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I.

Introduction
A.

Congress and the courts have sought to circumscribe securities class
actions in recent years.
1.

2.

Congress passed the Private Securities Litigation Reform Act
(“PSLRA”) in 1995 to eliminate baseless securities class actions.
a.

During the hearings, testimony focused on abuses and
perceived abuses.

b.

Many argued that the merits do not matter in these cases
and that hastily, ill-conceived complaints have often
resulted in settlements all out of proportion to the merits of
the case. See, e.g., H.R. Conf. Rep. No. 369, 104th Cong.,
1st Sess. 31 (1995); S. Rep. No. 98, 104th Cong., 1st Sess.
8 (1995); Janet Cooper Alexander, Do the Merits Matter?
A Study of Settlements in Securities Class Actions, 43
STAN. L. REV. 497, 516-17 (1991). Many believe this
theme permeates the PSLRA.

c.

In the PSLRA, Congress imposed a number of substantive
and procedural limitations on securities class actions to
eliminate strike suits while permitting meritorious actions
to proceed. 15 U.S.C. § 78u-4. 2

The courts have long sought to limit securities class actions.
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Three years later, Congress passed the Securities Litigation Uniform Standards Act of 1998
(“SLUSA”) in response to claims that plaintiffs were evading the requirements of the PSLRA by bringing
their suits in state court. Essentially, SLUSA required that securities class actions be filed in federal rather
than state court. Under SLUSA, a case brought in state court can be removed to federal court even if
plaintiff fails to plead a cause of action under Section 10(b). Merrill Lynch, Pierce, Fenner, & Smith, Inc. v.
Dabit, 547 U.S. 71 (2006). The SLUSA does not impact derivative suits. 15 U.S.C. § 77p(f)(2)(B). It also
does not prevent plaintiffs from brining a state law cause of action under a state securities law. 15 U.S.C. §
77p(d)(2)(A). See Section III. J. infra.
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B.

a.

As early as 1975, the Supreme Court characterized
securities class actions as “most vexatious.” Blue Chip
Stamps v. Manor Drugstores, 421 U.S. 723 (1975).

b.

Recently, the Supreme Court handed down a series of cases
which have redefined who can be liable in securities fraud
actions and the requirements for bringing and maintaining
securities class actions.
i.

Tellabs, Inc. v. Makor Issues & Rights, Ltd., 127 S.
Ct. 2499 (2007) (“Tellabs”), which defined the
meaning of “strong inference” of scienter under
Section 21D(b)(2) of the PSLRA;

ii.

Dura Pharmaceuticals v. Broudo, 544 U.S. 336
(2005) (“Dura”), which defined the loss causation
element of a private action for damages under
Section 10(b);

iii.

Stoneridge Investment Partners, LLC v. ScientificAtlanta, Inc., et al., 128 S. Ct. 761 (Jan. 15, 2008)
(“Stoneridge”), which followed up on the Court’s
1994 decision in Central Bank of Denver N.A. v.
First Interstate Bank of Denver, 511 U.S. 164
(1994) (concluding there is no aiding and abetting
under Section 10(b)), rejecting “scheme liability.”

c.

In other cases, the High Court has moved to tighten
pleading standards, making it more difficult for a plaintiff
to plead a cause of action. Bell Atlantic Corp. v.
Twombley, 137 S. Ct. 1955 (2007) (“Twombley”).

d.

The lower federal courts have heeded the message from the
Supreme Court, stiffening the pleading and proof
requirements on key issues such as the use of the “group
pleading” doctrine and the circumstances under which
confidential sources can be used by plaintiffs to plead a
complaint.

At the same time, both the courts and Congress have reaffirmed the
market policing activities of the SEC. See, e.g., Section 21(e), Exchange
Act, added to the statute in 1995 as a part of the PSLRA to restore the
SEC’s ability to bring cases based on an aiding and abetting theory. See
also SEC v. Zandford, 535 U.S. 813 (2002) (broadly interpreting the
authority of the SEC).
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C.

The SEC has long insisted that private securities class actions are a
necessary adjunct to the enforcement program. Brief for the United States
as Amicus Curae Supporting Petitioners, Tellabs, Inc., et al., v. Makor
Issues & Rights, Inc., et al., No. 06-484 (7th Cir. 2007) (“Meritorious
private actions are an essential supplement to criminal prosecutions and
civil enforcement actions brought, respectively, by DOJ and the SEC.”).

D.

In recent years, the number of securities class actions filed each year has
generally decreased. Some, such as Stanford law professor and former
SEC Commissioner Joseph Grundfest, contend that this means there is less
fraud. Cornerstone Research, Securities Class Action Case Filings 2007:
A Year in Review, at 4 (2008) (hereinafter “Cornerstone”). Others dispute
this point and note that while the number of cases filed each year is
declining, the settlement value is going up.

E.

To examine trends in securities class actions and the impact of the PSLRA
and key court decisions three points will be considered:

F.

II.

1.

The statistics – the number and type of cases being brought;

2.

The impact of key Supreme Court decisions; and

3.

Trends in circuit court decisions on key pleading issues regarding
the use of confidential witnesses and the group pleading doctrine.

Based on an evaluation of these critical points, we will analyze key trends
regarding securities class actions.

The Statistics
A.

The number of cases
1.

In 2007 there were 163 cases filed, compared to 109 in 2006, an
increase of nearly 50%. PriceWaterhouseCoopers, 2007 Sec.
Litig. Study, at 7 (2008)(hereinafter “PWC”).

2.

In part, the increase is from the subprime crisis.
a.

37 of the cases filed or 29% are subprime related. PWC at
7; see also Cornerstone at 2.

b.

In 2006, some commentators thought that the number of
cases declined because of the options backdating scandal,
where many of the cases were brought as derivative suits
rather than class actions (110 derivative suits vs. 21 federal
class actions). PWC at 7.
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3.

B.

The number of cases filed last year is slightly below the postPSLRA average of 191 per year. PWC at 8. 3
a.

Since the passage of the PSLRA, the highest number of
cases filed in one year is 487 in 2001; that number,
however, includes 309 IPO cases.

b.

The lowest number of cases filed in any year after the
passage of the PSLRA was 147 in 1996.

4.

The number of cases filed in 2007 is consistent with the postSarbanes Oxley averages of 164 cases per year. PWC at 8.

5.

One explanation for the variations in the number of filings each
year may be market volatility. Cornerstone reports that “stock
market volatility is important in explaining the number of filings.
For example, a 10 point increase in the quarterly average VIX
index [a measure of volatility] was associated with 12 more filings
per quarter, on average. Stock market return had no explanatory
power for the number of filings.” Cornerstone at 6. The report
goes on to note that starting in the third quarter of 2005 there are 9
fewer lawsuits per quarter on average. Cornerstone concludes “the
results are consistent with both the ‘lower volatility” hypothesis
and the ‘less fraud” hypotheses” of Professor Grundfest which,
respectively, argue that lower volatility equals less filings and that
overall there may be less fraud and therefore fewer cases. Id.

Case resolution
1.

2.

81% of the cases filed since the passage of the PSLRA have been
concluded. Cornerstone at 14. Of those cases:
a.

41% were dismissed, of which 73% were dismissed after
the first ruling on a motion to dismiss.

b.

59% were settled, of which 60% of were resolved at the
motion to dismiss stage.

Trials: 11 post-PSLRA cases have gone to trial. Five resulted in
defense verdicts. Four were settled during the trial. Two resulted

3
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in verdicts for the plaintiffs. Cornerstone at 19. In 2007, one case
went to trial. It ended with a defense verdict. Id.
C.

Settlements
1.

2.

The number of settlements in 2007 remained about the same as in
2006. PWC at 26.
a.

In 2007 there were 113 settlements.

b.

In 2006 there were 112 settlements.

The dollar amount of the settlements in 2007 was also about the
same as in 2006. PWC at 26.
a.

2007: $6.37 billion; average of $56.3 million; the largest
settlements were:
1.
2.
3.
4.
5.

3.

Tyco: $3.2 billion
Cardinal Health: $600 million
Delphi Corp.: $333.4 million
CMS Energy: $200 million
Motorola: $190 million

b.

2006: $6.44 billion; average of $57.5 million.

c.

In 2007, there was one settlement over $1 billion, while in
2006, there were three settlements over $1 billion. PWC at
26.

d.

Excluding the outliers, the average settlement amount in
2006 is larger than the average for 2007. However, the
average for 2007 is larger than for any other post-PSLRA
year than 2006. Cornerstone at 2.

e.

The median settlement for 2007 was higher than other
years. This is due to the large number of settlements in the
$10-20 million range. Cornerstone at 2.

The largest settlements were in accounting cases which, in 2007,
averaged approximately $75 million, compared to about $68.6
million in 2006. PWC at 26.
a.

If the Tyco settlement is excluded, in 2007 the number
drops to $35 million.

5

b.

D.

The average non-account settlement in 2007 was $12.8
million, compared to $19.2 million in 2006. 4

Types of cases and defendants
1.

Technology cases are the industry group most frequently named as
a defendant in a class action. In 2007, 25% of the cases were
against technology companies, compared to 30% in 2006. PWC at
6; see also Cornerstone at 16. Others include:
a.

Banking, brokerage, financial services and insurance: 21%.

b.

Pharmaceutical: 13%.

c.

Business services: 5%. PWC at 16.

2.

Senior officers of companies were named as defendants in a
majority of cases in 2007, although at a less frequent rate than in
prior years. PWC at 19.

3.

The number of accounting cases fell in 2007 to about 50% from
61% in 2006. PWC at 14. See also Cornerstone at 20 (number of
cases with allegations of GAAP violations declined in 2007).
a.

There is an increasing number of restatements, according to
most observers. Yet, the number of cases involving
restatements fell in 2007 to 39 from 47 in 2006. PWC at
14.

b.

The Public Company Accounting Oversight Board’s
(PCAOB) Office of Research and Analysis noted in a
working paper that despite an increasing number of
restatements, market reaction to them is declining. Steven
L. Byers & Jana Hranaiova, Changes in Market Responses
to Financial Statement Restatement Announcements in the
Sarbanes-Oxley Era, Public Company Accounting
Oversight Board, Working Paper No. 2007-01, 2007; see
also PWC at 14.

4

One study found that cases with small settlements appear to have the characteristics commonly
associated with the type of strike suit the PSLRA was intended to weed out. These cases tend to settle
more quickly, have shorter class periods, have significantly lower provable loss and result in a smaller
recover for investors. Based on these one study suggest that “the law may well have progressed in a
direction to reduce further the possibility of strike or long shot suits.” James D. Cox, Randall S. Thomas &
Lynn Bai, There are Plaintiffs and . . . There are Plaintiffs: An Empirical Analysis of Securities Class
Action Settlements, Vanderbilt U. Law Sch. Law & Economics Research Paper Series, at 37, Working
Paper No. 07-33, 2007 (hereinafter “Cox, Thomas & Bai”).
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E.

