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On March 7, 2011, the Supreme Court denied certio-

rari in Apollo Group, Inc. v. Policemen’s Annuity and 

Benefit Fund of Chicago.1 The case, coming out of the 

Ninth Circuit, presented two issues regarding cor-

rective disclosures in securities-fraud litigation. This 

Commentary focuses on the first: When plaintiffs uti-

lize the fraud-on-the-market theory to prove reliance 

in a Rule 10b-5 action, must the stock price decline 

immediately after the corrective disclosure for loss 

causation to exist? 

The Fraud-on-the-Market Theory
In 1988, the Supreme Court gave securities-fraud 

plaintiffs a tool that greatly reduced the challenge 

of proving their claims—the “fraud-on-the-market” 

theory.2 To prevail on a securities-fraud claim under 

Rule 10b-5, plaintiffs must prove a material misrep-

resentation, scienter, a connection with the pur-

chase or sale of a security, reliance, economic loss, 

and loss causation.3 Before the Court’s decision in 

Basic v. Levinson, class certification in securities-

fraud actions was problematic because some cir-

cuits required plaintiffs to prove actual, individual 

reliance on a misrepresentation. The fraud-on-the-

market theory, however, presumes that “the market 

is acting as the unpaid agent of the investor.”4 The 

theory assumes that where the market for a security 

is shown to be efficient, the market quickly and com-

pletely absorbs all public information and reflects it in 

the stock price.5 As a result, under the fraud-on-the-

market theory, a plaintiff need not prove individual 
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1	 Apollo Group, Inc. v. Policemen’s Annuity and Benefit Fund of Chicago, No. 10-649.

2	 See Basic, Inc. v. Levinson, 485 U.S. 224 (1988).

3	 Dura Pharmaceuticals, Inc. v. Broudo, 554 U.S. 336, 342 (2005).

4	 Basic, 485 U.S. at 244.

5	 Id. at 246.
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reliance on a specific misrepresentation, as long as the 

security in question traded in an efficient market and the 

defendant is unable to rebut the presumption of reliance. 

However, a plaintiff still must prove loss causation, which 

requires proof that the stock price declined after a correc-

tive disclosure.

The Issue
In Apollo Group, the plaintiffs relied on the fraud-on-the-

market theory to establish reliance, but the stock price did 

not decline until two weeks after the initial corrective dis-

closure was made. Thus, the issue presented was, when a 

plaintiff utilizes the fraud-on-the-market theory, which is 

predicated on an efficient market, how long after the cor-

rective disclosure may the stock price decline for the loss 

causation element of a Rule 10b-5 claim to be satisfied?

The Split
The five circuits that have addressed the timing of the loss 

are divided. The Second and Third Circuits have held that 

a securities-fraud plaintiff must demonstrate that the mar-

ket immediately reacted to the corrective disclosure.6 Con-

versely, the Fifth, Sixth, and Ninth Circuits have held that the 

price decline may occur weeks or even months after the 

initial corrective disclosure.7 By denying certiorari in Apollo 

Group, the Supreme Court left this split unresolved.

The courts that require immediate market reaction have 

provided two rationales. The Third Circuit reasoned that if 

an efficient market does not promptly react to a corrective 

disclosure, the prior misrepresentation must not have been 

material.8 Thus, where the market’s reaction is not immedi-

ate, the court will not even reach the question of causation 

because a material misrepresentation is absent. Approach-

ing the issue from a different angle, the Second Circuit 

refused to find loss causation and declined to allow a plain-

tiff to recover for a stock price drop that came more than 

a year after the corrective disclosure. The court highlighted 

the inconsistency that exists when a plaintiff “must concede 

that the numerous public reports … were ‘promptly digested’ 

