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SECURITIES LITIGATION

Bradley A Heys

Abstract: Reporting issuers who make misrepresentations 
to the market may face liability under Canadian securities 
laws if those misrepresentations are found to be material. But 
how does one determine whether an alleged misrepresenta-
tion was material? In some cases, the materiality of an alleged 
misrepresentation or omission may appear to be obvious on 
its face. However, in many cases materiality may not be so 
obvious. This paper describes some of the ways in which eco-
nomic experts can assist in the objective determination of 
materiality through the application of finance and valuation 
theory, along with econometric tools, to provide a relevant 
and helpful framework. A commonly employed and scientific-
ally objective method for assessing materiality — the event 
study — is described. In addition, examples are provided of 
where it may be necessary to go beyond a basic event study 
analysis to assess the materiality of an alleged misrepresenta-
tion or omission within the full economic context in which it 
was made. 
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Reporting issuers who make misrepresentations to the market may face 
liability under Canadian securities laws if those misrepresentations are 
found to be material. Where a misrepresentation can be shown to be im-
material, there is no liability.

But how does one determine whether an alleged misrepresentation 
was material?

In some cases, whether an alleged misrepresentation was material or 
not may appear to be obvious on its face. However, materiality may not 
always be so obvious: 

•	 Is a decline in a company’s stock price following a corrective dis-
closure sufficient to establish materiality of the misrepresentation? 

•	 Is it possible that the alleged misrepresentation could have been 
material even if the stock price did not decline following a correct-
ive disclosure? 

•	 How big an impact on the stock price is sufficient to suggest an al-
leged misrepresentation was material? 

•	 How can one determine whether a material misrepresentation was 
made when an alleged corrective disclosure is accompanied by 
other, new, company-specific information that could not have been 
disclosed previously? 

•	 Is it possible that an alleged misrepresentation was unimportant 
to investors at the time it was made even though, due to changed 
circumstances, it may have become important at the date of the cor-
rective disclosure?  

* Brad Heys, CFA, CFE, JD (Toronto), MA (Queen’s), is a vice president with 
NERA Economic Consulting where he provides economic and financial advice 
and expert testimony for securities litigations and other complex commercial 
litigations and class actions. The author thanks Mark Berenblut, John Mont-
gomery, Robert Patton, and Emre Konukoglu for helpful comments on earlier 
drafts of this paper. Any remaining errors are the responsibility of the author 
alone.
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This paper describes some of the ways in which economic experts assist 
counsel, their clients, and the trier of fact by using the tools of finance 
and valuation theory combined with econometric analysis to provide a 
relevant and helpful framework for addressing questions of materiality. 

A. BACKGROUND

Most securities class actions brought in Canada include allegations that 
a reporting issuer made misrepresentations which have caused invest-
ors to suffer economic losses. Such allegations may include claims that 
the issuer disclosed information that was misleading or that the issuer 
failed to disclose information that would have been material to invest-
ors (that is, an omission). These cases are often brought following some 
negative news and a corresponding sharp decline in the market price of 
the shares. Plaintiffs may allege that this negative news is corrective of a 
prior misrepresentation or omission and that the issuer should be held 
liable for the resulting decline in the share price.

A reporting issuer may face regulatory enforcement and/or civil lia-
bility under the common law and/or under Canadian securities laws for 
misstatements or omissions — whether in an offering document or in 
respect of its continuous disclosure obligations — if those misstatements 
or omissions are found to have been material.1 

In some contexts, materiality under the provincial securities acts is 
defined in terms of whether a misrepresentation had (or would reason-
ably have been expected to have) a significant effect on the market price 
of the securities.2 In other contexts, such as in an enforcement action 
pursuant to section 122 of the OSA, a more common dictionary meaning 
of the term “materiality” may apply.3 For example, in the OSC enforce-
ment action involving Biovail Corporation an issue was whether certain 

1 Under the Securities Act (Ontario) [OSA], Part XXIII provides for civil liabil-
ity for misrepresentations in a prospectus, offering memorandum, or circular. 
The recently added Part XXIII.1 provides for civil liability for misrepresenta-
tions in respect of an issuers’ continuous disclosure obligations. 

