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ABSTRACT

Statutes of limitations, a long-standing bulwark of civil litigation,
mitigate the risk that evidence of meritorious claims will become
stale and relieve defendants who might be exposed to claims from
unending uncertainty about whether claims will be brought. But
these twin rationales are balanced against allowing plaintiffs
sufficient time to discover and file meritorious claims. This balance
is manifest in the judicial and congressional effort to fashion a
statute of limitations for securities fraud claims. The Supreme Court
in Merck & Co. v. Reynolds recently attempted to strike that balance
in its interpretation of the statute of limitations for securities fraud
claims under section 10(b) and Rule 10b-5. But we show that the
Court has failed. Merck presents a pleading trap for victims of
securities fraud that will preclude the adjudication of meritorious
claims.

Moreover, the Supreme Court’s Merck decision exemplifies a much
more serious problem with the entire limitations regime for securi-
ties fraud. We demonstrate that the discovery provision in that
regime should be discarded for a singular statute of repose as the
discovery provision unnecessarily precludes meritorious claims
without providing any more support for the twin rationales beyond
what is already provided by a statute of repose alone. The repose
provision by itself reduces the use of stale evidence and litigation
uncertainty and it does not unnecessarily preclude meritorious
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claims. In this sense, our proposal bucks the trend of scholarship
addressing the statute of limitations that advocates eliminating
limitations periods entirely. We find that insights from behavioral
economics and practical realities of market activity justify some
measure of repose. Thus, we advocate abolishing the discovery pro-
vision in the statute of limitations but keeping the statute of repose.
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INTRODUCTION

Statutes of limitations have been part of the architecture of civil
litigation for centuries.' These limitations are designed to mitigate
the risk that evidence of meritorious claims will become stale and
to relieve potential defendants from unending uncertainty about
whether they will be brought into court.? The “stale evidence”
rationale is rooted in the premise that resolving claims on their
merits is more likely if the evidence, including testimony based on
recall, is produced closer in time to the event that gives rise to the
claim.? The “litigation uncertainty” rationale is based on two related
propositions: (1) a party who is uncertain about whether it will be
sued is more likely to be distracted by the threat of litigation, and
thus less likely to devote resources to productive purposes; and (2)
at some point in time, it is simply unjust to subject a party to the
sword of Damocles—the lingering possibility that litigation could be
brought at any moment.” These rationales are invariably balanced

1. Wood v. Carpenter, 101 U.S. 135, 139 (1879). Nevertheless, the current climate of
regulatory reform provides the opportunity for reevaluation. See Oliver Wendell Holmes, The
Path of the Law, 10 HARV. L. REV. 457, 469 (1897) (“It is revolting to have no better reason
for a rule of law than that so it was laid down in the time of Henry IV. It is still more
revolting if the grounds upon which it was laid down have vanished long since, and the rule
simply persists from blind imitation of the past.”).

2. THE QUOTABLE JUDGE POSNER: SELECTIONS FROM TWENTY-FIVE YEARS OF JUDICIAL
OPINIONS 158 (Robert F. Blomquist ed., 2010) (quoting Taylor v. Meirick, 712 F.2d 1112,1119
(7th Cir. 1983)).

3. See, e.g., John R. Sand & Gravel Co. v. United States, 552 U.S. 130, 133 (2008) (“Most
statutes of limitations seek primarily to protect defendants against stale or unduly delayed
claims.”); Day v. McDonough, 547 U.S. 198, 205-06 (2006) (“The ... statute of limitation
promotes judicial efficiency and conservation of judicial resources, [and] safeguards the
accuracy of ... judgments by requiring resolution ... while the record is fresh.”) (quoting
Acosta v. Artuz, 221 F.3d 117, 123 (2d Cir. 2000)); Order of R.R. Telegraphers v. Ry. Express
Agency, Inc., 321 U.S. 342, 348-49 (1944) (“Statutes of limitation ... promote justice by
preventing surprises through the revival of claims that have been allowed to slumber until
evidence has been lost, memories have faded, and witnesses have disappeared. The theory
is that even if one has a just claim it is unjust not to put the adversary on notice to defend
within the period of limitation and that the right to be free of stale claims in time comes to
prevail over the right to prosecute them.”).

4. See, e.g., Young v. United States, 535 U.S. 43, 47 (2002) (stating that all limitations
periods provide “repose, elimination of stale claims, and certainty about a plaintiff’s
opportunity for recovery and a defendant’s potential liabilities”) (quoting Rotella v. Wood, 528
U.S. 549, 555 (2000)); Tulsa Prof’l Collection Servs., Inc. v. Pope, 485 U.S. 478, 486 (1988);
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against allowing potential plaintiffs sufficient time to discover and
file meritorious claims.

This delicate balance is manifest in the judicial and congressional
effort to fashion a statute of limitations for securities fraud claims.
The Supreme Court in Merck & Co. v. Reynolds recently attempted
to strike that balance in its interpretation of the statute of limita-
tions for securities fraud claims under section 10(b) of the Securities
Exchange Act of 1934 and SEC Rule 10b-5.° The Court held in
Merck that the two-year statute of limitations for plaintiff-investors
begins, not when they actually discovered the fraud, but when they
discovered or should have discovered the facts constituting secu-
rities fraud, which includes scienter—the “mental state embracing
[an] intent to deceive, manipulate, or defraud.”® Merck is the latest
effort by the Court to fashion a limitations regime that serves both
rationales. In this Article, we show that the Court has failed.
Rather, Merck presents a trap for victims of securities fraud that
will preclude the adjudication of meritorious claims. Moreover,
Merck exemplifies a much more serious problem with the entire
limitations regime for securities fraud.

Next, we argue that the discovery provision in the limitations
regime should be discarded in favor of a singular statute of repose.
The discovery provision unnecessarily precludes meritorious claims
without providing any support for the twin rationales beyond what
is already provided by the statute of repose alone. The repose pro-
vision by itself reduces both the use of stale evidence and litigation
uncertainty, and it does not unnecessarily preclude meritorious
claims. Our proposal bucks the trend of scholarship addressing the
statute of limitations, which advocates eliminating limitations
periods entirely. We find that insights from behavioral economics
and practical realities of market activity justify some measure of

Wood v. Carpenter, 101 U.S. at 139 (“They promote repose by giving security and stability
to human affairs.”).

5. 130 S. Ct. 1784, 1789-90 (2010); see Securities Exchange Act of 1934 § 10, 15 U.S.C.
§§ 78a-78nn (2006); 17 C.F.R. § 240.10b-5 (2010); see also 28 U.S.C. § 1658(b) (providing that
Section 10(b) and Rule 10b-5 private securities fraud actions “may be brought not later than
the earlier of (1) 2 years after the discovery of the facts constituting the violation; or (2) 5
years after such violation”).

6. Merck, 130 S. Ct. at 1789-90 (citing Ernst & Ernst v. Hochfelder, 425 U.S. 185, 194
n.12 (1976)).
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repose. Thus, we advocate abolishing the discovery provision in the
statute of limitations entirely but keeping the statute of repose.

Part I.A of this Article provides a brief overview of statutes of
limitations and repose, as well as their purposes. Part I.B next
provides the necessary background to understand the Supreme
Court’s Merck decision by discussing the initial statute of limita-
tions for Rule 10b-5 actions that the Supreme Court adopted in
Lampf, Pleva, Lipkind, Prupis & Petigrow v. Gilbertson and its
common law evolution, including the federal appellate courts’
interpretations of what constitutes “discovery” and “facts constitut-
ing the violation.”” Part I.C then discusses Congress’s statute of
limitations in the Sarbanes-Oxley Act of 2002 (SOX) and how the
federal appellate courts have interpreted it."

