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Not So Basic: Supreme Court to Revisit the Fraud-on-the
Market Presumption of Reliance
Parties to pending securities fraud class actions may adjust litigation strategies, even
before the Court revisits Basic’s presumption of investor reliance.
On Friday, November 15, 2013, the Supreme Court granted certiorari in Halliburton v. Erica P. John
1
Fund, Inc., to address two issues: (1) whether the Court should overturn or modify the “fraud-on-the2
market” presumption of reliance established by Basic Inc. v. Levinson, and (2) whether defendants may
rebut that presumption at the class certification stage. Recent commentary has predictably seized on the
first question, but the implications of the second should not be overlooked.

Basic v. Levinson: The Fraud-on-the-Market Doctrine
Class certification under Rule 23(b)(3) requires a showing that questions of law or fact common to the
class predominate over individual questions. In cases brought under Section 10(b) of the Securities
Exchange Act of 1934, plaintiffs seeking class certification must prove that the elements of their claim,
namely: “(1) a material misrepresentation or omission by the defendant; (2) scienter; (3) a connection
between the misrepresentation or omission and the purchase or sale of a security; (4) reliance upon the
misrepresentation or omission; (5) economic loss; and (6) loss causation”—can be established on a
classwide basis with common proof.3
In Basic, the Supreme Court held that an “unnecessarily unrealistic evidentiary burden” would be placed
on plaintiffs in Section 10(b) securities fraud class actions if each member of the proposed class had to
4
prove reliance. The Supreme Court consequently allowed securities fraud plaintiffs to establish a
rebuttable presumption of reliance under the “fraud-on-the-market” doctrine. The fraud-on-the-market
doctrine establishes a rebuttable presumption that public information is reflected in the price of a stock
traded on a well-developed market, and that investors rely on the integrity of the market price when
determining whether to buy or sell a security. Accordingly, under the doctrine, investors need not show
that they actually relied on the misstatements in order to satisfy the reliance element of their claim. The
doctrine thus makes it much easier for plaintiffs to show that reliance can be established with common
proof on a class-wide basis. In order to invoke the fraud-on-the-market doctrine, plaintiffs need to
demonstrate, for example, that (1) the alleged misrepresentations were publicly known; (2) the stock
traded in an efficient market; and (3) the relevant transaction occurred between the time the
5
misrepresentations were made and the time the truth was revealed.
The Supreme Court in Basic also held that defendants may rebut the presumption by “show[ing] that the
6
misrepresentation in fact did not lead to a distortion of price[.]” The Court noted that “[a]ny showing that
severs the link between the alleged misrepresentation and either the price received (or paid) by the
7
plaintiff, or his decision to trade at a fair market price” will rebut the presumption of reliance.
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Halliburton I & Amgen Left Open Several Critical Questions
The Supreme Court has taken two cases within the past two years in an effort to resolve circuit splits
regarding the application and limitations of the fraud-on-the-market doctrine.
8