2 For example, a “material fact” is defined as, “a fact that would reasonably be 
expected to have a significant effect on the market price or value of the secur-
ities” (Ibid, s 1(1)). A “material change” is similarly defined with respect to the 
significance of the effect on the market price of the securities. The difference 
between a “material fact” and a “material change” is beyond the scope of this 
paper. 

3 Section 122(1) of the OSA creates an offence where a statement is made “that, 
in a material respect and at the time and in the light of the circumstances 
under which it is made, is misleading or untrue . . . ” 
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statements made by the company were misleading or untrue “in a ma-
terial respect” — a phrase contained in section 122, but not otherwise 
defined in the OSA. In that case, the Commission held that the appropri-
ate test was the “reasonable investor standard” — that is, whether “there 
is a substantial likelihood that a reasonable investor would consider the 
statement to be important in making an investment decision.”4

Where the defendant can prove that the misstatements were not ma-
terial, there is no securities law violation (and no liability) — even if the 
alleged corrective disclosure (or disclosures) appears to have caused a 
decline in the market price of the securities. 

Few Canadian judicial decisions in securities cases address issues 
relating to the materiality of an alleged misrepresentation. Where this 
issue has been addressed in civil, regulatory, and quasi-criminal mat-
ters, courts have sometimes held that expert evidence is not needed to 
assess materiality. In some cases, it has been found that the materiality 
of the misrepresentation in question could be determined by appealing 
to common sense. For example, in Zelitt the court found that, in the cir-
cumstances of that case, expert evidence was not required to determine 
whether the alleged untrue statements at issue were material.5 Similarly, 
in White the court held that the representations in that case, “were such 
that their potential to significantly affect the market price is so much a 
matter of reasonable expectation as to be within the notice of the trier of 
fact without expert help.”6 

In other cases, it has been found that expert evidence is helpful, but 
not required. For example, in Biovail the OSC panel held that, 

the experts’ evidence was helpful in identifying issues and factors that 

we should consider in assessing the materiality of the [alleged misrepre-

sentations]. However, at the end of the day, the experts did not, in our 

4 Biovail Corp (Re), 2010 LNONOSC 729, 33 OSCB 8914 at para 74. (“For the 
purposes of these reasons, we will treat a statement as material if there is a 
substantial likelihood that a reasonable investor would consider the state-
ment to be important in making an investment decision.”) [Biovail]. See also 
the recent decision of the Supreme Court of Canada in Sharbern Holding Inc v 
Vancouver Airport Centre, et al 2011 SCC 23 [Sharbern] (addressing the issue of 
materiality under the now-repealed BC Real Estate Act); R v Maxwell, [1996] OJ 
No 4832 (Prov Div) [Maxwell]; and R v Felderhof (2007), 224 CCC (3d) 97 (Ont 
Ct J) (holding that the threshold of materiality under section 122 is lower than 
for a “material change” or “material fact”).

5 R v Zelitt, 2003 ABPC 2 at para 34 [Zelitt].
6 R v White, [1999] BCJ No 1543 (Prov Ct) [White], var’d [2000] BCJ No 1431 at 

para19 (SC). 
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view, resolve the basic question whether those statements were material 

to investors at the various times they were made.7 

In still other cases, expert evidence appears to have been critical to the 
determination of materiality, or the lack of expert evidence has been fatal 
to claims of material misrepresentation. For example, the trial court in 
Danier (reversed on appeal for reasons other than whether the alleged 
omission was material), seems to have relied on expert evidence in com-
ing to the conclusion that the alleged omission was material.8 In Coglon 
and Maxwell, both quasi-criminal actions, the court found that, because 
it had not called any expert evidence on the issue of materiality, the pros-
ecution had not proven beyond a reasonable doubt that the misrepresen-
tation was material.9

To date, there has been only one judicial decision in the context of 
a shareholder class action that addresses the materiality of a misrepre-
sentation (the trial court decision in Danier).10 However, the number of 
Canadian shareholder class actions has increased in recent years, so it 
seems likely that more complex issues relating to the materiality of al-
leged misrepresentations will be taken up by courts in the future.11 

Whether an alleged misrepresentation was material is ultimately a 
question for the trier of fact. However, regardless of the specific definition 
of materiality that is operative in a particular legal context, the assess-
ment of the kinds of information that should be important to investors 
is squarely within the domain of an expert in economics and finance. In 
particular, finance theory provides insights into the way securities prices 
are established and what types of information should be important to 
investors. In addition, econometric (that is, statistical) analyses (such 
as the analysis of historical market prices of publicly traded securities) 

