Securities in the Electronic Age

—
D
D
S

=

¥ o]

"

=

August 2011 = Volume 15 = Issue 8

Challenging the
Presumption of Reliance
on Class Certification
after Halliburton and

Wal-Mart

BY MARK A. PERRY & BLAINE H. EVANSON

Mark A. Perry is a partner of Gibson, Dunn & Crdtcher LLP in Washington, D.C., and an adjunct professor
at Georgetown University Law Center. Blaine§Hr Evanson is an associate in Gibson Dunn’s Los Angeles
office. They represented parties or amici Cligiae in several of the cases discussed here. Contact: MPerry@

gibsondunn.com or BEvanson@gibsondunn.com.

The U.S. Supreme Courg¥ recently complet-
ed Term included threg pfivatessecurities-fraud
cases, including ong=Fricd P. Jobhn Fund v.
Halliburton'—tha€ focuased specifically on
the class-cerification®stage of such actions.?
The samefTermN\brought three class-action
decisions, ineliding one—Wal-Mart Stores v.
Ditkes’—hat'addresses some of the same issues
as Halliburton.*

Together, the Halliburton and Wal-Mart
deécisions point the way for defendants in se-
curities cases to challenge the “fraud-on-the-
market” presumption of reliance, as articu-
lated in Basic Inc. v. Levinson,’ that private
plaintiffs almost invariably invoke in order to
secure class certification.

This proposition might not be self-evident,
since the investor-plaintiffs prevailed in Halli-
burton, while Wal-Mart was an employment
discrimination case rather than a securities-
fraud suit. But a close examination of what
the Court did not decide in Halliburton
(the plaintiffs’ entreaties notwithstanding),
coupled with what the Wal-Mart Court did,

should be of great interest, and import, to se-
curities defendants faced with class-certifica-
tion motions in cases involving the presump-
tion of reliance.

Background

“Under Rule 10b-5,” adopted by the Se-
curities and Exchange Commission pursu-
ant to § 10(b) of the Securities Exchange
Act of 1934, “itis unlawful for ‘any person,
directly or indirectly, ...[t]o make any un-
true statement of a material fact’ in con-
nection with the purchase or sale of secu-
rities.”® The Supreme Court has implied a
private right of action to enforce Rule 10b-
5, although it has also recognized that “we
must give ‘narrow dimensions... to a right
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of action Congress did not authorize when it first

enacted the statute and did not expand when it

revisited the law.”””

Together, the Halliburton and
Wal-Mart decisions point the
way for defendants in securities
cases to challenge the “fraud-
on-the-market” presumption of
reliance, as articulated in Basic
Inc. v. Levinson...

The elements of the implied private right to enforce
Rule 10b-5 are “(1) a material misrepresentation or
omission by the defendant; (2) scienter; (3) a con-
nection between the misrepresentation or omis-
sion and the purchase or sale of a security; (4) reli-
ance upon the misrepresentation or omission; (3)
economic loss; and (6) loss causation.”®

The Supreme Court has repeatedly emphasized
that reliance is an essential element of the private
right of action: Without adequately pleading (and§
ultimately, proving) reliance, an investor caahot
prevail on a claim of securities fraud.” Mo§t Secus
rities plaintiffs, however, do not evensdttempe to
prove that they—or the unnamed cl@ss mfembers
they seek to represent—actually relied\on the al-
leged misstatements or omissfeis thatthey accuse
the defendant of making&That@® because actual
reliance is an individuahized inquiry that, in a class
action, would “predemin@te” over any common
issues and therefore préeltide class certification.!

The Supreme Court has recognized two pre-
sumptions of reliance that may be invoked by
securities plaintiffs who wish to proceed via class
action. The most common is the “fraud-on-the-
market” presumption described in Basic. It posits
that the market price of shares traded on developed
and efficient markets reflects all publicly available
information, warranting the “assum[ption]... that
an investor relies on public misstatements when-
ever he ‘buys or sells stock at the price set by the
market.””!! The other presumption, announced
in Affiliated Ute Citizens of Utah v. U.S.,"* pre-
sumes that investors rely on omissions made by
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one who owes a duty to the purchaser or seller to
disclose the omitted information.