F.

The number of cases that had some form of government involvement
continued to decline. PWC at 22. 5
1.

The number with SEC involvement fell to 15% in 2007, compared
to about 32% in 2006.

2.

The number with DOJ involvement fell in 2007 to 9% compared to
23% in 2006.

3.

Only nine cases in 2007 had both DOJ and SEC involvement.

Plaintiffs
1.

The PSLRA strongly favors institutional investors as lead
plaintiffs. See generally Securities Exchange Act of 1934,
(“Exchange Act”) Section 21D(A)(3)(B)(iii)(bb)(presumption that
plaintiff with largest financial interest should be appointed lead
plaintiff). PWC at 33. 6

2.

Following the passage of the PSLRA, there was a dramatic
increase in the number of institutional lead plaintiffs. Between
1996 and 2002, the percentage increased from 8% to 52%.

3.

Post-SOX through 2006 on average, 52% of the cases had an
institutional investor as lead plaintiff.

4.

In 2007, large institutional investors were named as lead plaintiffs
in 48% of the cases, down from the 57% in 2006. PWC at 33.
40% of the institutions selected as lead plaintiff in 2007 were
pension funds, the same as in the prior year.

5.

The settlements tend to be larger in class actions in which the lead
plaintiff is an institution. Cox, Thomas & Bai at 28 (“We find that
the presence of an institutional lead plaintiff increases settlement
size overall . . . ”).

5

The U.S. Chamber of Commerce’s report on the capital markets suggested that where private
actions proceed in advance of an SEC enforcement action, the SEC should seek postponement of the
private action until after its cases is completed so that it can establish a Fair Fund settlement which would
be given credit in the private action. U.S. CHAMBER OF COMMERCE, COMMISSION ON THE REGULATION OF
U.S. CAPITAL MARKETS IN THE 21ST CENTURY, REPORT AND RECOMMENDATIONS 90-92 (2007). Since only
a small percentage of settlements have a related SEC case this would not seem to have a significant impact.
Cox, Thomas & Bai at 8.
6

This theory is based on an earlier paper. Elliott Weiss & John Beckerman, Let the Money Do the
Monitoring: How Institutional Investors Can Reduce Agency Costs in Securities Class Actions, 104 YALE
L. J. 2053 (1989).
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G.

III.

a.

Those in which a labor union fund and public pension is the
lead plaintiff tend to be larger than settlements with other
institutions serving as lead plaintiff. Cox, Thomas & Bai at
24.

b.

Institutions are more likely to intervene as lead plaintiffs in
cases with large economic losses and where there is a
government enforcement action and large defendants.
Cox, Thomas & Bai at 27.

c.

In 2007, the 68 cases with institutional lead plaintiffs
settled for a total of $6 billion, about the same as the prior
year. PWC at 33.
i.

This is 60% of the cases which settled.

ii.

The total amount of settlement in these cases
represents 94% of the settlement dollars for 2007.

iii.

Tyco, the largest settlement of the year, had a
pension fund as lead plaintiff.

The largest cases and settlements tended to be in actions where there was a
pension fund as a lead plaintiff and a parallel SEC and derivative case.
Cox, Thomas & Bai at 28-29.

Liability under Section 10(b): Stoneridge, Scheme and Secondary Liability.
A.

Most private securities damage actions are based on the cause of action
implied under Section 10(b) and Rule 10b-5 thereunder. Thus, a key
question is who can be held liable under the Section and Rule.

B.

On January 15, 2008, the Supreme Court handed down its much
anticipated decision in Stoneridge Investment Partners, LLC. v. ScientificAtlanta, Inc., 128 S. Ct. 761 (Jan. 15, 2008). The Court rejected the theory
of scheme liability advocated by plaintiffs which would have extended the
reach of Section 10(b) liability to third parties to securities transactions.
The decision is based on the court-crafted elements of a private damage
claim and not the text of Section 10(b). The impact of this decision and its
implications for who can be named in a private securities fraud suit is just
beginning to emerge.

C.

Stoneridge, and the controversy over who can be held liable under Section
10(b), traces to the Court’s decision in Central Bank of Denver, N.A. v.
First Interstate Bank of Denver, 511 U.S. 164 (1994). In that case, the
Court held that there is no aiding and abetting liability under Section

8

10(b). The Court based its decision on the text of the statute and rule. At
the same time, the Court noted that any person can be held liable under the
Section if all the elements of a cause of action are established. No question
of Section 10(b) deception was raised in the case.
D.

In the aftermath of Central Bank, Congress considered the question of
aiding and abetting. In 1995, Congress restored the authority of the SEC
to bring suits using an aiding and abetting theory by adding Section 20(e)
to the Exchange Act as part of the PSLRA. Congress declined requests to
restore aiding and abetting in private actions.

E.

Following Central Bank, the circuit courts developed two tests to
determine who could be held liable under Section 10(b) in a private
damage action. While there are variations of these tests, they can be
summarized as follows:

F.

1.

The “substantial participation” test. This test was developed by the
Ninth Circuit. It required that the actor be substantially involved in
the fraudulent transaction. There is little discussion of the
elements of a private cause of action in these cases. See, e.g., In
re Software Toolworks, Inc., 50 F.3d 615 (9th Cir. 1995); see also
Howard v. Everx Systems, Inc., 228 F.3d 1057 (9th Cir. 2000).

2.

The “bright line” test. This test, developed by the Second and
Tenth Circuits, requires the defendant to make a misrepresentation
that he knows or should know would reach investors. See, e.g.,
Shapiro v. Cantor, 123 F.3d 717 (2nd Cir. 1997); Anixter v. HomeState Production Co., 77 F.3d 1215 (10th Cir. 1996). Some courts
required the statements to be publicly attributed to the defendant.
See,e.g., Ziemba v. Cascade Int., Inc., 256 F.3d 1194 (11th Cir.
2001). Others do not. See, e.g., In re Lemout & Hauspie Sec.
Litig., 230 F. Supp. 2d 152, 166-67 (D. Mass. 2002).

The theory of scheme liability, based on the text of Section 10(b), would
permit a suit to be brought against a third party to a securities transaction
in certain instances. Under the theory, as set forth in an SEC amicus brief
filed in Simpson v. AOL Time Warner, Inc., 452 F.3d 1040 (9th Cir. 2006)
(“Simpson” or “Homestead”), a person can be held liable under Section
10(b) if: 1) he or she directly or indirectly engaged in deceptive or
manipulative conduct as part of a scheme; 2) there is a deceptive act which
is one whose principal purpose and effect is to create a false appearance;
and 3) the plaintiff relies on a material deception flowing from defendant’s
deceptive act.
1.

The Ninth Circuit adopted a variation of this theory in Simpson.
The litigation was based on the financial fraud at Homestore.com.
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The complaint alleged that the defendant third party vendors
engaged in fraudulent “round trip” transactions to permit
Homestore to falsify its financial statements and thus defraud its
shareholders.

G.

2.

The Fifth Circuit rejected scheme liability in Regents of the Univ.
of Calif. v. Credit Suisse, 482 F.3d 372 (5th Cir. 2007) (“Enron”).
The complaint there alleged that a number of investment banks
participated in sham transactions to help Enron falsify its financial
statements.

3.

Other courts adopted versions of scheme liability. See, e.g., In re
Global Crossing, 313 F. Supp. 2d 189 (S.D.N.Y. 2003); In re
Parmalat Sec. Litig., 376 F. Supp. 2d 472 (S.D.N.Y. 2005).

In Stoneridge, the Supreme Court rejected scheme liability. At the time of
the decision, both Simpson and Enron had filed writs of certiorari
requesting that the Court hear the case.
1.

The factual record in Stoneridge is similar to Enron and Simpson.
In that case, plaintiffs attempted to hold third party vendors of
Charter Communications liable in a damage action under Section
10(b). According to the complaint, the vendors engaged in round
trip sham barter transactions with Charter to permit that company
to fraudulently inflate its income and thereby defraud its
shareholders. The Eighth Circuit rejected plaintiffs’ claims. The
Supreme Court affirmed.

2.

The Supreme Court based its rejection of scheme liability on the
element of reliance rather than the text of Section 10(b). Reliance
is a key element of a private damage action under Section 10(b). It
can be established in one of two ways. First, by a presumption, if
there is a material omission under circumstances where there is a
duty to disclose. Second, it can be presumed under the fraud on
the market theory. Neither applies here, according to the Court.

3.

The Court based its conclusion in part on policy issues.
a.

If the petitioner’s theory of scheme liability is adopted “the
implied cause of action would reach the whole marketplace … and there is no authority for this rule.” Id. at 766;

b.

The acts of the defendants in this case are simply too
remote;
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c.

The transactions at issue are outside the securities laws and
in a realm that is governed by state law, intrusion into that
area would raise separation of powers concerns;

d.

Traditionally business transactions are regulated by state
law; and

e.

Restraint must be exercised when interpreting a Section
10(b) cause of action because it was implied by the courts
and not created by Congress.

H.

Stoneridge narrows the potential scope of liability in securities damage
actions. At the same time, since it is based on the reliance element of a
private cause of action and not the statutory text of Section 10(b), it did
not impact SEC enforcement actions. To the contrary, the Court
reaffirmed the broad reach of the antifraud provision and the market
policing obligations of the SEC.

I.

The immediate impact of Stoneridge is evident from the results in the
Enron and Simpson/Homestore cases:

J.

1.

On January 22, 2008, the Supreme Court entered an order denying
the petition for certiorari in the Enron class action litigation. This
action had been widely viewed as potentially one of the largest
cases of all time. Regents of Univ. of California v. Merrill Lynch,
Pierce, Fenner & Smith, Inc., 482 F.3d 372 (5th Cir. 2007), cert.
denied, 128 S. Ct. 1120 (2008). This left standing the decision of
the Fifth Circuit reversing the district court’s class certificate order.

2.

On January 22, 2008 the Supreme Court granted the petition for
certiorari in Simpson/Homestore and then reversed and remanded
the case to the Ninth Circuit for further proceedings in Avis Budget
Group, Inc., et al., v. CA State Teachers’ Retirement Systems, 452
F.3d 1040 (9th Cir. 2006), cert. granted, 128 S. Ct. 1119 (Jan. 22,
2008). The Ninth Circuit subsequently vacated its prior opinion
and that of the district court and remanded to the district court for
further proceedings consistent with the Supreme Court’s opinion.
Simpson v. Homestore.com, Inc., No. 04-55665 (9th Cir. filed Mar.
26, 2008). This will, in probability, end this huge class action.