7 Biovail, above note 4 at para 211. Also in Sharbern, the Supreme Court indi-
cated that some of the evidence the plaintiff could have led on the issue of 
materiality “might have required expert evidence” (above note 4 at para 87). 
See also Coventree Inc (Re), 2011 LNONOSC 757, 34 OSCB 10209 at para 157 
(“While the evidence of experts, shareholders or investors may be relevant or 
useful, we do not need such evidence in order to make these decisions . . . ”).

8 Kerr v Danier Leather Inc (2004), 46 BLR (3d) 167, 23 CCLT (3d) 77, [2004] OJ 
No 1916 (SCJ) [Danier] (reversed on appeal).

9 R v Coglon, [1998] BCJ 2573 (BSC), and Maxwell, above note 4.
10 Although the trial court decision in Danier was overturned on appeal, the 

issue at the appellate level was not directly related to the question of whether 
the alleged misrepresentation was material. 

11 See for example NERA’s Canadian Securities Class Action Trends reports, on-
line: www.nera.com/67_7185.htm.
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can be used to develop scientifically objective inferences about whether 
an alleged misrepresentation did in fact have a significant effect on the 
market price of a security.

Therefore, expert analysis of the economic issues should play an im-
portant role in these cases — whether in assisting counsel to develop 
arguments, for the purposes of assisting the court at the leave applica-
tion and certification stage of a class action, in the context of settlement 
negotiations or mediations, and/or at trial.  

B. FINANCE THEORY PROVIDES A FR AMEWORK 
FOR UNDERSTANDING THE MARKET PRICES 
OF SECURITIES

Finance theory provides insights into how securities prices are deter-
mined, and provides a framework for understanding the ways in which a 
misrepresentation might impact the market price or value of a security.

The value of a security to an investor will generally depend on the 
investor’s expectations for the future benefits to be received from own-
ing the asset. For example, an investment in the publicly traded common 
shares of a corporation may provide benefits in the form of dividends 
issued by the company, a higher market price for the security at some later 
date, or both. In general, the value of a stock is the present discounted 
value of expected future cash flows to the shareholder.12 Information that 
informs expectations about those future benefits may be relevant to an 
investment decision and may therefore be material to an investor. 

By definition, if the market for a company’s shares is efficient, the 
market price of the stock will reflect all relevant publicly available infor-
mation and will rapidly adjust to reflect new information as it is made 
available. Therefore, in an efficient market, changes in the market price 
of a security can be informative about the value relevance — or material-
ity — of new information.  

12 See, for example, Richard Brealey, Stewart Myers, Gordon Sick, & Ronald 
Giammarino, Principles of Corporate Finance, 2nd ed (Toronto: McGraw-Hill 
Ryerson Limited, 1992) c 4.



318 The Canadian Class Action Review

C. MISREPRESENTATIONS IMPACT MARKET  
PRICES BY AFFECTING INVESTOR PERCEPTIONS 
ABOUT RISK AND RETURN

If a misrepresentation or omission is made, investors may be misled as to 
the company’s future prospects, including its expected future financial 
performance and the nature and extent of the risks faced by the com-
pany. This may cause the market price to be different from what it might 
otherwise have been had proper disclosure been made, and may expose 
investors to more or different risks than they (implicitly or explicitly) 
agreed to accept in making the investment.

If a company has information that would lead a significant number 
of investors to adjust downward the expectations of its future cash flows 
and/or information suggesting that there is greater uncertainty about 
those future cash flows (that is, the company is exposed to greater risk), 
the non-disclosure of that information by the company may cause the 
stock price to be inflated relative to the price that would have been ob-
served but for the omission. If the company had a legal obligation to 
disclose this information, liability may follow if investors subsequently 
suffer losses relating to the omission.

In some cases, it may seem obvious that an alleged misrepresentation 
was material. For example, in Zelitt, the court found that the 

existence of working . . . prototypes was fundamental to the exist-
ence of [the company] and consequently to the market price or value 
of its securities. Without the . . . technology and the progression of 
technological advances claimed by [the defendants] . . . , there would 
have been little or no basis for the market price or value . . . of the 
securities.13

In other cases, materiality assessments require more detailed analysis of 
the type an expert in finance can provide. 