Part II examines Merck, including its factual and procedural
background, its two rulings of note, and Justice Scalia’s concurrence
advocating for an “actual discovery” standard, a seemingly pro-
plaintiff posture.® Part II.C also observes that Merck will likely play
an increasingly important role in securities fraud litigation.

But, as Part III then argues, Merck’s discovery rule does more
harm than good. First, Merck’s incorporation of scienter allows de-
fendants to trigger discovery by invoking methods of imputing
knowledge.'® Second, the discovery standard may force plaintiffs to
concede that essential facts are not evidence of scienter or to allege
fraud by hindsight—setting plaintiffs up for ready dismissal.'’ And
third, by incorporating scienter into the discovery inquiry, Merck
has failed to achieve uniformity in the statute of limitations because
the courts of appeals have different interpretations of what consti-
tutes an adequate allegation of scienter.'”

7. 501 U.S. 350 (1991). See infra Part 1.B (discussing the Supreme Court’s Lampf
decision and the lower federal appellate courts’ treatment of the statute of limitations).
8. SeeinfraPart1.C (describing SOX, its accompanying two-and-five-year structure, and
how the federal appellate courts further divided over its meaning).
9. 130 S. Ct. 1784 (2010); see infra Part I1.A-B.
10. See infra Part 111.A.1.
11. See infra Part II1.A.2 (exploring the “pleading trap” Merck sets up for plaintiff-
investors).
12. See infra Part I11.A.3 (demonstrating that the circuits take varying approaches in
determining scienter).
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Recognizing that Merck is marred with pitfalls and pleading
traps, Part III next questions the usefulness of the discovery pro-
vision for the statute of limitations for section 10(b) and Rule 10b-5
actions and concludes it is unnecessary. The practical realities of
securities fraud claims already encourage diligence and prompt
filing.'® Moreover, discovery of meritorious securities fraud claims
is difficult and time-consuming.'* By abolishing the discovery pro-
vision, meritorious claims proceed and the costs associated with
litigating these colossal suits should also decrease.™

Yet Part IV argues that, contrary to the scholastic trend toward
eschewing limitations periods entirely, some repose is still neces-
sary.'® Insights from behavioral economics, such as loss aversion,
justify a statute of repose for section 10(b) and Rule 10b-5. Also,
without repose, securities fraud would affect settled economic
expectations of nonculpable market participants. Part IV then pro-
poses a statute of repose for securities fraud. This limitation period
must be a bright-line rule simple in application. And it must be long
enough to promote merits resolution and to prevent an end run
around the private right of action. Thus, Part IV concludes that
Congress should retain only its five-year statute of repose that is
triggered upon the happening of the fraud.

I. THE SUPREME COURT, CONGRESS, AND THE STATUTE OF
LIMITATIONS FOR PRIVATE SECURITIES FRAUD

In the United States, companies are traditionally characterized
by dispersed ownership, that is, “no single shareholder [or group]
owns sufficient shares to ensure its ability to elect directors,”
and, as a result, ownership is separated from control.'” Thus,

13. See infra Part II1.B.1.

14. Seeinfra Part II1.B.2 (showing that securities fraud is inherently secretive, complex,
and difficult to detect).

15. See infra Part I11.B.3 (observing that the statute of limitations, as a procedural cost
with no corresponding benefit, imposes unnecessary, additional costs on litigants).

16. See infra Part IV.

17. JOHN C. COFFEE, JR., GATEKEEPERS: THE PROFESSIONS AND CORPORATE GOVERNANCE
80, 82 (2006) [hereinafter COFFEE, GATEKEEPERS]; John C. Coffee, Jr., The Rise of Dispersed
Ownership: The Roles of Law and the State in the Separation of Ownership and Control, 111
YALE L.J. 1, 25-39 (2001); see also ADOLF A. BERLE & GARDINER C. MEANS, THE MODERN
CORPORATION AND PRIVATE PROPERTY 129 (rev. ed., Harcourt, Brace & World, Inc. 1968)
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shareholders in a dispersed ownership system depend on a com-
pany’s public disclosures for information because these sharehold-
ers have little, if any, direct access to management and cannot
easily monitor corporate affairs.'® Because shareholders depend on
corporate disclosures as their only source of information, it is all the
more important that these disclosures are accurate. Congress
concluded that one way to ensure the integrity of the nation’s
marketplace is to afford private rights of action to victims of
securities fraud.' As the Supreme Court has long recognized, these
private rights of action supplement enforcement efforts by the
Securities and Exchange Commission (SEC) and the Department of
Justice (DOJ) to provide for holistic enforcement of federal securi-
ties laws.”

(1932); John H. Biggs, Shareholder Democracy: The Roots of Activism and the Selection of
Directors, 39 Loy. U. CHI. L.J. 493, 498 (2008) (“The Public Company Accounting Oversight
Board (“PCAOB”) estimates that [55] percent of American families now own stock in public
companies, mostly through their [Defined Contribution] plans and IRAs. Another large
percentage own stocks through their state and municipal multi-employer plans where
contributions, taxes, and benefits are all determined, in great part, by the investment results
of the stocks held in public companies.”). Some consider the separation of ownership and
control the cause of the recent financial economic collapse; separating ownership from control
turned companies into objects of speculation and transferred financial risk and, ultimately,
responsibility, to shareholders. E.g., MICHAEL LEWIS, THE BIG SHORT 263-64 (2010) (“The
effect of turning a partnership into a corporation was to transfer the financial risk to the
shareholders.... When the Wall Street investment bank screwed up badly enough, its risks
became the problem of the United States government.”).

18. COFFEE, GATEKEEPERS, supra note 17, at 82-83.

19. H.R.REP.NO. 105-803, at 2 (1998) (Conf. Rep.) (finding that securities regulation has
a dual aim of protecting investors and promoting growth of financial markets); see also H.R.
REP. NO. 104-369, at 31 (1995) (Conf. Rep.), reprinted in 1995 U.S.C.C.A.N. 730, 731 (stating
that the overriding purpose of the securities laws is to protect investors and maintain
confidence in the market so national savings and investments may grow for the benefit of
all).

20. E.g., Tellabs, Inc. v. Makor Issues & Rights, Ltd.,, 551 U.S. 308, 313 (2007)
(recognizing that private actions are an “essential supplement to criminal prosecutions and
civil enforcement actions brought, respectively, by the Department of Justice and the
Securities and Exchange Commission”); Dura Pharm., Inc. v. Broudo, 544 U.S. 336, 345
(2005) (finding that “the availability of private securities fraud actions” acts to deter fraud
and thereby helps maintain “public confidence in the [securities] marketplace”); Basic Inc.
v. Levinson, 485 U.S. 224, 231 (1988) (reaffirming that the private right of action “constitutes
an essential tool for enforcement of the 1934 Act’s requirements”); Randall v. Loftsgaarden,
478 U.S. 647, 664 (1986) (noting “the deterrent value of private rights of action” under the
securities laws); J.I. Case Co. v. Borak, 377 U.S. 426, 432 (1964) (“Private enforcement ...
provides a necessary supplement to [SEC] action.”).
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Several significant securities laws have shaped private securities
fraud litigation. First, the Securities Act of 1933 (1933 Act) aimed
to provide investors with sufficient, material information regarding
securities that were offered for sale, and to prohibit deceit by the
offerees.?" Section 11 of the 1933 Act regulates the primary offering
of securities by granting a private right of action to stock purchas-
ers against those who make material misrepresentations or omis-
sions in the registration statement of an initial public offering.?
Section 12(a)(2) grants a private right of action against those who
offer or sell stock through a prospectus or oral communication that
contains a material omission or misstatement.”® The difference
between section 11 and section 12(a)(2) is that section 11 pertains
to material misstatements and omissions made in a registration
statement, while section 12(a)(2) pertains to material misstate-
ments or omissions made in a prospectus.? In section 13 of the 1933
Act, Congress imposed a one-year statute of limitations triggered

21. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 195 (1976).

