ROCK ¢ Rock CENTER
: fr CORPORATE GOVERNANCE
CORPORATE =

WORKING PAPER SERIES NO. 150

Damages and Reliance Under Section 10(b) of the
Exchange Act

Joseph A. Grundfest
Stanford Law School and

The Rock Center for Corporate Governance

August 28, 2013

Copyright © 2013 by Joseph A. Grundfest.
Working papers are in draft form. This working paper is distributed for purposes of comment and discussion only.
It may not be reproduced without permission of the copyright holder.

Crown Quadrangle « 559 Nathan Abbott Way ¢ Stanford, CA 94305
rockcenterinfo@law.stanford.edu e http://www.law.stanford.edu/



http://www.law.stanford.edu/

Damages and Reliance Under
Section 10(b) of the Exchange Act

Joseph A. Grundfest

Stanford Law School and
The Rock Center for Corporate Governance

August 28, 2013



VI.

VII.

VIIIL.

Table of Contents

Introduction
An Overview of Section 10(b) and Rule 10b-5
Defining the Elements of the Section 10(b) Implied Private Right of Action
A. Inference from Contemporaneous Text
B. Legislative History
C. Narrow Construction of Section 10(b)
D. Policy Considerations
Subsequent Legislative Activity
A. Amendments to the Securities Act and to the Exchange Act
B. The Logic of Acquiescence
The Current Approach to Section 10(b) Reliance and Damages
A. Reliance: Is the Presumption Rebuttable?
B. Damages
Policy Perspectives
A. Support for the Current Rule
B. Opposition to the Current Rule
1. Wealth Transfers, Not Damages
2. Challenges to the Efficient Market Hypothesis
3. Defining Efficiency
4. Judicial Critiques of the Current Rule
Practical Implications and Potential Legislative Reponses
A. Practical Implications
B. Potential Legislative Reponses
Conclusion



Damages and Reliance Under
Section 10(b) of the Exchange Act

Joseph A. Grundfest”

Stanford Law School and
The Rock Center for Corporate Governance

August 28, 2013

l. Introduction

More than 3,050 private class action securities fraud lawsuits were filed between 1997
and 2012." Settlements in these actions generated more than $73.1 billion, and comprise six of
the ten largest settlements in class action history.® Between 1997 and 2007, plaintiffs’ lawyers
earned nearly $17 billion in fees in securities class action settlements,* and estimates suggest that
defense counsel have earned similar amounts.® Between 2002 and 2004, class action securities
fraud litigation constituted approximately 47% of all class actions pending in federal court.®

This litigation generates significant controversy. Some observers view private class
action securities fraud actions as providing a necessary supplement to the Securities and
Exchange Commission’s own enforcement actions, and as generating valuable deterrence and

* The William A. Franke Professor of Law and Business and Senior Faculty at the Rock Center for Corporate
Governance, Stanford Law School; Commissioner, United States Securities and Exchange Commission (1985-
1990). This article was made possible by the extraordinary research assistance of Kristen Savelle, Gisele Darwish,
and Hans Allhoff, and by the financial support of the Rock Center for Corporate Governance.

! See CORNERSTONE RESEARCH, SECURITIES CLASS ACTION FILINGS, 2012 YEAR IN REVIEW Figure 2 (2012),
available at
http://securities.stanford.edu/clearinghouse_research/2012_YIR/Cornerstone_Research_Securities_Class_Action_Fi
lings_2012_YIR.pdf.

2 CORNERSTONE RESEARCH, SECURITIES CLASS ACTION FILINGS, 2012 YEAR IN REVIEW Figure 2.

® Constance Parten, Top Ten Class-Action Lawsuits (2010), http://www.cnbc.com/id/35988343.

* “It is estimated that plaintiffs’ attorneys obtain 32% of the value of a settlement in fees, and in the past decade
securities class action defendants settled for a total of nearly $52 billion.” U.S. CHAMBER INSTITUTE FOR LEGAL
REFORM, SECURITIES CLASS ACTION LITIGATION, THE PROBLEM, ITS IMPACT, AND THE PATH TO REFORM 19 (2008),
available at http://www.instituteforlegalreform.com/get_ilr_doc.php?docld=1213 (citing John C. Coffee, Reforming
the Securities Class Action: An Essay on Deterrence and Its Implementation, 106 CoLuM. L. REv. 1534, 1546 &
n.38 (2006); LAURA E. SIMMONS & ELLEN M. RYAN, CORNERSTONE RESEARCH, SECURITIES CLASS ACTION
SETTLEMENTS: 2007 REVIEW AND ANALYSIS 5 (2008)).

® “Defense expenditures are often 25-30% of the settlement amount, and fees to defense counsel that approach 50%
and even 100% of the settlement value are not infrequent.” 1d. at 17 (citing Coffee, Reforming the Securities Class
Action, supra note 4 at 1546 & n.38).

® Coffee, Reforming the Securities Class Action, supra note 4, at 1539, Table 1. More recent data suggest that class
action securities fraud litigation today constitutes a much smaller percentage of the federal judiciary’s current class
action docket. See EMERY G. LEE Il & THOMAS E. WILLGING, THE IMPACT OF THE CLASS ACTION FAIRNESS ACT OF
2005 ON THE FEDERAL COURTS, FOURTH INTERIM REPORT TO THE JUDICIAL CONFERENCE ADVISORY COMMITTEE ON
CIVIL RULES 4, 19 (Federal Judicial Center Report, 2008) (stating that “securities class actions declined from a peak
of 240 in July - December 2001 to 85 in January - June 2007, a decrease of 65 percent. Securities class actions
declined as a proportion of all class action activity, from 17.5 percent of all class actions in the federal courts in July
- December 2001 to 3.6 percent of all class actions in January - June 2007.”).
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compensation.’ Critics respond that these same lawsuits fail to promote either deterrence or
compensation, and that they impose costs in excess of benefits.® Critics also observe that class
action securities fraud lawsuits “disproportionately claim judicial time and attention” because
they take longer to resolve than most other class actions, require that courts play a more active
monitoring role, frequently lead to multiple motions to dismiss, and can fail to resolve all related
claims in a single action, particularly in larger, more complex matters where a global resolution
is most valuable. °

Litigation under Section 10(b) of the Exchange Act constitutes the largest portion of this
activity.'® The claim on judicial attention generated by Section 10(b) litigation is apparent in the
fact that at least 28 Supreme Court decisions touch on the interpretation and application of the
Section 10(b) remedy.** But notwithstanding the extensive attention applied by the Supreme
Court to the interpretation and application of the Section 10(b) private right of action, the Court
has yet to address the proper measure of damages in Section 10(b) private actions. And therein
lies the rub.

If the question of damages is to be presented to the Supreme Court, as the Court is
currently constituted,*? the permissible amount of damages available under the implied Section
10(b) private right of action would likely be dramatically reduced in comparison to the amounts
currently available in lower court proceedings. The implications of this change would be
profound. By dramatically diminishing the recoveries available in most private actions seeking
money damages under Section 10(b), the change in damage rules would significantly alter the
economics of private class action securities fraud litigation. It would also make class certification
far more difficult, if not impossible, in a large percentage of cases because questions of
individual reliance and damages would then predominate under Rule 23(b).

Under current law, private party plaintiffs can collect out-of-pocket damages in Section
10(b) litigation absent an affirmative showing of actual “eyeball” reliance.™® This result follows
primarily from the Supreme Court’s decision in Basic v. Levinson,** where the Court accepted
the fraud on the market doctrine and allowed plaintiffs a rebuttable presumption of reliance once
they could demonstrate that the market for the security affected by the alleged fraud was efficient
and that the alleged fraud had publicly entered the market.'® Basic’s nominally rebuttable

’ See Part VLA, infra.

8 See Part VI.B., infra.

® Coffee, Reforming the Securities Class Action, supra note 4, at 1540-1541.

10 CORNERSTONE RESEARCH, SECURITIES CLASS ACTION FILINGS, 2012 YEAR IN REVIEW Figure 4. (“The percentage
of filings with Rule 10b-5 claims increased to 85percent in 2012 from 71 percent in 2011. This is the highest
percentage of Rule 10b-5 claims in the last five years and the second year-over-year increase since 2010.”).

' See note 79, infra (listing the 28 Supreme Court decisions interpreting Section 10(b)).

'2 1t bears emphasis that this article’s analysis is presented from a positivist, non-normative perspective. The analysis
focuses on how the Supreme Court, as it is currently composed, is likely to resolve a specific set of legal questions,
and makes no claim as to the optimality of any decision that the Court might or might not reach. Policy
considerations are relevant from this perspective only to the extent that they might influence the Court’s
deliberations.

3 See Part V.B., infra.

14485 U.S. 224 (1988).

' Basic, 485 U.S. at 241-247; see also Amgen Inc. v. Ct. Ret. Plans and Trust Funds, 133 S.Ct. 1184, 1191 (2013)
(“The fraud-on-the-market premise is that the price of a security traded in an efficient market will reflect all publicly
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presumption of reliance is, however, de facto close to irrebuttable: examples of successful
rebuttals are exquisitely rare and the showing necessary for a successful rebuttal is murky at
best.'® Notwithstanding this fact, the lower courts typically proceed to apply an out-of-pocket
damage measure to the calculation of potential plaintiff recoveries without any concern over
actual reliance by any plaintiff. This out-of-pocket rule often causes defendants to face financial
exposure far in excess of any profits they may or may not have earned as a consequence of the
alleged fraud. Put another way, the confluence of the fraud on the market doctrine, with its
theoretically rebuttable but pragmatically irrebuttable presumption of reliance, combined with
the operation of the out-of-pocket damage rule, creates a situation in which class action plaintiffs
can assert large damage claims, far in excess of the measure that would be available under a
disgorgement rule, without ever establishing actual reliance by even one plaintiff.

But, if a cause of action is to be defined as a “harmonious whole,” then each element of
the cause of action must be construed in light of the structure of the other elements of the other
causes of action in the same statute.!” Thus, when a plurality of the Basic Court explains that its
decision to adopt a rebuttable presumption of reliance “is not to be interpreted as addressing the
proper measure of damages in litigation of this kind,”*® the plurality expressly leaves open the
possibility that subsequent consideration of the “proper measure of damages” could support an
analysis that restricts the right to recover damages in a manner that was not addressed by Basic’s
analysis of the reliance requirement. Put another way, the plurality in Basic expressly recognized
that Basic was not the last word in the analysis of the private right to recover money damages
under Section 10(b).

Therefore, when considering the measure of damages under Section 10(b), today’s Court
would be addressing a question that was expressly reserved in Basic and that is unaddressed in
any other Supreme Court decision.*® The Court’s starting point in this analysis would be that the
private right of action under Section 10(b) is implied and not express.?’ Congress never intended
to create a private right of action when Section 10(b) was adopted in 1934, and never had
occasion to define the elements of a cause of action that it had no idea would later be inferred by
the courts.”* Congress’ only apparent intent in adopting Section 10(b) was to fashion a “catch-

available information about a company; accordingly, a buyer of the security may be presumed to have relied on that
information in purchasing the security.”).

