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INTRODUCTION

On January 15, the Supreme Court decided Stoneridge

Held:  Plaintiff failed to plead reliance

The ruling is pro-business

It does, however, reaffirm the broad scope of Section 
10(b), but did not adopt “scheme liability”

It is an important ruling but not the “decision of the 
century”
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INTRODUCTION

The decision is important for at least four reasons

– First, it narrows the scope of private securities 
damage actions

– Second, it effectively reaffirms the broad reach of 
SEC enforcement 

– Third, it suggests the manner in which future damage 
actions might be brought 

– Fourth, it suggests proactive steps which can be 
taken to avoid liability
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INTRODUCTION

The implications of Stoneridge will be analyzed 
by considering five points

1. The origins of scheme liability 
2. The ruling by the Eighth Circuit and others on 

“scheme liability”
3. The opinion by the Supreme Court
4. Analysis of the Court’s decision
5. Conclusions 
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ORIGINS OF SCHEME LIABILITY

The Beginning

In Central Bank, 511 U.S. 164 (1994) the 
Supreme Court held:

– Section 10(b) does not include aiding and abetting

– Any person can be liable under Section 10(b) if all 
the elements of a cause of action are established

– No question of Section 10(b) deception was raised 
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ORIGINS OF SCHEME LIABILITY

The Beginning (cont’d)

Congressional reaction

– In 1995, Congress passed PSLRA which includes 
SEA Section 20(e)

– It extended aiding and abetting liability to SEC 
enforcement actions

– Congress declined requests to restore aiding and 
abetting liability for private damage actions
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ORIGINS OF SCHEME LIABILITY

Primary v. Secondary Liability
The courts attempted to determine who is a primary 
violator and liable under Section 10(b)

The Ninth Circuit developed the “substantial participation 
test”
– In In re Software Toolworks, Inc., 50 F.3d 615 (9th Cir. 1995), 

the court held auditors to be primary violators where they were 
members of the offering document drafting group and lied to 
SEC during review of those offering documents 

– Virtually no discussion of reliance
– Reaffirmed in Howard v. Everex Systems, Inc., 228 F.3d 1057 

(9th Cir. 2000) 
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ORIGINS OF SCHEME LIABILITY

Primary v. Secondary Liability (cont’d) 

The Second Circuit adopted the “bright line test” 

– Shapiro v. Cantor, 123 F.3d 717 (2nd Cir. 
1997) suit against auditor who assisted with 
business plans and internal communications

Held:  Claim is insufficient – plaintiff must make 
misrepresentation that know/should know would 
reach investors 
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ORIGINS OF SCHEME LIABILITY

Primary v. Secondary Liability (cont’d) 
– Second Circuit rejected the “substantial participation test” of 

Ninth Circuit

– See also Anixter v. Home-State Production Co., 77 F.3d 1215 
(10th Cir. 1996)(in suit against auditor of ponzi swindle held that 
critical element of primary liability is representation relied on by 
investor where defendant knew or should have known it would 
be relied on)
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ORIGINS OF SCHEME LIABILITY

Primary v. Secondary Liability (cont’d)
The Eleventh Circuit adopted substantial participation 
test, but required the statement to be publicly attributed 
to defendant.  Ziemba v. Cascade Int., Inc., 256 F.3d 
1194 (11th Cir. 2001)

Other courts using the substantial participation test did 
not specifically require that statement be attributed to 
defendant.  See, e.g., In re Lemout & Hauspsie Sec. 
Litig., 230 F. Supp. 2d 152, 166-67 (D. Mass. 2002) 
(inferred public statement attributable to auditor)
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ORIGINS OF SCHEME LIABILITY

Primary v. Secondary Liability (cont’d)

Scheme liability – theory

– Phrase appears in subsections of Rule 10b-5

– Also appears in Supreme Court opinions such as 
SEC v. Zanford, 535 U.S. 813 (prohibits “scheme to 
defraud”); Ernst & Ernst v. Hochfelder, 425 U.S. 185, 
199 n. 20 (defining “device” in statute to include 
scheme to defraud);  Superintendent of Ins. v Bankers 
Life, 404 U.S. 6, 10 n. 7 (“all fraudulent schemes”)
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ORIGINS OF SCHEME LIABILITY