22. Securities Act of 1933 § 11, 15 U.S.C. § 77k (2006). Under the 1933 Act, purchasers
may sue “participants”—the issuer, signers of the registration statement, directors and
officers, underwriters, and other professionals—by merely showing that the registration
statement contained a material misrepresentation or omission. E.g., In re Constar Int’l Inc.
Sec. Litig., 585 F.3d 774, 782-83 (3d Cir. 2009); APA Excelsior III LP v. Premiere Techs., Inc.,
476 F.3d 1261, 1271 (11th Cir. 2007); In re Daou Sys., Inc., 411 F.3d 1006, 1027 (9th Cir.
2005). Scienter is not required for a section 11 claim. Musick, Peeler & Garrett v. Employers
Ins. of Wausau, 508 U.S. 286, 296 (1993). This heavy-handed form of liability is tempered by
the defendant’s affirmative defense of due diligence, see Securities Act of 1933 § 11(a)-(b), 15
U.S.C. § 77k(a)-(b), in which defendants other than the issuer may avoid liability by proving
that, after a reasonable investigation, they had no grounds to believe that the parts of the
registration statement attributed to them contained material misstatements or omissions.
Securities Act of 1933 § 11, 15 U.S.C. § 77k(b)(3); see also Herman & MacLean v. Huddleston,
459 U.S. 375, 381-82 (1983); Escott v. Barchris Constr. Corp., 283 F. Supp. 643, 697-703
(S.D.N.Y. 1968).

23. Securities Act of 1933 § 12(a)(2), 15 U.S.C. § 771(a)(2). A prospectus is “[a] printed
document that describes a [corporation’s business] and that is distributed to prospective
buyers or investors.” BLACK’S LAW DICTIONARY 1342 (9th ed. 2009). A plaintiff need only
prove that the offeror or seller made a material misstatement or omission; an offeror or seller
is someone who successfully solicits the purchase of securities motivated at least by a desire
to serve his own financial interests or those of the securities owner. Pinter v. Dahl, 486 U.S.
622, 642-43 (1988).

24. E.g., Miller v. Thane Int’l, Inc., 519 F.3d 879, 885 (9th Cir. 2008), cert. denied, 129
S. Ct. 161 (2008); Benzon v. Morgan Stanley Distribs., Inc., 420 F.3d 598, 608 (6th Cir. 2005);
In re Adams Golf, Inc. Sec. Litig., 381 F.3d 267, 277 (3d Cir. 2004); Oxford Asset Mgmt., Ltd.
v. Jaharis, 297 F.3d 1182, 1189 (11th Cir. 2002); Gasner v. Bd. of Superintendents, 103 F.3d
351, 356 (4th Cir. 1996).
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upon constructive discovery of the false statement and a three-year
statute of repose that starts on the date of the fraud for section 11
and section 12 claims.? Section 13 triggers the statute of limita-
tions either “within one year after the discovery” of the false
statement “or after such discovery should have been made by the
exercise of reasonable diligence.””® The statute of limitations gov-
erning section 11 and section 12(a)(2) is triggered upon constructive
discovery because determining when a plaintiff should have
uncovered an untrue assertion in a registration statement or
prospectus is arguably a simple task.?’

Congress also passed the Securities Exchange Act of 1934 (1934
Act) to regulate the secondary trading of securities.? The primary
aim of the 1934 Act was “to protect investors against [the] manipu-
lation of stock prices.”* The federal courts recognized that investors
had an implied private right of action under section 10(b) of the
1934 Act, which prohibits fraudulent or deceptive conduct in con-
nection with the purchase or sale of any security, and the SEC’s
accompanying Rule 10b-5.%° Because this right of action was im-
plied, it did not contain a statute of limitations,* but several other
provisions of the 1934 Act did, including section 9(e), section 16(b),
and section 18(a).”* These sections had a one-year statute of limi-
tations and a three-year statute of repose—the “one-and-three-year
structure.”®® It was unclear, however, whether this statute of
limitations applied to section 10(b) and Rule 10b-5 actions.*

25. Securities Act of 1933 § 13, 15 U.S.C. § 77m.

26. Id. (emphasis added).

27. Merck & Co. v. Reynolds, 130 S. Ct. 1784, 1801 (2010) (Scalia, J., concurring).

28. Securities Exchange Act of 1934, 15 U.S.C. § 78a.

29. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 195 (1976).

30. SEC Rule 10b-5, 17 C.F.R. § 240.10b-5 (2010). In 1946, for the first time, a court held
that investors could bring a private action for violations of Rule 10b-5. Kardon v. Nat’l
Gypsum Co., 69 F. Supp. 512, 513-14 (E.D. Pa. 1946). According to the Supreme Court, the
implied private right of action under Rule 10b-5 is now “simply beyond peradventure.”
Herman & MacLean v. Huddleston, 459 U.S. 375, 380 (1983).

31. Lampf, Pleva, Lipkind, Prupis & Petigrow v. Gilbertson, 501 U.S. 350, 359 (1991).

32. See 15 U.S.C. §§ 78i(e), 78r(c), 78cc(b).

33. Id.

34. See infra Part 1.B.
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A. Statutes of Limitations, Repose, and Discovery-Accrual

Before discussing the statutes of limitations and repose for
securities fraud specifically, a general understanding of these two
procedural rules is necessary. “The statute of limitations is a com-
plete bar to actions that do not meet its time limits. It is in no way
dependent on the merits of the case.”® The statute of limitations
creates an affirmative defense when a plaintiff fails to sue within
a specified time after the plaintiff discovers the cause of action,
although it is often subject to tolling principles.?® A statute of repose
“extinguishes a plaintiff’'s cause of action after the passage of a
fixed period of time, usually measured from one of the defendant’s
acts.”®” In essence though, both provide “repose,”® or a time limit
after which an action cannot be brought in court.* Professor Tyler
T. Ochoa and Judge Andrew J. Wistrich have written the seminal
work that describes the purposes of statutes of limitations and
repose. Simply stated, Professor Ochoa and Judge Wistrich found
that these statues aim (1) to prevent the use of stale evidence, and
(2) to provide defendants with the comfort of knowing that they are
free from suit and to protect settled expectations.*’

Statutes of limitations and statutes of repose, however, differ in
both length and accrual. Statutes of limitations are often shorter
and are usually triggered upon discovery of the claim (discovery-

35. VICTOR E. SCHWARTZ ET AL., PROSSER, WADE AND SCHWARTZ’S TORTS: CASES AND
MATERIALS 617 (11th ed. 2005).

36. See, e.g., Ma v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 597 F.3d 84, 88 n.4 (2d
Cir. 2010); Tello v. Dean Witter Reynolds, Inc., 494 F.3d 956, 974 (11th Cir. 2007); Johnson
v. Aljian, 490 F.3d 778, 782 n.13 (9th Cir. 2007).