In Grossman v. Merrill Lynch & Co., Civ. Action No. 2:03-cv-05336
(E.D. Pa. filed Sep. 23, 2003), a law firm alleged to have participated in
the fraud of a client company obtained dismissal of the suit filed against it
based on Stoneridge. Grossman is a suit brought by the shareholders of
DVI Inc., a health care finance company against its former counsel
Clifford Chance and others. The law firm represented the company up to
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the time of its bankruptcy filing. The complaint alleges that the law firm
participated in a scheme with DVI’s executives to engage in sham
transactions designed to conceal the company’s true financial health. The
district court entered an order dismissing the case against Clifford Chance
based on Stoneridge. But see, Huston v. Seward & Kissel, LLP, Civ.
Action No. 07-cv-6305 (S.D.N.Y. filed Jul. 10, 2007). This is a suit by
investors against a New York law firm for aiding and abetting the
unlawful sale of unregistered securities in violation of Oregon’s securities
laws. The court declined to dismiss the action as pre-empted and noted
that Stoneridge only applies to the federal securities laws and does not
impact a cause of action under state law in an opinion issued March 27,
2008.
IV.

Pleading a cause of action: Rule 8(a), basic pleading standards
A.

Many securities class actions are resolved at or shortly after the motion to
dismiss stage. Pleading issues can thus be key.

B.

The basic pleading standards for a complaint are set forth in Federal Civil
Rule 8(a). Under that Rule, a plaintiff need only set forth a short, plain
statement demonstrating that he or she is entitled to relief and giving
notice of the claim to the defendant.

C.

In Bell Atlantic Corp. v. Twombly, 137 S. Ct. 1955 (2007), the Supreme
Court recast the Rule 8(a) standards:
1.

Previously, the standard under this Rule had been interpreted by
many in view of the Court’s frequently quoted statement from
Conley v. Gibson, which noted that it is “the accepted rule that a
complaint should not be dismissed for failure to state a claim
unless it appears beyond doubt that the plaintiff can prove no set of
facts in support of his claim which would entitle him to relief.” 355
U.S. 41, 45-46 (1957).

2.

Justice Souter, writing for the Court in Twombly, noted that in
Conley the passage quoted above followed a detailed recitation of
the facts of the case which demonstrated the merits of the claim
before the Court at that time. Conley must be read against that
backdrop, according to the Court.

3.

When Conley is read in this context, the proper standard the Court
held, is not to require any heightened fact pleading standard “but
only enough facts [in the complaint] to state a claim to relief that is
plausible on its face. Because plaintiffs here have not nudged their
claims across the line from conceivable to plausible, their
complaint must be dismissed.” Twombly, 137 S. Ct. at 1955. This
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“plausibility” standard comports with the Rule and will ensure that
meritorious claims proceed while at the same time weeding out
those which lack merit. When the case is meritless, parties should
not be put to the burdens and cost of discovery.

D.

4.

While Twombly is an antitrust case, the Court noted that “[w]e
alluded to the practical significance of the Rule 8 entitlement
requirement in Dura Pharmaceuticals, Inc. v. Broudo, 544 U.S.
336 (2005), when we explained that something beyond the mere
possibility of loss causation must be alleged, lest a plaintiff with a
‘largely groundless claim’ be allowed to ‘take up the time of a
number of other people, with the right to do so representing an in
terrorem increment of the settlement value.’” Id. at 347 (quoting
Blue Chip Stamps v. Manor Drug Stores, 411 U.S. 723 (1975)).

5.

The citations to Dura, a securities class action, as part of the origin
of the “plausibility” standard and Blue Chip Stamps, another
securities damage action, for the abusive impact of discovery in
meritless cases, clearly suggest that Twombly should to apply in
securities damage actions as a primary pleading standard.

Subsequently Twombly has been applied in securities damage cases.
1.

In Atsi Communications, Inc. v. The Shaar Fund, Ltd., the Second
Circuit applied Twombly in a securities fraud suit. 493 F.3d 87
(2nd Cir. 2007). In doing so, the Court noted: “We have declined
to read Twombly’s flexible ‘plausibility standard’ as relating only
to antitrust cases.” Id. at 98. Citing Iqbal v. Hasty, 490 F.3d 143,
157 (2nd Cir. 2007). The court went on to affirm the dismissal of
the complaint for failing to properly plead a securities claim. In
part, the court relied on the fact that the manipulation claim
asserted by plaintiff did not meet the Twombly plausibility
standard. See also In re Openwave Systems Sec. Litig., 97 Civ.
1309 (S.D.N.Y. Oct. 31, 2007).

2.

The First Circuit also applied Twombly in a securities fraud suit,
noting that “[t]he Supreme Court has recently altered the Rule
12(b)(6) standard in a manner which gives it more heft. In order to
survive a motion to dismiss, a complaint must allege a plausible
entitlement to relief.” ACA Financial Guaranty Corp. v. Advest,
Inc., 512 F.3d 46, 58 (1st Cir. 2008), citing Twombly. Here, the
court affirmed the dismissal of the complaint based on a failure to
meet the PSLRA standards.

3.

In Mississippi Public Employees’ Retirement System v. Boston
Scientific Corp., 2008 WL 1735390 (9th Cir. Apr. 16, 2008), the
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Ninth Circuit, in a securities case, cited Twombly as the standard
applicable on a Rule 12(b)(6) motion to dismiss. See also Foster v.
Wilson, 504 F.3d 1046, 1051 (9th Cir. 2007) (affirming the
dismissal of a securities class action noting that “here the flaw in
the federal fraud claim is not a failure to allege sufficient facts, but
a failure to state a tenable theory upon which the claim could be
established” without citing Twombly).
V.

PSLRA Pleading Standards: A Strong Inference of Scienter -- Tellabs
A.

In 1995, Congress passed the PSLRA in response to what was perceived
to be growing abuse in bringing securities class actions. Prior standards
under Federal Civil Rules 8 (discussed above) and 9(b)(which required
that fraud, but not state of mind, be pled with particularity) were deemed
insufficient to curb abusive filings. As the Conference Report notes:
The routine filing of lawsuits against issuers of
securities . . . whenever there is a significant change
in the issuer’s stock price, without regard to any
underlying culpability of the issuer, and with only
faint hope that the discovery process might lead
eventually to some plausible cause of action.
H.R. Conf. Rep. No. 369, 104th Cong., 1st Sess. 31
(1995).

B.

C.

To curb these abuses, Congress imposed a number of limitations and
restraints on private securities actions. As the Supreme Court later noted:
“Exacting pleading requirements are among the control measures
Congress included in the PSLRA. The Act requires plaintiffs to state with
particularity both the facts constituting the alleged violation, and the facts
evidencing scienter . . . “ Tellabs, 1275 S. Ct. at 2504. Under the PSLRA,
a securities law plaintiff:
1.

Must “specify each statement alleged to have been misleading, the
reason or reason or reasons the statement is misleading. . . ”
Section 21D(b)(9)(1).

2.

For any statement made on information and belief “the complaint
shall state with particularity all facts on which that belief is
formed.” Id.

The pleading standards for the required state of mind is incorporated in
Section 21(D)(b)(2) of the Act which specified in part that in “any private
action arising under this title in which the plaintiff may recover money
damages only on proof that the defendant acted with a particular state of
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mind, the complaint shall, with respect to each act or omission alleged to
violate this title, state with particularity facts giving rise to a strong
inference that the defendant acted with the required state of mind.”
1.

The “strong inference” standard evolved out of the pre-PSLRA
case law.

2.

Prior to the passage of the PSLRA, the pleading standard of the
Second Circuit Court of Appeals was generally deemed to be the
most stringent, regarding state of mind. Under that standard, a
securities plaintiff was required to plead facts giving rise to a
“strong inference” of fraudulent intent. That requirement could be
met in two ways: “By alleging facts establishing motive and
opportunity to commit fraud, or by alleging facts constituting
circumstantial evidence of either reckless or conscious behavior.”
In re Time Warner, Inc., Sec. Litig. 9 F.3d 259 (2nd Cir. 1993);
IUE AFL-CIO Pension Fund v. Hermann, 9 F.3d 1049 (2nd Cir.
1993); see generally, 5A Wright & Miller, Federal Practice and
Procedure, Section 1301.1 at 300. Compare In re GlenFed, Inc.
Sec. Litig., 42 F.3d 1541 (9th Cir. 1994)(en banc)(holding that
state of mind need not be pled with particularity in securities fraud
cases). Other courts took an intermediate position. See, e.g., In re
HealthCare Compare Corp., Sec. Litig., 75 F.3d 276 (7th Cir.
1996).

3.

Congress adopted the Second Circuit’s “strong inference test in an
effort to create a national pleading standard and “more stringent
pleading requirements to curtail the filing of meritless lawsuit.”
H.R. Conf. Rep. No. 104-369, at 37 (1995). While the legislative
history is less than clear, the committee reports note that the
Second Circuit case law was not adopted, but should be reviewed
as “instructive.” Id. at 15.

D.

Following the passage of the PSLRA, the circuit courts split over two key
issues concerning Section 21D(b)(2). The first concerned what constitutes
a “strong” inference, while the second dealt with how to assess the
inference. 7

E.

The circuits split over the question of what constitutes a strong inference:

7

While the section does not specify the “required state of mind,” virtually every circuit agreed that
it is scienter, the same as prior to the passage of the Act. Ottmann v. Hanger Orthopedic Group, 353 F.3d
338, 343 n. 3 (4th Cir. 2003) (collecting cases); but see In re Silicon Graphics, Inc. Sec. Litig., 183 F.3d
970, 974 (1999) (holding that there must at a minimum be “deliberate recklessness”). Prior to the passage
of the PSLRA, the Ninth Circuit had been in agreement with other circuits that scienter was the applicable
standard. See, e.g., Hollinger v. Titan Capital Corp., 914 F.2d 1564 (9th Cir. 1990)(en banc); Rolf v. Blyth,
Eastman Dillon & Co., 570 F.2d 38, 46 (2nd Cir. 1978).
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F.

1.

The Second and Third Circuits adopted the pre-PSLRA Second
Circuit test. Press v. Chem. Inv. Serv. Corp., 166 F.3d 529 (2nd
Cir. 1999); In re Advanta Corp., Sec. Litig., 180 F.3d 525 (3rd Cir.
1999).

2.

The Ninth Circuit adopted a heightened standard of “deliberate
recklessness.” Silicon Graphics, 183 F.3d at 979.

3.

