Financial
Fraud
Law
Report
An A.S. Pratt & Sons Publication	November/December 2013
Headnote: Financial Fraud Law: Back in the U.S. Supreme Court
Steven A. Meyerowitz
Is the United States Supreme Court Poised to Overrule or Modify Basic Inc. v.
Levinson?
Eric A. Boden
JPMorgan’s London Whale and “ Rogue Traders” : How Financial Services
Companies Can Protect Themselves
H. David Kotz and James Conversano
The $398 Million Total S.A. Settlement: Are Administrative Orders Now the SEC’s
FCPA Resolution of Choice?
Paul R. Berger, Sean Hecker, and Erin W. Sheehy
SEC Proposes Rules for Crowdfunding Intermediaries
Lanny A. Schwartz and Zachary J. Zweihorn
Searching for an Efficient Market with Cross-Listed Securities: Denial of Class
Certification in Deutsche Bank Illustrates Increased Scrutiny of the Fraud on the
Market Doctrine
Howard M. Privette, Barry G. Sher, and Christopher H. McGrath
Hiring Foreign Officials’ Relatives: The Justice Department’s Guidance, Some Key
Issues, and Potential Internal Controls Solutions to a Recurring FCPA Issue
Paul R. Berger, Bruce E. Yannett, Sean Hecker, Philip Rohlik, and Steven S. Michaels
FinCEN Promotes Use of Section 314(b) Safe Harbor to Fight Money Laundering and
Terrorist Financing
Christina N. Davilas
Federal Regulators Propose Rule Mandating Stricter Liquidity Requirements
than International Standards
John C. Dugan, Jennifer J. Xi, and Justin Lepp
FINRA Files a Proposed Rule Change to Make Dark Pool Trading More Transparent
Christina N. Davilas and Russell M. Fecteau
Dodd-Frank Wall Street Reform and Consumer Protection Act Update
David A. Elliott, Rachel Blackmon Cash, Kristen Peters Watson, and E. Jordan Teague

Editor-in-chief
Steven A. Meyerowitz
President, Meyerowitz Communications Inc.
Board of Editors
Frank W. Abagnale
Author, Lecturer, and Consultant
Abagnale and Associates

William J. Kelleher III
Corporate Counsel
People’s United Bank

Sareena Malik Sawhney
Director
Marks Paneth & Shron LLP

Stephen L. Ascher
Partner
Jenner & Block LLP

James M. Keneally
Partner
Kelley Drye & Warren LLP

Mara V.J. Senn
Partner
Arnold & Porter LLP

Thomas C. Bogle
Partner
Dechert LLP

John R. Snyder
H. David Kotz
Partner
Director
Berkeley Research Group, LLC Bingham McCutchen LLP

David J. Cook
Partner
Cook Collection Attorneys

Richard H. Kravitz
Founding Director
Center for Socially
Responsible Accounting

David A. Elliott
Partner
Burr & Forman LLP

Frank C. Razzano
Partner
Pepper Hamilton LLP

Jennifer Taylor
Partner
McDermott Will & Emery LLP
Bruce E. Yannett
Partner
Debevoise & Plimpton LLP

The Financial Fraud Law Report is published 10 times per year by Matthew Bender & Company, Inc.
Copyright 2013 Reed Elsevier Properties SA., used under license by Matthew Bender & Company, Inc. All rights
reserved. No part of this journal may be reproduced in any form — by microfilm, xerography, or otherwise — or
incorporated into any information retrieval system without the written permission of the copyright owner. For permission to photocopy or use material electronically from the Financial Fraud Law Report, please access www.copyright.
com or contact the Copyright Clearance Center, Inc. (CCC), 222 Rosewood Drive, Danvers, MA 01923, 978-7508400. CCC is a not-for-profit organization that provides licenses and registration for a variety of users. For subscription information and customer service, call 1-800-572-2797. Direct any editorial inquires and send any material
for publication to Steven A. Meyerowitz, Editor-in-Chief, Meyerowitz Communications Inc., PO Box 7080, Miller
Place, NY 11764, smeyerow@optonline.net, 631.331.3908 (phone) / 631.331.3664 (fax). Material for publication is
welcomed — articles, decisions, or other items of interest. This publication is designed to be accurate and authoritative, but neither the publisher nor the authors are rendering legal, accounting, or other professional services in this
publication. If legal or other expert advice is desired, retain the services of an appropriate professional. The articles
and columns reflect only the present considerations and views of the authors and do not necessarily reflect those of the
firms or organizations with which they are affiliated, any of the former or present clients of the authors or their firms
or organizations, or the editors or publisher.
POSTMASTER: Send address changes to the Financial Fraud Law Report, LexisNexis Matthew Bender, 121 Chanlon Road, North Building, New Providence, NJ 07974. ISBN: 978-0-76987-816-4

Is the United States Supreme Court
Poised to Overrule or Modify Basic Inc. v.
Levinson?
Eric A. Boden

The Supreme Court has agreed to revisit its 1988 landmark ruling in Basic
Inc. v. Levinson, which eased the obstacles to certification of putative classes in
securities class actions.