37. Ma, 597 F.3d at 88 n.4; see also Johnson, 490 F.3d at 781 n.12.

38. Bridges v. United States, 346 U.S. 209, 230-31 (1953) (Reed, J., dissenting) (“Of
course, statutes of limitation are statutes of repose.”).

39. BLACK’S LAW DICTIONARY, supra note 23, at 1546.

40. Tyler T. Ochoa & Andrew J. Wistrich, The Puzzling Purposes of Statutes of
Limitation, 28 PAC. L.J. 453, 458, 460 (1997). Professor Ochoa and Judge Wistrich catalogue
the following purposes of statutes of limitations: (1) to promote repose, which provides peace
of mind, avoids disrupting settled expectations, reduces uncertainty, and reduces protective
measures and associated costs; (2) to minimize the deterioration of evidence, and thereby
ensure accurate fact-finding, prevent fraud, reduce litigation costs, and protect the integrity
of the judicial system; (3) to place defendants and plaintiffs on equal footing; (4) to promote
cultural values of diligence; (5) to encourage the prompt enforcement of the substantive law;
(6) to avoid the retrospective application of contemporary standards; and (7) to reduce the
overall volume of litigation. Id. at 460-99.
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accrual), whereas statutes of repose are often longer, capping the
time for liability, and are triggered by the complained of event
(event-accrual).*' As the Article illustrates, the statute of limita-
tions, with its discovery-based accrual, proves problematic in appli-
cation.

B. The Supreme Court’s Limitations Period

Section 10(b) of the 1934 Act was enacted without a statute of
limitations or repose because the private right of action under sec-
tion 10(b) and Rule 10b-5 was judicially created. So, “faced with the
awkward task of discerning the limitations period that Congress
intended ... to apply to a cause of action it really never knew
existed,”* courts implied the applicable period using one of four
alternatives: (1) the statute of limitations contained in section 13 of
the 1933 Act;*® (2) the forum state’s statute of limitations for
common law fraud; (3) the statute of limitations for securities fraud
under the forum state’s “blue-sky law”;** or (4) the statute of limi-
tations contained in section 9(e), section 16(b), or section 18(a) of
the 1934 Act.*

For decades, courts borrowed the statute of limitations from the
closest analogous state-law cause of action.*® But “[d]eciding which

41. See, e.g.,15U.S.C. § 1681p (2006) (imposing a limit of two years from discovery of the
violation, plus a statute of repose at five years for violations of the Fair Credit Reporting
Act); 29 U.S.C. § 1113 (imposing a limit of three years from discovery of an ERISA violation,
plus a statute of repose at six years for breach of fiduciary duty); 31 U.S.C. § 3731 (imposing
a limit of three years from discovery of the violation, plus a statute of repose at six years for
violations of the False Claims Act); see also Wike v. Vertrue, Inc., 566 F.3d 590, 595 (6th Cir.
2009) (recognizing that statutes of limitations accrue on discovery and statutes of repose
accrue on the happening of the complained of event); Balam-Chuc v. Mukasey, 547 F.3d 1044,
1049 (9th Cir. 2008) (same).

42. Lampf, Pleva, Lipkind, Prupis & Petigrow v. Gilbertson, 501 U.S. 350, 359 (1991).

43. The statute of limitations is expressly applicable to sections 11 and 12 of the 1933
Act. 15 U.S.C. § 77m.

44. A “blue-sky law” is a state statute that establishes “standards for offering and selling
securities, the purpose being to protect citizens from investing in fraudulent schemes or
unsuitable companies.” BLACK’S LAW DICTIONARY, supra note 23, at 196.

45. THOMAS LEE HAZEN, THE LAW OF SECURITIES REGULATION § 12.16 (6th ed. 2009).

46. See, e.g., Bath v. Bushkin, Gaims, Gaines & Jonas, 913 F.2d 817, 818-19 (10th Cir.
1990) (per curiam); Nesbit v. McNeil, 896 F.2d 380, 384 (9th Cir. 1990); O’'Hara v. Kovens,
625 F.2d 15, 17 (4th Cir. 1980); Forrestal Vill., Inc. v. Graham, 551 F.2d 411, 413 (5th Cir.
1977).
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features of state periods of limitations to adopt for which federal
statutes waste[d] untold hours.... There [were] many potentially
analogous state statutes, with variations for different kinds of
securities offenses and different circumstances that might toll the
period of limitations.”"” Recognizing the need to minimize the
uncertainty and time-consuming litigation inherent in that
approach, the Third Circuit in In re Data Access Systems was the
first to advocate and adopt a uniform limitations period for section
10(b) and Rule 10b-5 claims.*® In Data Access, the Third Circuit
determined that using the limitations periods in other sections of
the 1934 Act would lead to desired uniformity and certainty.*’
Specifically, the Third Circuit adopted the one-and-three-year
structure that applied to sections 9(e), 16(b), and 18(a) of the 1934
Act.”

After Data Access, the stage was set for a uniform, national
statute of limitations. “Both the bar and scholars ... pleaded, with
a unanimity rare in the law, for help.... Only Congress or the
Supreme Court [could] bring uniformity and predictability to this
field.””" And in 1991 the Supreme Court did just that, holding in
Lampf, Pleva, Lipkind, Prupis & Petigrow v. Gilbertson that the
one-and-three-year structure under section 9(e) of the 1934 Act
applied to securities fraud actions under section 10(b) and Rule 10b-
5.”2 But the Court’s answer was incomplete as it failed to resolve
(1) whether discovery meant actual discovery or encompassed the
idea of inquiry notice, and (2) what “facts” constituted the violation
that must be discovered. Thus, the courts of appeals returned to

47. Norris v. Wirtz, 818 F.2d 1329, 1332 (7th Cir. 1987); see also Jill E. Frisch, As Time
Goes By: New Questions About the Statute of Limitations for Rule 10b-5, 61 FORDHAM L. REV.
S101, S103-04 (1993).

48. 843 F.2d 1537, 1543 (3d Cir. 1988) (en banc); see also Ceres Partners v. Gel Assocs.,
918 F.2d 349, 364 (2d Cir. 1990); Short v. Belleville Shoe Mfg. Co., 908 F.2d 1385, 1390-92
(7th Cir. 1990).

49. Data Access, 843 F.2d at 1549 (“The necessity for uniform federal remedies in security
cases would seem to demand recourse to a uniform federal statute of limitations.”).

50. Id.

51. Norris, 818 F.2d at 1332.

52. 501 U.S. 350, 361-62 (1991). The Supreme Court concluded that section 9(e) of the
1933 Act should apply to section 10(b) and Rule 10b-5 claims because there was a need for
uniformity, securities fraud actions are multi-state in nature, and section 9(e) shares the
same purpose—protecting investors against manipulation of stock prices—and similar
elements with section 10(b) and Rule 10b-5. Id. at 360-61.
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old habits with the statute of limitations and divided—on both
questions—again.

