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In Stoneridge Investment Partners, LLC v.
Scientific-Atlanta, Inc., the Supreme Court
held that the private right of action implied
under Rule 10b-5, the principal anti-fraud
provision of the federal securities laws,
“does not reach” even deceptive conduct by
secondary actors.! In Stoneridge itself, sup-
pliers that entered into “sham” contracts
with an issuer, allegedly with knowledge
that the issuer would use the arrangements
to falsify its financial statements, were held
immune from private liability.>

The Stoneridge majority’s decision that
secondary actors are not liable to inves-
tors in private class actions was a relatively
straightforward application of extant law.
It was largely presaged by the 1994 deci-
sion in Central Bank of Denver, N.A. v.
First Interstate Bank of Denver, N.A.,
which held that the anti-fraud proscription
does not reach those who “aid and abet”
the misconduct of others,® as well as the
congressional response to Central Bank,
which gave federal regulators-but not pri-

vate plaintiffs—authority to go after those
who provide “substantial assistance” to
primary violators.*

The Stoneridge majority’s refusal to ex-
pand the private right of action to include
secondary actors will have immediate con-
sequences for a number of pending secu-
rities class actions. For example, already
the Supreme Court has declined to review
the Fifth Circuit’s dismissal of the $40 bil-
lion case against investment banks sued
in connection with the collapse of Enron
Corporation, while ordering further review
of the Ninth Circuit’s refusal to dismiss a
class action involving an alleged scheme to

inflate the revenues of Homestore.com.’
CONTINUED ON PAGE 3
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Stoneridge’s limitation of private lawsuits against
secondary actors will also be invoked in other
contexts, with results that remain to be seen.

The real impact of Stoneridge, however, may lie
not in its specific holding or the applicability of
that holding to other cases, but in the jurispru-
dential methodology employed by the majority.
Stoneridge caps a series of recent decisions in
which the Supreme Court has redefined the re-
spective roles of the Judiciary and Legislature in
making policy decisions regarding the optimal
enforcement of the securities laws: The majority
held that “[t]he decision to extend the cause of
action is for Congress, not for us,”” while the dis-
sent, charging the majority with “judicial policy-
making,” complained of “the Court’s continuing
campaign to render the private cause of action ...
toothless.”®

The real impact of Stoneridge,
however, may lie not in its specific
holding or the applicability of
that holding to other cases, but in
the jurisprudential methodology
employed by the majority.

The Stoneridge majority allowed that the pri-
vate 10b-5 class action “remains the law,” but
held that it “should not be extended beyond its
present boundaries.” A fair reading of Stoneridge
is that the enactment of the Private Securities Liti-
gation Reform Act of 1995 (PSLRA) served to halt
at least some judicial innovation in the realm of
securities class actions, and “froze” the substan-
tive scope of the private right as it then existed
unless changed by subsequent legislative, not judi-
cial, action. As a result, Stoneridge has profound
implications for many important issues in private
securities litigation.

Background

The Stoneridge plaintiff — Stoneridge Invest-
ment Partners, a professional money management
firm based in Malvern, Pa. — invested in the com-
mon stock of Charter Communications, Inc. On
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behalf of a shareholder class, it sued Charter for,
among other things, “entering into sham transac-
tions with two equipment vendors that improper-
ly inflated Charter’s reported operating revenues
and cash flow.”*° The equipment vendors — Scien-
tific-Atlanta Inc. and Motorola Inc. — were also
named as defendants, based on the allegation that
they “entered into these sham transactions know-
ing that Charter intended to account for them
improperly and that analysts would rely on the
inflated revenues and operating cash flow in mak-
ing stock recommendations.”!!

As the Supreme Court explained the core allega-
tion against the equipment vendors: “It is alleged
[they] knew or were in reckless disregard of Char-
ter’s intention to use the transactions to inflate its
revenues and knew the resulting financial state-
ments issued by Charter would be relied on by
research analysts and investors.”!> The plaintiff’s
theory was that the equipment vendors thereby
violated § 10(b) of the Securities Exchange Act of
1934 and the Securities and Exchange Commis-
sion’s Rule 10b-5, which broadly prohibit fraud
and deceit in connection with the purchase or sale
of securities.'

The district court dismissed the case against the
equipment vendors for failure to state a claim, and
the court of appeals affirmed. The Supreme Court
granted certiorari to resolve a conflict among the
lower courts “respecting when, if ever, an injured
investor may rely upon § 10(b) to recover from
a party that neither makes a public misstatement
nor violates a duty to disclose but does partici-
pate in a scheme to violate § 10(b).”'* In a 5-3
decision, the Court affirmed the dismissal of the
claims against the equipment vendors. Justice An-
thony Kennedy’s majority opinion was joined by
Chief Justice John Roberts and Justices Antonin
Scalia, Clarence Thomas, and Samuel Alito. Jus-
tice John Paul Stevens dissented, joined by Justices
David Souter and Ruth Bader Ginsburg. Justice
Stephen Breyer, who apparently owns stock in the
parent company of one of the equipment vendors,
did not participate in the decision.!