16 See Part V. A, infra.

" Food & Drug Admin. v. Brown & Williamson Tobacco Corp., 529 U.S. 120, 133 (2000) (“A court must therefore
interpret the statute ‘as a symmetrical and coherent regulatory scheme,” Gustafson v. Alloyd Co., 513 U.S. 561, 569
(1995), and ‘fit, if possible, all parts into an harmonious whole,” FTC v. Mandel Brothers, Inc., 359 U.S. 385, 389
(1959).”); see also Asadi v. G.E. Energy (USA), L.L.C, No. 12-20522, 2013 WL 3742492, at *2 (5™ Cir. July 17,
2013) (“if possible, we interpret provisions of a statute in a manner that renders them compatible, not
contradictory”); 2A N. SINGER, SUTHERLAND ON STATUTORY CONSTRUCTION § 46.05 (5th ed.1992) (“each part or
section [of a statute] should be construed in connection with every other part or section so as to produce a
harmonious whole.”).

'® Basic, 485 U.S. at 248 n. 28.

9 The question of damages in aftermarket Section 10(b) litigation was touched upon by the Court but left
unresolved in Ute and Loftgaardan. See Part VV.B., infra.

0 See Part I, infra.

?! See Parts 11 & 111.B., infra.



all” provision that could aid the Commission itself in its own enforcement proceedings.??
Similarly, when the Securities and Exchange Commission adopted Rule 10b-5 in 1942, it too had
no intention of creating a private right of action.? Its only apparent intent was to authorize the
Commission to pursue government enforcement actions in cases involving fraud in the purchase,
rather than in the sale, of securities.?* The private right of action under Section 10(b) is thus
entirely a creature of the judicial imagination. It therefore falls to the courts to fashion the
elements of a cause of action that Congress and the Commission never initially intended to create
and have never defined.”

The Supreme Court applies three distinct techniques when addressing this interpretive
challenge.?® First, and mostly significantly, the Court engages in “historical reconstruction.”’ It
applies a textualist analysis that searches for the most analogous provision among the express
private rights of action that were recognized by the 73rd Congress at the time of Section 10(b)’s
enactment in 1934.% The Court reasons that the elements of an implied private right of action
cannot rationally be interpreted as being broader than the most analogous provision of a
contemporaneously created express private right of action: “[i]t would indeed be anomalous to
impute to Congress an intention to expand the plaintiff class for a judicially implied cause of
action beyond the bounds it delineated for comparable express causes of action.”®® Second, the
Court considers the relevant legislative history. Third, the Court today leans toward the
narrowest interpretation of the implied Section 10(b) private right precisely because the right is
implied and has never been expressly defined by Congress. The Court reasons that if Congress
wants to define the judicially implied cause of action more broadly, it can always legislate in
response to the Court’s decision, as it already has in other instances.

Although considerations of post-enactment legislative activity play little role in this
predominantly textualist calculus,* an examination of amendments to the Securities Act and to
the Exchange Act since their adoption indicates that Congress has never endorsed the current
damage regime that allows for expansive recovery absent a prior showing of actual reliance.®* To
the contrary, subsequent amendments to the Securities Act and to the Exchange Act suggest a
Congressional discomfort with private enforcement of the federal securities laws, and rejection
of a fundamental premise upon which Basic’s rebuttable presumption of reliance rests.*

22 See Ernst & Ernst v. Hochfelder, 425 U.S. 185, 202-203 (1976) (quoting Hearings on H.R. 7852 and H.R. 8720
Before the H. Comm. on Interstate and Foreign Commerce, 73d Cong. 115 (1934)) (emphasis supplied).

2 See Part I, infra.

#d.

% See note 68, infra.

% See Part 111, infra.

%" Musick, Peeler & Garrett v. Emp’rs Ins. of Wausau, 508 U.S. 286, 294 (1993).

%8 This form of analysis might more precisely be called “second order textualism” because there is no primary text to
interpret and the Court must search for a secondary text in order to infer the statute’s meaning. However, for ease of
reference, this article refers to the analysis simply as textualist or textualism. I am grateful to George Conway for
this observation.

2 Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 736 (1975).

%0 See Part I11.A., infra.

%! See Part IV, infra.

%2 See Part IV.A., infra.



All of these interpretative techniques conclude that the damages available in an implied
private action under Section 10(b) can be no broader than the damages available pursuant to
Section 18(a) of the Exchange Act, the most analogous express private right of action. Section
18(a), however, requires that plaintiffs affirmatively establish actual “eyeball and eardrum”
reliance as a pre-condition to recovery, and the rebuttable presumption of reliance does not apply
in Section 18(a) litigation.® It follows that, if the recovery available under the implied Section
10(b) cause of action cannot be broader than the recovery available under the express Section
18(a) cause of action, then plaintiffs must also demonstrate actual reliance as a precondition to
recovery under Section 10(b). The fraud on the market doctrine, with its purportedly rebuttable
presumption of reliance, cannot operate to override the actual reliance precondition to recovery
expressly articulated by Congress in the Section 18(a) cause of action.

From a policy perspective, a large academic literature provides significant support for a
rule that would narrow the scope of aftermarket damages recoverable under Section 10(b). As
long ago pointed out by Judges Posner and Easterbrook, and by many other scholars,®* in
aftermarket trading cases every dollar of loss by a plaintiff who unknowingly purchases a
security at an inflated price generates an equal dollar of gain for a trader who unknowingly sold
precisely the same security at precisely the same inflated price.*® The “damage” measure
generated by an “out of pocket” recovery rule in the context of aftermarket trading thus describes
a wealth transfer among two sets of equally innocent and ignorant investors. This measure of
wealth transfer has nothing to do with measures of disgorgeable profits that might have been
earned by wrongdoers, or with traditional notions of compensatory damages or optimal
deterrence as those terms are understood by economists.

Moreover, because aftermarket transactors are both purchasers and sellers over time, and
because the probability of profiting by selling into an aftermarket fraud is the same as the
probability of suffering a loss as a consequence of buying into an aftermarket fraud, the
aggregate risk created by aftermarket fraud can be viewed as diversifiable. Indeed, on average
and over time, the risk of being harmed by aftermarket securities fraud (at least as measured
exclusively by stock prices) averages to zero for investors who purchase and sell with equal
frequency. Further, to the extent that these damages are covered by directors and officers
insurance, they are mutualized across all publicly traded firms that purchase this form of
coverage, and are thus borne by all investors in those firms. Finally, to the extent that these
damages are not covered by insurance, but are paid by the corporation, all stockholders of the
defendant corporation wind up bearing the cost of the settlement. It is only in the exceptionally
rare instance when an executive or director reaches into his or her own pocket to fund a recovery
out of their personal assets® that the Section 10(b) private litigation process does not simply
result in a wealth transfer among different categories of investors, net, of course, of the
transactions costs generated by plaintiff and defense counsel and associated litigation frictions.*’
The Court will be able to cite to this extensive economic literature to support the conclusion that
the current Section 10(b) damage rule is over-broad and should be cut back.

% See notes 179-183 infra.

% See note 332, infra.

% See Part VI.B.1., infra.

% See note 339 infra and all accompanying text.
%" See note 336, infra.



To be sure, there is also a large and credible literature arguing that private enforcement of
the federal securities laws is a valuable and necessary supplement to federal and state
enforcement efforts. This literature suggests that private litigation under the Section 10(b) private
right of action provides valuable deterrence and offers compensation not otherwise available
under the law.* Current Supreme Court doctrine, however, suggests that this policy argument —
even if it is ultimately correct — is unlikely to overcome a textualist analysis consistent with
legislative history and a doctrine of narrow construction, particularly when countervailing
academic literature suggests that the current approach to damage calculation is irrational.

The implications of this textualist analysis of Section 10(b) can be framed as supporting
two distinct, non-contradictory conclusions of law. First, the textual analysis can be viewed as
addressing a damages question that was expressly reserved in Basic,* and as adding an actual
reliance requirement as a precondition to the award of out-of-pocket damages without directly
challenging Basic’s rebuttable presumption of reliance. Under this approach, Basic could remain
as a valid interpretation of the Section 10(b) reliance requirement, and it would remain
applicable to private injunctive actions as well as to actions seeking money damages. However,
in actions seeking money damages, the additional actual “eyeball and eardrum” reliance
component of Section 18(a) must also be satisfied in order that the statute remain a “harmonious
whole.”

Alternatively, the textualist approach can be viewed as providing a relatively simple
technique for the Court, if it is so inclined, to overturn Basic’s rebuttable presumption of
reliance. At least four justices writing in Amgen invited a reconsideration of Basic’s continued
validity.*® But any reconsideration of Basic raises the risk of embroiling the Court in a complex
web of financial, econometric, and public policy arguments regarding the validity of the semi-
strong form of the efficient market hypothesis. However, as the Court has observed, policy
debates of this sort are better resolved by Congress than by the judiciary. In particular, as Justice
White observed in dissent in Basic, the judiciary lacks the economic expertise necessary to
evaluate the financial market claims that underlie the efficient market hypothesis which serves as
the intellectual foundation for the fraud on the market presumption.** It follows that just as the
Court might have reached beyond its area of expertise when it relied on the efficient market
hypothesis to support Basic’s fraud on the market presumption, the Court might again be asked
to reach beyond its expertise to assess evidence that the efficient market hypothesis is today
susceptible of critiques that were not apparent when Basic was decided.*? In contrast, a purely

% See Part VI.A., infra.

% Basic, 485 U.S. at 248 n.28.

“0 Amgen, 133 S.Ct. at 1204 (Alito, J., concurring) (“more recent evidence suggests that the [fraud-on-the-market]
presumption may rest on a faulty economic premise. . .In light of this development, reconsideration of the Basic
presumption may be appropriate.”); id. at 1206 (Scalia, J., dissenting) (“Today's holding does not merely accept
what some consider the regrettable consequences of the four-Justice opinion in Basic ; it expands those
consequences from the arguably regrettable to the unquestionably disastrous.”); id. at 1208 n.4 (Thomas, J. and
Kennedy, J., dissenting) (“The Basic decision itself is questionable.”).

“! Basic, 485 U.S. at 253 (White, J., concurring in part and dissenting in part) (“But with no staff economists, no
experts schooled in the ‘efficient-capital-market hypothesis,” no ability to test the validity of empirical market
studies, we are not well equipped to embrace novel constructions of a statute based on contemporary microeconomic
theory.”).

%2 See Part VI.B.2., infra. Justice Scalia’s concurrence in Myriad discusses this issue: “I join the judgment of the
Court, and all of its opinion except Part 1-A and some portions of the rest of the opinion going into fine details of
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textualist approach would allow the Court to reverse Basic exclusively on grounds of statutory
interpretation, a domain in which the Court can claim a comparative advantage.