1. “Discovery”

After Lampf, scholars were in agreement: the Supreme Court’s
endorsement of section 9(e) meant that the statute of limitations
was triggered upon actual discovery, not constructive discovery.®?
The Third and Ninth Circuits arguably agreed,” but the majority
of circuits did not, concluding that “inquiry notice”—a version of
constructive discovery—was the appropriate standard.” Inquiry
notice is the “point at which [plaintiffs] possess[] a quantum of
information sufficiently suggestive of wrongdoing,” that they should
investigate “to confirm the existence of [their] claim.”®® The courts
concluding that the statute of limitations was triggered upon
inquiry notice were concerned that if the standard was actual
discovery, investors would wait to see whether a poorly performed

53. E.g., Lyman Johnson, Securities Fraud and the Mirage of Repose, 1992 WIS. L. REV.
607, 620, 625; Lewis D. Lowenfels & Alan R. Bromberg, SEC Rule 10b-5 and Its New Statute
of Limitations: The Circuits Defy the Supreme Court, 51 BUS. LAW. 309, 313, 333-34 (1996);
Roy M. Van Cleave, The Federal Securities Acts’ One-Year Inquiry Notice Statute of
Limitations: Are the Scales Tipped Against Fraud Claimants?, 22 J. CORP. L. 79, 80-81
(1996); Richard H. Walker & J. Gordon Seymour, Recent Judicial and Legislative
Developments Affecting the Private Securities Fraud Class Action, 40 AR1Z. L. REV. 1003, 1009
(1998).

54. See Gruber v. Price Waterhouse, 911 F.2d 960, 964 n.4 (3d Cir. 1990) (stating that the
Third Circuit’s Data Access decision does not provide for inquiry notice); see also In re NAHC,
Inc. Sec. Litig., 306 F.3d 1314, 1318 (3d Cir. 2002) (recognizing that the Third Circuit had not
yet precisely decided the statute of limitations issue); Berry v. Valence Tech., Inc., 175 F.3d
699, 704 (9th Cir. 1999) (expressing doubts that the inquiry-notice standard survived Lampf).

55. E.g., Fin. Sec. Assurance, Inc. v. Stephens, Inc., 450 F.3d 1257, 1267-68 (11th Cir.
2006); Shah v. Meeker, 435 F.3d 244, 249 (2d Cir. 2006); Glaser v. Enzo Biochem, Inc., 126
F. App’x 593, 597 (4th Cir. 2005); New Eng. Health Care Employees Pension Fund v. Ernst
& Young, L.L.P., 336 F.3d 495, 500 (6th Cir. 2003); LC Capital Partners, LP v. Frontier Ins.
Group, Inc., 318 F.3d 148, 154 (2d Cir. 2003); In re NAHC, Inc. Sec. Litig., 306 F.3d at 1325;
Young v. Lepone, 305 F.3d 1, 8 (1st Cir. 2002); Theoharous v. Fong, 256 F.3d 1219, 1228
(11th Cir. 2001); Ritchey v. Horner, 244 F.3d 635, 638-39 (8th Cir. 2001); Sterlin v. Biomune
Sys., 1564 F.3d 1191, 1199-1200 (10th Cir. 1998); Kauthar SDN BHD v. Sternberg, 149 F.3d
659, 670 (7th Cir. 1998); Marks v. CDW Computer Ctrs., Inc., 122 F.3d 363, 367 (7th Cir.
1997); Dodds v. Cigna Sec., Inc., 12 F.3d 346, 350 (2d Cir. 1993); Topalian v. Ehrman, 954
F.2d 1125, 1134-35 (5th Cir. 1992).

56. Brief for the Petitioners at 20, Merck & Co. v. Reynolds, 130 S. Ct. 1784 (2010) (No.
08-905), 2009 WL 2459589.
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stock recovered, then reap investment profits if it did, and sue for
damages if it did not.”” Whether a plaintiff was on inquiry notice
involved a two-step analysis:

(1) First, when did the plaintiff receive sufficient information of
possible wrongdoing such that a reasonable investor would
undertake an investigation to determine if a legal claim exists
(“inquiry notice”); [and]

(2) [Second,] when thereafter, in the exercise of reasonable
diligence should the plaintiff have discovered the facts constitut-
ing the violation.?®

The idea of inquiry notice is less than clear, and the courts of
appeals disagreed over many aspects of it. The courts could not
agree on the doctrinal reasons for rejecting an actual discovery
standard.? And the application was even more divided: some cir-
cuits held that the statute of limitations began when the plaintiff
was on inquiry notice—that is, when the facts suggested possible
wrongdoing.® In contrast, other circuits stated that the statute of
limitations began after the plaintiff, exercising reasonable diligence,

57. E.g., New Eng. Health Care Employees Pension Fund, 336 F.3d at 499; Sterlin, 154
F.3d at 1202; Tregenza v. Great Am. Commcns Co., 12 F.3d 717, 722 (7th Cir. 1993);
Brumbaugh v. Princeton Partners, 985 F.2d 157, 163 (4th Cir. 1993).

58. Sarah S. Gold & Richard L. Spinogatti, Revisiting the Limitations Period for
Securities Fraud, 241 N.Y.L.J. 3 (June 11, 2009), available at http://www.law.com/jsp/cc/
PubArticleCC.jsp?id=1202431372080.

59. See Ritchey, 244 F.3d at 638 (finding inquiry-notice standard in section 13 of the 1933
Act); Great Rivers Coop. v. Farmland Indus., Inc., 120 F.3d 893, 896 (8th Cir. 1997) (same);
Tregenza, 12 F.3d at 722 (finding inquiry-notice standard through “judicial creativity”);
Menowitz v. Brown, 911 F.2d 36, 41 (2d Cir. 1993) (per curiam) (finding inquiry-notice
standard within the meaning of the word “discovery” in section 9(e) of the 1934 Act); Howard
v. Haddad, 962 F.2d 328, 330 (4th Cir. 1992) (accepting inquiry-notice standard without
explanation); Anixter v. Home-Stake Prod. Co., 939 F.2d 1420, 1441 (10th Cir. 1991) (finding
inquiry-notice standard impliedly adopted in Lampf even though not in section 9(e)).

60. E.g., GO Computer, Inc. v. Microsoft Corp., 508 F.3d 170, 177 (4th Cir. 2007); Franze
v. Equitable Assurance, 296 F.3d 1250, 1254-55 (11th Cir. 2002); Theoharous, 256 F.3d at
1228; Brumbaugh, 985 F.2d at 162-63. The Fifth and Eighth Circuits likewise start the
statute of limitations clock at the first sign of “storm warnings,” if a reasonably diligent
inquiry could have uncovered the facts supporting a fraud claim within the limitations
period. E.g., Great Rivers Coop., 120 F.3d at 896, 898-99 (starting the limitations clock on the
“storm warnings” date); Bodenhamer v. Shearson Lehman Hutton, Inc., No. 92-2392, 1993
WL 277033, at *2 (5th Cir. July 14, 1993) (nonprecedential decision); Jensen v. Snellings, 841
F.2d 600, 606-07 (5th Cir. 1988).
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could have discovered the facts constituting the violation.®’ And
courts that adopted this latter approach were likewise divided over
whether “reasonable diligence” was measured objectively, subjec-
tively, or both.® In some circuits, inquiry notice involved burden-
shifting: once the defendant established that the plaintiffs were on
inquiry notice, the plaintiffs had to show that they exercised rea-
sonable due diligence but were unable to discover their injuries.®
The Second Circuit adopted an approach all its own: if the plaintiff
was on inquiry notice and failed to conduct an investigation, the
statute of limitations began on the date the plaintiff was placed on
inquiry notice;®* but if the plaintiff investigated, the statute of
limitations began when a reasonably diligent plaintiff would have
discovered the facts constituting the violation.%

2. “The Facts Constituting the Violation”

Yet the debate over how to interpret discovery overshadowed a
more fundamental question concerning the statute: what does the
plaintiff need to discover? To state a Rule 10b-5 claim, a plaintiff
must allege and prove six elements: (1) that the defendant made a
material misrepresentation or omission; (2) that the defendant
acted with a wrongful state of mind (scienter); (3) that the material
misrepresentation or omission was made in connection with the
purchase or sale of a security; (4) that the plaintiff relied on the
material misrepresentation; (5) that the plaintiff suffered an
economic loss as a result; and (6) that the material misrepresenta-

61. E.g., New Eng. Health Care Employees Pension Fund, 336 F.3d at 501; Young v.
Lepone, 305 F.3d 1, 8-10 (1st Cir. 2002); Sterlin, 154 F.3d at 1200-01; Fujisawa Pharm. Co.
v. Kapoor, 115 F.3d 1332, 1335 (7th Cir. 1997).