D. EVENT STUDIES ARE A SCIENTIFICALLY  
OBJECTIVE METHOD FOR TESTING FOR  
MATERIALITY

A commonly used technique for assessing materiality is the event study. 
Event studies are often used to examine stock price reactions following 

13 Zelitt, above note 5 at para 36.
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allegedly corrective disclosures, which may provide an indication of the 
materiality of the alleged misrepresentation. For example, in Danier the 
court observed that the fall of the share price following the allegedly 
corrective disclosure (that is, on a “post hoc basis”) was an indication of 
materiality.14

The idea underlying the use of an event study in this context is that 
the change in the market price of a security following a particular dis-
closure provides an indication of the materiality of that disclosure.15 See 
Figure 1.

By focusing on the change in the security price immediately follow-
ing the disclosure, and by controlling for other broad market or industry 
effects which are unrelated to the correction,16 the event study provides a 
scientifically objective method for testing whether or not that disclosure 

14 Danier, above note 8 at paras 176–77, 186, and 275–76.
15 Event studies may also be used for other purposes in the litigation context. In 

the securities litigation context, the event study may also be used to ana-
lyze issues of loss causation and damage quantification. For a discussion of 
other uses of event studies within the litigation context, see David I Tabak & 
Frederick C Dunbar, “Materiality and Magnitude: Event Studies in the Court-
room”  in Roman L Weil et al, eds, Litigation Services Handbook: The Role of the 
Financial Expert, 3d ed (New York: John Wiley & Sons Inc, 2001) c 19 [Tabak 
& Dunbar].

16 A market model is used to control for market and industry effects and 
provides a statistical context for assessing the magnitude of the changes (or 
returns) on a particular stock. An event study then uses the market model to 
examine the abnormal stock price returns following a particular “event.”

1. Corrective disclosure

2. Event study: 
measure impact of 
corrective 
disclosure, net of 
unrelated market, 
industry effects

3. Event study may 
provide an 
indication of the 
materiality of a 
misrepresentation 
at some prior date

Market 
price

TimeTCorrectionTmisrep

Figure 1. An Event Study of Corrective Disclosures May Provide a Scientifically 

Objective Test for Materiality
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had a statistically significant impact on the security price.17 This method 
of testing for materiality has the advantage of being based entirely on 
observations of market prices using scientifically valid methodologies 
which are easily replicable, in contrast to subjective assessments of what 
an investor might find important.18  

Therefore, event studies are often a helpful starting point for assess-
ing materiality and, in some cases, may be necessary and/or sufficient to 
establish or disprove the materiality of an alleged misrepresentation.19 

However, in other cases, even if an alleged corrective disclosure is 
determined to be a statistically significant event for the security price, an 
event study alone may not be enough to assess materiality. Examples of 
situations where an event study may not be sufficient include:

17 For a more detailed discussion of the event study in this context, see Tabak & 
Dunbar, above note 15 at 3–4: 

The procedure for performing an event study has several well-defined 
steps:

First, one estimates a predicted stock price return, or percentage change, 
from the day before the news reaches the market to the day the stock price 
assimilates the news. In doing this estimation, one uses a model that takes 
into account market and industry effects on stock price returns.

Next, the predicted return is subtracted from the actual return to com-
pute what is called the excess return. If the excess return is calculated as 
the sum of individual excess returns over a number of periods (usually 
individual trading days), the difference between the actual and predicted 
returns summed over all these periods is called the cumulative excess 
return (or ‘CAR’). 

Typically, the predicted return does not exactly equal the actual return 
even when no event has occurred. To determine whether the difference be-
tween the actual and the predicted return, the CAR, is just due to chance, 
the CAR is tested for statistical significance, . . .

The final step, if necessary, involves computing the relevant magnitude of 
the event. To do this, one calculates the change in stock price or capital-
ized value of the firm implied by the estimated CAR and thus attributable 
to the event in question.

18 For a critique of the “conventional” subjective approach to assessing mater-
iality in US securities cases, see, Daniel R Fischel, “Use of Modern Finance 
Theory in Securities Fraud Cases Involving Actively Traded Securities” The 
Business Lawyer 38 (November 1982) 1–20.