An independent basis for a challenge to Basic’s rebuttable presumption of reliance rests
on the fact that the presumption is far more rebuttable in theory much than it is in fact.*® There
appears to be only five reported instances of successful rebuttal of the presumption once it
attaches, and each of these situations appears to raise an unusual fact pattern. Significantly, the
Court has defended Basic’s presumption of reliance precisely because the presumption is
supposed to be rebuttable. Indeed, the central logic of Basic’s decision,** as well as the logic of
Amgen,*® appears to rest critically on the presumption that the presumption is rebuttable. But if
the presumption is de facto irrebuttable in all but the most unusual situations, then the
presumption upon which the presumption relies is revealed to be false. The question then is
whether the Basic court in 1988 would have supported a de facto irrebuttable presumption of
reliance and whether the court today would support such a de facto irrebuttable presumption.

The de facto irrebuttable nature of the nominally rebuttable presumption also highlights
an internal contradiction in logic that is central to both Basic and Amgen. Both decisions
emphasize that the presumption was adopted to facilitate class action litigation because, absent a
presumption, a class would not be certifiable.*® However, the test of whether the presumption is
rebutted is applied only as against the representative plaintiff.*’ If the presumption is successfully
rebutted against one representative plaintiff, then counsel can always substitute another class
member against whom the presumption will not be rebutted, assuming that counsel acts on a
timely basis. Successful rebuttal of the presumption as against a proposed class representative
thus constitutes a challenge to a plaintiff’s typicality more than a challenge to the certifiability of
the class.*® The notion of a rebuttable presumption in the context of an individual Section 10(b)
action, in which a successful rebuttal can terminate the proceeding, is thus fundamentally
different from the notion of a rebuttable presumption in a class action context, in which a
successful rebuttal as to one representative plaintiff is only a reason to find another
representative plaintiff. Put another way, rebutting the presumption in a class action context is
like inviting the defendant to play a game of “Whack-A-Mole,” in which the moles always win.
Thus, the Court’s insistence that the presumption be rebuttable and that it is adopted to facilitate
class action litigation is a practical contradiction in terms: if the presumption is designed to

molecular biology. | am unable to affirm those details on my own knowledge or even my own belief.” Ass’n for
Molecular Pathology v. Myriad Genetics, Inc., 133 S.Ct. 2107, 2120 (2013) (Scalia, J., concurring in part).

3 See Part V.A., infra.

* Basic, 485 U.S. at 248-49 (discussing several ways petitioners can rebut the presumption).

> Amgen, 133 S.Ct. at 1193 (noting the presumption can be rebutted by appropriate evidence).

%6 See Amgen, 133 S.Ct. at 1192 (“requiring proof of direct reliance ‘would place an unnecessarily unrealistic
evidentiary burden on [a] plaintiff who has traded on an impersonal market.”” (quoting Basic, 485 U.S. at 245));
Basic, 485 U.S. at 242 (“Requiring proof of individualized reliance from each member of the proposed plaintiff
class effectively would have prevented respondents from proceeding with a class action, since individual issues then
would have overwhelmed the common ones.”).

“" See, e.g., In re Safeguard Scientifics, 216 F.R.D. 577, 582 (E.D. Pa. 2003) (the court found “compelling reason to
rebut the reliance presumption,” with respect to the lead plaintiffs, and held as a result that lead plaintiffs’ claims
were not typical and that lead plaintiffs were not adequate representatives; “Since no proffered class representative
has satisfied Rule 23(a), we need not address the Rule 23(b)(3) requirements.”).

*® See e.g., id. (motion for class certification denied due in part to named plaintiff’s lack of typicality); see also note
279, infra.



promote class action litigation it cannot be meaningfully rebuttable and if it is to be meaningfully
rebuttable then it cannot effectively promote class action litigation. The Court is trying to have it
both ways when it can’t.

The question then naturally presents itself as to how and why the lower courts have, for
decades, interpreted the preconditions for recovery under Section 10(b) in a manner that differs
so dramatically from the rule most consistent with the form of textualist analysis that is most
likely to be preferred by the current Supreme Court. History provides the answer. The Supreme
Court’s current textualist approach to the interpretation of Section 10(b) was first expressed in
1991.% The Supreme Court’s view that the implied private right under Section 10(b) should be
narrowly construed is of even more recent vintage and was not expressly articulated in this
manner until 2008.%° In contrast, the lower court’s approach to the calculation of damages in
private Section 10(b) litigation was largely set by 1974 and the application of this rule has, in
the absence of governing Supreme Court precedent, been entirely unaffected by the form of
textualist analysis that today dominates Supreme Court thinking. As Supreme Court rejection of
the approach unanimously applied by the lower courts would thus not be surprising from this
historical perspective, and would not be the first time that the Supreme Court has rejected the
unanimous view of the Circuit Courts of Appeal because of a failure to apply a textualist
approach to the interpretation of the Section 10(b) implied private right of action. *2

The implications of a rule requiring an affirmative showing of eyeball or eardrum
reliance as a precondition to the recovery of aftermarket damages in Section 10(b) private actions
are profound. As an initial matter, assuming that a plaintiff class can be certified at all, the class
would be composed exclusively of traders who can affirmatively demonstrate actual reliance and
would likely be far less numerous than the classes currently being certified. More fundamentally,
however, given the highly individualized showings that plaintiffs must make in order
affirmatively to demonstrate eyeball reliance, plaintiffs will likely find it extremely difficult, if
not impossible, to establish sufficient commonality to support class certification under Rule 23.

It follows that the traditional form of class action securities fraud litigation involving
thousands of class members alleging violations of Section 10(b) is unlikely to survive a textualist
analysis. Private securities fraud class action litigation alleging violations of Section 11 and 12 of
the Securities Act, or Section 14 of the Exchange Act, will continue to be viable because none of
the elements of those causes of action are implicated by the adoption of an actual reliance
requirement under Section 10(b). Private aftermarket claims for money damages under Section

*° See Lampf, Pleva, Lipkind, Prupis & Petigrow v. Gilberston, 501 U.S. 350, 359 (1991) (looking to
“contemporaneously enacted express remedial provisions” to determine statute of limitations applicable in Section
10(b) actions); see also Central Bank of Denver v. First Interstate Bank of Denver, 511 U.S. 164, 173 (1994) (“our
cases considering the scope of conduct prohibited by § 10(b) in private suits have emphasized adherence to the
statutory language, ‘[t]he starting point in every case involving construction of a statute.” We have refused to allow
10b-5 challenges to conduct not prohibited by the text of the statute.” (quoting Ernst & Ernst, 425 U.S. at 197, and
citing Chiarella v. U.S., 445 U.S. 222, 226 (1980) and Santa Fe Indus., Inc. v. Green, 430 U.S. 462, 472 (1977))).
%0 Stoneridge Inv. Partners, LLC v. Scientific-Atlanta, 552 U.S. 148, 167 (2008) (conclusion that secondary actors
were not liable under Section 10(b) was “consistent with the narrow dimensions we must give to a right of action
Congress did not authorize when it first enacted the statute and did not expand when it revisited the law.”).

>! See note 298, infra.

°2 See, e.g., Central Bank, 511 U.S. at 168-69, 173 (rejecting aiding and abetting liability under Section 10(b) despite
the fact that every court of appeals to have addressed the question had previously recognized this form of liability).
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10(b) will also not completely disappear. Instead, they are likely to be pursued by larger
investors, suing under either federal or state law in individual actions that raise potentially
significant damage awards. These lawsuits will likely resemble the litigation market that
currently emerges when large institutional investors opt out of federal class action securities
trade proceedings because they calculate that they can obtain larger recoveries by pursuing
individual claims. Aftermarket Section 10(b) securities fraud litigation will therefore likely
morph into a scrum of individual actions pursued by sophisticated investors in large cases that
promise significant recovery.

This result will not be warmly embraced by many participants in the securities litigation
process. A large part of the business model of plaintiff class action attorneys depends on the
ability to collect contingent fees from large class action recoveries. Counsel who defend these
actions will also suffer because if plaintiffs do not file Section 10(b) class action claims then
there is no need for counsel to defend against those claims. The Securities and Exchange
Commission, and many members of Congress, and the current Administration, will also likely
protest that private securities fraud litigation is, as the Supreme Court has itself observed, a vital
supplement to the Commission’s own enforcement activity and should therefore be preserved.*®
In addition, given budget constraints across the federal government, the Commission will likely
argue that private enforcement of the anti-fraud provisions of the federal securities laws is all the
more important because of the agency’s strained resources.

In response to these policy critiques — legitimate as they might be — the Court is likely to
suggest that critics should address their concerns to a Congress that can legislate the problem
away. Indeed, the academic literature describes many different approaches that Congress might
apply to the challenge of coordinating public and private enforcement of the federal securities
laws.>* These alternative approaches are, of course, in addition to the simple possibility that
Congress could expressly allow the recovery of out-of-pocket aftermarket damages under
Section 10(b) based on the fraud-on-the-market rebuttable presumption of reliance, thereby
preserving the status quo that currently prevails in the lower courts.

Part Il provides an overview of the operation of the implied private right of action under
Section 10(b) and Rule 10b-5 under current law. Part 111 engages in a detailed analysis of the
doctrines governing the definition of the elements of the Section 10(b) implied private right of
action, and concludes that plaintiffs have an affirmative obligation to demonstrate actual “eyeball
or eardrum” reliance as a precondition to the recovery of money damages. Legislative activity
subsequent to enactment of Section 10(b) has little if any influence on the current Court’s
construction of the elements of the implied private right, but Part IV demonstrates that
subsequent legislative activity supports the imposition of an actual reliance requirement. Part V
reviews the tests for reliance and damages as currently applied by the lower courts, and, among
other matters, demonstrates that the presumption of reliance is de facto irrebuttable, and that the
Court has been internally inconsistent in its logic adopting the presumption as a mechanism
designed to facilitate class actions while simultaneously insisting that the presumption is
rebuttable. Policy perspectives will likely play little role in determining the outcome of the
Court’s analysis, but as demonstrated in Part VI, the Court will have no trouble finding a large

%3 See Part VILA., infra.
% See Part VII.B., infra.



academic literature supporting whichever conclusion decides to reach if it ever reconsiders
Basic. Part VIl observes that an actual reliance requirement imposed either as a precondition to
the recovery of damages or as a rationale for reversing Basic will dramatically reduce the
economic incentives to bring Rule 10b-5 class action securities fraud actions and will often make
class certification of these actions impossible. Critics of the actual reliance requirement will have
to address their concerns to Congress, and Part V11 also catalogues a broad range of reform
measures that have been proposed in the academic literature. Part V111 concludes.

Il. An Overview of Section 10(b) and Rule 10b-5

Section 10(b) of the Exchange Act, as originally enacted in 1934, states:

SEC. 10. It shall be unlawful for any person, directly or indirectly, by the
use of any means or instrumentality of interstate commerce or of the
mails, or of any facility of any national securities exchange. . .(b) To use
or employ, in connection with the purchase or sale of any security
registered on a national securities exchange or any security not so
registered, any manipulative or deceptive device or contrivance in
contravention of such rules and regulations as the Commission may
prescribe as necessary or appropriate in the public interest or for the
protection of investors.