62. Compare Young, 305 F.3d at 9 (stating that the plaintiff bears the burden of “showing
that she fulfilled her corresponding duty of making a reasonably diligent inquiry into the
possibility of fraudulent activity”), with Wyser-Pratte Mgmt. Co. v. Telxon Corp., 413 F.3d
553, 563 n.9 (6th Cir. 2005) (employing a strictly objective approach when examining what
information would be available to an investor who conducted a reasonably diligent
investigation); and Sterlin, 154 F.3d at 1202 n.20 (using strictly objective approach), with
Fujisawa Pharm. Co., 115 F.3d at 1335 (using both objective and subjective components in
assessing what information an investor in the plaintiff’s position could have uncovered had
it investigated possible fraud).

63. In re Merck & Co. Sec., Derivative & ERISA Litig., 543 F.3d 150, 161 (3d Cir. 2008).

64. Shah v. Meeker, 435 F.3d 244, 251 (2d Cir. 2006).

65. LC Capital Partners, LP v. Frontier Ins. Group, Inc., 318 F.3d 148, 154 (2d Cir. 2003).
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tion actually caused the loss.®® The majority of courts concluded
that plaintiffs had to have only sufficient “storm warnings”®'—
knowledge of suspicious facts—to trigger a duty to investigate, and
that once a reasonably diligent investigation would have discovered
these suspicious facts, the statute of limitations began.®® Most
circuits were less than clear, though, regarding whether storm
warnings or suspicious facts included scienter.®

C. Congress and the Sarbanes-Oxley Act

In 2001, the landscape of corporate regulation changed when
massive corporate scandals rocked investor confidence in the capital
markets. When corporate giants Enron, WorldCom, and Adelphia
crumbled amid allegations of years of crooked accounting, Congress
responded with the Sarbanes-Oxley Act of 2002." SOX was sig-
nificant on many fronts, most notably creating stringent reporting
requirements aimed at otherwise lax corporate oversight.” SOX

66. SEC Rule 10b-5, 17 C.F.R. § 240.10b-5 (2010); see Dura Pharm., Inc. v. Broudo, 544
U.S. 336, 341-42 (2005). Section 11 claims, in contrast, do not require proof of reliance,
causation, or scienter, but only materiality and damages. E.g., Alpern v. UtiliCorp United,
Inc., 84 F.3d 1525, 1541 (8th Cir. 1996). Loss causation is not an element of a section 11
claim, but an affirmative defense to it. See 15 U.S.C. § 77I(b) (2006); Ind. State Dist. Council
of Laborers v. Omnicare, Inc., 583 F.3d 935, 947 (6th Cir. 2009), cert. dismissed, 178 L. Ed.
2d 411 (2010).

67. For a full discussion of “storm warnings,” see J. Robert Brown, Jr., The Supreme
Court and the Mission To Restrict Investor Protection: Merck v. Reynolds (Part 6: The
Misguided Concept of Inquiry Notice) (June 22, 2009), http://www.theracetothebottom.org/
securities-issues/the-supreme-court-and-the-mission-to-restrict-investor-prote-7.html.

68. New Eng. Health Care Employees Pension Fund v. Ernst & Young, L.L..P., 336 F.3d
495, 501 (6th Cir. 2003); Young v. Lepone, 305 F.3d 1, 9-10 (1st Cir. 2002).

69. For example, the Seventh Circuit had suggested that the plaintiff had to have known
(or should have known) facts that would establish scienter. Law v. Medco Research, Inc., 113
F.3d 781, 786 (7th Cir. 1997) (“In a fraud case, [the plaintiff] needs to know ... that the
defendant has made a representation that was knowingly false. When the plaintiff knows or
should know this, the statute of limitations begins to run.”); see also Sudo Props., Inc. v.
Terrebonne Parish Consol. Gov’t, 503 F.3d 371, 375, 377-78 (5th Cir. 2007) (stating inquiry
notice was not triggered by plaintiff’s knowledge that defendant’s predictions were “grossly
incorrect,” until plaintiff “learned for the first time that [defendant] had intentionally misled
him”).

70. See generally ENRON AND OTHER CORPORATE F1ASCOS: THE CORPORATE SCANDAL
READER (Nancy B. Rapoport et al., eds., 2d ed. 2009).

71. SOX had several effects on corporate governance. The law (1) required principal
executive officers to certify that certain reports contained no false or misleading information,
Sarbanes-Oxley Act of 2002 § 302, 15 U.S.C. § 7241(a); (2) provided criminal penalties if the
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also expanded the statute of limitations applicable to most private
remedies under the securities laws.” For section 10(b) and Rule
10b-5 claims, SOX provided a two-year statute of limitations and a
five-year statute of repose.” The language adopted by Congress was
similar to the language used in section 9(e) of the 1934 Act.™
Congress thus lengthened the one-and-three-year structure
adopted in Lampf. In its report on SOX, the Senate Judiciary
Committee expressed concern that the one-and-three-year structure
“unfairly limit[ed] recovery for defrauded investors in some cases,”””
noting that some states were forced to forgo their claims against
Enron, for example, because of the statute of limitations.”® The
Committee was also concerned that the complexity and nature of
securities fraud made these claims difficult to detect.”” Additionally,
the Committee observed that plaintiffs faced significant procedural

CEO knowingly certified false information, id. § 906, 15 U.S.C. § 1350(c); and (3) mandated
that each annual report filed by a company contain a report on internal controls established
to guard against fraud, id. § 404, 15 U.S.C. § 7262(a)-(b).

SOX has been criticized as “quack corporate governance,” see generally Roberta Romano,
The Sarbanes-Oxley Act and the Making of Quack Corporate Governance, 114 YALEL.J. 1521
(2005), and as nonresponsive because, ironically, had SOX been in effect, Enron would have
met all of its requirements, JONATHAN R. MACEY, CORPORATE GOVERNANCE: PROMISES KEPT,
PROMISES BROKEN 79-85 (2008). But others have been quick to defend the law. See generally
J. Robert Brown, dJr., Criticizing the Critics: Sarbanes-Oxley and Quack Corporate
Governance, 90 MARQ. L. REV. 309 (2006); Charles W. Murdock, Sarbanes-Oxley Five Years
Later: Hero or Villain, 39 Loy. U. CHI. L.J. 525, 526 (2008) (concluding “the policy behind
Sarbanes-Oxley is essential for the proper functioning of efficient capital markets”).

72. 28 U.S.C. § 1658(b); see also HAZEN, supra note 45.

73. 28 U.S.C. § 1658(b) (“[A] private right of action that involves a claim of fraud, deceit,
manipulation, or contrivance in contravention of a regulatory requirement concerning the
securities laws, as defined in section 3(a)(47) of the Securities Exchange Act of 1934 (15
U.S.C. 78c(a)(47)), may be brought not later than the earlier of ... (1) 2 years after the
discovery of the facts constituting the violation; or (2) 5 years after such violation.”).