In Erica P. John Fund, Inc. v. Halliburton (Halliburton I), a unanimous Court held that plaintiffs need not
prove loss causation as a precondition to invoking the fraud-on-the-market presumption of reliance. The
Court distinguished the fraud-on-the-market presumption as focusing on the stock price “at the time of the
relevant transaction,” while loss causation requires proof that the misrepresentation “also caused a
9
subsequent economic loss.” Thus, the Court held that requiring plaintiffs to show loss causation
“contravenes Basic’s fundamental premise” and has “no logical connection to the facts necessary to
10
establish the efficient market predicate to the fraud-on-the-market theory.”
Notably, Halliburton had conceded that securities fraud plaintiffs need not prove loss causation to apply
Basic’s presumption of reliance or otherwise achieve class certification. Instead, Halliburton argued that
the Fifth Circuit had not actually required that plaintiffs show loss causation, but rather that plaintiffs show
11
“price impact” (i.e., whether the alleged misrepresentations affected the market price in the first place).
But the Court specifically declined to address “Basic, its presumption, or how and when it may be
12
rebutted.”
The following Term, in Amgen Inc. v. Connecticut Retirement Plans & Trust Funds, the Court addressed
one of the many questions left open in Halliburton I — whether plaintiffs must establish materiality to
invoke the fraud-on-the-market presumption. The Court held that although “materiality is an essential
predicate of the fraud-on-the-market theory,” materiality need not be established at the class certification
stage in order “to ensure that the questions of law or fact common to the class will ‘predominate over any
13
questions affecting only individual members’” under Rule 23(b)(3). First, the Court explained that
14
materiality is an objective question that “can be proved through evidence common to the class.”
Second, unlike the market efficiency and publicity predicates of the fraud-on-the-market presumption,
15
materiality is also a substantive element of a Rule 10b-5 claim. Thus, the failure to prove materiality at
the class certification stage would be fatal to the entire class and each individual action, avoiding the risk
16
that individual questions would predominate.
Based on this reasoning, the Court further held that defendants cannot offer rebuttal evidence showing
17
that the alleged misstatements were immaterial. Even if defendants could conclusively rebut the fraudon-the-market presumption by disproving materiality, proof of immateriality would foreclose all individual
18
claims and create no risk of the predominance of individual issues. The Court stated that, under Basic,
whether defendants can rebut the presumption with evidence that “news of the [truth] credibly entered the
19
market and dissipated the effects of [prior] misstatements” is a matter for trial on the merits.

Halliburton II: The Fraud-on-the-Market Doctrine Revisited
The issues left open in Halliburton I and Amgen were squarely addressed in the Halliburton case on
remand. Halliburton argued that the absence of price impact rebuts the fraud-on-the-market presumption
because such evidence “shows that the price did not actually transfer the effects of the alleged fraud to a
20
21
stock purchaser.” The district court declined to consider Halliburton’s evidence of no price impact, and
22
the Fifth Circuit likewise refused to embrace Halliburton’s argument. The Fifth Circuit observed that the
absence of a price impact may demonstrate that the market did not actually incorporate the alleged
fraudulent information into the market price, but the court nevertheless held that, under the “proper
analytical framework” set forth in Amgen, common questions still predominate because the measure of a
misrepresentation’s impact on the stock price is an objective inquiry that “inherently applies to everyone in
23
the class.” The Fifth Circuit explained that Amgen precludes inquiry into an issue that would resolve a
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24

substantive element of a Rule 10b-5 claim, and that the absence of a price impact was dispositive
25
because if there was no price impact, no individual plaintiff could establish loss causation.
Halliburton II tees up for resolution two questions the Court left open in Halliburton I and Amgen: (1)
whether the Court should overrule or substantially modify the fraud-on-the-market presumption, and (2)
whether defendants may rebut the presumption of reliance at the class certification stage by introducing
26
evidence that the alleged misrepresentations did not impact the market price of the stock. The
arguments presented in the parties’ certiorari briefs and the amicus briefs offer a preview of the merits
arguments the Court will consider on these issues.
Halliburton argues that Basic should be overruled because it depends on the legitimacy of the efficient
capital markets theory, which “has been almost universally repudiated” by recent economic research and
27
which lower courts find unworkable in practice. Halliburton further asserts that the Court should modify
Basic to require plaintiffs to prove that the alleged misrepresentations actually distorted the stock’s market
28
price. At a minimum, Halliburton contends that the Fifth Circuit’s interpretation of Amgen conflicts with
Basic’s assurance that defendants may rebut the presumption of reliance by demonstrating “that the
29
misrepresentation in fact did not lead to a distortion of price.”
The Fund’s opposition brief defends the Fifth Circuit’s interpretation of Amgen, arguing that Halliburton I
and Amgen preclude Halliburton from introducing price impact evidence to rebut the fraud-on-the-market
30
presumption at class certification. The Fund argues that Halliburton I prevents consideration of price
impact as tantamount to loss causation, and Amgen bars consideration of price impact because it is a
common, dispositive question. Second, the Fund argues that the Court should preserve its decision in
Basic, which neither the Court nor Congress has seen fit to revisit or reconsider in the twenty-five years
31
since the decision was issued. And third, the Fund contends that the efficient capital markets theory
32
remains widely supported in both congressional policy and economic literature.
In a case of this magnitude, unsurprisingly several amicus briefs supported Halliburton’s petition for
certiorari. Briefs filed by the US Chamber of Commerce and the National Association of Manufacturers
urged the Court to overrule Basic because the fraud-on-the-market presumption is a judicially-created
33
rule that is no longer supported by a viable economic theory. An amicus brief filed on behalf of DRI –
The Voice of the Defense Bar stresses the in terrorem effect of rendering class certification in securities
actions a “foregone conclusion.” And former SEC officials and law professors focus on the historical basis
for Section 10(b) claims and challenge Basic’s allowance of monetary damages without proof of actual
34
reliance as inconsistent with the genesis of the private right of action for securities fraud.