See Public Law 73-291, 48 Stat. 891 (1934).%

*® Section 10(b) has been twice amended twice since its enactment. The first amendment, in 2000, inserted “or any
securities-based swap agreement (as defined in section 206B of the Gramm-Leach-Bliley Act),” before “any
manipulative or deceptive device” in subsection (b), and added the following undesignated provision at the end of
Section 10:

“Rules promulgated under subsection (b) of this section that prohibit fraud, manipulation,
or insider trading (but not rules imposing or specifying reporting or recordkeeping
requirements, procedures, or standards as prophylactic measures against fraud,
manipulation, or insider trading), and judicial precedents decided under subsection (b) of
this section and rules promulgated thereunder that prohibit fraud, manipulation, or insider
trading, shall apply to security-based swap agreements (as defined in section 206B of the
Gramm-Leach-Bliley Act) to the same extent as they apply to securities. Judicial
precedents decided under section 77q(a) of this title and sections 78i, 780, 78p, 78t, and
78u-1 of this title, and judicial precedents decided under applicable rules promulgated
under such sections, shall apply to security-based swap agreements (as defined in section
206B of the Gramm-Leach-Bliley Act) to the same extent as they apply to securities.”

See Consolidated Appropriations Act, Pub. L. 106-554, 114 Stat. 2763 (2000). The second amendment, in 2010,
struck out “(as defined in section 206B of the Gramm-Leach-Bliley Act),” following “or any securities-based swap
agreement” in subsection (b), and in the matter following subsection (b), struck out “(as defined in section 206B of
the Gramm-Leach-Bliley Act)” in two places. See Dodd-Frank Wall Street Reform and Consumer Protection Act,
Pub. L. 111-203, 124 Stat. 1376 (2010).

The current version of Section 10(b) reads:

“It shall be unlawful for any person, directly or indirectly, by the use of any means or
instrumentality of interstate commerce or of the mails, or of any facility of any national
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As the statutory text makes clear, Section 10(b) is not self-executing: the Commission
must adopt implementing regulations in order for there to be any violation of the statute.*® The
text also makes it clear that Section 10(b) does not create an express right of action in favor of
any private party plaintiff.>” Indeed, the legislative history establishes that Congress intended that
Section 10(b) would act as a “catch all” provision allowing the Commission to expand the scope
of its own enforcement authority in response to the evolution of new and unpredictable
fraudulent practices.”® Congress never intended that Section 10(b) would support a private right
of action under any circumstances.* Instead, “[t]he § 10(b) private cause of action is a judicial
construct that Congress did not enact in the text of the relevant statutes.”®

securities exchange. . . (b) To use or employ, in connection with the purchase or sale of
any security registered on a national securities exchange or any security not so registered,
or any securities-based swap agreement any manipulative or deceptive device or
contrivance in contravention of such rules and regulations as the Commission may
prescribe as necessary or appropriate in the public interest or for the protection of
investors. . . Rules promulgated under subsection (b) of this section that prohibit fraud,
manipulation, or insider trading (but not rules imposing or specifying reporting or
recordkeeping requirements, procedures, or standards as prophylactic measures against
fraud, manipulation, or insider trading), and judicial precedents decided under subsection
(b) of this section and rules promulgated thereunder that prohibit fraud, manipulation, or
insider trading, shall apply to security-based swap agreements to the same extent as they
apply to securities. Judicial precedents decided under section 77q(a) of this title and
sections 78i, 780, 78p, 78t, and 78u-1 of this title, and judicial precedents decided under
applicable rules promulgated under such sections, shall apply to security-based swap
agreements to the same extent as they apply to securities.”

See 15 U.S.C.A. § 78j (West, Westlaw through 2013). These later amendments have no effect on this article’s
analysis inasmuch as they relate exclusively to the scope of the statute’s reach and do not address the elements of the
cause of action.

% See e.g., Birnbaum v. Newport Steel Corp., 193 F.2d 461, 463 (2d Cir. 1952) (“Section 10(b) of the Securities
Exchange Act does not by its terms make unlawful any conduct or activity but confers rulemaking power upon the
SEC to condemn deceptive practices in the sale or purchase of securities.”); U.S. v. McGee, 892 F.Supp.2d 726, 731
(E.D. Pa. 2012) (noting that “[i]n 8 10(b), Congress expressly delegated to the SEC the authority to define a criminal
offense.”); WILLIAM A. KLEIN ET AL., BUSINESS ASSOCIATIONS 449 (6th ed. 2006) (noting that “§ 10(b) is not self-
executing--it did not prohibit anything until the SEC adopted rules implementing it.”).

57 See, e.g., Stoneridge, 552 U.S. at 157 (“the text of the Securities Exchange Act does not provide for a private
cause of action for § 10(b) violations”); Lampf, Pleva, Lipkind, Prupis & Petigrow v. Gilberston, 501 U.S. 350, 358
(1991) (“The text of § 10(b) does not provide for private claims.”); Ernst & Ernst, 425 U.S. at 196 (“s 10(b) does not
by its terms create an express civil remedy for its violation”); Blue Chip Stamps, 421 U.S. at 729 (“Section 10(b) of
the 1934 Act does not by its terms provide an express civil remedy for its violation. Nor does the history of this
provision provide any indication that Congress considered the problem of private suits under it at the time of its
passage.” (citing Note, Implied Liability Under the Exchange Act, 61 HARV. L. REv. 858, 860 (1948); A. Bromberg,
Securities Laws: Fraud — SEC Rule 10b-5 § 2.2 (300) — (340) (1968); S. Rep. No. 792, 73d Cong. 2d Sess. 5-6
(1934))); Kardon v. National Gypsum Co., 69 F. Supp. 512, 513 (E.D. Pa.1946) (“It is also true that there is no
provision in Sec. 10 or elsewhere expressly allowing civil suits by persons injured as a result of violation.”).

%8 See discussion of Section 10(b)’s legislative history in Part 111.B., infra.

% Central Bank, 511 U.S. at 173 (“Congress did not create a private § 10(b) cause of action and had no occasion to
provide guidance about the elements of a private liability scheme.”); Lampf, 501 U.S. at 358-59 (“Although this
Court repeatedly has recognized the validity of such claims, [Citations], we have made no pretense that it was
Congress' design to provide the remedy afforded.”); Ernst & Ernst, 425 U.S. at 196 (“there is no indication that
Congress. . .contemplated [an express civil] remedy” when adopting Section 10(b)); Blue Chip Stamps, 421 U.S. at
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Rule 10b-5"* was adopted by the Commission in 1942,%% and is the dominant rule
pursuant to which fraud is pursued under Section 10(b).% Prior its adoption, the Commission’s
enforcement authority was limited to prosecutions that alleged fraud in the sale of securities, and
the Commission could not prosecute fraud in the purchase of securities. The articulated purpose
and immediate effect of Rule 10b-5 was to extend the Commission’s enforcement authority to
attack fraud in purchase of securities as well as in their sale.’* “[T]here is no indication that the
Commissioﬁn5 in adopting Rule 10b-5 considered the question of private civil remedies under this
provision.”

It is therefore “disingenuous to suggest that either Congress in 1934 or the Securities and
Exchange Commission in 1942 foreordained the present state of the law with respect to Rule
10b-5.7°® Consistent with this observation, the Supreme Court has “made no pretense that it was
Congress’ design to provide the remedy afforded.”®’ The courts are therefore ineluctably

737 (“it would be disingenuous to suggest that either Congress in 1934 or the Securities and Exchange Commission
in 1942 foreordained the present state of the law with respect to Rule 10b-5.”).

% Stoneridge, 552 U.S. at 163; see also id. at 157 (“the Court has found a right of action implied in the words of the
statute and its implementing regulation”); Lampf, 501 U.S. at 358 (noting that Section 10(b) private rights of action
“are of judicial creation”); Blue Chip Stamps, 421 U.S. at 730 (noting that an implied right of action under Section
10(b) was recognized by the courts).

®L 17 CFR 240.10b-5.

62 See Securities and Exchange Commission, Exchange Act Release No. 34-3230 (May 21, 1942): Blue Chip
Stamps, 421 U.S. at 729.

% Brief for the Securities and Exchange Commission as Amicus Curiae at 23, Lampf, 501 U.S. 350 (1991) (“As the
law has developed, Rule 10b-5 is vastly more important in combating fraud than are the express remedies provided
in the 1933 and 1934 Acts.... Section 10(b) and Rule 10b-5 have come to embrace a diversity of claims which could
not have been envisioned in 1934.”); 1 THOMAS L. HAZEN, THE LAW OF SECURITIES REGULATION § 13.2
(2d ed. 1990) (“The primary private remedy for fraud available under the Securities Exchange Act has been the one
implied from SEC rule 10b-5.””); CORNERSTONE RESEARCH, SECURITIES CLASS ACTION FILINGS, 2012 YEAR IN
ReVIEW, Figure 4 (2012) (noting that in 2012, 85 percent of all securities fraud actions alleged a violation of Rule
10b-5).

% See Securities and Exchange Commission, Exchange Act Release No. 34-3230 (May 21, 1942) (“The Securities
and Exchange Commission today announced the adoption of a rule prohibiting fraud by any person in connection
with the purchase of securities”; “The new rule closes a loophole in the protections against fraud administered by the
Commission by prohibiting individuals or companies from buying securities if they engage in fraud in their
purchase.”); 1942 Annual Report of the Securities Exchange Commission 10 (“During the fiscal year the
Commission adopted Rule X-10B-5 as an additional protection to investors. The new rule prohibits fraud by any
person in connection with the purchase of securities, while the previously existing rules against fraud in the purchase
of securities applied only to brokers and dealers.”); Birnbaum, 193 F.2d at 463 (noting that prior to the adoption of
Rule 10b-5, “[n]Jo prohibition existed against fraud on a seller of securities by the purchaser if the latter was not a
broker or a dealer. Consequently, on May 21, 1942 the SEC adopted Rule X-10B-5 to close this ‘loophole in the
protections against fraud administered by the Commission by prohibiting individuals or companies from buying
securities if they engage in fraud in their purchase.”” (quoting Securities and Exchange Commission, Exchange Act
Release No. 34-3230 (May 21, 1942))).

% Blue Chip Stamps, 421 U.S. at 730 (citing Securities and Exchange Commission, Exchange Act Release No. 34-
3230 (May 21, 1942)); Conference on Codification of the Federal Securities Laws, 22 Bus. Law. 793, 922 (1967);
Birnbaum, 193 F.2d at 463; 3 L. LOSS, SECURITIES REGULATION 1469 n. 87 (2d ed. 1961))); see also Ernst & Ernst,
425 U.S. at 196 (“there is no indication that. . .the Commission when adopting Rule 10b-5. . .contemplated [an
express civil] remedy”).