The First, Fourth, Sixth, Eighth, Tenth and Eleventh Circuit took
an intermediate position. Some circuits found that motive and
opportunity evidence may be sufficient while others concluded it
was only some evidence and that the totality of the facts need to be
considered. See, e.g., Greebel v. FTP Software, Inc., 194 F.3d 185
(1st Cir. 1999); Bryant v. Avado Brands, Inc., 187 F.3d 1271 (11th
Cir. 1999); Helwig v. Vencor, Inc., 251 F.3d 540 (6th Cir. 2001)(en
banc) (PSLRA is concerned with quantum of evidence and not
necessarily motive and opportunity); City of Philadelphia v.
Fleming Co., Inc. 265 F.3d 1245 (10th Cir. 2001); Florida State
Board of Admin. v Green Tree Fin. Corp., 270 F.3d 646 (8th Cir.
2001); Ottmann v. Hanger Orthopedic Group, 353 F.3d 338 (4th
Cir. 2003).

The circuits also split on how to deal with the question of competing
inferences.
1.

The First Circuit concluded that there is no change from standard
Rule 12(b)(6) practice under which all inferences are drawn in
favor of plaintiff. Aldridge v. A.T. Cross Corp., 284 F.3d 72 (1st
Cir. 2002); but see Greebel v. FTP Software, Inc., 194 F.3d 185
(1st Cir. 1999) (“Congress has effectively mandated a special
standard for measuring whether allegations of scienter survive a
motion to dismiss.”).

2.

The Ninth Circuit adopted a similar approach to that of the First,
but concluded that there is a “tension” between the Rule and the
PSLRA and that the latter required the court to consider all facts
in the complaint. Subsequently, the Fifth Circuit adopted
essentially the same approach, but without commenting on the
impact of the PSLRA on Rule 12(b)(6). Gompper v. VISX, Inc.,
298 F.3d 893 (9th Cir. 2002); see also In Re Credit Suisse First
Boston Corp., 431 F.3d 36 (1st Cir. 2005).

3.

The Tenth Circuit concluded that all inferences must be considered
if they are drawn from facts pled with particularity. Pirraglia v.
Novell, Inc., 339 F.3d 1182 (10th Cir. 2003).
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4.

G.

The Sixth Circuit, sitting en banc, adopted a rule which varied
from standard Rule 12(b)(6) practice, concluding that plaintiffs are
entitled only to the most plausible of competing inferences.
Helwig, 252 F.3d at 540. A variation of this rule was adopted by
the Eighth Circuit in Green Tree Fin. Corp., 270 F.3d at 645,
under which “catch-all” and “blanket” assertions that do not meet
the particularity requirements are discarded.

The Supreme Court resolved the question of what constitutes a strong
inference of scienter under Section 21D(b)(2) and how to consider
competing inferences in Tellabs. 127 S. Ct. 2499 (2007).
1.

The Court held: “A plaintiff alleging fraud in a Section 10(b)
action, we hold today, must plead facts rendering an inference of
scienter at least as likely as any plausible opposing inference. Id.
at 2512.

2.

The PSLRA was designed as a “check” on meritless suits. Section
21D(b)(2) is one of those checks. Under that section, plaintiff
must plead a “strong inference” of scienter. “To qualify as strong
within the intendment of Section 21D(b)(2), we hold, an inference
of scienter must be more than merely plausible or reasonable –it
must be cogent and at least as compelling as any opposing
inference of nonfradulent intent.” Id. at 2504-2505.

3.

Inn the PSLRA, Congress sought to craft a uniform standard for
pleading. Congress imposed substantive and procedural limits to
make sure that only proper actions were brought. Id. at 2508. The
“strong inference” standard raised the bar for pleading scienter.
While Congress did not specifically define the standard, it is clear
that it adopted the language of the Second Circuit while not
codifying its case law defining that language.

4.

In applying the standard, the court must do three things: First,
under Rule 12(b)(6) the factual allegations in the complaint must
be accepted as true. Second, the complaint in its entirety must be
considered, which is the traditional Rule 12(b)(6) standard. Third,
“in determining whether the pleaded facts give rise to a ‘strong’
inference of scienter, the court must take into account plausible
opposing inferences.” Id. at 2509.

5.

“Strong” means “powerful or cogent.” Alternate definitions
include “’[p]owerful to demonstrate or convince’” (quoting the
Oxford English Dictionary 949 (2d ed. 1989). Id. at 2510. The
strength of that inference can not be tested in a vacuum. Rather, it
must be considered in the context of the entire complaint. Thus
“[a] complaint will survive, we hold, only if a reasonable person
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would deem the inference of scienter cogent and at least as
compelling as any opposing inference one could draw from the
facts alleged.” Id. The court went on to note that motive can be a
relevant consideration, but its absence is not necessarily fatal. On
the other hand, omissions and ambiguities “count against inferring
scienter.” Id. at 2511. “In sum, the reviewing court must ask:
When the allegations are accepted as true and taken collectively,
would a reasonable person deem the inference of scienter at least
as strong as any opposing inference?” Id.
6.

H.

A plaintiff alleging fraud in a Section 10(b) action, we hold today,
must plead facts rendering an inference of scienter at least as likely
as any plausible opposing inference. At trial, she must prove her
case by a ‘preponderance of the evidence.’ Stated otherwise, she
must demonstrate that it is more likely than not that the defendant
acted with scienter.” Id. at 2513 (emphasis original). In making
the determination, the court must consider all the facts in the
complaint, those in exhibits incorporated by reference into the
complaint and those in documents of which the court may properly
take judicial notice.

While Tellabs rewrote standard Rule 12(b)(6) practice, its impact is
difficult to assess. Following Tellabs, the Seventh Circuit on remand from
the Supreme Court carefully assessed the competing inference and
concluded that the complaint adequately plead scienter. This is the same
conclusion it had reached under its prior test. Other courts, such as the
Fifth Circuit, also examined the question by assessing all of the competing
inferences. Some courts, such as the Second Circuit used its prior
standards to assess the facts pled and the Tellabs “all inferences”
approach. Others, such as the Third Circuit used the Second Circuit
approach at times. Only the First and Ninth Circuits stated that Tellabs
altered their prior standards.
1.

No obvious impact: The Seventh, Third and Fifth circuits
a.

On remand from the Supreme Court, the Seventh Circuit
again considered the sufficiency of the allegations as to
whether a strong inference of scienter had been pled.
Again the court concluded that the complaint was
sufficient. Makor Issues & Rights, Ltd. v. Tellabs, Inc., 513
F.3d 702 (7th Cir. Jan. 17, 2008) (“Makor Issues & Rights
II”).
i.

In its initial decision the court reviewed the
allegations regarding scienter using a variation of
the intermediate position: “we will allow the
complaint to survive if it alleges facts from which,
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if true, a reasonable person could infer that the
defendant acted with the required intent.” Makor
Issues & Rights, Ltd. v. Tellabs, Inc., 437 F.3d 588,
602 (7th Cir. 2005), rev’d, 127 S. Ct. 2499 (2007)
(“Makor Issues & Rights I”). The court specifically
declined to weigh the inferences, viewing that task
as reserved for the jury. Under this approach the
court concluded that the allegations in the complaint
are sufficient.
ii.

b.

On remand, the circuit court applied the teachings
of the Supreme Court. Essentially, the court viewed
the facts as presenting two competing inferences.
Under one theory, erroneous statements were made
by senior corporate officials but as a result of errors
by lower employees that were not detected. Under
this theory, the plaintiff’s complaint would fail.
Under the alternative, the senior officials who made
the false statements were responsible. The court
considered the inference of corporate scienter more
likely than the opposing inference because of the
importance of the statements and the products to the
company. Thus, the court concluded: “So the
inference of corporate scienter is not only as likely
as its opposite, but more likely. And is it cogent?
Well, if there are only two possible inferences, and
one is much more likely than the other, it must be
cogent.” Makor Issues & Rights II, 513 F.3d at 710.
The allegations in the complaint are sufficient the
court concluded.

Prior to the remand of Tellabs, the Seventh Circuit upheld
the dismissal of a securities fraud complaint based on a
review of the totality of the inferences. Higginbotham v.
Baxter International, Inc., 495 F.3d 753 (7th Cir. 2007).
The Supreme Court decided Tellabs after argument, but
before decision.
i.

There, Baxter International announced that it would
restate the preceding three years’ earnings to
correct errors resulting from fraud in its Brazilian
subsidiary. The managers in the subsidiary created
the illusion of growth by at first prematurely
recognizing sales and later recording fictitious sales.
When the problem was announced the stock
dropped about 4.6%. Later, the stock price
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corrected when the restatement showed that the
impact was not as large as initially thought.
Plaintiffs claim that by March 12 or May 10
Baxter’s senior managers knew the Brazilian data to
be false, that the controls were inadequate and they
should not have waited until July 22 to disclose the
problem.
ii.

The district court’s order of dismissal was affirmed.
Citing the Supreme Court’s decision in Tellabs, the
Court noted that a complaint can only survive this
standard if “a reasonable person would deem the
inference of scienter cogent and at least as
compelling as any opposing inference one could
draw from the facts alleged.” Id. at 756. The
standard is higher than probable cause, but, less
than the more-likely-than-not threshold used a trial.

iii.

Essentially, the court reviewed each arguments
raised by plaintiffs. The fact that on April 29
Brazil’s government accused Baxter’s subsidiary of
raising prices by participating in a cartel did not
alert the defendants to the fraud as plaintiff’s claim.
Accusations differ from proof and executives do not
necessarily know what government officials know.
More importantly, cartels improve profits through
antitrust violations. That differs from reporting
non-existent sales.

iv.

The fact that the reporting systems turned out to be
weak does not support the complaint as plaintiffs
argue. “That’s no news; by definition, all fraud
demonstrates the ‘inadequacy’ of existing controls,
just as all bank robberies demonstrate the failure of
bank security . . .” Id. at 760.

v.

The court also rejected the claim that the fraud
should have been disclosed in June or early July
rather than in the first quarter at the end of July:
“What rule of law requires 10-Q reports to be
updated on any cycle other than quarterly? That is
what the ‘Q’ means. Firms regularly learn financial
information between quarterly reports, and they
keep it under their hats until the time arrives for
disclosure. Silence is not ‘fraud’ without a duty to
disclose . . . Taking the time necessary to get things
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right is both proper and lawful. Managers cannot
tell lies but are entitled to investigate for a
reasonable time, until they have a full story . . .
After all, delay in correcting a misstatement does
not create the loss; the injury to investors comes
from the fraud, not from a decision to take the time
necessary to endure that the corrective statement is
accurate. Delay may affect which investors bear the
loss but does not change the need for some
investors to bear it, or increase its amount.” Id. at
761.
c.

The Third Circuit has decided two post-Tellabs cases. In
one, it relied in part on its prior standards, while in the
other it did not. In The Winer Family Trust v. Queen, the
court did not cite its prior standards in analyzing whether
there was a strong inference of scienter. 503 F.3d 319 (3rd
Cir. Sep. 24, 2007). Using the Tellabs standard, the circuit
court affirmed the dismissal of the complaint.
i.