Both of these presumptions were created before Con-
gress codified the implied private right in the Private Se-
curities Litigation Reform Act of 1995 (PSLRA)." That
legislation, the Court has held, “froze” the contours of
the private right as it then existed and precluded further
judicial innovation."* In particular, the PSLRA prevents
courts from inventing any new presumptions of reli-
ance.” An investor-plaintiff seeking to certify a class ac-
tion, therefore, must fit its case within either Basic or
Affiliated Ute.

The Fifth Circuit, in Oscar, Private Equity Invs.
v. Allegiance Telecom, Ipc.¥* a case that preceded
Halliburton, had held thatclass plaintiffs must prove
the separate element f loss causation in order to
invoke the Basigpr€sumption of reliance. In Halli-
burton, the ditrict court declined to certify the class
because the\named plaintiff had failed to establish
loss cadsation, and the Fifth Circuit affirmed based
on ghis”“fail[ure] to meet the ‘requirements for prov-
iiig’loss causation at the class certification stage.””"

The Supreme Court granted certiorari to resolve a
conflict between the Fifth Circuit’s rule and what was
being applied in other circuits, and rather summarily
rejected the Fifth Circuit approach. In a unanimous
opinion authored by Chief Justice John G. Roberts,
the Court noted that “we have never before men-
tioned loss causation as a precondition for invoking
Basic’s rebuttable presumption of reliance. And for
good reason: Loss causation addresses a matter dif-
ferent from whether an investor relied on a misrepre-
sentation, presumptively or otherwise, when buying

or selling a stock.”®

The Supreme Court granted
certiorari [in Halliburton] to
resolve a conflict between the
Fifth Circuit's rule and what was
being applied in other circuits,
and rather summarily rejected
the Fifth Circuit approach.

Because “[l]Joss causation has no logical connec-
tion to the facts necessary to establish the efficient
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market predicate to the fraud-on-the-market theo-
ry,” the Supreme Court concluded that the Fifth
Circuit was wrong to require securities plaintiffs
“to show loss causation as a condition of obtain-

ing class certification.”

Discussion

The holding of Halliburton is straightforward
and requires little in terms of explication: Loss
causation and reliance are separate elements of
the Rule 10b-5 private right, and thus proof of loss
causation is not a necessary precondition to invok-
ing the Basic presumption of reliance. Indeed,
in the Supreme Court, counsel for “Halliburton
concede[d] that securities fraud plaintiffs should
not be required to prove loss causation in order to
invoke Basic’s presumption of reliance or other-
wise achieve class certification.”

The tantalizing part of Halliburton for future
litigants lies in the decision’s rather laconic penul-
timate paragraph:

Because we conclude the Court of Appeals
erred by requiring [the named plaintiffj
to prove loss causation at the certifica-
tion stage, we need not, and do not; ad-
dress any other question aboutiBasicits
presumption, or how and when it,may be
rebutted.”'

It is important to remepibet that the petition
for a writ of certigrari in Halliburton presented
two questions for th¢@ourt’s decision: The first,
which the Court an§wered in the affirmative, was
whether the Fifth Circuit had erred in conclud-
ing that loss causation is a predicate to the Ba-
sic presumption of reliance; the second, which
the Court reserved, was whether the Fifth Circuit
had “improperly considered the merits of the un-
derlying litigation, in violation of both Eisen v.
Carlisle & Jacquelin, 417 U.S. 156 (1974), and
Federal Rule of Civil Procedure 23.”*

Two weeks later, the Supreme Court in Wal-
Mart decided the question that it had reserved
in Halliburton—and it squarely rejected the po-
sition advanced expressly by the Halliburton
plaintiff and implicitly by the Wal-Mart plain-
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tiffs. Wal-Mart was a sex-discrimination case that
the lower courts had said could proceed as a class
action. En route to reversing that determination,
the Court emphasized that “Rule 23 does not set
forth a mere pleading standard. A party seeking
class certification must affirmatively demonstrate
his compliance with the Rule... .”*