19 US courts have found event studies to be a scientifically objective form of an-
alysis and have held that such analysis may be required in some contexts. See, 
for example, In re Executive Telecard, Ltd Securities Litigation, 979 F Supp 1021, 
1997 WL 643722 at para 1027 (SDNY) (“The Expert Witness’ failure to con-
duct a thorough ‘event study’ would be reason enough to exclude his proposed 
testimony.”) and In re Imperial Credit Industries, Inc Securities Litigation, 2003 
WL 1563084 (CD Cal).
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•	 Other unrelated company-specific information is released to the 
market at the same time as an alleged corrective disclosure;

•	 Information that, although related in some way to the alleged mis-
representation, is not corrective of that misrepresentation but is 
disclosed at the same time as the corrective disclosure; and/or

•	 The economic context within which the correction is made is sig-
nificantly different from the context in which the allegedly proper 
disclosure should (or could) have been made.

E. EVENT STUDIES MAY NOT BE SUFFICIENT 
WHERE CONFOUNDING INFORMATION  
ACCOMPANIES A CORRECTIVE DISCLOSURE

When the correction of the alleged misrepresentation is accompanied by 
other, unrelated company-specific news, undertaking an event study may 
not be sufficient to assess materiality of a misrepresentation. Because the 
event study examines the daily abnormal (or company-specific) stock 
price changes following an event, the event study necessarily measures 
the combined impact of all company-specific information released on the 
event days, or days, in question. If this includes more information than 
just the alleged corrective information, the event study alone does not 
measure the impact of the corrective information exclusive of the other 
information released. See Figure 2.

1. Simultaneous release of 
both a corrective 
disclosure (x) and other 
new information (y) 

Market 
price

TimeTCorrectionTmisrep

2. Event study 
identifies abnormal 
return due to both x
and y together

3. More analysis may be 
required to determine 
the materiality of x. 

x
x

y

Figure 2. Event Studies May Not Provide an Indication of the Materiality of a 

Misrepresentation where Confounding Information is also Released
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Where such “confounding” information is disclosed along with an 
alleged corrective disclosure, other techniques might be employed to 
parse out the impacts of the corrective disclosure from the other com-
pany-specific information. 

If corrective information is released on the same day as but at a dif-
ferent time than other disclosures, an analysis of intra-day pricing might 
be helpful. For example, if an allegedly corrective disclosure is released 
by the company in the afternoon of a day on which a news report com-
menting on the prospects of the company appears in the morning press, 
it may be possible to use intra-day prices to isolate and analyze the sep-
arate effects on the market price of these two events. Where a corrective 
disclosure is made at the same time as the company’s quarterly earnings 
release, it may be possible to estimate earnings response coefficients to 
parse out the impact of this confounding news.20

In other cases, a more involved contextual analysis may be required 
in addition to the event study.21 

F. ALLEGED CORRECTIVE DISCLOSURES MAY 
CONTAIN NEW INFORMATION WHICH CAN 
LEAD TO IMPROPER INFERENCES ABOUT  
MATERIALITY

One particular type of confounding news that can complicate the assess-
ment of materiality of an alleged misrepresentation is new information 
that is related to, but not the same as, the content of the corrective dis-
closure. In other words, an alleged corrective may contain significantly 
more information than would (or could) have been disclosed had there 
been no misrepresentation. The assessment of materiality seems to re-
quire an analysis of the marginal impact of the alleged misrepresentation 
as compared to the (counterfactual) allegedly correct disclosure, rather 
than an assessment of the materiality of the alleged corrective disclosure 
itself.22 But where a corrective disclosure contains more information than 

20 See Ester Bruegger & Frederick C Dunbar, “Estimating Financial Fraud Dam-
ages with Response Coefficients” (October 2009) 35(1) J Corp L 12.

21 For a discussion of one such tool see David I Tabak, “Making Assessments 
about Materiality Less Subjective Through the Use of Content Analysis,” 
NERA Working Paper, online: www.nera.com/67_5197.htm.