Winer claims that Pennex, Smithfield Foods, and
executives and officers of both companies inflated
the price of the stock through public statements and
earning reports that omitted material facts. Many of
the allegations focus on a deal in which Pennex
purchased and renovated a facility and equipments
and the related values and costs. Plaintiffs argued
that a press release announcing the deal is false and
misleading because it fails to disclose the facility
needs a major overhaul costing over $18 million
and expert supervision. Defendants did not disclose
that Smithfield Foods, not Pennex, controlled the
renovation.

ii.

Under Tellabs the district court correctly considered
inferences which point in each direction as well as
documents attached to the complaint.

iii.

The court rejected the arguments that the press
release supported an inference of scienter because
the costs were disclosed after it was issued. The
court also rejected the plaintiff’s claim that the
failure to disclose the fact that Smithfield controlled
the renovation supported a strong inference of
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scienter because there was no duty to disclose the
fact. 8
d.

In Key Equity Investors Inc., v. Sel-Leb Marketing Inc., No.
06-1052, 2007 WL 2510385 (3rd Cir. Sep. 6, 2007), the
court used a different approach. Here, the court cited its
prior standards for determining whether there was a strong
inference of scienter and the Tellabs standard. The court’s
prior standards followed the “motive and opportunity” test
of the Second Circuit (discussed above). A review of the
majority opinion and the dissent illustrates the different
views that can be taken of the same facts and the different
results that can be achieved.
i.

The complaint alleges that the defendant company
and its officers failed to disclose that the pretax
earnings for 2001 were materially overstated; that it
had a pre-tax loss for 2002; that it was in default
under the terms of its credit facility; and that its
financial statements had not been prepared in
accord with GAAP. The stock is now virtually
worthless.

ii.

The circuit court affirmed the dismissal of the
complaint.

iii.

To plead a strong inference of scienter the court
held that plaintiff may allege: 1) facts show that the
defendants had both motive and opportunity to
commit fraud or 2) facts constituting strong
circumstantial evidence of conscious misbehavior
or recklessness. Under Tellabs, the complaint only
presents a strong inference of scienter if a
reasonable person would deem the inference of
scienter cogent and at least as compelling as any
opposing inference. Plaintiffs may not benefit from
an inference “flowing from vague or unspecific
allegations-inferences that may arguably have been

8

See also Globis Capital Partners v. Stonepath Group, Inc., 241 Fed. Appx. 832 (3rd Cir. Jul. 10,
2007). Here, the plaintiffs brought a financial fraud complaint following a large share price drop after a
third restatement. In affirming the dismissal of the complaint, the circuit court simply reviewed the factual
arguments offered in support of a strong inference of scienter by plaintiffs and rejected them. The court did
not cite its prior scienter pleading standards. In a footnote at the end of the opinion the court cited the
recently decided Tellabs decision, noting that it “removes any doubt that the PSLRA’s scienter pleading
requirement is a significant bar to litigation that Globis has failed to meet.” Id. at 837, fn. 1.
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justified under a traditional Rule 12(b)(6) analysis.”
Id. at *4.
iv.

e.

The dissent argues that in view of the fact that the
overstatement of earnings is 400% and in the midst
of the crisis, Merrill Lynch tightened the terms of
the credit line, inferences of scienter are sufficient.
First, Merrill Lynch repeatedly tightened the terms
of the credit facility, thus demonstrating its concern
about the financial condition of the company. This
was not properly disclosed and what was disclosed
was buried. Second, the magnitude of the
overstatements is significant and bolsters the
inference of scienter. Together these facts
demonstrate conscious behavior of wrongdoing.

Fifth Circuit: In Central Laborers’ Pension Fund v.
Integrated Electrical Services, Inc., No. 06-20135, 2007
WL 236776 (5th Cir. Aug. 21, 2007) the court relied only
on Tellabs and not its prior cases.
i.

In August 2004, IES announced it would not be able
to file its quarterly financial statements on time.
The company was conducting an on-going
evaluation of accounting issues at two subsidiaries
and its auditors had identified two material
weaknesses in the internal controls. Later, IES
announced a restatement covering two and one half
years. Plaintiffs brought a financial fraud securities
suit.

ii.

The circuit court affirmed the dismissal with
prejudice of the case.

iii.

After restating the holding of Tellabs, the court
assessed all of the inferences raised by the
complaint by considering each argument advanced
to support scienter.

iv.

GAAP violations, without more, do not establish
scienter. A restatement based on GAAP violations
does provide some basis on which to infer scienter.

v.

The court rejected claims that the resignation during
the period and trading by the CFO of less than 5%
of his holdings supported a strong inference of
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scienter. The court noted that the fact that he did
not insulate his trading by using a Rule 1065-1 plan
provided some support for finding scienter.

2.

vi.

Over the objection of plaintiffs, the court considered
innocent explanations about the trading based on
the fact that the CFO was in the midst of a divorce
and need to cash to make payments to his former
wife.

vii.

The court refused to draw an inference of scienter
from the fact that the officer signed a SOX
certification. Following the lead of the Eleventh
Circuit in Garfield v. NDC Health Corp., 466 F.3d
1255, 1266 (11th Cir. 2006), the court held that
such an inference would only be proper if the
person knew or should have suspected due to
glaring accounting irregularities or other red flags
that the financial statements were false. Here there
were no such red flags.

The Second and Eighth Circuits continue to follow their prior
decision, in addition to the teachings of the Supreme Court in
Tellabs to assess the adequacy of facts pled and the resulting
inference regarding scienter.
a.

Second Circuit: In ATSI Communications, Inc. v. The
Shaar Fund, Ltd., No. 05-5132-cv, 2007 WL 1989336 (2nd
Cir. Jul. 11, 2007), the court used the “motive and
opportunity” test it developed prior to the passage of the
PSLRA, along with the holding of Tellabs, to evaluate the
adequacy of the facts pled regarding scienter.
i.

This is a suit by an issuer of “floorless preferred”
against the purchasers. Essentially ATSI
Communications alleged that defendants, who
purchased the floorless preferred in private
placements, later manipulated the stock by selling
short and driving the price down, sending the
company into a death spiral. The circuit court
affirmed the dismissal of the complaint.

ii.

To plead scienter under the Section 21D(b)(2), the
plaintiff must state with particularity facts giving
rise to a strong inference of scienter. Plaintiff can
meet this burden “by alleging facts (1) showing that
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the defendants had both motive and opportunity to
commit the fraud or (2) constituting strong
circumstantial evidence of conscious misbehavior
or recklessness.” Id at *17. This is the court’s preTellabs case law.
iii.

b.

The court went on to note that in determining
whether the facts pled give rise to a “strong”
inference of scienter the court must take into
account plausible opposing inferences and it must
be such that “a reasonable person [must] deem [it]
cogent and at least as compelling as any opposing
inference one could draw from the facts alleged.’”
Id at *18, quoting Tellabs at 10.

The Eighth Circuit took a similar approach in Crowell v.
Possis Medical, Inc., No. 07-1840 (8th Cir. Mar. 21, 2008).
i.

The circuit court affirmed the dismissal of a
securities damage case. The complaint alleged that
defendants had repeatedly made false statements
about a key new medical device and its potentially
favorable impact on company revenues. When the
truth was disclosed, the stock price dropped
significantly.

ii.

Citing its pre-Tellabs decision in In re K-Tel Int’l,
Inc. Sec. Litig., 300 F.3d 991 (8th Cir. 2002), the
court held that “Scienter can be established in three
ways: (1) from facts demonstrating a mental state
embracing an intent to deceive, manipulate, or
defraud; (2) from conduct which rises to the level of
severe recklessness; or (3) from allegations of
motive and opportunity.”

iii.

The relevant inquiry under Tellabs in assessing the
evidence regarding scienter is whether all of the
facts alleged, taken collectively, give rise to a strong
inference of scienter. Here, allegations from
anonymous sources, plus a study which suggests
that company executives were aware of potentially
negative results from the product and stock sales,
are not sufficient.
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3.

In contrast, the First and Ninth Circuits have specifically
acknowledged that Tellabs lowered the standard for pleading
scienter in their circuit.
a.

b.

In ACA Financial Guaranty Corp., v. Advest, Inc., 512 F.3d
46 (1st Cir. 2008), the First Circuit affirmed the dismissal
of a suit by bond holders following default on those bonds
based on claims that they had been misled at the time of
purchase.
i.

In affirming the dismissal of the complaint, the
court stated that Tellabs affirmed in part its prior
case law: “Tellabs affirms our case law that
plaintiffs’ inferences of scienter should be weighed
against competing inferences of non-culpable
behavior.” See, e.g., Greebel v. FTP Software, Inc.,
194 F.3d 185, 203 (1st Cir. 1999). Tellabs also
affirms our rule that the complaint is considered as
a whole rather than piecemeal.” ACA Financial,
512 F.3d at 52.

ii.

At the same time, the circuit court acknowledged
that Tellabs altered it prior case law in favor of
plaintiffs: “However, Tellabs has overruled one
aspect of the rule this court stated in Credit Suisse.
Credit Suisse held that where there were equally
strong inferences for and against scienter, this
resulted in a win for the defendant. … This is no
longer the law.” Id. at 59. Thus, Tellabs lowered
the standard in this circuit.

In Mississippi Public Employees’ Retirement System v.
Boston Scientific Corp., 2008 WL 173590 (9th Cir. Apr.
16, 2008), the Ninth Circuit reversed under Tellabs the
dismissal of a securities complaint which was based on
allegations involving the launch of a new product and its
eventual recall. In reaching its conclusion, the court
carefully reviewed all of the allegations in the complaint.
The reason for reversing the district court is that Tellabs
lowered the scienter pleading standard: “The district court
did not have the benefit of the Tellabs opinion, which
reversed a higher standard for scienter imposed by the prior
law of this circuit. We apply Tellabs and that leads us to a
different result. While there is support for defendants’
inferences, we think, at this stage, that plaintiff’s inferences
are at least equally strong.” Id. at 12. In reversing the
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district court, the Ninth Circuit was careful to note that it
was not indicating that the complaint had merit.
Previously, the Ninth Circuit had adopted the highest postPLSRA scienter pleading standard of “conscious
recklessness.”
IV.

The Group Pleading Doctrine
A.