% Blue Chip Stamps, 421 U.S. at 737; accord Lampf, 501 U.S. at 359 (1991) (“There is no indication that Congress,
or the Commission when adopting Rule 10b-5, contemplated’” the creation of a private right of action under Rule
10b-5 (quoting Ernst & Ernst, 425 U.S. at 196)).

87 Lampf, 501 U.S. at 359 (citing Ernst & Ernst, 425 U.S., at 196).
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“dealing with a private cause of action which has been judicially found to exist, and which will
have to be judicially delimited one way or another unless and until Congress addresses the

. 5968
question.

Notwithstanding the evidence that neither Congress in 1934, nor the Commission in
1942, intended to create a private right of action under Section 10(b), the federal courts began
implying such a private right in 1946.%° Recognition of this private right spread quickly among
the federal courts, in part because, prior to 1975, the federal courts accepted the view that “every
wrong shall have a remedy,””® and that the available remedy should include a private right of
action for money damages, and not just an enforcement right belonging exclusively to the
government.” The courts therefore liberally inferred private rights, even when there was little or
no evidence that Congress intended to create such causes of action.”

% Blue Chip Stamps, 421 U.S. at 749; see also id. at 737 (recognizing the authority of federal courts to define “the
contours of a private cause of action under Rule 10b—5” and “to flesh out the portions of the law with respect to
which neither the congressional enactment nor the administrative regulations offer conclusive guidance.”); Musick,
Peeler, 508 U.S. at 292 (“The federal courts have accepted and exercised the principal responsibility for the
continuing elaboration of the scope of the 10b—5 right and the definition of the duties it imposes.”).

% The Supreme Court recounted the judicial evolution of the Section 10(b) implied private right of action in Herman
& MacLean v. Huddleston, 459 U.S. 375, 380 n.10 (1983) (“The right of action was first recognized in Kardon v.
National Gypsum Co., 69 F.Supp. 512 (E.D. Pa. 1946). By 1961, four courts of appeals and several district courts in
other circuits had recognized the existence of a private remedy under Section 10(b) and Rule 10b-5, and only one
district court decision had reached a contrary conclusion. [Citation]. By 1969, the existence of a private cause of
action had been recognized by ten of the eleven courts of appeals. [Citation]. When the question whether an implied
cause of action can be brought under Section 10(b) and Rule 10b-5 was first considered in this Court, we confirmed
the existence of such a cause of action without extended discussion. See Superintendent of Ins. v. Bankers Life &
Cas. Co., 404 U.S. 6,13, n. 9,92 S.Ct. 165, 169, n. 9, 30 L.Ed.2d 128 (1971). We have since repeatedly reaffirmed
that ‘the existence of a private cause of action for violations of the statute and the Rule is now well established.’
Ernst & Ernst v. Hochfelder, supra, 425 U.S., at 196, 96 S.Ct., at 1382 (citing prior cases).”).

0 See, e.g., Stoneridge, 552 U.S. at 176 (Stevens, J., dissenting) (“Fashioning appropriate remedies for the violation
of rules of law designed to protect a class of citizens was the routine business of judges.”); see also Tex. & Pac. R.
Co. v. Rigsby, 241 U.S. 33, 39 (1916) (“A disregard of the command of the statute is a wrongful act, and where it
results in damage to one of the class for whose especial benefit the statute was enacted, the right to recover the
damages from the party in default is implied”).

™ See e.g., Baird v. Franklin, 141 F.2d 238, 245 (2d Cir. 1944) (“The fact that the statute provides no machinery or
procedure by which the individual right of action can proceed is immaterial. It is well established that members of a
class for whose protection a statutory duty is created may sue for injuries resulting from its breach and that the
common law will supply a remedy if the statute gives none”), cert. denied, 323 U.S. 737 (1944); Kardon, 69 F.
Supp. at 514 (“[T]he right to recover damages arising by reason of violation of a statute ... is so fundamental and so
deeply ingrained in the law that where it is not expressly denied the intention to withhold it should appear very
clearly and plainly™); see also Joseph A. Grundfest, Disimplying Private Rights of Action Under the Federal
Securities Laws: The Commission's Authority, 107 HARV. L. REV. 963, 990 (1994) (noting that in Kardon, the SEC
filed an amicus brief urging the court to imply a private right of action under Section 10(b)).

"2 See Stoneridge, 552 U.S. at 177-78 (Stevens, J., dissenting) (noting that prior to 1975, « ‘the Supreme Court
recognized implied causes of action on numerous occasions’” and collecting cases (quoting Leist v. Simplot, 638
F.2d 283, 298-299 (2d Cir. 1980))); Cannon v. Univ. of Chicago, 441 U.S. 677, 698 (1979) (“during the period
between the enactment of Title VI in 1964 and the enactment of Title IX in 1972, this Court had consistently found
implied remedies.”); Grundfest, Disimplying Private Rights of Action, supra note 71, at 991 (noting that “[f]or
twenty-five years following Kardon, the lower courts, acting without Supreme Court guidance, built a virtually
unanimous body of largely unreasoned precedent supporting the implied private right of action under Rule 10b-5. . .
when the Supreme Court directly confronted the question for the first time in Superintendent,” it “simply stated in a
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In 1975, however, the Supreme Court changed its approach to the implication of private
rights of action and adopted a stricter, more textualist doctrine that called for clear evidence that
Congress intended to create a private right prior to the judicial implication of any such right.”®
Section 10(b) was then cast into a jurisprudential twilight zone. Under the newly enunciated
Supreme Court doctrine, no private right of action would be implied under Section 10(b) because
there was no support for the proposition that the enacting Congress ever intended to create a
private right. On the other hand, decades of precedent had clearly recognized the existence of
such a right.” The court recognized this quandary and, given the pervasive judicial acceptance of
the Section 10(b) implied private right, as well as evidence that could be interpreted as
Congressional acquiescence in the existence of that implied private right, the Court determined
to respect the continued existence of the implied private right under Section 10(b) as “beyond
peradventure.”’

Recognizing the continued existence of an implied right is, however, far simpler than
defining its contours. Because the private right of action under Section 10(b) is implied, it is
entirely a creature of the judicial imagination, and it comes as no surprise that the courts have
played a crucial role in the evolution of Section 10(b) jurisprudence. As the Supreme Court itself
has observed, “[t]he text of § 10(b) provides little guidance where we are asked to specify
elements or aspects of the 10b—5 apparatus unique to a private liability arrangement, including a
statute of limitations, a reliance requirement, a defense to liability, or a right to contribution.”’
“Having made no attempt to define the precise contours of the private cause of action under §
10(b), Congress had no occasion to address how to limit, compute, or allocate liability arising

footnote that ‘it is now established that a private right of action is implied under § 10(b)*” (quoting Superintendent
of Ins. v. Bankers Life & Cas. Co., 404 U.S. 6, 13 n. 9 (1971))).

™ Cort v. Ash, 422 U.S. 66, 78 (1975) (constraining courts to use a strict four-factor test to determine whether
Congress intended a private cause of action); see also Alexander v. Sandoval, 532 U.S. 275, 276 (2001) (refusing to
“revert to the understanding of private causes of action. . .that. . .was abandoned in Cort v. Ash. . ..,” and holding
there is no private right of action to enforce disparate-impact regulations promulgated under Title VI of Civil Rights
Act of 1964); Cannon, 441 U.S. at 698-99 (adhering to the “strict approach” mandated by Cort v. Ash in 1975);
Grundfest, Disimplying Private Rights of Action, supra note 71, at 992 (discussing the four-part test articulated in
Cortv. Ash).

™ Lampf, 501 U.S. at 358 (noting that private 10(b) “claims are of judicial creation, having been implied under the
statute for nearly half a century”); Ernst & Ernst, 425 U.S. at 196-97 (noting that “[d]uring the 30-year period since
a private cause of action was first implied under s 10(b) and Rule 10b-5, a substantial body of case law and
commentary has developed as to its elements”); Superintendent, 404 U.S at 13 n. 9 (“It is now established that a
private right of action is implied under s 10(b)”).

® Herman & MacLean, 459 U.S. at 380; see also Dura Pharmaceuticals, Inc. v. Broudo, 544 U.S. 336, 341 (2005)
(recognizing the Section 10(b) implied right of action); Stoneridge, 552 U.S. at 157 (“[t]hough the text of the
Securities Exchange Act does not provide for a private cause of action for § 10(b) violations, the Court has found a
right of action implied in the words of the statute and its implementing regulation” (citing Superintendent, 404 U.S.
at 13 n.9)); id. at 165 (noting that Congress “ratified the implied right of action [under Section 10(b)] after the Court
moved away from a broad willingness to imply private rights of action.” (citing Merrill Lynch, Pierce, Fenner &
Smith Inc. v. Dabit, 547 U.S. 71, 71-82 (2006))); Basic, 485 U.S. at 230-31 (“Judicial interpretation and application,
legislative acquiescence, and the passage of time have removed any doubt that a private cause of action exists for a
violation of § 10(b) and Rule 10b-5, and constitutes an essential tool for enforcement of the 1934 Act's
requirements.”).

"® Music, Peeler, 508 U.S. at 295 (internal citations omitted).
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from it.””’ The task of defining the implied Section 10(b) private right of action thus falls to the
judiciary,” and the complexity of that task is reflected, in part, by the fact that there are at least
28 Supreme Court opinions interpreting the scope of the Section 10(b) right of action.”® Defining

" Musick Peeler, 508 U.S. at 295; see also Lampf, 501 U.S. at 359 (noting that because private actions under
Section 10(b) “are of judicial creation, having been implied under the statute for nearly half a century,” it is “no
surprise that the provision contains no statute of limitations.”).

"8 Musick Peeler, 508 U.S. at 292 (“The federal courts have accepted and exercised the principal responsibility for
the continuing elaboration of the scope of the 10b—5 right and the definition of the duties it imposes.”); id. at 294
(recognizing that Congress left to the courts the task of defining the 10b-5 right of action); Bateman Eichler, Hill
Richards, Inc. v. Berner, 472 U.S. 299, 303-5 (1985) (defining the scope of the in pari delicto defense in Section
10(b) actions); Blue Chip Stamps, 421 U.S. at 737 (recognizing the authority of federal courts to define “the
contours of a private cause of action under Rule 10b—5” and “to flesh out the portions of the law with respect to
which neither the congressional enactment nor the administrative regulations offer conclusive guidance.”). See also
cases cited at note 79, infra.