22 Despite this, the allegations in many cases do not explicitly include an articu-
lation of what that proper disclosure would have been. In Biovail, above note 
4, the OSC Panel recognized the need to consider the “but-for” representation: 
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an allegedly correct disclosure could have contained, an event study of 
the impact of the corrective disclosure may overestimate the impact the 
alleged misrepresentation may have had at the time it was made. 

1) Misrepresentation of Contingent Events Versus  
Unfortunate Outcomes

One example of where new information related to the alleged misrepre-
sentation may be disclosed alongside an alleged corrective disclosure 
is where the misrepresentation relates to a contingent event, and the 
corrective disclosure includes the news that such an event has in fact 
occurred. As an illustration, suppose that a gold mine development com-
pany overstates its estimated gold reserves. At some later date, it dis-
closes that it no longer believes there is enough gold to make the mine 
economically feasible. Following this disclosure, there is a significant 
drop in the stock price. Is that decline in the stock price, as measured by 
an event study following the alleged corrective disclosure, an indication 
of the materiality of the alleged misrepresentations? Not necessarily. 

The disclosure that the mine would no longer be developed is more 
information than what might have been disclosed at the time the com-
pany overstated its estimated gold reserves (that is, “over-correction” of 
the alleged misrepresentation). If the company had disclosed the more 
accurate estimate of (lower) gold reserves, investors may have lowered 
their expectations of the value of the mine and, therefore, lowered their 
assessment of the value of the company’s shares. However, in contrast 
to the alleged corrective disclosure, a correct disclosure at the time the 
misrepresentation was made may still have indicated a possibility (per-
haps even a strong likelihood) that the mine was economically viable. 
Whether the overstatement of estimated gold reserves was a material mis-
representation depends on to what extent this overstatement of reserves 
affected investor expectations relative to the counterfactual disclosure of 
lower gold reserve estimates. In this case, an event study would measure 
something different: the impact on the price of the shares as a result of 
the disclosure that the mine would — with certainty — no longer be 
developed.23 In this sense, the event study would measure the combined 

“We certainly recognize that in determining whether a particular statement is 
misleading or untrue in a material respect, one must have an understanding as 
to what a correct or accurate statement would have been” (at para 234).

23 Contrast this example with the facts of Danier. In that case, the alleged mis-
representation related to financial forecasts contained in the company’s pro-
spectus. The trial court found that these forecasts, although reasonable at the 
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stock price impact of the alleged corrective disclosure and the revelation 
of new negative information about the operations of the company.

The OSC has recognized that information regarding these kinds of 
contingent events can be material facts.24 For example, in Donnini the 
OSC cited with approval the “probability/ magnitude” approach referred 
to in leading US cases: 

Whether facts are material . . . when the facts relate to a particular event 

and are undisclosed by those persons who are knowledgeable thereof 

will depend at any given time upon a balancing of both the indicated 

probability that the event will occur and the anticipated magnitude of 

the event in light of the totality of the company activity.25

Although it seems reasonable that misstatements regarding contingent 
events can constitute material misrepresentations in certain circum-
stances, the required analysis is different from an examination of wheth-
er the event itself was material.26 

time they were created, became unreasonable by the date of the final prospec-
tus. The corrective disclosure, which was made shortly after the initial public 
offering was completed, updated the forecast for the period. Since the date of 
the alleged corrective disclosure and the date of the misrepresentation were 
close in time, and there was no confounding information, the trial court found 
that the decline in the stock price provided an indication of the materiality of 
the misleading forecast (although, as noted above, on appeal the company was 
found not to have had any obligation to update that forecast). If, instead, the 
allegedly corrective information had come at a later date in the form of actual 
financial results for the period, the stock price decline might not have been 
an indication of the materiality of the misleading forecast since that forecast 
was an expectation of uncertain performance and the actual results were the 
realization of that uncertainty. 

24 See, for example, Donnini (Re), 2002 LNONOSC 570, 25 OSCB 6225 at paras 
119–29 [Donnini]; Re Danuke (1981), 2 OSCB 31C (holding that an intention to 
announce the intention to purchase units was material); and Re Royal Trustco 
Ltd (1981), 2 OSCB 322C (appeal dismissed (1983), 42 OR (2d) 147 (Div Ct)) 
(holding that the opinion of management given by way of verbal assurance 
that certain entities would not tender to a takeover bid was material). 

