on-the-market presumption by a
showing of no price effect. So the same high 95% standard should be imposed on
them, in essence the first approach.

A final possible reason why the courts have continued to impose on plaintiffs the
95% standard has quite different implications, one that would suggest that the first
approach would place too high a burden on defendants seeking to rebut the pre-
sumption. The 95% standard may be a way of including, within an empirical test that
nominally is just to determine loss causation, an empirical test of the materiality of
the misstatement as well. In essence, this view would suggest that while allowing
fraud-on-the-market suits may serve some important social purposes in terms of de-
terring misstatements or compensating losses, the existence of the cause of action en-
tails the use of substantial resources as well. So, from a cost/benefit point of view,
the standard should be set high enough to discourage plaintiffs from bringing suits
where the price impact of the misstatement is relatively small. Many more suits with
misstatements, important enough to have corrective disclosures with an actual im-
pact that is large relative to the standard deviation of the issuer’s market-adjusted
price changes, will be able to pass the test than ones with an actual impact that is
smaller. Plaintiffs’ lawyers are less inclined to bring cases relating to misstatements
with corrective disclosures not likely to pass the test. This rationale suggests that the
reason for the apparently heavy statistical burden put on plaintiffs is to discourage
suits based on misstatements that have only a modest effect on price. To the extent
that this explanation is correct, the high statistical burden put on plaintiffs at the loss
causation stage does not provide a rationale for placing an equally heavy burden on
defendants when they need to establish no price effect.

It is hard to predict how the courts will work through these considerations to
fashion a standard for determining the sufficiency of the evidence offered by defen-
dants to try to rebut the fraud-on-the-market presumption. A judge who takes a
more formal stance toward judicial lawmaking would be more drawn to arguments
favouring the first approach. A judge who takes a more policy-oriented stance, and
who shares with many in the judiciary a certain suspicion of these suits, would be
more drawn to the second approach. It may take time before we see which approach
ultimately prevails.
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