In General Telephone Co. of the Southwest
v. Falcon,*the Court had previously recognized
that the “rigorous analysis” required under Rule
23 may require courts “to probe behind the
pleadings before coming to rest on the certifica-
tion question,” which “generally involves con-
siderations that are gnmeshed in the factual and
legal issues compristhg the plaintiff’s cause of ac-
tion.”” In Wal-Mart, the Court confirmed that
this “[flrequéntly... will entail some overlap with

the merigof the plaintiff’s claim. That cannot be
helpgd ¥

[T]he Supreme Court in Wal-Mart
decided the question that it had
reserved in Halliburton—and it
squarely rejected the position
advanced expressly by the
Halliburton plaintiff and implicitly
by the Wal-Mart plaintiffs.

The Wal-Mart Court noted that a passage in
Eisen “is sometimes mistakenly cited to the con-
trary.”” (In fact, the Halliburton plaintiffs had
cited it for exactly that purpose.) The Court held
that Eisen is limited to the question of who bears
the cost of notice, and that “[t]o the extent [it]
goes beyond the permissibility of a merits inquiry
for any other pretrial purpose, it is the purest dic-
tum and is contradicted by our other cases.””®

Wal-Mart thus accepted the consensus view of
the courts of appeals, which recognize that courts
must resolve factual issues that pertain to Rule
23’s prerequisites before certifying a class, even if
those issues overlap with the merits.?

Intriguingly, the Wal-Mart Court then used the
presumption of reliance in securities cases to il-
lustrate the operation of this rule:
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Perhaps the most common example of con-
sidering a merits question at the Rule 23
stage arises in class-action suits for securi-
ties fraud. Rule 23(b)(3)'s requirement that
“questions of law or fact common to class
members predominate over any questions
affecting only individual members” would
often be an insuperable barrier to class
certification, since each of the individual
investors would have to prove reliance
on the alleged misrepresentation. But the
problem dissipates if the plaintiffs can es-
tablish the applicability of the so-called
“fraud on the market” presumption, which
says that all traders who purchase stock in
an efficient market are presumed to have
relied on the accuracy of a company’s pub-
lic statements. To invoke this presumption,
the plaintiffs seeking 23(b)(3) certification
must prove that their shares were traded
on an efficient market, an issue they will
surely have to prove again at trial in order
to make out their case on the merits.

So the conjunction of Wal-Mart and Halliburton
establishes that securities plaintiffs must prove, beforé
a class can be certified, that the essential predicat€sito
the Basic presumption are met. Halliburtofy Kolds
that loss causation is not such a prerequfSite, butit
also recognizes that “securities fraud @laintiffs ‘must
prove certain things in order to inyoke Basi€’s rebut-
table presumption of relianceZ}¥ “[F|of example,”
the Court continued, such things ifigltide “that the al-
leged misrepresentationsywerepublicly known... , that
the stock traded in afilefficfént market, and that the
relevant transaction took'place between the time the
misrepresentations were made and the time the truth
was revealed.”? As the Court’s use of “for example”
signifies, this list is not exhaustive.

One immediate consequence of this conjunction
will be to require a securities plaintiff to introduce
evidence—by means of expert reports or otherwise—
on Basic’s predicates together with a motion for class
certification. They cannot merely rest, as they often
do now, on allegations in the complaint to the effect
that, because the stock in issue trades on a major mar-
ket, the Basic presumption applies. Rather, they will
have to demonstrate not just market efficiency (which
is hardly a foregone conclusion for all securities), but
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also the public’s knowledge of the misstatements,
when those misstatements were made, and when any
corrective disclosures were issued. Requiring such
proof, in itself, should help courts define more pre-
cisely the parameters of investor classes that may sue
to enforce Rule 10b-5.

The courts of appeals recognize, correctly, that
where the plaintiff bears the burden of proving an
issue that is a prerequisite to class certification, it
must carry that burden by a preponderance of the
evidence.*® Thus, the evidence with respect to Basic
(and all other Rule 23 issues) must be more than just
“plausible”—the standard that all federal pleadings
must meet;** rather it musg besufficient to allow the
district court to find in_thé proponents’ favor at the
class-certification stage®

The courts of appeals recognize,
cofrectly, that where the plaintiff
bears the burden of proving an
issue that is a prerequisite to
class certification, it must carry
that burden by a preponderance
of the evidence.