Potential Implications of Halliburton II
As the parties’ and amici’s briefing on certiorari indicates, there are as many potential solutions to the
Basic problem as there are voices. In the immediate wake of the Court’s order granting certiorari in
Halliburton II, commentary focused on the prospect that the Court may overturn Basic and eliminate the
fraud-on-the-market presumption of reliance. Securities litigators sounded alarms, arguing that such a
decision would be a death knell for private securities class actions. As discussed below, this concern may
be overblown, and may overshadow the implications of the Court’s narrower, and likelier, analysis of
when and how plaintiffs may assert, and defendants may rebut, the presumption of reliance.

Implications of Overturning Basic
As recent commentary has emphasized, if the Court uses Halliburton II to invalidate the fraud-on-themarket presumption of reliance, lead plaintiffs asserting claims of securities fraud under Section 10(b) of
35
the Securities Exchange Act based on alleged misrepresentations likely would no longer be able to
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certify investor classes for these claims. Without the presumption of reliance, individual questions of
reliance may predominate over class-wide questions, making class certification inappropriate. But
eliminating the presumption of reliance would not be a panacea for securities class action defendants.
Even if Basic were overruled and the “fraud-on-the-market” presumption rejected, plaintiffs may still be
able to bring a variety of securities class actions.
Section 11 of the Securities Act of 1933
Section 11 of the Securities Act of 1933 creates a private right of action to recover damages from certain
entities relating to misrepresentations and omissions in registered securities offerings. Under Section 11,
any person acquiring a security pursuant to a public offering may sue an issuer’s directors and officers,
specialists providing consents, and underwriters in connection with material misstatements or omissions
36
in an issuer’s registration statement or the materials incorporated therein.
Reliance is not expressly identified as an element of claims under Section 11. Rather, Section 11
provides certain purchasers — those who acquire securities “after the issuer has made generally
available to its security holders an earning statement covering a period of at least twelve months
beginning after the effective date of the registration statement” — bear the burden to prove reliance on
37
the alleged misrepresentation or omission. Other purchasers in an offering need not affirmatively prove
reliance. These purchasers may thus sustain a class action without the Basic presumption, as to the
extent reliance is an element, it is effectively already presumed.
Cases Based on “Omissions”
In contrast to Section 11, to establish a claim for securities fraud under Section 10(b), a plaintiff must
38
prove reliance on a defendant’s deceptive acts. This reliance requirement applies to both claims based
on affirmative misrepresentations and claims based on omissions. But it is understandably difficult for a
plaintiff to prove actual reliance on an omission of a material fact. A plaintiff cannot demonstrate that it
read and relied on information omitted from a public filing in connection with a purchase or sale of
securities. Indeed, the plaintiff’s very inability to rely on the omitted information is the basis for its claim.
39
To address this problem, the Supreme Court in Affiliated Ute Citizens of Utah v. United States
recognized a presumption of reliance on an omission of material fact by a party with a duty to disclose
that information to the plaintiff. The Affiliated Ute presumption of reliance does not rest on the fraud-onthe-market theory — articulated in Basic and challenged in Halliburton — and thus may give plaintiffs
another path to class certification even if Basic is overruled. Plaintiffs may be incentivized to characterize
their claims (whenever possible) as predicated on material omissions, rather than affirmative
misrepresentations.
The line between misstatements and omissions is hazy. Where a statement is materially misleading
because it is incomplete, for example, it often may reasonably be characterized as either a
misrepresentation or an omission. For example, assume it rained on Wednesday but was sunny every
other day last week, and someone reports, “It was sunny last week.” Is this a misrepresentation because
it implies that it was sunny every day and not just six of seven days? Or is it an omission of material fact