Another key pleading issue under the PSLRA involves the application of
the “group pleading” doctrine. Prior to the PSLRA, some circuit courts
permitted fraudulent statements in corporate documents such as periodic
filings to be attributed to directors and officers. Thus, for example, the
Ninth Circuit in Wool v. Tanden Computers, Inc. 818 F.2d 1433, 1330 (9th
Cir. 1987) held that “[i]n cases of corporate fraud where the false or
misleading information is conveyed in prospectuses, registration
statements, annual reports, press releases, or other ‘group-published
information,’ it is reasonable to presume that those are the collective
actions of the officers.” See also Serabian v. Amoskeag Bank Shares, Inc.,
24 F.3d 357, 367-68 (1st Cir. 1994); Schwartz v. Celestial Seasonings,
Inc., 124 F.3d 1246 (10th Cir. 1997); see generally, 3 Thomas Lee Hazen,
Treatise on the Law of Securities Regulation, Section 12.13 (5th ed.
2006)(citing cases).

B.

The PSLRA requires that plaintiffs pleading fraud in a private suit for
damages specify each statement alleged to be misleading and the reasons
the statement is misleading. 15 U.S.C. § 78u-4(b)(1). For allegations
based on information or belief, the PSLRA requires plaintiffs to “state
with particularity all facts” forming the basis of the belief. Id. Each
untrue statement or omission must be set forth with particularity as to “the
defendant” and scienter must be pled in regards to “each act or omission”
sufficient to support a strong inference that “the defendant” acted with the
required state of mind. 15 U.S.C. § 78u-4(b)(2). The PSLRA does not
mention the group pleading doctrine.
1.

The Fifth and Seventh Circuits and some district courts have
concluded that the doctrine is no longer viable following the
passage of the PSLRA. See, e.g., Southland Secs. Corp. v. INSpire
Ins. Solutions, Inc., 365 F.3d 353 (5th Cir. 2004); Makor Issues &
Rights I, 437 F.3d at 602-03, 127 S. Ct. 2499 (2007); Gurfein v.
Ameritrade, Inc., 411 F. Supp. 2d 416 (S.D.N.Y. 2006); In re BioTechnology Gen. Corp. Sec. Litig., 380 F. Supp. 2d 574 (D.N.J.
2005); In re Cable & Wireless, PLC, 321 F. Supp. 2d 749 (E.D.
Va. 2004); Allison v. Brooktree Corp., 999 F. Supp. 1342; see also
Phillips v. Scientific-Atlanta, Inc., 374 F.3d 1015, 1018 (11th Cir.
2004)(suggesting the doctrine may not survive the PSLRA, but not
deciding the issue).
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2.

C.

V.

The Ninth and Tenth Circuits have continued to permit the doctrine
to be used following the passage of the PSLRA, although the
opinions do not specifically discuss the question. See, e.g, Howard
v. Everex Sys., Inc., 228 F.3d 1057, 1061-63 (9th Cir. 2000);
Schwartz v. Celestial Seasoning, Inc. 124 F.3d 1246 (10th Cir.
1997). A number of district courts have also concluded that the
doctrine survives the passage of the PSLRA. See, e.g., In re Van
Der Moolen Holding N.V. Sec. Litig., 405 F. Supp. 2d 388
(S.D.N.Y. 2005); In re Rent-Way, 209 F. Supp. 2d 493 (W.D. Pa.
2002); In re Raytheon Sec Litig., 157 F. Supp. 2d 131, 153 (D.
Mass. 2001); In re SmarTalk Teleservices, Inc. Sec. Litig., 124 F.
Supp. 2d 527, 545 (S.D. Ohio 2000).

In Tellabs, the Supreme Court referenced the doctrine. The Seventh
Circuit had held that the doctrine did not survive the PSLRA. Since that
issue was not before the Supreme Court, it did not rule on it. The only
post-Tellabs circuit court decision to address the issue held that the group
pleading doctrine did not survive the PSLRA. The Winer Family Trust v.
Queen, 503 F.3d 319 (3rd Cir. Sep. 24, 2007). That decision is consistent
with pre-Tellabs decisions in the circuit.

Confidential witnesses
A.

Another key pleading issue involves the use of confidential witnesses as
sources for the factual allegations in the complaint and whether the use of
those sources is consistent with the pleading requirements of the PSLRA.
Some early cases concluded that “all facts” be pled provisions of the
PSLRA required that all sources be identified. See, e.g., In re Silicon
Graphics, Inc. Sec. Litig., 970 F. Supp. 746, 764 (N.D. Cal. 1997); In re
Nice Sys., Ltd. Sec. Litig., 135 F. Supp. 2d 551 (D.N.J. 2001).

B.

However, in the leading case of Novak v. Kasaks, 216 F.3d 300, 314 (2nd
Cir. 2000) cert. denied., 531 U.S. 1012 (2000), the court concluded that
“our reading of the PSLRA rejects any notion that confidential sources
must be named as a general matter.” The court concluded that naming
informants could have a chilling effect.

C.

Other circuits agree with the Second Circuit that confidential sources need
not typically be disclosed at the pleading stage. In re Cabletron Sys., Inc.,
311 F.3d 11, 28-30 (1st Cir. 2002); Cal Pub. Employees’ Ret. Sys. V.
Chubb Corp., 394 F.3d 126, 146-47 (3d Cir. 2004); ABC Arbitrage
Plaintiffs Group v. Tchuruk, 291 F.3d 336, 351-52 (5th Cir. 2002); Fla.
State Bd. of Admin. v. Green Tree Fin. Corp., 270 F.3d 645, 667-68 (8th
Cir. 2001); In re Daou Sys., Inc. Sec. Litg., 411 F.3d 1006, 1015 (9th Cir.
2005); Adams v. Kinder-Morgan, Inc., 340 F.3d 1083, 1101 (10th Cir.
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2003). The Seventh Circuit noted that a “bright line rule obliging the
plaintiffs to reveal their sources has the potential to deter informants from
exposing malfeasance. Such a rule might also invite retaliation. Makor
Issues & Rights I, 437 F.3d at 596.
D.

E.

The key question is what must be disclosed regarding confidential
witnesses.
1.

Novak concluded that the sources must be “described in the
complaint with sufficient particularity to support the probability
that a person in the position occupied by the source would possess
the information alleged. 216 F.3d at 314. The Fifth and Seventh
Circuits agree with this approach. Makor Issues & Rights I, 437
F.3d at 596; Tchuruk, 291 F.3d at 353.

2.

The First Circuit developed an alternative approach in Cabletron,
311 F.3d at 29-30. There the court concluded that the test should
be an “evaluation, inter alia, of the level of detail provided by the
confidential sources, the corroborative nature of the other facts
alleged (including from other sources), the coherence and
plausibility of the allegations, the number of sources, the reliability
of the sources, and similar indicia.” 311 F.3d at 29-30. The Third
and Ninth Circuits have adopted a similar approach. Chubb, 394
F.3d at 147; In re Daou Sys., Inc., 411 F.3d 1006, 1015 (9th Cir.
2005).

3.

A third approach has been developed by the Tenth Circuit in
Adams v. Kinder-Morgan, Inc., 340 F.3d 1083, 1101 (10th Cir.
2003). The court rejected a “per se rule that a plaintiff’s complaint
must always identify the source.” “Rather, source information is
more important for allegations that are difficult to confirm than for
claims that “may be objectively verifiable” such as contract terms,
financial results and similar information.

The Supreme Court in Tellabs did not consider the question of
confidential witness because the issue was not presented although the
Seventh Circuit had ruled on the issue.
1.

Immediately following Tellabs, however, the Seventh Circuit
seemed to reverse its position on confidential witness. In
Higginbotham the court noted that: “One upshot of the approach
that Tellabs announced is that we must discount allegations that the
complaint attributes to five ‘confidential witnesses’—one exemployee of the Brazilian subsidiary, two ex-employees of
Baxter’s headquarters, and two consultants. It is hard to see how
information from anonymous sources could be deemed
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‘compelling’ or how we could take account of plausible opposing
inferences. Perhaps these confidential sources have axes to grind.
Perhaps they are lying. Perhaps they don’t even exist.” 495 F.3d at
756-757. This conclusion is based on Section 21D(b)(2) which
deals with pleading the applicable state of mind. In contrast,
earlier decisions on this issue had focused on the PSLRA
requirements that “all facts” be pled.
2.

VI.

When the Seventh Circuit considered Tellabs on remand however,
the court revised its opinion.
a.

There the Court explained Higginbotham, noting that
“[t]here was no basis other than the confidential sources,
described merely as three ex-employees of Baxter and two
consultants, for a strong inference that the subsidiary had
failed to conceal the fraud, from its parent and thus that the
management of the parent had been aware of the fraud
during the period covered by the complaint.” Makor Issues
& Rights II, 513 F.3d at 712.

b.

In contrast, in Makor Issues & Rights II, the court did not
discount the confidential witness because they “are
numerous and consist of persons who from the description
of their jobs were in a position to know first hand the
facts…” Id. In addition, the material from the confidential
informants “is set forth in convincing detail” and in some
cases “corroborated by multiple sources.” Id. While “it
would be better were the informants named . . . the
absence of proper names does not invalidate the drawing of
a strong inference from informants’ assertions.” Id.

Dura and Loss Causation
A.

Dura Pharmaceuticals, Inc. v. Broudo imposes another key pleading and
proof requirement on securities damage suits. 544 U.S. 336 (2005). Dura
however does not deal with the PSLRA. Rather, the case concerns one of
the elements of a cause of action crafted by the court-loss causation.
While that element has been incorporated into the PSLRA, it is not
defined in the statute. Essentially, Dura requires that the securities law
plaintiff plead and prove a causal link between the alleged fraud and the
loss, that is loss causation. Loss causation is one of six elements of a
Section 10(b) cause of action for damages.
1.

Prior to Dura, the circuits split over the question of loss causation.
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B.

2.

The Second, Third and Eleventh Circuits required more than price
inflation to establish a link between the misrepresentation or
omission and injury. See, e.g., Emergent Capital Inv. v. Stonepath
Group, 343 F.3d 189 (2nd Cir. 2003).

3.

The Eighth and Ninth Circuits held that the fraud on the market
theory of Basic v. Levinson, 485 U.S. 224 (1988)(holding that,
where there is an efficient market there is a presumption of
reliance on the integrity of the market), permitted the presumption
that when stock prices were inflated, it made sense to conclude that
plaintiffs were harmed by paying too much for the shares. See,
e.g., Gebhardt v. ConAgra Foods, 335 F.3d 824 (8th Cir. 2003).

The Decision in Dura.
1.

Plaintiffs brought a securities class action against Dura
Pharmaceuticals and some of its officers and directors. The
complaint alleged that Dura made false statements about its drug
profits and future FDA approval of a new asthmatic spray device.
Subsequently, the company announced that its earnings would be
lower than expected, principally due to slow drug sales. The next
day its share price fell almost 50%. Eight months later, the
company announced that the FDA would not approve its new
asthmatic spray device. The share price fell temporarily, but
almost fully recovered within one week. Plaintiffs claimed that
their economic loss resulted from paying artificially inflated prices
for Dura securities.

2.