If expert evidence is submitted at class certifica-
tion—for example, an event study analyzing stock
price movements—that evidence must meet the stan-
dards for admissibility of expert testimony set forth in
Federal Rule of Evidence 702, which implements the
Court’s Daubert decision.”® The Wal-Mart Court
hinted as much,* and the courts of appeals that have
addressed the point hold that Daubert scrutiny is ap-
propriate at the class-certification stage.”

And in addition to being admissible, that evidence
must also be sufficiently convincing to meet the
plaintiff’s burden of satisfying Rule 23. The plaintiffs
in Wal-Mart submitted expert testimony supporting
certification, but the Court analyzed the expert’s con-
clusions and rejected them.*® Certifying a class without
exercising such scrutiny would “amount(] to a delega-
tion of judicial power to the plaintiffs, who can obtain
class certification just by hiring a competent expert.”’

In many cases, the plaintiffs’ proof as to these pre-
requisites will not stand unchallenged. If the defendant
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has evidence that the securities do not trade on an ef-
ficient market (because they are restricted, thinly trad-
ed, or for any other reason), then it may introduce that
evidence—through a competing expert report or oth-
erwise—to challenge the plaintiffs’ proffer. Likewise, if
the defendant wishes to challenge the plaintiffs’ asser-
tions regarding whether and when a misstatement was
made (and subsequently corrected) to the public, it
must be given that opportunity.* District courts must
engage in this “battle of the experts,” because “[w]eigh-
ing conflicting expert testimony at the class certifica-
tion stage is not only permissible; it may be integral to
the rigorous analysis Rule 23 demands.”!

At class certification, “[tJough questions must be
faced and squarely decided, if necessary by holding
evidentiary hearings and choosing between compet-
ing perspectives.”** District courts have not just the
authority but the obligation to resolve disputes that
go to the Rule 23 requirements, even if they overlap
with the “merits” of the dispute.® Where necessary to
fully analyze the Rule 23 requirements, district courts
must weigh the evidence presented by the parties and
make factual findings regarding the evidence that is
“enmeshed” with the class-certification analysis.* JIn
short: “Class certification requires a finding thatéeach,
of the requirements of Rule 23 has been mega

Moreover, the Halliburton Court stre§sed thatithe
fraud-on-the-market presumption of séltancetis ¥ebut-
table.* Basic itself recognized th@®thesfrésumption
can be rebutted by “[a]ny showing that'severs the link
between the alleged misregreSentation and either the
price received (or paid) by'the Plaindff, or his decision
to trade at a fair marke® price®*’

Thus, where the pldihtff invokes the Basic pre-
sumption, and offers proof that its predicates are
met in a particular case, the necessary corollary is that
the defendant may try to rebut the plaintiff’'s show-
ing at the class certification stage. Indeed, at oral
argument Justice Samuel Alito asked counsel for the
Halliburton plaintiffs: “Can the Basic presumption
be rebutted at the certification stage?” And plaintiffs’
counsel responded: “The Basic presumption of reli-
ance, yes, Your Honor.”*

To be sure, there is a footnote in Basic which says
that rebutting the presumption “is a matter for trial.”*
Securities plaintiffs in future cases will undoubtedly
point to this in support of their argument that rebuttal
evidence should not be considered at class certifica-
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tion. Any such argument, however, would be irrecon-
cilable with Wal-Mart.

The courts of appeals correctly recognized, even be-
fore Halliburton, that evidence offered to rebut the
Basic presumption must be considered, and resolved,
at the class-certification stage. As the Second Circuit
putit, the requisite “definitive assessment that the Rule
23(b)(3) predominance requirement has been met...
cannot be made without determining whether defen-
dants can successfully rebut the fraud-on-the-market
presumption.”

The Wal-Mart Court specifically recognized that
the Basic presumption must be proved both on class
certification and at trial®»And what must be proved
may be disproved (6r*rebutted), again both on class
certification and attrial. Any other approach would
revive the “elass/merits” distinction that the Court

buried indWal-Mart.