Primary v. Secondary Liability (cont’d)

SEC amicus briefs in District Court in Regents of the 
Univ. of Cal v. Credit Suisse First Boston (USA), Inc., 
482 F.3d 372 (5th Cir. 2007) (“Enron”) and circuit court in 
Simpson v. AOL Time Warner, Inc., 452 F.3d 1040 (9th 
Cir. 2006) (“Homestore”) argue “scheme liability”:

– A person can be primarily liable “for engaging in a scheme to 
defraud, so long as he himself, directly or indirectly, engages in a 
manipulative or deceptive act as part of the scheme”  
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ORIGINS OF SCHEME LIABILITY

Primary – SEC Scheme Test

– A deceptive act is “engaging in a transaction 
whose principal purpose and effect is to 
create a false appearance of corporate 
revenue”

– Reliance:  “where a plaintiff relies on a 
material deception flowing from a defendant’s 
deceptive act, even though the conduct of 
other participants in the fraudulent scheme 
may have been a subsequent link”  
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ORIGINS OF SCHEME LIABILITY

Homestore Litigation 

The Ninth Circuit adopted a version of scheme 
liability in Homestore/Simpson

– The case arose from the Homestore financial fraud

– Claimed Homestore vendors participated in “round 
trip” sham transactions that helped it falsify financial 
statements 
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ORIGINS OF SCHEME LIABILITY

Homestore Litigation (cont’d)

Reliance:  “presumed to have relied on this 
scheme to defraud if a misrepresentation which 
necessarily resulted from the scheme and 
defendant’s conduct therein, was disseminated 
into an efficient market and was reflected in the 
market price” citing Basic Inc. v. Levinson, 485 
U.S. 224 (1988)
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ORIGINS OF SCHEME LIABILITY

The Enron Litigation

The Fifth Circuit rejected scheme liability in 
Regents of the Univ. of Calif. v. Credit Suisse,  
482 F.3d 372 (2007)

– Defendant investment banks alleged to have 
participated in irrational sham transactions

– Transactions used by Enron to falsify books 
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ORIGINS OF SCHEME LIABILITY

Enron Litigation (cont’d)

District court certified the class

– Deception found since defendants participated in a 
transaction whose principal purpose and effect was to 
create a false appearance of revenue

– Reliance based on fraud on the market theory
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ORIGINS OF SCHEME LIABILITY

Enron Litigation (cont’d) 

Fifth Circuit reversed

– Deception:  no duty to disclose and thus no deception  
– District Court finding of deception is contrary to Central 

Bank
– Deception narrowly defined to include misstatement, 

failure to disclose, or manipulation
– Fraud on the market theory cannot be used because of 

failure to establish deception 
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ORIGINS OF SCHEME LIABILITY

District Courts Adopting Scheme Liability

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)
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STONERIDGE

The Facts

Suit against Charter Communications and its 
vendors

Alleged round trip sham transactions 

Used as part of scheme to falsify Charter’s 
financial statements

As a result, plaintiff investor injured
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STONERIDGE
The Circuit Court decision 

The Eighth Circuit, in a pre-Enron decision, rejected 
scheme liability

Affirmed dismissal as to third-party vendors

Rejected plaintiff’s “scheme liability” argument

Narrowly defined deception to mean misstatement, 
failure to disclose (if duty to disclose exists)

Defendant must engage in deception or conduct is, at 
most, aiding and abetting
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STONERIDGE

The Circuit Court decision (cont’d)

Court notes it is unaware of any case imposing Section 
10(b) liability

“on a business that entered into an arm’s length non-
securities transaction with an entity that then used the 
transaction to publish false and misleading statement to 
its investors.  …  To impose liability for securities fraud 
on one party to an arm’s length business transaction in 
goods or services other than securities because that party 
knew or should have known that the other party would 
use the transaction to mislead investors in its stock would 
introduce potentially far-reaching duties and uncertainties 
for those engaged in day-to-day business dealings.”  
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STONERIDGE