"See Amgen, 133 S. Ct. at 1191 (holding proof of materiality of alleged misrepresentations is not a prerequisite to
class certification in a securities fraud action based on a fraud on the market theory); Janus Capital Grp., Inc. v. First
Derivative Traders, 131 S. Ct. 2296, 2302 (2011) (“For purposes of Rule 10b-5, the maker of a statement is the
person or entity with ultimate authority over the statement, including its content and whether and how to
communicate it.”); Erica P. John Fund, Inc. v. Halliburton Co., 131 S. Ct. 2179, 2184 (2011) (holding plaintiffs in a
Section 10(b) action need not prove loss causation in order to obtain class certification); Matrixx Initiatives, Inc. v.
Siracusano, 131 S. Ct. 1309, 1313-14, 1318-23 (2011) (holding the materiality of an alleged false or misleading
statement or omission for purposes of pleading a violation of Section 10(b) is inherently fact-specific, depending
upon whether a “reasonable investor” would have viewed the relevant information “as having significantly altered
the total mix of information made available,” and declining to apply a “bright-line rule” that only “statistically
significant” information is sufficiently material to support a Rule 10b-5 claim based on a failure to disclose);
Morrison v. Nat’l Austl. Bank Ltd., 130 S. Ct. 2869, 2884 (2010) (holding Section 10(b) extends only to
“transactions in securities listed on domestic exchanges, and domestic transactions in other securities”); Merck &
Co. v. Reynolds, 559 U.S. 633, 130 S. Ct. 1784, 1789-90 (2010) (holding “that a cause of action accrues [under
Section 10(b)] (1) when the plaintiff did in fact discover, or (2) when a reasonably diligent plaintiff would have
discovered, ‘the facts constituting the violation’—whichever comes first”); Stoneridge Inv. Partners, LLC v.
Scientific-Atlanta, Inc., 552 U.S. 148, 158 (2008) (“The § 10(b) implied private right of action does not extend to
aiders and abettors. The conduct of a secondary actor must satisfy each of the elements or preconditions for liability.
..”); Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308, 322-23 (2007) (holding that courts, when faced
with a motion to dismiss a Section 10(b) action, “must take into account plausible opposing inferences “ “in
determining whether the pleaded facts give rise to a ‘strong’ inference of scienter”); Merrill Lynch, 547 U.S. at 84-
85 (giving a broad construction to the phrase “in connection with the purchase or sale of any security” as used in
Section 10(b) and Rule 10b-5); Dura Pharm., 544 U.S. at 342-46 (holding that plaintiffs cannot plead or prove loss
causation in a Section 10(b) action by merely establishing that they purchased stock at an artificially inflated price);
SEC v. Zandford, 535 U.S. 813, 820 (2002) (adopting a broad reading of the phrase “in connection with the
purchase or sale of any security” as used in Section 10(b) and Rule 10b-5); The Wharf Holdings Ltd. v. United Int’l
Holdings, Inc., 532 U.S. 588, 594-97 (2001) (holding Rule 10b-5 applied to oral agreement to sell securities, and
that sale of option with secret intent not to honor it violated Rule 10b-5); United States v. O’Hagan, 521 U.S. 642,
647 (1997) (holding criminal liability under § 10(b) of Securities Exchange Act may be predicated on the
misappropriation theory); Central Bank, 511 U.S. at 177-78 (holding private plaintiff may not maintain aiding and
abetting suit under Securities Exchange Act § 10(b)); Musick, Peeler, 508 U.S. at 297-98 (“Those charged with
liability in a 10b-5 action have a right to contribution against other parties who have joint responsibility for the
violation”); Lampf, 501 U.S. at 361 (holding statute of limitations applicable to actions under § 10(b) is the one-and-
three-year structure provided for in the express causes of action contained in the Securities Act and the Exchange
Act); Basic, 485 U.S. at 232, 239-40, 247 (holding (1) standard of materiality set forth in TSC Industries is
appropriate in § 10(b) and Rule 10b-5 context; (2) materiality in merger context depends on the facts of each case;
and (3) courts could properly apply a rebuttable presumption of reliance in 10(b) actions, supported in part by the
fraud-on-the-market theory); Randall v. Loftsgaarden, 478 U.S. 647, 667 (1986) (holding that any rescission remedy
available under section 10(b) is not subject to offset for tax benefits received by investor while owning the security);
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the elements of this cause of action and continuing to manage its evolution has consumed a non-
trivial proportion of the Supreme Court’s energy.*

Taken together, these 28 opinions explain (among many other considerations) that a
private party plaintiff seeking money damages for a violation of Section 10(b) and Rule 10b-5
must demonstrate a: “(1) 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.”™ But these 28 opinions do not resolve every question regarding the interpretation or
application of the private right of action under Section 10(b). In particular, the two elements of
the Section 10(b) cause of action that are most susceptible of further litigation and that are of
central importance to this article’s analysis are the definition of reliance and the preconditions for
demonstrating a claim that can support an award of money damages.

(113

As for reliance, the Supreme Court has observed that “‘[r]eliance ... ‘is an essential
element of the § 10(b) private cause of action’ because ‘proof of reliance ensures that there is a
proper connection between a defendant's misrepresentation and a plaintiff's injury.”’82 However,

Bateman Eichler, 472 U.S. at 305 (holding that securities professionals and corporate officers who have allegedly
engaged in fraud should not be permitted to invoke the in pari delicto defense to shield themselves from the
consequences of their fraudulent misrepresentation); Dirks v. SEC, 463 U.S. 646, 660, 662 (1983) (“a tippee
assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only
when the insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee and
the tippee knows or should know that there has been a breach”; whether a tip constitutes a breach of fiduciary duty
depends on “whether the insider personally will benefit, directly or indirectly, from his disclosure™); Chiarella v. US,
445 U.S. 222, 235 (1980) (holding Section 10(b) is not violated when a person trades securities without disclosing
inside information unless the trader has an independent duty of disclosure); Aaron v. Securities and Exchange
Commission, 446 U.S. 680, 691-95, 701 (1980) (holding SEC is required to establish scienter as an element of a
civil enforcement action to enjoin violations of § 10(b) of the Securities Exchange Act of 1934); Santa Fe Indus.,
Inc. v. Green, 430 U.S. 462, 473 (1977) (“language of § 10(b) gives no indication that Congress meant to prohibit
any conduct not involving manipulation or deception”); TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438, 449
(1976) (holding that for purposes of Section 14(a) liability, which was later extended to Section 10(b)*“[a]n omitted
fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in
deciding how to vote”); Ernst & Ernst, 425 U.S. at 213-14 (holding 10(b) does not extend to negligent conduct and
that plaintiffs most establish scienter); Blue Chip Stamps, 421 U.S. at 725-749 (holding a private damages action
under Section 10(b) is confined to actual purchasers or sellers of securities); Affiliated Ute Citizens of Utah v.
United States, 406 U.S. 128, 152-54 (1972) (holding that “[u]nder the circumstances of this case, involving
primarily a failure to disclose, positive proof of reliance is not a prerequisite to recovery [under Rule 10b-5]. All
that is necessary is that the facts withheld be material in the sense that a reasonable investor might have considered
them important in the making of this decision.”); Superintendent, 404 U.S. at 9-11 (holding a cause of action had
been stated under Section 10(b), and finding it irrelevant that the injured party was a corporation rather than an
individual, that the fraud was perpetrated by a corporate officer and his outside collaborators, that the transactions
was not conducted through a securities exchange or an organized market, that the proceeds due the seller were
misappropriated, and that the creditors of the defrauded corporate seller may be the ultimate victims).

8 See, e.g., SEC v. Nat'l Sec., Inc., 393 U.S. 453, 465 (1969) (noting that “§ 10(b) and Rule 10b-5 may well be the
most litigated provisions in the federal securities laws™); CORNERSTONE RESEARCH, SECURITIES CLASS ACTION
FILINGS, 2012 YEAR IN REVIEW Figure 4 (2012) (noting that in 2012, 85 percent of all securities fraud actions
alleged a violation of Rule 10b-5, 10 percent alleged a violation of Section 11, and 9 percent alleged a violation of
Section 12(a)(2)).

8 Matrixx, 131 S.Ct. 1309, 1317 (2011) (citing Stoneridge, 552 U.S. 148, 157 (2008)).

8 Amgen, 133 S.Ct. at 1192 (quoting Halliburton, 131 S. Ct. at 2184); see also Matrixx, 563 U.S. at 1317 (citing
Stoneridge, 552 U.S. at 157 (internal quotation marks omitted)).
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the practical difficulty associated with establishing reliance in the classic sense, which requires a
demonstration of “actual reliance” by each individual plaintiff, was greatly reduced by the
Supreme Court’s decision in Basic v. Levinson. There, the Court created a rebuttable
presumption of reliance in favor of plaintiffs who can establish that: (1) the market for the
affected security affected by the alleged fraud is sufficiently “open and developed,” or, in the
argot of modern financial economics, “efficient”;®® (2) that the allegedly fraudulent information

entered the market;® and (3) that the allegedly fraudulent information was material.®®

This rebuttable presumption of reliance obviates the need ever to demonstrate actual
reliance in the vast majority of lawsuits. It also makes class action securities fraud litigation
possible because, absent this presumption, individualized question of reliance would
predominate and thus preclude class certification.®® The entire economics of the Section 10(b)
class action securities fraud litigation industry thus hinges essentially on Basic’s rebuttable
presumption of reliance.?’

This presumption of reliance is, however, highly controversial with the current Supreme
Court, as four sitting justices have recently called for reconsideration of Basic and of its
rebuttable presumption of reliance.®® Although the presumption is nominally described as
“rebuttable,” the practical reality is that once a plaintiff establishes that the relevant market is
efficient, and that the alleged misrepresentation or omission has adequately entered the market,
the presumption has historically been essentially irrebuttable.® An independent question
therefore arises as to whether Basic’s practical implementation is consistent with the Basic’s
stated intent to create a rebuttable presumption of reliance.

Moreover, although the Supreme Court has addressed the definition of several elements
of the Section 10(b) cause of action, the court has never addressed the appropriate measure of
damages in aftermarket fraud actions. Indeed, in Basic, the court expressly reserved its views on

% Basic, 485 U.S. at 247 (“nearly every court that has considered the proposition has concluded that where
materially misleading statements have been disseminated into an impersonal, well-developed market for securities,
the reliance of individual plaintiffs on the integrity of the market price may be presumed.”); see also Amgen, 133 S.
Ct. at 1192-93 (“courts may presume that investors trading in efficient markets indirectly rely on public, material
misrepresentations through their reliance on the integrity of the price set by the market.”) (internal quotation marks
omitted).

% Basic, 485 U.S. at 247.

8 Materiality is an essential predicate of the fraud-on-the-market theory, but materiality need not be established at
the class certification stage. Amgen, 133 S. Ct. at 1195-97.

8 George v. China Automotive Systems, Inc., No. 11 Civ. 7533, 2013 WL 3357170, at *3 (S.D.N.Y. July 3, 2013)
(““Absent the fraud-on-the- market theory, the requirement that Rule 10b-5 plaintiffs establish reliance would
ordinarily preclude certification of a class action seeking money damages because individual reliance issues would
overwhelm questions common to the class.” Amgen, 133 S. Ct. at 1193; see also Basic, 485 U.S. at 242.”).

8 Amgen, 133 S. Ct. at 1195 (“And without the fraud-on-the-market theory, the element of reliance cannot be
proved on a classwide basis through evidence common to the class.”); Basic, 485 U.S. at 242 (“Requiring proof of
individualized reliance from each member of the proposed plaintiff class effectively would have prevented
respondents from proceeding with a class action, since individual issues then would have overwhelmed the common
ones.”).