The Wal-Mart Court specifically
recognized that the Basic
presumption must be proved both
on class certification and at trial.

In future cases, some plaintiffs might argue that
evidence that tends to prove or disprove loss causa-
tion (such as the statistical significance of stock price
movements following statements or other events)
should not be considered at class certification un-
der Halliburton. Any such argument would be mis-
placed: Halliburton holds only that proof of loss
causation #tself is not required to certify a class, not
that evidence related to loss causation is irrelevant at
class certification. Nor could it have so held, since the
Court has repeatedly recognized the interrelation-
ships between the elements of the private Rule 10b-5
cause of action, including particularly causation and
reliance.’> An event study or other evidence that is
relevant to reliance, and specifically the fraud-on-the-
market presumption, must be considered if offered
at class certification even if that same evidence would
also be relevant at summary judgment or trial on the
question of loss causation.*

The Basic presumption can be rebutted not just by
disproving one of its predicates, but also by “[aJny”
evidence that tends to break the “causal connection”
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between the alleged misstatement and the market
price of a security.’* As one knowledgeable observer
has remarked:

The [Halliburton] Court specifically held
open the possibility that class certifica-
tion should be denied when the plain-
tiffs cannot establish, at the certification
stage, that the misrepresentations had an
impact on market price. Indeed, the Court
acknowledged Halliburton's argument that
if a misrepresentation does not affect mar-
ket price, an investor could not have relied
on the misrepresentation simply by pur-
chasing stock at that price.*®

The Court’s Janus decision points to other avenues
of potential rebuttal evidence: For example, whether
(and, if so, when and how) the defendant made a “pub-
lic misstatement.”® The PSLRA already requires secu-
rities plaintiffs to plead each and every misstatement
on which they base their claim;”” Halliburton recon-
firmed that such misstatements must have been com-
municated to the public, “else how would the market
take them into account?™® In many cases, however, if
is far from clear if, or when, the challenged statemé&nfs
made their way into the public domain, and4n Such
cases this could become a focus of conteition atthe
class-certification stage.

A defendant may also defeat certifteation whder Ja-
nus by showing that the marketlegtldy,not have relied
onadefendant’s statement becausethe defendant was
not the “maker” of thestatément.” Stoneridge and
Janus both hold that the mdfket is not entitled to rely
on parties who simply patticipate in the creation of
another’s statement that is alleged to be fraudulent.®
Accordingly, in an appropriate case, a defendant could
defeat the Basic presumption by showing that it was
not within the class of defendants on whom the mar-
ket is entitled to rely.

The certification-stage challenges to the Basic
presumption contemplated by Halliburton and au-
thorized by Wal-Mart should have two significant
benefits for litigants and courts confronting private se-
curities class actions. First, a judicial ruling on whether
or not the Basic presumption applies will, as a prac-
tical matter, often determine whether or not the case
can proceed as a class action.”! Second, even where the
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Basic presumption is applicable, judicial rulings on
such matters as the timing and content of the misstate-
ments and corrective disclosures at issue, and their ef-
fect (if any) on the market price—that s, the predicates
to Basic and any rebuttal evidence—should help clarify
the claim and ensure that the class definition is nar-
rowly tailored to include only those persons who can
satisfy the requirements of Rule 23 and thus be bound
by a classwide judgment.®

Conclusion

Reliance is an essential element of a claim for
securities fraud. Such a ¢laim usually cannot pro-
ceed as a class action Without the “fraud on the
market” presumption*of reliance, because in the
absence of thatgdr€sumption individuated issues
of reliance wilh *predominate” over the common
issues in ghe/Case.

The ¥¢eent decisions in Halliburton and Wal-
Maitebnfirm the plaintiff in such a case must prove its
éntitlement to the Basic presumption at the class-cer-
tification stage, and the district court must also resolve
at that stage any challenges to the applicability of the
presumption put forward by the defendant, including
any rebuttal evidence offered to break the “causal con-
nection” between the challenged statements and the
market price of the securities in issue.
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