25 SEC v Texas Gulf Sulphur Co, 401 F 2d 833 (2d Cir 1968), quoted with ap-
proval in Donnini, ibid at para 131. This approach was also endorsed by the US 
Supreme Court in Basic Inc v Levinson, 485 US 224 (1988).

26 A helpful analogy is provided in David I Tabak, “Risk Disclosures and Dam-
ages Measurement in Securities Fraud Cases” Securities Reform Act Litigation 
Reporter 21:1 (April 2006) 6: 

Consider Pat, who you know owns a house worth one million dollars. One 
day Pat tells you that she does not have fire insurance and that her house 
has just burned down. What happens to your view of Pat’s net worth? 
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2) It is Important to Clarify the Counterfactual Proper  
Disclosure against which to Evaluate the Materiality  
of a Misrepresentation

The example above also illustrates the importance of clarifying what 
would have been the proper disclosure. In that example, the counterfac-
tual disclosure would not have been that the mine was no longer econom-
ically viable, but rather only that the gold reserve estimates were lower, 
implying that the probability that the mine would could be successfully 
developed was lower than investors were in fact led to believe. In some 
circumstances, the latter could be far less significant than the former.

G. A MISREPRESENTATION MAY NOT BE  
MATERIAL EVEN WHERE THE CORRECTION  
OF THAT MISREPRESENTATION IS MATERIAL

Even where an alleged corrective disclosure is purely corrective (such 
that it contains no confounding information that could not have been 
disclosed earlier), it is possible that the impact of that information on the 
market price of the security could be significantly different at the date of 
the corrective disclosure than the impact it would have had at the time 
the proper disclosure should have been made.

In order to determine whether an alleged misrepresentation was ma-
terial or not, the value impact of that information often needs to be con-
sidered within the full economic context at each relevant date. In some 
cases, it may be that a change in circumstances explains why informa-
tion was not previously disclosed and thus may support an affirmative 
defence to allegations of misrepresentation. In the class action context, 
this kind of analysis may also provide arguments for shortening a pro-
posed class period if the alleged misrepresentation could only have be-
come material at some date later in that period.

Presumably, the direct effect is that you believe that she has lost a million 
dollars from the destruction of her home. Now consider what Pat could 
have told you a few days earlier, before the fire. What she could have said 
is that she does not possess fire insurance and that, as you know, houses 
can burn down. What would have happened to your view of Pat’s net worth 
then? The direct effect of that disclosure would have been much smaller, 
and you may have reduced your view of Pat’s net worth by the value of the 
missing fire insurance. The two different disclosures that Pat could have 
made at different points in time result in very different effects on our view 
of her net worth.
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This kind of situation may arise where a company is initially ex-
posed to a particular risk, but does not disclose this information to 
investors because the likelihood of that risk being realized is very low 
and therefore not material. For example, suppose a manufacturer uses 
a particular input in its production process, but does not disclose this 
fact to investors because it (correctly) perceives that investors are only 
concerned with the output of the company and not the particular inputs 
to the manufacturing process. 

However, at some later date, the likelihood of that risk being realized 
may increase such that the previously undisclosed information becomes 
material to investors. In the example of the manufacturing company, 
suppose at some date after the company begins to use the particular 
input, there is increased concern about potential defects in that input 
such that the output of the company may also suffer from defects. Fur-
ther, if such defects occur, the result would be a negative impact on the 
company’s sales and profitability. While it may be that the fact the com-
pany employed this particular input was not important to investors in-
itially (because the perceived risk of defect was small), this information 
may become important to investors after the problems with that input 
are revealed. 

If the company discloses its use of this input in that context, it may 
be that the market price of its shares will decline significantly even 
though the non-disclosure of that information at an earlier date may not 
have been a material misrepresentation. 

H. CONCLUSION: EXPERT ECONOMIC ANALYSIS 
CAN ASSIST IN MATERIALITY ASSESSMENTS

As the number of Canadian securities cases continues to grow, issues 
regarding the materiality of alleged misrepresentations are likely to arise 
more frequently. These issues are generally not obvious and their object-
ive resolution often requires expert analysis. The tools of an expert in 
finance can be helpful to litigants and to the trier of fact by providing a 
well-established framework and objective tools with which the import-

ance of an alleged misrepresentation can be assessed.