The district court dismissed the complaint, holding that it failed to
adequately allege scienter as to the drug-profitability claim. On
the claim concerning the spray device, the court held that plaintiffs
failed to adequately allege loss causation. The Ninth Circuit
reversed as to loss causation holding that price inflation was
sufficient because loss causation is established on the date of
purchase.

3.

The Supreme Court reversed, holding that an inflated price alone is
not sufficient to establish loss causation. The Court’s opinion
contains six key points.
a.

The elements of a private cause of action under Section
10(b) are based in part on common law principles and in
part on those added by Congress. Those are: (a) a material
misrepresentation or omission; (b) scienter or a wrongful
state of mind; (c) a connection with the purchase or sale of
a security; (d) reliance which is sometimes referred to as
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transaction causation; (e) economic loss; and (f) loss
causation, that is “a causal connection between the material
misrepresentation and the loss. . . “ Id. at 342; Dura, 544
U.S. at 342.
b.

c.

d.

e.

As a matter of logic, an inflated priced is insufficient
because:
i.

It does not mean there is a loss. An artificially
inflated purchase price might mean there is a loss.

ii.

The longer the time between purchase and sale, the
more likely it is that other factors caused the loss.

iii.

The fact that the complaint fails to state that the
share price fell after the truth came out suggests that
plaintiff thought the artificial price was sufficient.

The PSLRA.
i.

An inflated price might touch upon a loss, but under
the PSLRA (which requires loss causation) that is
not enough.

ii.

Loss causation is consistent with a key goal of the
PSLRA of maintaining confidence in the markets,
but not insuring against loss.

Common law.
i.

The holding of the Ninth Circuit lacks precedent.

ii.

Securities fraud has common law roots. Basic tort
theory and most courts require reliance.

Pleading requirements.
i.

Rule 8 pleading which is applicable here, only
requires a short plain statement to give “fair notice”
to the defendant of the claim. 9

ii.

According to the court, “it should not prove
burdensome for a plaintiff who has suffered an

9

The Supreme Court later interpreted this discussion to be the origin of its “plausibility” test in
Twombley. 137 S. Ct. 1955 (3007); see Fed. R. Civ. P. 8(a). See Section 21D(b)(2) supra.
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economic loss to provide a defendant with some
indication of the loss and the causal connection that
the plaintiff had in mind.” Id. at 582.
f.

Policy: Absent a loss causation requirement, baseless
claims could go forward.

C.

On remand, the district court found that the complaint adequately pled loss
causation since plaintiffs “explained how the misrepresentations . . .
caused economic loss. . . “ Id. at 1022. This conclusion is based on the
fact that the plaintiffs amended the complaint regarding their medical
device claim to allege that the misrepresentations inflated the stock price
and that the share price dropped following corrective disclosures made on
three different dates. Id.

D.

The impact of Dura.
1.

The precise impact of Dura is controversial. While most
commentators agree that Dura has had an impact on securities
litigation, some argue that it left open a number of issues which
must resolved. Under these circumstances, its precise impact is
difficult to determine. See, e.g., Tom Baker and Sean J. Griffith,
How The Merits Matter: D&O Insurance and Securities
Settlements 13, forthcoming, available at
http://ssrn.com/abstract=1101068 (March 2, 2008)(“What exactly
plaintiffs must plead to establish loss causation after Dura,
however, remains unclear . . . Our participants regularly noted the
importance of Dura, but also acknowledged that it remains to be
seen what effect Dura and its progeny will ultimately have on
securities settlements.” See also Merritt B. Fox, After Dura,
Causation in Fraud-on-the-Market Actions, 31 J. CORP. L. 829
(2006).

2.

Dura has had a impact in pleading and proof standards. It is also
beginning to have an impact on class certification. 10

3.

One area in which Dura is having an impact is pleading. The
requirements of the decision are in addition to those under the
PSLRA.

10

See, e.g., Oscar Private Equity Investments v. Allegronice Telecom, Inc. 487 F.3d 262 (5th Cir.
2007) (vacating class certification order because plaintiffs had not shown loss causation); See also, Allen
Ferrell and Atanu Saha, The Loss Causation Request For Rule 10B-5 Cause-Of-Action: The Implication
of Dura Pharmaceuticals v. Brauder, Discussion paper No. 0812007, Harvard Law School, available at:
http://www.Law.Harvard.edu/programs/olin_center/ (discussing open issues following Dura).
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a.

4.

E.

Three positions on pleading emerged in the immediate
wake of Dura.
i.

Some courts held that general allegations were
sufficient. Thus, in In re OmniVision Technologies,
the court held a complaint had adequately pled loss
causation where it stated that the plaintiffs
“purchased OmniVision securities at artificially
inflated prices and suffered damages when
revelation of the true facts cause a decline in the
value of their shares.” 2005 WL 1867717 (N.D.
Cal. Jul. 29, 2005).

ii.

Other courts held that “some detail” is required.
Thus, where the complaint alleged two price dips
following disclosure of the true facts the court
found that loss causation had been adequately pled
because there was “at least some minimal details”
from which the possibility of Dura causation could
be inferred. In re Unumprovident Corp., Sec. Litig.,
2005 WL 2206727 (E.D. Tenn. Sep. 12, 2005).

iii.

Other courts concluded that loss causation must be
pled with sufficient specificity. Thus, in Teachers’
Retirement System of L.A. v. Hunter, the court held
that while “particularity” is not required as under
the PSLRA or Rule 9(b), something more than a
bare Rule 8(a) allegation should be required since
under the PSLRA loss causation is an “averment of
fraud.” 477 F.3d 162 (4th Cir. 2007). Following
this line of reasoning the court concluded a plaintiff
must plead it “with sufficient specificity to enable
the court to evaluate whether the necessary causal
link exists.” Id. at 186.

The Supreme Court’s recent decision in Twombley cites Dura as
the predicate for its reinterpretation of Rule 8 as discussed above.

Theories of proof for loss causation – overview.
1.

Some courts have held that Dura did not establish what is
sufficient, but only what is not. See, e.g,. In re Initial Publ.
Offering Sec. Litig., 2005 WL 1529659 (S.D.N.Y. Jun. 28, 2005);
In re The Warnaco Group, Inc. Sec. Litig., 388 F. Supp. 2d 37, 317
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(S.D.N.Y. 2005); In re Coca-Cola Enterprises, Inc. Sec. Litig.,
2007 WL 472943 (N.D. Ga. Feb. 7, 2007); Marsden v. Select
Medical Corp., 2007 WL 1725204 (E.D. Pa. Jun. 12, 2007).

F.

2.

Other courts have held that there are theories beyond the price
inflation theory discussed in Dura. Ray v. Citigroup Global
Markets, 482 F.3d 991 (7th Cir. 2007).

3.

Three basic theories have emerged:
a.

Fraud on the market. This is the standard theory used in
Dura. It requires proof of an artificial price and a decline
in value when the truth is revealed.

b.

Materialization of risk. Under this theory, a plaintiff must
prove that it was the very facts about which the defendant
lied which caused its injuries.

c.

Representation that the investment is risk free. This theory
requires an explicit representation that the investment is
risk free.

Loss causation: Fraud on the market theory.
1.

Under this theory, the specific fraud must be revealed. For
example, in Tricontinental Ind. v. PWC, 475 F.3d 824 (7th Cir.
2007), the court affirmed the dismissal of the complaint because
the specific fraudulent conduct was not revealed. There, plaintiff
sold assets to defendant for stock in reliance on the 1997 financial
statements. In 2000, the defendant announced an investigation of
possible accounting irregularities for the period 1998-1999.
Following the announcement the stock price dropped. The court
found these allegations to be inadequate: Dura “stresses that the
complaint must ‘specify’ each misleading statement … and that
there must be a causal connection . . . ” Id. at 843. A general
acknowledgment of “accounting irregularities” is not sufficient.

2.

The key to this theory is the disclosure of the truth, not the
market’s perception of those facts. In In re Bristol-Myers Squibb
Sec. Litig., 2005 WL 2007004 (S.D.N.Y. Aug. 17 2005), the
complaint claimed fraud from misstatements of a number of
independent contractor doctors about a drug. The drug was
withdrawn from the market, noting that there were questions about
it, but that it would be resubmitted for approval. The share price
dropped. Defendants argued that the complaint failed to meet the
requirements of Dura in part because plaintiffs failed to
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demonstrate the actual market impact of the disclosure rather than
the disclosure itself. The court rejected this argument noting that
“if Defendant’s argument prevails, a plaintiff must prove that it
was the perception of the alleged corrective disclosure not
necessarily the subject of the disclosure that caused the share price
to drop. This is an impossible burden to satisfy and cannot be
required by Dura.” Id. at *21.
3.

The truth must also be disclosed prior to the price drop.
Conversely, if the share price declines prior to the time the truth
comes out, it is insufficient to plead Dura causation. In Schleider
v. Wendt, 2005 WL 1656871 (SD. Ind. Jul. 14, 2005), the
complaint claimed that false statements were made about the
operations during the class period. During the period the share
price declined. After the class period, the company filed for
bankruptcy and later still the truth emerged. The court held that
there was a failure to plead loss causation: “The stock had long
since hit bottom before these alleged misrepresentations became
known.” See also In re Coca-Cola Enterprises, Inc. Sec. Litig.,
2007 WL 472943 (N.D. Ga. Feb. 7, 2007)(same); Powell v. Ida
Corp., Inc., 2007 WL 1498881 (D. Idaho May 21, 2007)(same).

4.

Price inflation plus reliance on the integrity of the market is
typically not sufficient. See, e.g., In re Business Objects S.A. Sec.
Litig., 2005 WL 1787806 (N.D. Cal. Jul. 27, 2005) concluding that
a complaint is insufficient because it is not enough to allege that
the class “suffered damages in that in reliance on the integrity of
the market, [and that] they paid inflated prices for Business
Object’s publicly traded securities.” See also Reding v.
GoldmanSachs & Co., 382 F. Supp. 2d 1112, 1126 (E.D. Mo.
2005).

5.

A bankruptcy announcement has also been held to be insufficient
to reveal the truth. In D. E & J. Ltd. Partnership v. Conaway, 133
Fed. Appx. 994, 999-1000 (6th Cir. 2005) the stock price was
alleged to have been inflated by concealing the true financial
condition of the company. When the company filed for
bankruptcy the price of the shares dropped. The court held that “a
stock price dropped on a particular day, whether as a result of a
bankruptcy or not, is not the same as an allegation that a
defendant’s fraud caused the loss.” Id. at 1001.

6.