% See note 40, supra.

% See notes 267-276, infra.
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the question. ** The confluence of the open question regarding the proper measure of damages in
aftermarket Section 10(b) litigation, together with Amgen’s invitation to re-assess the validity of
Basic’s rebuttable presumption of reliance, creates an opportunity, for better or for worse, for a
major doctrinal shift that can lead to a dramatic reduction in the incidence and magnitude of
private Section 10(b) class action liability for money damages.

II. Defining the Elements of the Section 10(b) Implied Private Right of Action

What is the measure of money damages in a private Section 10(b) action alleging
aftermarket fraud? Which preconditions must private parties satisfy as a precondition to the
award of damages?

There are no easy answers to these basic questions because the Section 10(b) private right
of action is implied and the contours of the right of action have never been defined by
Congress.” Although these questions have been addressed in numerous lower court decisions,”
they have yet to be considered by the Supreme Court.

To address challenges of this sort, the Supreme Court applies three different interpretive
techniques. The court’s primary mode of interpretation is textual and relies on a technique of
“historical reconstruction.”®® The court identifies the element of the express private right of
action in existence as of the time of Section 10(b)’s adoption most analogous to the element the
court is called upon to infer.** The court reasons that Congress would not have defined the
elements of an implied private right of action more broadly than the elements of the most
analogous express private right. A second mode of analysis looks to the legislative history for
guidance as to how the 1934 Congress would have resolved the question had it been posed at that
time. Third, the Court has more recently announced a principle of narrow construction in which
it adopts a restrictive interpretation of the implied private right of action, precisely because it is
an implied private right of action. While Supreme Court opinions have, in the past, cited to
policy consideration, the current analytic methodology minimizes the significance of policy
considerations, particularly if the relevant statutory language “‘is sufficiently clear in its context
and not at odds with [its] legislative history.””*® Moreover, as explained in Part VI, even if the
Supreme Court takes policy considerations into account, the policy literature is sufficiently rich
and conflicted that the Court will be able to find policy support for whichever position it decides
to adopt for whatever reason it prefers.

% Basic, 485 U.S. at 248 n.28 (“our decision today is not to be interpreted as addressing the proper measure of
damages in litigation of this kind.”) See also Part V.B., infra for a discussion of two Supreme Court cases, Affiliated
Ute and Randall v. Loftsgaarden, which touch upon but do not resolve the question of the appropriate measure of
damages in aftermarket Section 10(b) litigation.

! Musick Peeler, 508 U.S. at 292-293. (“We must confront the law in its current form. The federal courts have
accepted and exercised the principal responsibility for the continuing elaboration of the scope of the 10b—5 right and
the definition of the duties it imposes. As we recognized in a case arising under § 14(a) of the 1934 Act, 15 U.S.C. §
78n(a), ‘where a legal structure of private statutory rights has developed without clear indications of congressional
intent,” a federal court has the limited power to define ‘the contours of that structure.”” (quoting Va. Bankshares,
Inc. v. Sandberg, 501 U.S. 1083, 1104 (1991))).

%2 See Part V.B., infra.

% Musick Peeler, 508 U.S. at 294

% See notes 99-100, infra.

% Randall v. Loftsgaarden, 478 U.S. 647, 656 (1986) (quoting Aaron, 446 U.S. at 695 (1980)).
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All three of these interpretive techniques conclude that the measure of damages in an
aftermarket Section 10(b) private right of action can be no more expansive than the recovery
allowed pursuant to Section 18(a) of the Exchange Act, which requires that plaintiffs
affirmatively demonstrate actual “eyeball and eardrum” reliance as a precondition to the
recovery of out-of-pocket damages.

A. Inference from Contemporaneous Text

The Supreme Court infers the elements of the implied Section 10(b) private right of
action by examining the express private rights of action that existed in the *33 Act and ’34 Act at
the time of Section 10(b)’s enactment.”

“When the text of § 10(b) does not resolve a particular issue, we attempt
to infer ‘how the 1934 Congress would have addressed the issue had the 10b—-5
action been included as an express provision in the 1934 Act.’ For that inquiry,
we use the express causes of action in the securities Acts as the primary model for
the 8 10(b) action. The reason is evident: Had the 73d Congress enacted a private
8 10(b) right of action, it likely would have designed it in a manner similar to the
other private rights of action in the securities Acts.”’

Put another way, “determining the elements of the 10b-5 private liability scheme, has
posed difficulty because Congress did not create a private § 10(b) cause of action and had no
occasion to provide guidance about the elements of a private liability scheme. We thus have had
‘to infer how the 1934 Congress would have addressed the issue[s] had the 10b-5 action been
included as an express provision in the 1934 Act.””®

But how is the Court to infer what Congress would have done under the counterfactual
assumption that it intended to create a private right of action under Section 10(b)? “We can
imagine no clearer indication of how Congress would have balanced the policy considerations
implicit in any limitations provision than the balance struck by the same Congress in limiting
similar and related protections. When the statute of origin contains comparable express remedial
provisions, the inquiry usually should be at an end.”® The Court also reasons that “[i]t would
indeed be anomalous to impute to Congress an intention to expand the plaintiff class for a
judicially implied cause of action beyond the bounds it delineated for comparable express causes

% This approach is “[t]he chief means of inferring congressional intent ....” Erez Reuveni, Extraterritoriality as
Standing: A Standing Theory of the Extraterritorial Application of the Securities Laws, 43 U.C. DAvVIS L. Rev. 1071,
1106 (2010). See also Central Bank, 511 U.S. at 179 (“From the fact that Congress did not attach private aiding and
abetting liability to any of the express causes of action in the securities Acts, we can infer that Congress likely would
not have attached aiding and abetting liability to § 10(b) had it provided a private § 10(b) cause of action.”); Musick,
Peeler, 508 U.S. at 297 (“[Clonsistency requires us to adopt a like contribution rule for the right of action existing
under Rule 10b—-57); Lampf, 501 U.S. at 359-61 (looking to contemporaneous express causes of action to ascertain
statute of limitations applicable to Section 10(b)); Blue Chip Stamps, 421 U.S. at 736 (noting that it would be
“anomalous to impute to Congress an intention to expand the plaintiff class for a judicially implied cause of action
beyond the bounds it delineated for comparable express causes of action.”).

%7 Central Bank, 511 U.S. at 178 (citing_Musick, Peeler, 508 U.S. at 294-297).

% Central Bank, 511 U.S. at 173 (citing Musick, Peeler, 508 U.S. at 294).

% Lampf, 501 U.S. at 359 (citing DelCostello v. Int’l Brotherhood of Teamsters, 462 U.S. 151, 171 (1983); United
Parcel Service, Inc. v. Mitchell, 451 U.S. 56, 69-70 (1981) (opinion concurring in judgment)).
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of action.”'® The imputed element of the implied private right of action can thus be no broader
than the comparable provision of the most analogous express private right of action.

The Court engages in this textual analysis “not to assess the relative merits of the
competing rules, but rather to attempt to infer how the 1934 Congress would have addressed the
issue had the 10b—5 action been included as an express provision in the 1934 Act.... We do this
not as an exercise in historical reconstruction for its own sake, but to ensure that the rules
established to govern the 10b-5 action are symmetrical and consistent with the overall structure
of the 1934 Act and, in particular, with those portions of the 1934 Act most analogous to the
private 10b—5 right of action that is of judicial creation.”'%*

The objective “in establishing limits for the 10b—5 action” is thus “to ensure the action
does not conflict with Congress' own express rights of action, ... to promote clarity, consistency,
and coherence for those who rely upon, or are subject to, 10b—5 liability, ... and to effect
Congress' objectives in enacting the securities laws.” % No other approach is as consistent with
the Court’s emphasis that “the starting point in every case involving constitution of a statute” is
the text of the statute,'® and its caution that an extension of the Section 10(b) implied private
liability beyond the contours of the analogous express private rights of action would “thereby
nullify thl(?meffectiveness of the carefully drawn procedural restrictions on these express
actions.”

The Supreme Court has identified seven express private rights of action that existed in the
Securities Act and Exchange Act as of the Exchange Act’s 1934 date of adoption:*® Sections 11,
106 12 197 and 15 of the Securities Act and Sections 9,'%° 16,'1° 18,'** and 20'*? of the

1% Blue Chip, 421 U.S. at 736.

101 Musick, Peeler, 508 U.S. at 294.

192 Musick Peeler, 508 U.S. at 294-295 (citing Ernst & Ernst, 425 U.S. at 210; Blue Chip Stamps, 421 U.S. at 737-
744; Santa Fe Industries, Inc. v. Green, 430 U.S. 462, 477-478 (1977)).

103 Central Bank, 511 U.S. at 173 (“[O]ur cases considering the scope of conduct prohibited by § 10(b) in private
suits have emphasized adherence to the statutory language, ‘[t]he starting point in every case involving construction
of a statute.” . . . We have refused to allow 10b-5 challenges to conduct not prohibited by the text of the statute.”
(quoting Ernst & Ernst, 425 U.S. at 197)).

" Ernst & Ernst, 425 U.S. at 210.

195 The Supreme Court has been inconsistent in its count of contemporaneous express private rights in the Exchange
Act. Musick Peeler, 508 U.S. at 296, lists eight express liability provisions, Sections 11, 12, and 15 of the Securities
Act, and Sections 9, 16, 18, 20, and 20A of the Exchange Act, but observes that Section 20A was added to the
securities laws in 1988 (citing Lampf, 501 U.S. at 361). In Herman & MacLean, 459 U.S. at 380 n. 8, the Court
identified six express private rights (citing Securities Act. 8§ 11, 12, 15, 15 U.S.C. §8 77k, 771, 770; Exchange Act,
8809, 16, 18, 15 U.S.C. 88 78i, 78p, 78r). In Central Bank, 511 U.S. at 179, and Lampf, 501 U.S. at 354-55, 359-60,
the Court identified five contemporaneous private rights of action (listing 88 11 and 12 of the Securities Act, and 8§
9, 16, and 18 of the Exchange Act). In Musick Peeler, 508 U.S. at 295-296, the Court lists eight (adding § 15 of the
Securities Act and 8 20 of the Exchange Act.) The analysis in this article considers the broadest class of
contemporaneous provisions, identified by the Court, excluding Section 20A, which the Court recognizes as not
being contemporaneous with Section 10(b) as initially adopted.

10615 U.S.C. 77k (West, Westlaw through 2013).

9715 U.S.C. 771 (West, Westlaw through 2013).

10815 U.S.C. 770 (West, Westlaw through 2013).

10915 U.S.C. § 78i (West, Westlaw through 2013).

11015 U.S.C. § 78p (West, Westlaw through 2013).

11115 U.S.C. § 78r (West, Westlaw through 2013).
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Exchange Act.'*® The challenge then is to identify the express private right of action from among

these seven candidates that is most analogous to the implied private right of action under Section
10(b). The easy answer is that Section 18(a) is the “most analogous express private right of
action,”*** but close familiarity with the statute is necessary to appreciate the strength of this
conclusion.

