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Acticon AG v. China North East Petroleum: The Second
Circuit Clarifies the Standard For Pleading Loss Causation
in Section 10(b) Actions, and the Impact on Damages for
Post-Corrective Disclosure Stock Price Increases

On August 1, 2012, the Second Circuit issued Acticon AG v. China North East
Petroleum Holdings Limited, 2012 WL 3104589, holding that economic loss, which is a
necessary element to maintain a private damages action under Section 10(b) of the Exchange
Act, is not conclusively negated at the pleading stage where the price of a stock rebounds
after declines following an alleged corrective disclosure. Importantly, the Court of Appeals
clarified that damages incurred after a corrective disclosure may be properly reduced (or
eliminated) where discovery establishes that a subsequent stock price rise can be linked to
the corrective disclosure (and, by contrast, that there can be no damage reduction “if the
stock recovers value for completely unrelated reasons.”)

l. Background

Acticon AG involved a securities class action filed against China North East
Petroleum Holdings Limited (“NEP”), several of its officers and directors, and an additional
corporate defendant. Acticon, the lead plaintiff in the consolidated class action, alleged that
the defendants violated Section 10(b) of the Exchange Act and Rule 10b-5 by misleading
investors about NEP’s earnings, oil reserves, and internal controls. Acticon’s complaint
further alleged that the truth about NEP’s condition became public through a series of
corrective disclosures made between February 23, 2010 and September 1, 2010, and that
these revelations caused the value of NEP’s stock to decline sharply.

By October and November 2010, however, the price of NEP’s stock had recovered
much of the value it lost following the alleged corrective disclosures. Indeed, according to
the District Court’s calculations, Acticon could have sold its shares at a profit on at least 12
days during these two months. Adopting the reasoning of several prior decisions issued by
district courts within the Second Circuit and elsewhere, the District Court held that Acticon
had not, and could not, adequately plead that it suffered any cognizable economic loss
because it had foregone multiple opportunities to sell its shares at a profit after the revelation
of the alleged fraud. Accordingly, the District Court granted the defendants’ motion to
dismiss Acticon’s complaint in its entirety.
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I1. The Second Circuit’s Decision

The Second Circuit vacated the District Court’s Rule 12(b)(6) dismissal of the
plaintiff’s Section 10(b) claims, noting that damages in Section 10(b) cases have
traditionally been determined by use of an “out-of-pocket” measure of damages, which
permits a defrauded investor to recover the difference between the price it paid for the
security and the true value of the security on the purchase date in the absence of the alleged
fraud. See Affiliated Ute Citizens v. United States, 406 U.S. 128, 155 (1972). The Circuit
concluded that the District Court’s holding was inconsistent with this “out-of-pocket”
damages measure, and its underlying purpose of making a plaintiff whole, because such a
rule would allow a plaintiff’s recovery to be improperly diminished by subsequent stock
price gains that were “completely unrelated” to the corrective disclosure. In the panel’s
view, the District Court’s rule could therefore place the plaintiff in a worse position than it
would have been absent the fraud, by depriving the plaintiff of the ability to benefit from
stock price increases that would have occurred regardless of the corrective disclosure.

The Circuit found additional support for its holding in the “bounce back” provision
of the Private Securities Litigation Reform Act of 1995 (the “PSLRA”), which caps the
amount of damages available in securities fraud actions to the difference between the price
paid by the plaintiff and the average trading price of the security during the 90-day period
after the revelation of the fraud. Upon reviewing the legislative history of the PSLRA, the
panel concluded that this “bounce back” provision was intended to limit damages to losses
caused by the fraud (rather than other market conditions), but did not otherwise disturb the
traditional out-of-pocket method for calculating damages for Section 10(b) claims. The
panel therefore concluded that the District Court’s holding was inconsistent with the
PSLRA’s “bounce back” provision for the reasons described above. The panel also found
significance in the fact that, while the PSLRA did impose the 90-day “bounce back” cap on
damages, it did not impose the additional open-ended limitation on damages adopted by the
District Court.

But the Second Circuit was careful to note that it was considering a motion to
dismiss, and was therefore required to draw all reasonable inferences in the plaintiff’s favor,
including to assume that the stock price rose after the corrective disclosure for reasons
“completely unrelated” to the revelation of the fraud. And it confirmed that it would be
proper at a later stage in the proceedings to reduce Section 10(b) damages by post-disclosure
stock price increases (including beyond the 90-day bounce-back period) if those were
related to “the market’s reactions to the disclosure of the alleged fraud” rather than
recoveries that represented other “unrelated gains.”
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I11.  Implications of the Decision

Acticon AG clarifies that a stock price rebound at some point after a corrective
disclosure, without more, does not mean that the plaintiff has failed to plead loss causation
as a matter of law.

The opinion also shows that damages under Section 10(b) may be reduced by such
rebounds where they are related to the disclosure of the alleged fraud. In effect, the
damages analysis must embrace all news -- negative and positive -- that flows from a
corrective disclosure. Put another way, in a but for world, there would have been no fraud
inflation but also no post-corrective disclosure price rebound. Class members whose
purchase price included “fraud inflation” would therefore have their damages reduced by
gains resulting from the revelation of that fraud, with the difference being true to the “out-
of-pocket” loss measure traditionally used for Section 10(b) damages. A defendant’s
potential liability under Section 10(b) will accordingly be reduced in situations where the
price of the relevant stock rises after the alleged fraud is revealed, and there is a connection
between that price rebound and the market events leading to the price decline. Specific
examples of such connections will depend on the facts and circumstances, but by way of
example the possibilities include that the revelation of the alleged misconduct caused a
change in company management or corporate strategy (such as the willingness to consider a
change in corporate control), the revelations of which generated statistically significant
upward stock price movements.

Please feel free to contact any of your regular contacts at the firm or any of our
partners and counsel listed under “Securities Litigation” in the “Practices” section of our
website (http://www.clearygottlieb.com) if you have any questions.
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