by the market and ‘reflected … in [the] stock price’ in 2001 

while seeking to recover for a stock price decline a year 

later.”9 

On the other hand, the Fifth, Sixth, and Ninth Circuits have 

found materiality and loss causation in cases where the 

plaintiff invoked the fraud-on-the-market doctrine, even 

when the price decline occurred long after the correc-

tive disclosure. The Fifth Circuit has found that “a delayed 

reaction can still satisfy the pleading requirements for ‘loss 

causation.’”10 In calculating loss, the Sixth Circuit has con-

sidered market fluctuation during a six-week period after a 

corrective disclosure,11 and the Ninth Circuit has held that a 

loss that occurs 82 days after the corrective disclosure may 

still be caused by that disclosure.12

The petitioner in Apollo Group (the defendant in the trial 

court) advanced an argument similar to the one the Second 

Circuit articulated. It contended that an assertion that a loss 

occurring weeks or months after a corrective disclosure was 

caused by that disclosure is inconsistent with the fraud-on-

the-market theory, which presumes that all public informa-

tion is quickly and completely absorbed by the market.13 

Either the market is efficient or it is not. The market cannot 

both swiftly absorb false or misleading information when the 

6	 See In re Omnicom Group, Inc. Secs. Litig., 597 F.3d 501 (2d Cir. 2010); Oran v. Stafford, 226 F.3d 275 (3d Cir. 2000).

7	 See Lormand v. U.S. Unwired, Inc., 565 F.3d 228 (5th Cir. 2009); City of Monroe Emps. Ret. Sys. v. Bridgestone Corp., 399 F.3d 651 (6th Cir. 2004); In 
re Gilead Sciences Secs. Litig., 536 F.3d 1049 (9th Cir. 2008).

8	 See Oran, 226 F.3d at 282 (“[W]hen a stock is traded in an efficient market, the materiality of disclosed information may be measured post hoc 
by looking to the movement, in the period immediately following disclosure, of the price of the firm’s stock.”).

9	 Omnicom, 597 F.3d at 511.

10	Lormand, 565 F.3d at 266 n.33.

11	 City of Monroe Emps. Ret. Sys., 399 F.3d 651.

12	Gilead, 536 F.3d at 1058.

13	Petition for Writ of Certiorari, Apollo Group, Inc. v. Policemen’s Annuity and Benefit Fund of Chicago, (No. 10-649).
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misrepresentation occurs (thus eliminating a plaintiff’s bur-

den of proving individual reliance) and then slowly react to a 

corrective disclosure (allowing a plaintiff to recover for a loss 

that occurs long after the disclosure is made). As the Third 

Circuit noted, “[a]n efficient market for good news is an effi-

cient market for bad news.”14 

In addition to the inconsistency argument the petitioner 

advanced, the time-sensitive nature of causation supports a 

standard requiring immediate reaction. When a stock price 

declines immediately after a corrective disclosure, it is fair 

to assume that the decline was caused by the disclosure 

(absent other, simultaneous non-fraud-related disclosures or 

events). However, as days, weeks, or months go by, the num-

ber of potential causes of a price decline grows. Any con-

nection between the disclosure and the decline becomes 

increasingly attenuated as time passes. To allow plaintiffs 

to recover for fraud without genuine proof of loss causation 

not only disregards the basic elements of the claim but also 

expands the reach of Rule 10b-5 beyond its drafters’ intent. 

The Supreme Court is aware of that risk, having already 

observed that “[p]rivate securities fraud actions … if not ade-

quately contained, can be employed abusively to impose 

substantial costs on companies and individuals whose con-

duct conforms to the law.”15 Underscoring the purpose and 

importance of the loss causation element, the Court has 

stated that it is this element that prevents Rule 10b-5 from 

acting as “investment insurance” against business disap-

pointments or market fluctuations.16 

The timing requirement of loss causation under the fraud-

on-the-market theory has great significance for publicly 

traded corporations and their counsel. The Court’s refusal 

to resolve the current split subjects corporations to different 

standards and varying liability exposure depending solely 

on where a Rule 10b-5 class action is filed. And, because the 

Ninth Circuit accounted for nearly one-quarter of the securi-

ties class actions filed between 1997 and 2008, the impact 

of its plaintiff-friendly approach can hardly be ignored.17 
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14	In re Merck & Co., Inc. Secs. Litig., 432 F.3d 261, 271 (3d Cir. 2005).
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16	Dura, 544 U.S. at 345.

17	See Alexander Aganin, Cornerstone Research, Securities Class Action Filings 2009: A Year in Review 25 (2010).
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