The Supreme Court began with the common-
place that “Rule 10b-5 encompasses only con-
duct already prohibited by § 10(b),”*¢ and reiter-
ated that “[i]n a typical § 10(b) private action a
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plaintiff must prove (1) a material misrepresenta-
tion or omission by the defendant; (2) scienter;
(3) a connection between the misrepresentation
or omission and the purchase or sale of a security;
(4) reliance upon the misrepresentation or omis-
sion; (5) economic loss; and (6) loss causation.”!”

The Stoneridge Court confirmed the holding of
Central Bank “that § 10(b) liability [does] not ex-
tend to aiders and abettors.”'® Congress respond-
ed to that decision not by expanding the private
right to include aiders and abettors, as some had
urged; “[i]nstead, in § 104 of the [PSLRA], it di-
rected prosecution of aiders and abettors by the
SEC.”" Accordingly, “[t]he conduct of a second-
ary actor must satisfy each of the elements or pre-
conditions for liability” in a private class action,
and the Court proceeded to “consider whether
the allegations here are sufficient to do so.”%

The Court first rejected as “erroneous” the
contention that “there must be a specific oral or
written statement before there could be liabil-
ity under § 10(b) or Rule 10b-5.”2! Rather, the
Court explained, “[c]onduct itself can be decep-
tive.”?? And the majority appeared to agree that
the equipment vendors had engaged in “decep-
tive acts” in their dealings with Charter, such that
they would be subject to an action to enforce
§ 10(b) brought by public officials pursuant to
the authority conferred by Congress in the wake
of Central Bank.*

The Court first rejected as
“erroneous” the contention that
“there must be a specific oral or
written statement before there
could be liability under § 10(b)
or Rule 10b-5." Rather, the Court
explained, “[cJonduct itself can
be deceptive.”

But the Court held that the same conduct did
not subject the equipment vendors to liability in
a private class action brought under Rule 10b-5.
The Court’s holding ultimately turned on the re-
liance element of the private action-the Court’s

“own determination that [the equipment ven-
dors’] acts or statements were not relied upon by
the investors and that, as a result, liability cannot
be imposed upon [them]”**-although its discus-
sion ranged considerably farther afield.

The Court noted that it has allowed a “rebut-
table presumption of reliance in two different cir-
cumstances.”” The first is where a person with
a duty to disclose makes a material omission,
which was laid out in Affiliated Ute Citizens of
Utah v. United States;** and the second is where
public statements are made and incorporated into
the price of a traded security, as decided in Basic
Inc. v. Levinson.”” The Court held that “[n]either
presumption applies here,” because the equip-
ment vendors “had no duty to disclose” and
“their deceptive acts were not communicated to
the public.”?® Without the benefit of a presump-
tion, the Stoneridge plaintiff would have to show
actual reliance on the equipment vendors’ decep-
tive conduct.

The plaintiff in Stoneridge attempted to show
reliance in two steps, arguing 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.”?’ This was
a step too many for the majority, which was con-
cerned that under this theory “the implied cause
of action would reach the whole marketplace in
which the issuing company does business,” a re-
sult for which it could find “no authority.”*

The plaintiff in Stoneridge
attempted to show reliance in
two steps, arguing 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.” This was a step too many
for the majority [...]

The Court emphasized that “reliance is tied
to causation,” and used the language of causa-



tion in concluding that the equipment vendors’
“deceptive acts, which were not disclosed to the
investing public, are too remote to satisfy the re-
quirement of reliance.”?! This was so, the Court
continued, even if there could be a finding of reli-
ance on these allegations in a common-law fraud
action*~indicating that the reliance element of
a private 10b-5 action is more rigorous than at
common law.

The majority was also concerned that a con-
trary conclusion would allow a private action to
proceed “against all aiders and abettors except
those who committed no deceptive act in the pro-
cess of facilitating the fraud,” which “would un-
dermine Congress” determination that this class
of defendants should be pursued by the SEC and
not by private litigants.”33 The Court stressed that
the private right of action had been implied by
the Judiciary, not enacted by Congress, and that
“[t]he decision to extend the cause of action is for
Congress, not for us.”3*

The dissent levied three principal charges at the
majority. First, the dissenters claimed that a cor-
rect reading of Central Bank “poses no obstacle
to [the plaintiff’s] argument that it has alleged
a cause of action under § 10(b).” Second, the
dissenters argued that the majority’s “view of
reliance is unduly stringent and unmoored from
authority.”% Third, the dissenters chastised the
majority for “its mistaken hostility towards the
§ 10(b) private cause of action,” and, after
briefly surveying the history of implied rights
of action, went so far as to suggest that “Con-
gress enacted § 10(b) with the understanding that
federal courts respected the principle that every

wrong would have a remedy.”?