Causes of action under the federal securities laws are cumulative.'* Therefore, if a
defendant’s conduct simultaneously violates Sections 11 and 12 of the Securities Act, as well as
Section 10(b) of the Exchange Act, plaintiffs can assert claims under all three provisions. That
fact makes it more difficult to identify the characteristics of the Section 10(b) cause of action that
defines the core of Section 10(b) aftermarket litigation. Modern litigation trends, however,
clearly demonstrate that the claims unique to Section 10(b) litigation are characterized by
situations involving misrepresentations or omissions affecting the aftermarket prices of publicly
traded securities, without regard to whether those misrepresentations appeared in filings with the
Securities and Exchange Commission or elsewhere.™® The express private right most similar to
Section 10(b) (without regard to claims that are cumulative) would therefore be one that supports
a private right of action for money damages as a consequence of a misrepresentation or omission
affecting the aftermarket price of publicly traded securities.

This simple observation quickly focuses the analysis. As an initial matter, the Supreme
Court has observed that the Securities Act was designed primarily to regulate the initial issuance
of securities whereas the Exchange Act was designed primarily to regulate aftermarket
trading.'*” Accordingly, express rights arising under the Securities Act that refer to violations

1215 U.S.C. § 78t (West, Westlaw through 2013).

113 Musick Peeler, 508 U.S. at 296.

14 Musick Peeler, 508 U.S. at 296 (describing Sections 9 and 18 of the *34 Act as the provisions most analogous to
the implied Section 10(b) private right of action and observing that “both target the precise damages that are the
focus of §10(b)” and that “the intent motivating all these sections is the same — ‘to deter fraud and manipulative
practices in the securities markets and to ensure full disclosure of information material to investment decisions’”);
Lampf, 501 U.S. at 360-361. (“Section 9 of the 1934 Act, 15 U.S.C. 8 78i, pertaining to the willful manipulation of
security prices, and § 18, 15 U.S.C. § 78r, relating to misleading filings, target the precise dangers that are the focus
of § 10(b). Each is an integral element of a complex web of regulations. Each was intended to facilitate a central
goal: ‘to protect investors against manipulation of stock prices through regulation of transactions upon securities
exchanges and in over-the-counter markets, and to impose regular reporting requirements on companies whose stock
is listed on national securities exchanges.’” (quoting Ernst & Ernst, 425 U.S. at 195)); Ernst & Ernst, 425 U.S. at
211 n.31 (looking to legislative history of section 18 in interpreting the scope of the 10b-5 cause of action).

15 Herman & MacLean v. Huddleston, 459 U.S. 375, 382-87 (1983) (finding “[a] cumulative construction of the
securities laws. . . furthers their broad remedial purposes.”).

116 See, e.g., IBEW Local 90 Pension Fund v. Deutsche Bank AG, No. 11 Civ. 4209 (KBF), 2013 WL 1223844, *1
(S.D.N.Y. Mar. 27, 2013) (“Most lawsuits alleging violations of Section 10(b) of the Securities Exchange Act of
1934 are based on purported misstatements or omissions. Typically, plaintiffs assert a series of alleged
misstatements ... [or] course of conduct [that] amounts to a fraudulent scheme designed to mislead investors.”); see
also Robert A. Prentice, Scheme Liability: Does it Have a Future after Stoneridge?, 2009 Wis. L. Rev. 351, 360
(2009) (“The vast majority of section 10(b) cases over the years has involved subsection (b) of rule 10b-5 and its
ban on the making of untrue representations (or omissions)”); Eric Berry, Stoneridge and the Short-Lived
Experiment of Scheme Liability, 4 N.Y.U. J.L. & Bus. 355, 358 (2007) (“The majority of § 10(b) cases deal with
deception in the form of misstatements or omissions”).

117 See, e.g., Central Bank, 511 U.S. at 171 (“The 1933 Act regulates initial distributions of securities, and the 1934
Act for the most part regulates post-distribution trading.”); Blue Chip Stamps, 421 U.S. at752 (“the 1934 Act. . .is
general in scope but chiefly concerned with the regulation of post-distribution trading on the Nation's stock
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affecting the original issuance of securities are unlikely to be as analogous to the Section 10(b)
cause of action as express rights that arising under the Exchange Act that refer to violations that
affect the aftermarket trading of securities. ™

Section 11. The Supreme Court has distinguished Section 11 of the Securities Act from
Section 10(b) of the Exchange Act on grounds that Section 11 creates liability only for
misrepresentations or omissions in a registration statement as declared effective by the Securities
and Exchange Commission, whereas a misrepresentation or omission in any other context can be
challenged under Section 10(b). **° Section 11 is thus “limited in scope” whereas “Section 10(b)
is a ‘catchall’ antifraud provision,”120 and “Section 11 and Section 10(b) address different types
of wrongdoing.”121 Further emphasizing this distinction, is the fact that “[w]hile a Section 11
action must be brought by a purchaser of a registered security, must be based on misstatements
or omissions in a registration statement, and can only be brought against certain parties, a
Section 10(b) action can be brought by a purchaser or seller of ‘any security’ against ‘any
person’ who has used ‘any manipulative or deceptive device or contrivance’ in connection with
the purchase or sale of a security.”*?? Indeed, the text of Section 11 creates liability on behalf of
purchasers in the offering and it is only because of the evolution of the “tracing doctrine,” which
has been developed by the lower courts without any Supreme Court review, that subsequent
purchasers of shares covered by the registration statement at issue have Section 11 standing at
all.'> Aftermarket purchasers of entirely fungible shares that experience identical market

exchanges and securities trading markets. The 1933 Act is a far narrower statute chiefly concerned with disclosure
and fraud in connection with offerings of securities—primarily, as here, initial distributions of newly issued stock
from corporate issuers.” (citing I L. LOSS, SECURITIES REGULATION 130-31 (2d ed.1961))); see also United States v.
Naftalin, 441 U.S. 768, 777-778 (1979) (“[T]he 1933 Act was primarily concerned with the regulation of new
offerings”).
118 Musick Peeler, 508 U.S. at 296 (“[O]f the eight express liability provisions contained in the 1933 and 1934 Acts,
88 9 and 18 impose liability upon defendants who stand in a position most similar to 10b-5 defendants for the sake
of assessing whether they should be entitled to contribution. All three causes of action impose direct liability on
defendants for their own acts as opposed to derivative liability for the acts of others; all three involve defendants
who have violated the securities law with scienter; all three operate in many instances to impose liability on multiple
defendants acting in concert; and all three are based on securities provisions enacted into law by the 73d Congress.
The Acts' six other express liability provisions, on the other hand, stand in marked contrast to the implied § 10
remedy: § 15 of the 1933 Act (15 U.S.C. § 77 0) and § 20 of the 1934 Act (15 U.S.C. § 78t) impose derivative
liability only; 8§ 11 and 12 of the 1933 Act (15 U.S.C. 8§ 77k and 77 | ) and § 16 of the 1934 Act (15 U.S.C. § 78p)
do not require scienter in all instances; § 12 of the 1933 Act and § 16 of the 1934 Act do not often create joint
defendant liability; and § 20A of the 1934 Act (15 U.S.C. § 78t-1) was not an original liability provision in that Act,
having been added to the securities laws in 1988.”) (internal citations omitted).
119 See, e.g., Herman & MacLean, 459 U.S. at 381-82 (Section 11 “was designed to assure compliance with the
disclosure provisions of the Act by imposing a stringent standard of liability on the parties who play a direct role in a
registered offering.”).
20 Herman & MacLean, 459 U.S. at 382.
12 Herman & MacLean, 459 U.S. at 382 (emphasis supplied in the original).

Id.
12 The majority of circuit courts, including the Second, Fifth, Eighth, Ninth, and Tenth, have held that stock
purchased in the aftermarket is subject to Rule 11 if the purchaser can affirmatively “trace” his shares back to
securities that were covered by the defective registration statement. See, e.g., Krim v. pcOrder.com, Inc., 402 F.3d
489, 498 (5th Cir. 2005) (stating Section 11 is available to aftermarket purchaser whose “shares are traceable to the
registration statement in question”); Demaria v. Andersen, 318 F.3d 170, 178 (2d Cir. 2003) (“aftermarket
purchasers who can trace their shares to an allegedly misleading registration statement have standing to sue under §
11 of the 1933 Act”); Lee v. Ernst & Young, LLP, 294 F.3d 969, 978 (8th Cir. 2002) (holding aftermarket
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movements have no Section 11 standing, and must pursue Section 10(b) claims, unless they can
satisfy strict tracing requirements.*?*

Section 11 also defines a complex set of requirements for establishing liability that are
contingent on the role that identified defendants played in the offering process.’?® The issuer is
strictly liable for any material misrepresentation or omission in the registration statement,
whereas other defendants can avail themselves of various gradations of a due diligence defense
that is often compared to a negligence standard.*?’ In contrast, a Section 10(b) plaintiff has the

purchasers have standing if they can trace their shares to the registration statement); Joseph v. Wiles, 223 F.3d 1155,
1159 (10th Cir. 2000) (“we conclude that an aftermarket purchaser has standing to pursue a claim under section 11
so long as he can prove the securities he bought were those sold in an offering covered by the false registration
statement”); Hertzberg v. Dignity Partners, Inc., 191 F.3d 1076, 1082 (9th Cir. 1999) (“purchasers in the aftermarket
are within the group of purchasers provided a cause of action by Section 117); Barnes v. Osofsky, 373 F.2d 269, 273
(2d Cir.1967) (Section 11 extends “liability to open-market purchasers of the registered shares”); Marc 1. Steinberg
& Brent A. Kirby, The Assault on Section 11 of the Securities Act: A Study in Judicial Activism, 63 RUTGERS L.
REv. 1, 27 (2010); Brian Murray, Aftermarket Purchase Standing Under 8 11 of the Securities Act of 1933, 73 ST.
JOHN’S L. REV. 633, 636 (1999). “That is, [the purchaser] must show that the security was issued under, and was the
direct subject of, the prospectus and registration statement being challenged.” APA Excelsior Ill L.P. v. Premiere
Techs., Inc., 476 F.3d 1261, 1271 (11" Cir. 2007).

124 Aftermarket purchasers who acquire their shares when only registered shares exist in the market can generally
satisfy the tracing requirement, at least in those jurisdictions that recognize aftermarket standing. See, e.g., Krim,
402 F.3d at 496 (noting that the “traceability requirement is satisfied, as a matter of logic, when stock has only
entered the market via a single offering”); Rosenzweig v. Azurix Corp., 332 F.3d 854, 873 (5™ Cir. 2003) (“because
there was only one offering of Azurix stock, all of the plaintiffs’ stock is traceable to the challenged registration
statement”); Hertzberg v. Dignity Partners, Inc., 191 F.3d 1076, 1080 (9™ Cir. 1999) (“finding standing for
aftermarket purchaser because “the only Dignity stock ever sold to the public was pursuant to the allege