74. Compare id., with 15 U.S.C. § 78i(e).

75. S. REP. NO. 107-146, at 8 (2002).

76. Id. (“As Washington State Attorney General Gregoire testified at the Committee
hearing, in the Enron state pension fund litigation, the current short statute of limitations
has forced some states to forgo claims against Enron based on alleged securities fraud in
1997 and 1998. In Washington state alone, the short statute of limitations may cost hard-
working state employees, firefighters and police officers nearly $50 million in lost Enron
investments, which they will never recover.”).

77. Id. at 9 (“[T]he best cons are designed so that even after victims are cheated, they will
not know who cheated them, or how.”); see also Lampf, Pleva, Lipkind, Prupis & Petigrow
v. Gilbertson, 501 U.S. 350, 377 (1991) (Kennedy, dJ., dissenting) (“Ponzi schemes, for
example, can maintain the illusion of a profit-making enterprise for years, and sophisticated
investors may not be able to discover the fraud until long after its perpetration.”).



1566 WILLIAM AND MARY LAW REVIEW [Vol. 52:1547

obstacles under the Private Securities Litigation Reform Act of 1995
(PSLRA), including its lead-plaintiff selection process,™ its stay of
discovery pending a motion to dismiss”®—¢“consideration of which
can take over a year in itself”®—and its heightened pleading
standards.®® The Committee worried that by the time plaintiff-
investors had learned enough facts to file a complaint capable of
surviving a motion to dismiss and to begin discovery, the claim was
likely to be time barred.®” To allow plaintiffs time to adequately
investigate their claims and to file meritorious suits, the Committee
proposed, and Congress accepted, lengthening the statute of
limitations.®

But Congress’s expanded limitations period left the phrase
“discovery of the facts constituting the violation” undefined,* and
the courts of appeals still had to determine whether discovery
meant actual discovery or something else. After SOX, two circuits
changed their approaches. The Ninth Circuit in Betz v. Trainer
Wortham & Co. and the Third Circuit in In re Merck & Co. held
that plaintiff-investors must have actual knowledge that the
defendant made misrepresentations with scienter before incurring
any duty to investigate.® These cases thus presented yet another
approach to the statute of limitations. The defendants in Merck
asked the Supreme Court to weigh in,*® and the Court granted a
writ of certiorari.®’

78. 15 U.S.C. § 78u-4(a)(2)-(3), (7).

79. Id. § 78u-4(b)(3).

80. S.REP. NoO. 107-146, at 9.

81. 15 U.S.C. § 78u-4(b)(1)-(2).

82. S. REP. NO. 107-146, at 9.

83. Id. at 9-10. The Senate Judiciary Committee also observed that a short statute of
limitations invites defendants to take sophisticated steps to conceal their deceit—a point
proved right by Enron. Id. (“[I]t only takes a few seconds to warm up the shredder.”).

84. 28 U.S.C. § 1658(b).

85. Betzv. Trainer Wortham & Co., 519 F.3d 863, 873 (9th Cir. 2008), vacated, 130 S. Ct.
2400 (2010); In re Merck & Co. Sec., Derivative & ERISA Litig., 543 F.3d 150, 172 (3d Cir.
2008). Three judges on the Ninth Circuit dissented from the circuit’s refusal to rehear the
case en banc, arguing that the approach adopted in Betz was in conflict with all ten other
circuits. Betz, 519 F.3d at 865 (Kozinski, C.dJ., dissenting from the denial of the petition to
rehear the case en banc).

86. Petition for Writ of Certiorari at 35-36, Merck & Co. v. Reynolds, 130 S. Ct. 1784
(2010) (No. 08-905), 2009 WL 133458.

87. Merck & Co. v. Reynolds, 129 S. Ct. 2432 (2009). The Supreme Court, after Merck,
granted the writ of certiorari in Betz and immediately remanded to the Ninth Circuit for
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II. MERCK & CO. V. REYNOLDS AND THE IMPORTANCE OF THE
STATUTE OF LIMITATIONS

Despite the Supreme Court’s initial attempt in Lampf to define
the statute of limitations and Congress’s remedial legislation in
SOX, the standard remained in flux.*® In Merck, the Court again
entered the fray and clarified that a section 10(b) and Rule 10b-5
action accrues “(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,”®® and that
“If]lacts constituting the violation” include scienter.” This Article
recounts the case in some detail because the decision serves as
background for later discussion.

A. Vioxx, Heart Attacks, and Stock Fraud

In May 1999, the Food and Drug Administration (FDA) approved
Vioxx, a potential “blockbuster” painkiller developed by Merck that
was used to treat arthritis and other acute pain.”* Merck touted
Vioxx in press releases, public statements, and SEC filings as
possessing all the beneficial effects of traditional pain relievers, but
without the harmful gastrointestinal side effects associated with
those drugs.” Before the FDA approved Vioxx though, some Merck
officials were concerned that the drug could cause heart attacks, or
“cardiovascular events.”®® Accordingly, Merck began a study com-
paring Vioxx with the active ingredient in other pain relievers—
naproxen—and discovered that Vioxx users had a higher incidence

further consideration in light of Merck. Trainer Wortham & Co. v. Betz, 130 S. Ct. 2400
(2010).

88. See supra Part I.B (discussing the various approaches the federal courts of appeals
took to determine when the statute of limitations was triggered for securities fraud claims).

89. Merck, 130 S. Ct. at 1789-90 (internal quotation marks omitted).

90. Id. at 1790 (citing Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 n.12 (1976)).

91. In re Merck & Co. Sec., Derivative & ERISA Litig., 543 F.3d 150, 153 (3d Cir. 2008).
Merck is the world’s second-biggest drug manufacturer by sales, with roughly $40 billion in
annual revenue since November 2009. Jesse J. Holland, Court Says Vioxx Lawsuit Can
Proceed, ABC NEWS, Apr. 27, 2010, http://abcnews.go.com/Business/wireStory?id =10486758.

92. In re Merck & Co., 543 F.3d at 153-54.

93. Id. at 154.
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of heart attacks than naproxen users.” Merck disclosed the study’s
findings in a press release in March 2000.%” The company, however,
tried to soften this blow and advanced the “naproxen hypothe-
sis”—that the lower incidence of heart attacks for patients taking
naproxen was the result of a beneficial effect of naproxen, rather
than any harmful effect of Vioxx.”

In 2001, the FDA conducted a hearing to determine if the results
of Merck’s study must be incorporated into Vioxx’s labeling.”” That
same year, a group of plaintiffs brought a products-liability lawsuit
against Merck and another pharmaceutical company, alleging that
Vioxx and another pain reliever were marketed as effective pain
relievers, despite the fact that the companies’ own research demon-
strated that users of these drugs were more likely to suffer heart
attacks.”® At about this time, the Journal of the American Medical
Association picked up the results of Merck’s study and asserted that
Vioxx posed an increased risk of heart attack, garnering consider-
able media attention.” Attracting additional media attention, the
FDA posted a warning letter that it had issued to Merck regarding
Vioxx.'” The letter stated that Merck’s promotional materials were
“false, lacking in fair balance, or otherwise misleading.”*"! Then, in

94. Id. The study found that about four out of one thousand participants who took Vioxx
suffered heart attacks compared to only one out of one thousand who took naproxen. Merck,
130 S. Ct. at 1790. A later study linked Vioxx to more than 27,000 heart attacks nationwide
from the time it came on the market in 1999 through 2003. Rita Rubin, How Did Vioxx
Debacle Happen?, USA TODAY, Oct. 12, 2004, http://www.usatoday.com/news/health/
2004-10-12-vioxx-cover_x.htm. A study by the New England Journal of Medicine on Vioxx
has also been criticized: the Journal “disclosed its concern about studies it had published
dealing with ... Vioxx,” because the “studies in question reported only selective data on heart
attacks and strokes” and did not mention the cardiovascular or overall dangers of Vioxx.
Charles W. Murdock, Why Not Tell the Truth?: Deceptive Practices and the Economic
Meltdown, 41 Loy. U. CHI. L.J. 801, 805 (2010).