Certiorari is Granted

The question the Court agreed to hear is

“Whether this court’s decision in Central Bank… 
forecloses claims for deceptive conduct under 
Section 10(b) … where Respondents engaged in 
transactions with a public corporation with no 
legitimate business purpose except to inflate 
artificially the public corporation’s statements, but 
where Respondents themselves made no 
statements concerning those transactions.” 
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STONERIDGE

Amicus Briefs

Thirty-one amicus briefs were filed

Solicitor General  
– Argued that there is Section 10(b) deception, but no reliance
– SEC theory of scheme liability is wrong

SEC:  was denied permission to file a brief supporting 
plaintiff

Two groups of former SEC Commissioners filed briefs, 
one group on each side
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STONERIDGE

The Decision – Majority Opinion

Five to three decision for defendants authored 
by Justice Kennedy

Initially, emphasizes the fact that must prove 
each element of a claim

Deception:  If the Eighth Circuit decision is read 
to hold that there is no deception, it is wrong



26

STONERIDGE

The Decision – Majority Opinion (cont’d)

If, however, the Circuit Court decision is read to mean 
that there is no proximate cause, it is consistent with the 
Court’s conclusion on reliance

Restating Circuit Court holding permits Supreme Court 
to reach the issue of reliance which Chief Justice 
Roberts noted during oral argument had not been 
squarely ruled on below
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STONERIDGE

The Decision – Majority Opinion (cont’d)

Reliance – two presumptions
– Under Affiliated Ute, 406 U.S. 128, presumed if 

material omission and duty to disclose

– Under Basic, 485 U.S. 224, presumed using fraud-on-
the-market doctrine “when the statements at issue 
become public.  The public information is reflected in 
the market price of the security.” 

– Neither presumption applies here  
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STONERIDGE

The Decision – Majority Opinion (cont’d)

Scheme liability – rejects plaintiff argument: 

“In effect, petitioner contends that in an efficient market 
investors rely not only upon the public statements 
relating to a security, but also upon the transactions 
those statements reflect.  Were this concept of reliance 
to be adopted, the implied cause of action would reach 
the whole market-place in which the issuing company 
does business, and there is no authority for this rule.” 
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STONERIDGE

The Decision – Majority Opinion (cont’d)

Acts of defendants here are too remote to establish 
reliance

The transaction at issue is outside the securities laws:

“The petitioner invokes the private cause of action under 
Section 10(b) and seeks to apply it beyond the securities 
markets – the realm of ordinary business operations.   The 
latter realm is governed, for the most part by state law.” 
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STONERIDGE

The Decision – Majority Opinion (cont’d)

Who can seek a remedy raises separation of 
powers concerns between federal and state law

Traditionally, ordinary business transactions 
such as those here are governed by state law

Careful approach required because this is an 
implied cause of action 
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STONERIDGE

The Dissent

Justice Stevens wrote a dissent joined by 
Justices Souter and Ginsburg

Deception:  Justice Stevens agrees with 
the majority that here there is Section 
10(b) deception
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STONERIDGE

The Dissent (cont’d)
Reliance
– The majority adopts an overly narrow and backwards 

view
– Basic is based on the fraud on the market theory; its 

holding is broad enough to support reliance here
– Basic has nothing to do with what a person must do 

to have caused the information to reach investors
– The sham transactions here are the same as a false 

entry
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STONERIDGE

The Dissent (cont’d)

Policy:  permitting this type of action to proceed 
will not inhibit business because it is an isolated 
transaction

Implied remedies:  Traditionally, where a statute 
which is designed to protect a class of persons 
is violated, the courts fashion a remedy 
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ANALYSIS

Overview of Key Points 

Pro-business decision
Establishes bright line test
Limits on securities damage actions
Key policy issues that drive decision
Federalism principles 
Impact on SEC Enforcement
Immediate effect on huge class actions
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ANALYSIS