because the report failed to also acknowledge that it rained on Wednesday? Given the overlap between
misstatements and omissions, if reliance may be presumed as to omissions but not misrepresentations,
plaintiffs will have an incentive to characterize their Section 10(b) claims as predicated on omissions of
material fact rather than affirmative misrepresentations. And the question of whether the alleged
deceptive acts are properly characterized as omissions or misrepresentations may take on greater
importance at the class certification stage.
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A Rebuttable Presumption of Reliance?
If the Court does not overrule or substantially modify Basic, the Court’s opinion still may have far-reaching
implications for defendants’ ability to prevent class certification in Section 10(b) cases.
The Court in Halliburton I was clear that loss causation is a “distinct concept” from reliance and that loss
40
causation need not be established by plaintiffs at the class certification stage. However, the Court
expressly did not decide whether price-impact evidence similar to that used in a loss causation analysis
41
could be used to rebut the fraud-on-the-market presumption. In other words, the Court did not determine
whether a showing by defendants at the class certification stage of an absence of “back-end” movement
— i.e., no stock-price decline caused by a corrective disclosure — could rebut the fraud-on-the-market
presumption. Nor did the Court decide whether a showing of no “front-end” price impact — i.e., a material
price increase at the time when the alleged misstatement was made — could rebut the presumption of
reliance.
Although the Court did not directly address this issue in Halliburton I, the opinion at least suggests that
“front-end” price impact is required for the fraud-on-the-market presumption to apply. As the Court stated
then, “[u]nder Basic’s fraud-on-the-market doctrine, an investor presumptively relies on a defendant’s
misrepresentation if that ‘information is reflected in [the] market price’ of the stock at the time of the
42
relevant transaction.” This language — and the notion that the absence of price impact could rebut the
43
presumption of reliance — is consistent with the pre-Amgen views of the Second and Third Circuits. A
key question the Court will confront in Halliburton II is whether the Court’s Amgen opinion forecloses
examination of price impact at the class certification stage given its dispositive impact on loss causation
— a substantive element of a Section 10(b) claim.
If the Court decides that defendants may rebut the presumption of reliance by proof that the alleged
misstatements had no impact on a company’s stock price, it will likely be more difficult for plaintiffs to use
the fraud-on-the-market presumption of reliance to certify investor classes. The immediate effect may be
more, not less, litigation going forward, as courts grapple with the application of such a framework in
particular cases. Longer term, such a decision may have the effect of reducing the number of Section
10(b) class action cases brought as plaintiffs choose not to bring cases vulnerable to price-impact
rebuttal.

Halliburton II’s Impact on Pending Cases
Although the Court will not resolve the issues presented in Halliburton II until the spring or early summer
of 2014, concerns about the possible outcome may impact pending securities fraud class actions. Where
plaintiffs have not yet moved to certify a class or a class certification motion is pending, the uncertainty in
the law may have an immediate impact on settlement. Plaintiffs may be more likely to seek early
settlement particularly where evidence suggests no price impact. Defendants may be able to take
advantage of the Court’s apparent willingness to constrain or overrule Basic by insisting on more
favorable settlement terms.
If the Supreme Court ultimately modifies or overrules Basic, defendants in pending cases may move to
decertify a previously-certified class on the basis that the class no longer meets the predominance
44
requirement of Rule 23(b)(3). The standard for decertifying a class varies by jurisdiction, but the change
in law may constitute a compelling reason to justify decertification if Halliburton II is inconsistent with the
45
district court’s prior order. Until the Court issues its decision, parties currently embroiled in Section 10(b)
securities litigation would be wise to conduct discovery with a heightened focus on evidence that would
be relevant to proving or rebutting the presumption.
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