O

n November 15, 2013, the U.S. Supreme Court granted a petition
for writ of certiorari to petitioner Halliburton Company (“Halliburton”) in the case entitled Halliburton Co. v. Erica P. John Fund,
Inc., f/k/a Archdiocese of Milwaukee Supporting Fund, Inc.
Halliburton appeals to the Supreme Court from a decision by the U.S.
Court of Appeals for the Fifth Circuit affirming the certification of a class in
a securities fraud class action and rejecting Halliburton’s attempt to introduce
price impact evidence at the certification stage to rebut the presumption of
reliance afforded by the fraud-on-the-market theory. By granting Halliburton’s writ of certiorari, the Supreme Court has agreed for the second time in
connection with this class action to revisit its 1988 landmark ruling in the
case of Basic Inc. v. Levinson (“Basic”),1 a decision which eased the obstacles
to certification of putative classes in securities class actions.
	On appeal, Halliburton presents the Supreme Court with two questions:
•

whether the Court should “overrule or substantially modify [Basic] to
the extent that it recognizes a presumption of class wide reliance derived
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from the fraud-on-the-market theory,” and
•

whether, “in a case where the plaintiff invokes the presumption of reliance to seek class certification, the defendant may rebut the presumption
and prevent class certification by introducing evidence that the alleged
misrepresentations did not distort the market price of its stock.”2

Background
The underlying lawsuit arises out of conduct by certain Halliburton executives allegedly falsifying financial results and issuing misleading public
statements.3 A putative class of investors who purchased Halliburton shares
between June 3, 1999 and December 7, 2001, led by class representative
Erica P. John Fund, Inc. (“EPJ Fund”), filed a class action against Halliburton and several of its executives alleging that Halliburton’s misrepresentations
caused an increase in Halliburton stock price only to be followed by a precipitous decrease after Halliburton publicly corrected the misrepresentations.
	In 2008, the Fifth Circuit affirmed the district court’s denial of certification on the grounds that the class failed to establish loss causation as a
prerequisite to obtaining certification.4 EPJ Fund sought leave to appeal
this decision to the Supreme Court, raising the issue of the appropriateness
of Basic as a proper framework for certifying shareholder classes in securities
fraud class actions.5
Finding that proof of loss causation is a conceptually distinct inquiry that
is not related to reliance, the Supreme Court reversed the Fifth Circuit and
maintained intact Basic’s fraud-on-the-market theory.6
	On subsequent remand to the district court, Halliburton argued that the
Supreme Court’s 2011 decision notwithstanding, certification should be denied on the alternative ground that Halliburton’s “alleged misrepresentation
did not cause ‘price impact’ or ‘price distortion.’”7 The Fifth Circuit, however, retreating from its 2011 decision endorsing loss causation as a condition
precedent to certification, rejected Halliburton’s argument and affirmed the
district court’s certification of the class, finding that price impact evidence did
not bear on the critical inquiry of whether common issues predominated under Rule 23(b)(3) because price impact “inherently applies to everyone in the
class.”8 From this decision, Halliburton now appeals to the Supreme Court.
864
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Class Certification
	In order to obtain class certification, EPJ Fund is required to establish:
•

under Federal Rule of Civil Procedure 23(a), that the putative class is sufficiently numerous, there are common questions of law or fact, the claims
of the representative parties are typical of the class, and the representative
parties would fairly and adequately protect the interest of the class, and
• under Federal Rule of Civil Procedure 23(b)(3), that questions of
law or fact common to the putative class predominate over any questions
affecting individual class members.

	On the issue of certification pursuant to Rule 23, the parties disagree
only on whether or not common questions of law and fact predominate under Rule 23(b)(3).9
Halliburton challenges the Fifth Circuit’s reasoning by attacking Basic’s
fundamental premise — that an economic theory of inherent market efficiency, raising a presumption of class-wide reliance, should be dispositive,
at the class certification stage, on the issue of reliance. Halliburton challenges
Basic on several levels.
First, Halliburton contends that the presumption of reliance based on an
inherently efficient market has been roundly rejected by empirical evidence.
Second, Halliburton cites to the difficulty federal courts have encountered applying the presumption (resulting in various circuit splits on the issue) and to the fact that no state courts have recognized the fraud-on-themarket theory.
Finally, Halliburton emphasizes that case law subsequent to Basic calls
into question the fraud-on-the-market theory’s elimination of the need to
show that common issues predominate before certification can be granted.10

What Will The Court Do?
There is a possibility that Basic may be overruled and the fraud-on-themarket theory rejected. Recent developments in Supreme Court jurisprudence removing certain burdens placed on securities class action plaintiffs
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to prove elements of federal securities fraud at the certification stage, to wit,
loss causation (Halliburton I) and materiality (Amgen, Inc. v. Connecticut Retirement Plans and Trust Funds),11 notwithstanding, overturning Basic would
stem the tide and significantly frustrate plaintiffs’ efforts to certify a shareholder class. Such an intent, in fact, may be evident in the criticism of the
fraud-on-the-market theory expressed by the four Amgen Justices declining to
join the majority.12 Notably, Basic itself was decided by a four-Justice plurality (only Justices Brennan, Marshall and Stevens joined Justice Blackmun’s
opinion, while Justices White and O’Connor dissented and Chief Justice
Rehnquist and Justices Scalia and Kennedy did not participate).
	Deciding Halliburton’s appeal, the Supreme Court may do one of three
things:
•

affirm the Fifth Circuit, thereby endorsing wholesale Basic’s fraud-onthe-market theory, as it has done in the past;

•

modify Basic’s holding to, among other things, require a putative class to
establish price impact at the certification stage when a defendant introduces evidence that alleged misrepresentations did not distort the market
price of its stock; or

•

overrule Basic in its entirety, rejecting the fraud-on-the-market theory,
and, accordingly, negatively and dramatically impacting the future ability
of plaintiff shareholder classes to certify.
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inherent in requiring each SEC Rule 10b-5 (see 17 C.F.R. §240.10b-5)
putative class member trading on a public market to prove individual reliance
by fashioning a rebuttable presumption of reliance based on what is known as
the “fraud-on the-market” theory. 485 U.S. at 242. According to the theory,
“the market price of shares traded on well-developed markets reflects all publicly
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Halliburton Pet., at *20 (citing the requirements of Rule 23 to “prove…in
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