Pro-Business 

The ruling is decidedly pro-business

Decision for defendants, against plaintiffs

Establishes bright line test, giving certainty for 
future transactions

Bright line test is reminiscent of Second Circuit 
rulings such as Shapiro
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ANALYSIS
Bright Line Test

To create the “bright line/certainty” test, the 
Court focuses on reliance/causation elements, 
rather than deception, as Circuit Courts had 
done

– Reliance, as Justice Stevens notes, is typically 
viewed as part of transaction causation

– Frequently called “but for” causation

– Not typically viewed from prospective of defendant
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ANALYSIS

Bright Line Test (cont’d)

Basic - used efficient market theory to create a 
rebuttable presumption of reliance 

– Price of security in efficient market reflects public information 

– Rebuttable presumption of reliance based on economic theory 
rather than subjective knowledge of the investor

– Investor is presumed to know because information is in the price; 
this is not a subjective test
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ANALYSIS

Bright Line Test (cont’d)

The Court’s discussion of reliance inverts the view and 
focuses on the subjective knowledge of the investor, 
according to the dissent

Inversion/subjective knowledge standard creates the 
bright line test based on reliance
– Differs from circuit courts which focused on deception and text of 

Section 10(b)

The test defines for defendant what may result in damage 
liability



39

ANALYSIS
Limiting Securities Damage Actions

Many securities class actions use Basic to establish 
reliance/causation

Stoneridge limits the scope of the Basic presumption of 
reliance

Delimiting reliance/causation limits future damage suits

Like Tellabs last term, the decision does however permit 
future damage cases to be brought
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ANALYSIS

Policy

Imposing liability for ordinary business 
transactions harmful to business

– Might require contracting parties to take protective 
steps 

– Could result in increase in costs
– Overseas firms might refrain from doing business 

here
– Securities offerings might shift from the U.S. to 

abroad
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ANALYSIS
Policy (cont’d)

“Adoption of petitioner’s approach would expose a new 
class of defendants to these risks” of lawsuits according 
to the Court

Extending the securities laws to cover traditional state 
law areas is an issue for Congress, not the courts

The Court’s policy concerns reflect those expressed by 
Fifth and Eighth Circuits regarding liability for ordinary 
business transactions rather than securities transactions

Justice Stevens:  these points are wrong because 
transactions here are isolated
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ANALYSIS

Federalism 

Extending private damage suits to include third 
parties would impinge on state law

– This is a federal securities suit 
– In contrast, the relationships among vendors in 

ordinary business transactions is governed by state 
law

– There is no need to extend the securities laws to this 
area since it is well covered by state law
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ANALYSIS

Federalism (cont’d)

Confining the securities laws to the securities markets is 
consistent with Credit Suisse Securities (USA) LLC v. 
Billing, 550 U.S. ___ (June 18, 2007) which gave market 
participants immunity from antitrust laws based on 
comprehensive securities regulation

This is consistent with the Court’s long held view of 
limiting implied causes of action
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ANALYSIS
SEC Enforcement

The limitations imposed on damage actions do not apply 
to the SEC

By rejecting the opportunity to limit the scope of Section 
10(b), Court preserved the reach of SEC enforcement
– Particularly true in view of PSLRA

Court relies on SEC enforcement to reach areas not 
covered by private damage suits and price markets

Yet, traditional position of SEC – need private damage 
actions to supplement enforcement
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ANALYSIS

Immediate Impact 

On January 22, 2008, Court entered orders:

– Denying cert in Enron

– Granting cert and then reversing and remanding 
Homestore/Simpson
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ANALYSIS

Immediate Impact (cont’d)

– Result – many of the alleged participants in 
largest corporate scandals avoid liability

Enron
Homestore
Charter Communications
Perhaps Parmalat where the Court is going to 
consider the impact of Stoneridge
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CONCLUSIONS

Stoneridge is clearly pro-business

Not the blockbuster decision many sought, but very 
significant

Court reaffirmed broad reach of Section 10(b) and thus 
of SEC enforcement

Delimits use of private damage actions

Gives business certainty and opportunity to avoid liability

Issuers should carefully review disclosure documents
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