95. In re Merck & Co., 543 F.3d at 154.

96. Merck, 130 S. Ct. at 1791. Merck acknowledged that its “naproxen hypothesis” had
not been observed in any clinical studies. Id.

97. In re Merck & Co., 543 F.3d at 155.

98. Id. at 156. An additional lawsuit was brought in September 2001 alleging consumer
fraud on behalf of Vioxx users, and later a second product liability lawsuit was also brought.
Id. at 158.

99. Id. at 156.

100. Id. at 156-57.

101. Id. at 156. The FDA was largely criticized for its handling of the Vioxx situation. See,
e.g., Rubin, supranote 94. After the FDA warning letter was released, more products-liability
lawsuits were filed. Merck, 130 S. Ct. at 1791.
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October 2001, the New York Times reported that Vioxx users may
have an increased risk of heart attack.'®

A few months later, in April 2002, the FDA required Merck to
disclose the risk of heart attack on Vioxx labels.'” A fall in Vioxx
sales ensued; Merck’s stock dropped 6.5 percent when Reuters
released a story on Merck’s trouble.'* The Wall Street Journal then
published an article that discussed an additional third-party study
that concluded Vioxx was linked to a 39 percent increase in the risk
of heart attack when compared with a competing pain reliever.'*

It was not until November 2003 that a group of investor-plaintiffs
filed a section 10(b) and Rule 10b-5 action against Merck alleging
that the company, its officers, and its directors knowingly misrepre-
sented the heart attack risk associated with Vioxx.'°® Merck later
withdrew Vioxx from the market, and Merck’s stock dropped an
additional 27 percent.'”” In November 2004, the Wall Street Journal
reported that internal Merck e-mails showed that Merck fought for
years “to keep safety concerns over [Vioxx] from destroying the
drug’s commercial prospects.”®

The district court dismissed the complaint, concluding that the
plaintiff-investors should have been alerted to the possibility of
Merck’s misrepresentation before November 2001 because
(1) Merck’s March 2000 study showed adverse cardiovascular
results for Vioxx; (2) the FDA’s warning letter in September 2001
stated Merck’s marketing campaign was false; and (3) users filed
products-liability actions in September and October 2001 that
alleged Merck intentionally downplayed risks of Vioxx.'" According

102. In re Merck & Co., 543 F.3d at 158.

103. Id. at 159.

104. Id.

105. Id. Researchers found that those given Vioxx for thirty to ninety days were 37 percent
more likely to have suffered a heart attack than those given either a different painkiller or
no painkiller at all. Merck, 130 S. Ct. at 1792.

106. Merck, 130 S. Ct. at 1792.

107. In re Merck & Co., 543 F.3d at 159; see also Press Release, Merck, Merck Announces
Voluntary Worldwide Withdrawal of VIOXX (Sept. 30, 2004), available at
http://www.merck.com/newsroom/vioxx/pdf/vioxx_press_release_final.pdf. An estimated two
million people were taking Vioxx when it was pulled from the market. Rubin, supra note 94.
Shareholders lost a combined $28 billion when the price of Merck stock dropped after Vioxx
was pulled from the market. Holland, supra note 91.

108. In re Merck & Co., 543 F.3d at 159-60.

109. In re Merck & Co. Sec., Derivative & ERISA Litig., 483 F. Supp. 2d 407, 423-24



1570 WILLIAM AND MARY LAW REVIEW [Vol. 52:1547

to the district court, investors had abundant public information that
would cause investor concerns and would put investors on inquiry
notice before November 2001.''° The Third Circuit, however, re-
versed the district court’s holding because the three events before
November 2001 did not suggest that Merck acted with scienter.'™

B. The Supreme Court

The Supreme Court agreed with the Third Circuit that before
November 2001, the plaintiffs did not, and could not, discover the
facts constituting the violation.'"* The Court reasoned that the FDA
warning letter showed little about whether Merck put forth the
naproxen hypothesis with fraudulent intent, and that the products-
liability lawsuits did not suggest that Merck knew the naproxen
hypothesis was false."® In so doing, the Court made two notable
rulings: it defined both “discovery” and “the facts constituting the
violation,” effectively ending the circuit splits regarding section
10(b) and Rule 10b-5 claims.

1. “Discovery”

First, the Court clarified that the statute of limitations for section
10(b) and Rule 10b-5 begins when the plaintiff actually discovered,
or reasonably should have discovered, the facts constituting the
violation—whichever comes first.''* The Court reasoned that SOX
implicitly incorporated constructive discovery because “discovery”
was traditionally a term of art that encompassed both actual and
constructive discovery,'' and, according to the majority, every court

(D.N.J. 2007).

110. Id. at 424.

111. In re Merck & Co., 543 F.3d at 172. Judge Roth dissented and concluded that there
were sufficient storm warnings more than two years before the filing of the complaint that
put the plaintiffs on inquiry notice of fraud. Id. at 173 (Roth, J., dissenting).

112. Merck & Co. v. Reynolds, 130 S. Ct. 1784, 1798-99 (2010).

113. Id. at 1799.

114. Id. at 1793, 1796. Justice Stevens concurred, but opined that in this case there was
no difference between the time when the plaintiffs discovered or should have discovered the
facts to support their claim, and as such, the Court should have waited until a case came
before it in which the difference between the actual discovery rule and the constructive
discovery rule would affect the outcome. Id. at 1799 (Stevens, J., concurring in part).

115. Id. at 1793-95.
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of appeals held this before SOX.'*® The Court then put the concept
of inquiry notice to rest because inquiry notice—the point at which
facts would lead a reasonably diligent plaintiff to investigate a
possible fraud—was not necessarily the time at which a plaintiff
would have discovered the fraud.!'” And this, the Court continued,
could not be reconciled with the statute’s text that states a plain-
tiff’s claim accrues after discovery.'*®

2. “The Facts Constituting the Violation”

The Supreme Court also clarified that the “facts constituting the
violation” include scienter, or the defendant’s mental state.''® This
1s so, reasoned the Court, because scienter is an essential element
to Rule 10b-5 claims, a fact emphasized when Congress enacted
heightened pleading requirements for scienter in the PSLRA."* The
Court expressed concern that “[s]o long as a defendant concealed for
two years that he made a misstatement with an intent to deceive,
the limitations period would expire before the plaintiff had actually
‘discovered’ the fraud.”**

The Court declined to address whether reliance and loss causa-
tion were also facts “constitut[ing] the violation.”'** But the Court
left open the possibility that plaintiffs may be on notice of fraud
solely by the materiality of a representation when it observed that
“[1]t is unlikely ... that someone would falsely say ‘I am not married’
without being aware of the fact that his statement is false,” thereby
suggesting scienter.' The Court noted, however, that an incorrect
prediction about a firm’s future earnings by itself was insufficient
to suggest scienter.'**

116. Id. at 1794-95.

117. Id. at 1797.

118. Id. For this same reason, the Court rejected Me