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Impact:

The Seventh Circuit Splits
with the Fifth Circuit on Class
Certification Requirements
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In Schleicher v. Wend:,! the Seventh
Circuit considered the extent to which a
plaintiff must establish loss causation and
materiality before a class can be certified in
an action arising under § 10(b) and Rule
10b-5 promulgated thereunder.? In holding
that a plaintiff does not have to prove these
elements during certification proceedings,
the court reaffirmed the fraud-on-the-mar-
ket theory of reliance and rejected the Fifth
Circuit’s requirement that a piaintiff in a

securities class action prove losf,s causation
and materiality in order to certify a class.
In Schleicher, the defenda@ts argued,
based in part on Fifth Circuit precedent
(see Oscar Private Equity Im/festments v.
Allegiance Telecom, Inc.?), that m order for
plaintiffs to recover using the fréud-on—the—
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market theory, they must prove that the de-
fendants’ statement or omission materially
affected the market price of the security.
Schleicher involved a Rule 10b-5 class
action against the senior executives of Con-

seco, Inc., a financial-services holding com-
pany. The plaintiffs alleged that the defen-
dants made materially false and misleading
statements and omissions about Conseco’s
operations and financial condition. In cer-
tifying a class, the district court concluded

that, among other things, the plaintiffs had
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shown, under the fraud-on-the-market theory,
“common issues will predominate over individual
issues with respect to the reliance element of the
securities fraud claims.”* The district court also
rejected the defendants’ assertion that the plain-
tiffs were required to prove loss causation in or-
der to benefit from the presumption of reliance
afforded by the fraud-on-the-market theory.’ The
defendants appealed. k k

In an opinion written by Chief Judge Frank
Easterbrook, the Seventh Circuit disagreed, hold-
ing that plaintiffs need not prove loss causation
before a court may certify a securities class action
under Rule 23 of the Federal Rules of Civil Proce-
dure.? In so holding, the Seventh Circuit explicitly
rejected the Fifth Circuit’s decision in Oscar Pri-
vate Equity.

[TIhe Seventh Circuit [held] that
plaintiffs need not prove loss
causation before a court may
certify a securities class action
under Rule 23 of the Federal Rules
of Civil Procedure.

The Seventh Circuit also criticized other circuit
courts for requiring plaintiffs to establish mate-
riality and falsity as a condition to class certifi-
cation, which the court considered a misreading
of the Supreme Court’s decision in Basic Inc. v.
Levinson.” According to the Schleicher court,
materiality and falsity are “issues on the merits,”
which should not be resolved at the class certifica-
tion stage.®

In Basic, the Supreme Court held that reliance
may be presumed if the company’s stock is trad-
ed on an efficient market. As Judge Easterbrook
explained, the theory is based on the notion that
“the price of a well-followed and frequently trad-
ed stock reflects the public information available
about a company.” Thus, if a company’s stock
trades in an efficient market, plaintiffs can rely
on the presumption of reliance provided by the
fraud-on-the-market theory for class certification
purposes.’
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According to Judge Easterbrook, however,
the Fifth Circuit departed from the plain mean-
ing of Basic."* In Oscar Private Equity, the court
“insist[ed]” that plaintiffs prove loss causation
before a class may be certified to counteract the
“enabl[ing]” impact the fraud-on-the-market
doctrine has on the certification of a securities
class.'? According to the Fifth Circuit, such a re-
quirement was necessary in order to “accord this
signal event [i.e., class certification] of the case
its due.”® As a result, the Fifth Circuit held that
“to trigger the presumption [of reliance] plaintiffs
must demonstrate that... the cause of the decline
in price is due to the revelation of the truth and
not the release of the unrelated negative informa-
tion,”*

The requirement set forth in Oscar Private Eq-
uity has been reinforced repeatedly by the Fifth
Circuit. In 2009, for example, the Fifth Circuit
decided a number of cases (e.g., Alaska Electri-
cal Pension Fund v. Flowserve Corp.,"> and Fener
v. Operating Engineers Construction Industry
¢ Miscellaneous Pension Fund (Local 66)') in
which the court reaffirmed that:

[tlo establish loss causation, a plaintiff
must prove (1) that the negative "truthful’
information causing the decrease in price
[was] related to an allegedly false, non-
confirmatory positive statement made ear-
lier and (2) that it is more probable than
not that it was this negative statement,
and not other unrelated negative state-
ments, that caused a significant amount of
the decline.”

In Fener, the most recent of these cases, the
Fifth Circuit left no doubt that “[p]laintiffs still
must prove loss causation through the same rigor-
ous process that we established in Oscar.”'®

In Schleicher, the Seventh Circuit rejected the
Fifth Circuit’s rationale and holding in Oscar Pri-
vate Equity. In affirming the district court’s rul-
ing (Chief Judge David E Hamilton, Southern
District of Indiana) that the plaintiffs need not
establish loss causation as a prerequisite to class
certification, Judge Easterbrook explained that
if the defendants operated in an efficient market,
under Basic, investors “can use the fraud-on-the-
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market doctrine as a replacement for person-spe-
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N.Y. 2008)) and (rejected by, In re Red Hat, Inc.

cific proof of reliance and causation.”®
Judge Easterbrook criticized the Fifth Circuit
for using Basic as an entitlement for “each court

Securities Litigation, 261 FR.D. 83 (E.D. N.C.
2009)) and (disapproved of by, Schleicher v.
Wendt, 2010 WL 3271964 (7th Cir. 2010)).

New York Stock Exchange, followed by analysts
and included in the Standard & Poor’s 500 Index.
In light of these facts, the Seventh Court affirmed
the district court’s finding that the market for the
Conseco’s shares was efficient, therefore allowing
the plaintiffs to benefit from the fraud-on-the-
market presumption.

For class certification purposes, this presump-
tion was enough.
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