Under this theory, the failure to specifically allege that the stock
was sold at a loss will result in dismissal. Thus, in an action
where it was alleged that the financial data used to secure the
approval of a merger was false, the court concluded that the
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complaint was inadequate because although it alleged that the price
of the stock dropped there was no allegation that the shares were
sold at a loss. Knollenberg v. Harmonic, 152 Fed. Appx. 674 (9th
Cir. 2005); see also Glaser v. Enzo Biochem, Inc., 464 F.3d 474
(4th Cir. 2006)(same but the case was based on common law
fraud).
G.

Loss causation: Materialization
1.

The court in Glover v. Deluca, 2006 WL 2850448 (W.D. Pa. Sep.
29, 2006) defined the requirements for using the materialization
theory of loss causation. There, the court noted that “There are
two methods of establishing loss causation . . . where the alleged
misstatement conceals a condition or event which then occurs and
causes the plaintiff’s loss, it is the materialization of the
undisclosed condition or event that causes the loss.” Id at *34. To
use this theory, the plaintiff must first identify the risk that is
concealed. That specific risk must later “materialize” to establish
loss causation.

2.

In contrast, where the truth leaks out and its impact on the market
cannot be distinguished from other market events, the theory fails.
Thus the court in In re Williams Securities Litig., 496 F. Supp. 2d
1195 (N.D. Okla. Jul. 6, 2007) held that a plaintiff relying on this
theory “must provide proof that the market recognized a
relationship between the event disclosed and the fraud.” Id. at
1266.

3.

Where the concealed risk appears, it has been held sufficient to
establish loss causation. In Teamsters Local 445 v. Bombardier,
2005 WL 218919 (S.D.N.Y. Sep. 6, 2006) the complaint alleged
that there were misrepresentations and omissions regarding the
integrity of the underwriting standards for securitized interests in a
pool of mortgages. Plaintiffs claimed that loss causation was
adequately pled because the complaint alleged that the disclosure
of an exceedingly high delinquency rate for the mortgage pool
caused the price to drop. District Judge Scheindlin held this
sufficient, noting that a corrective disclosure was not required
where the concealed fact materializes.

4.

In In re Parmalat Sec. Litig., 376 F. Supp. 2d 472, 510 (S.D.N.Y.
2005), the court also found a complaint using the materialization
theory sufficient at the pleading stage. There, the defendants
alleged sham transactions undertaken to aid Parmalat in concealing
its true financial condition. The scheme involved the use of
worthless invoices to concealed the fact Parmalat could not pay its
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debt. The scheme emerged or materialized because of the
increasing delinquency rate for the invoices. Judge Kaplan held
that these allegations were sufficient at the pleading stage.
5.

H.

In contrast, where sufficient facts do not materialize to reveal the
truth to the markets, loss causation has not adequately been pled.
In In re Initial IPO Sec. Litig., 399 F. Supp. 2d 261 (S.D.N.Y. May
6, 2006), the complaint alleged in part that the defendants
discounted earnings estimates so that companies could beat
estimates. As a result, the share price became inflated. The
scheme materialized, according to the complaint, when the
companies failed to meet earnings and the financial statements
became available. District Judge Scheindlin, who also write the
opinion Bombardier, rejected the claim holding: “The fact that an
event—in this case a failure to meet earnings forecasts or a
statement foreshadowing such a failure – disabused the market of
the belief does not mean that the event disclosed the alleged
scheme to the market.” Id. at 266. In a subsequent opinion, the
court amplified its holding noting: “Because plaintiffs do not
allege that the scheme was ever disclosed, they fail to allege loss
causation.” Id.

How much truth must be revealed to establish loss causation?
1.

Courts have held that if part of the fraud is revealed it is sufficient,
at least at the pleading stage, to satisfy Dura. Thus, a financial
fraud complaint has been held sufficient to withstand a motion for
judgment on the pleadings where it alleged four specific
interconnected fraudulent deals and a press release disclosing one
of them was followed by a price drop. The court rejected a Dura
challenge, holding that “While the thread of causation may be long
and somewhat tortured, at this stage…Plaintiffs have alleged
enough . . [there is] corrective disclosure followed by a drop in the
stock price.” In re Retek Sec. Litig., 2005 WL 3059566 (D. Minn.
Oct. 21, 2005).

2.

In contrast, where a complaint was based on two separate schemes
and one was revealed by the state attorney general, the court held
that Dura was only satisfied as to the one scheme: “In essence,
lead plaintiff’s position is that a corrective disclosure about any
questionable conduct that impacts a company’s financial
statements is sufficient . . . [this]would create a boundless rule,
rendering meaningless the loss causation requirement . . . See also,
Marsden v. Select Medical Corp., 2007 WL 1725204 (E.D. Pa.
Jun. 12, 2007)(same).
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I.

Source of the truth. The truth need not come from the company. The
critical fact is that it is revealed to the market. In In re Winstar Comm.,
2006 WL 473885 (S.D.N.Y. Feb. 27, 2006), the complaint was based on
two key allegations. One claimed that the financial statements were false.
A second alleged that the company had made misrepresentations and
concealed material facts about its financing status and relationship with a
vendor. Subsequently, an analyst report based on public information
revealed the truth. Following the report the stock price dropped. The
court held that the complaint satisfied Dura. “The key to this
[materialization] is the veracity of the information, the source.” The fact
that the report is from public information “does not mean that a reasonable
investor could have drawn those same conclusions.”

J.

General bad news. Where general declining economic conditions are the
cause of the price drop, Dura is not satisfied. In In re Acterna Corp. Sec.
Litig., the complaint alleged that plaintiffs purchased shares at an inflated
price because the defendant fraudulently failed to write down good will
from acquisitions. 378 F. Supp. 2d 561 (D. Md. 2005). During the class
period the share price dropped 94%. Nevertheless the court held that the
complaint failed to adequately plead loss causation: “Not only do
plaintiffs not allege that the rapid decline in Acterna’s share price was
caused in some way by Defendant’s alleged misrepresentations or
omissions, their complaint suggests otherwise, alleging that prior to the
class period, the global communications industry experienced a severe
economic slow down that continued throughout the class period . . .” See
also In re Tellium, Inc. Sec. Litig., 2005 WL 1677467 (D. N.J. Jun. 30,
2005)(same).

K.

Other causes.
1

Generally at the pleading stage to satisfy Dura it is not necessary
to establish that the cause of the loss is the sole cause. In In re
Daou Systems, Inc., Sec. Litig., a financial fraud complaint claimed
that revenues were overstated. 411 F.3d 1006 (9th Cir. 2005). By
the third quarter the financial condition of the company was
deteriorating. When the quarterly results were announced the price
of the stock dropped. An analyst report suggested that the
company was “cooking the books.” The district court dismissed
the complaint. The circuit court reversed in part and remanded for
further proceedings holding that to establish loss causation plaintiff
must demonstrate a causal link between the fraud and the injury
suffered. Plaintiff is not required to show that the
misrepresentation was the sole cause. Rather, plaintiff must only
demonstrate that it is ‘one substantial cause’ for the decline in
value of the shares. The fact that there are other contributing
causes will not bar recovery.” See id. at 1025.
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2.

VII.

Similarly, the court in In re Geopharma Inc. Sec. Litig., held that
all other possible causes need not be excluded to plead loss
causation. 399 F. Supp 2d 432 (S.D.N.Y. Sep. 30, 2005). In that
case, the complaint alleged a fraud based on a claim that a press
release wrongly represented FDA approval of a dug when in fact
the agency had actually approved a device. In rejecting a
challenge to the complaint based on Dura, the court noted that:
“Defendants overstate the nature of plaintiffs’ burden at this stage
of the proceedings when they argue that plaintiffs must exclude all
other possible causes of the artificial inflation. To the contrary,
plaintiffs must only allege a false or misleading statement, which
caused an artificial inflation of the stock, followed by a dissipation
of that inflation after corrective disclosures were made.” Id. at
453.

Conclusion
A.

Both Congress and the courts have taken steps to curtail perceived abuses
in filing securities damage actions. The goal of these limitations has been
to weed out frivolous suits, while permitting those with merit to proceed.
1.

Congress acted on this perception by passing the PSLRA which
contained substantive and procedural limitations regarding these
cases. A key part of these limitations is the pleading requirements.
Those requirements incorporate the “particularity” requirements of
Federal Rule of Civil Procedure 9(b). In addition, for the first
time, the PSLRA imposed strict pleading requirements on the key
element of “state of mind,” generally determined to be scienter for
fraud cases.

2.

The Supreme Court, which has long expressed concern about
abuses in bringing securities class actions, has imposed a
substantive limitations, as well as pleading requirements. These
include:
a.

Precluding the expansion of those who may be liable under
antifraud provision Section 10(b) and Rule 10b-5 by
concluding that the Section and Rule do not include
liability for aiding and abetting and that scheme liability
cannot be used to expand the reach of the statute;

b.

Bolstering the requirements of Federal Civil Rule 8(a),
adding a plausibility standard;
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3.

B.

c.

Interpreting the PSLRA pleading standard regarding “state
of mind” to require that plaintiff plead facts which raise an
inference of scienter which is cogent and that a reasonable
person would view as at least equal to any opposing
inference; and

d.

Concluding that the elements of the implied cause of action
under Section 10(b) requires that plaintiff plead and prove
loss causation, establishing a causal link between the
claimed harm and loss.

The lower federal courts, following the lead of Congress and the
Supreme Court, have tightened pleading requirements for devices
such as “the group pleading doctrine” and limiting the
circumstances under which “confidential informants” can be used
as a source of facts for a securities law complaint.

Since the passage of the PSLRA in 1995 and as the courts have handed
down their decisions, the number of securities damage actions has been
reduced.
1.

In 2007 fewer cases were filed that the prior year. However, in
2007 there were more cases filed than in any other post-PSLRA
year other than 2006.

2.

In 2007, there was only one settlement over $1 billion, compared
to three the prior year. However, the mean settlement amount in
2007 was the highest since the passage of the PSLRA. This is due
in large part to an increase in the number of settlements in the $20
million to $30 million range.

3.

Some commentators have argued that the reduced number of cases
is the result of less fraud. Others have argued that it may be the
result of market volatility and less fraud.

4.

One commentator has noted that the number of smaller cases that
tend to have limited damage claims, small class periods and which
are often quickly settled has diminished substantially. Those case
tend to be associated with so-called “strike suits,” that is, the kind
of cases Congress and the courts have sought to weed out.

5.

The reduced number of cases being filed each year, while
consistent with the “less fraud” and “market volatility” theories,
may also reflect the increased substantive and procedural
requirements for brining and maintaining these cases. Those
limitations may be weeding out non-meritorious cases which is
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consistent with the finding that there has been a substantial
reduction in the number of suits which appear to be “strike suits.”
At the same time the increased settlement value of those cases
which have been filed suggests that those which have been brought
may be more meritorious. Overall, these points suggests that the
actions of Congress and the courts may be having the desired
impact.
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