Discussion

The interpretive approach to private § 10(b) ac-
tions adopted by the Stoneridge majority will have
important ramifications for the future of securities
litigation. In addition to its obvious applicability
to cases involving secondary actors, Stoneridge is
likely to be invoked in connection with three more
general topics—the scope of the private right itself,
the adequacy of a plaintiff’s pleading, and the pre-
clusion of state-law claims-that frequently arise in
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complex securities cases. While the last two build
on other recent developments, the Stoneridge ma-
jority’s reformulation of the mode of analysis to
be employed in construing the scope of the 10b-5
private action is likely to have the most dramatic
impact on future litigation.

Redefining the Scope of the
Private Right

The Supreme Court’s jurisprudence on the
implication of private rights of action under the
federal securities laws has gone through three dis-
tinct phases. In the initial phase, which lasted until
1975, the Court was generally receptive to claims
that private lawsuits could be premised on vio-
lations of the securities laws even in the absence
of an express provision to that effect.’” In the
second phase, the Court expressed considerable
reluctance to recognize new private rights, and
articulated a four-factor test to constrain its own
authority.** And in the third phase, since 2001,
the Court has announced that as a general rule
it will no longer imply private rights, but rather
must await clear guidance from Congress.*!

The Court’s willingness to tinker with the con-
tours of private rights of action has evolved ac-
cordingly. In the first phase, the Court invoked
policy considerations to decide which private ac-
tions should, and which should not, be allowed to
proceed.* In the second phase, the Court invoked
the fiction of what the enacting Congress “would
have done” had it been presented with the ques-
tion of the appropriate scope of a private right of
action that it had not enacted.* Stoneridge, which
arose in the third phase, illustrates the Court’s un-
willingness to “extend” even previously implied
private rights of action, at least where Congress
has legislated in the area.*

Stoneridge marks a sharp break from the in-
terpretive methodology employed by Ceniral
Bank, its closest analogue. The Court in Central
Bank explained that “[w]hen the text of § 10(b)
does not resolve a particular issue, [the Court]
attempt[s] to infer how the 1934 Congress would
have addressed the issue.”® Of course, that was
something of a jump ball: Since the 1934 Con-
gress never contemplated private actions under
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§ 10(b) at all,* it was unlikely to have given much
thought to their details.

Stoneridge marks a sharp break
fromtheinterpretivemethodology
employed by Central Bank, its
closest analogue.

The Stoneridge Court eschewed any attempt
to divine what the 1934 Congress might have
thought, focusing instead what Congress actually
did in 1995, when it enacted the first significant
legislation to expressly acknowledge the existence
of a private right of action under § 10(b). The
PSLRA imposed limitations on “any private ac-
tion” arising under the Exchange Act," and the
Stoneridge Court thought it “clear [that] these
requirements touch upon the implied right of
action.”® According to the majority, “Congress
thus ratified the implied right of action after the
Court moved away from a broad willingness to
imply private rights of action.”*

The Stoneridge majority summarized its third-
phase approach to construing private securities
class actions in what is perhaps the single most
important sentence in its opinion: “It is appropri-
ate for us to assume that when [the PSLRA] was
enacted, Congress accepted the § 10(b) private
cause of action as then defined but chose to ex-
tend it no further.”*" In other words, the substan-
tive scope of the private right was fixed in 1995,
when Congress “ratified” the previous judicial
implication.

The Stoneridge majority’s focus on the scope
of the private 10b-5 action as it existed in 19935,
when the PSLRA was enacted, is likely to become
a focus in future litigation over the scope or con-
tours of the private right. For issues that had been
litigated and resolved by the Supreme Court be-
fore that date, Stoneridge may signal an end to
further judicial innovation in this area. Yet many
issues were deliberately left unresolved at the time
of the PSLRA, or have arisen since.

For example, the Supreme Court had recognized
a presumption of reliance in only two instances
before 1995: The “fraud on the market” doctrine

articulated in Basic, and the Affiliated Ute pre-
sumption for omissions by persons with a duty to
disclose. The approach to the private right of ac-
tion adopted by the Stoneridge majority suggests
that, in the absence of congressional action, courts
should not be receptive to pleas from securities
plaintiffs to recognize additional presumptions.
Indeed, Stoneridge itself suggests as much, requir-
ing the plaintiff in that case to show actual reliance
because “[n]either presumption applies here.”"!

Although many securities plaintiffs can invoke
the presumptions articulated in Basic or Affiliated
Ute, many more cannot. And where no presump-
tion is applicable, a case generally cannot proceed
as a class action—as the Supreme Court recognized
in Basic itself.’> Indeed, several recent appellate
decisions have decertified securities class actions
where the plaintiffs’ claims do not fall within one
of the recognized presumptions of reliance, on
the theory that in the absence of such a presump-
tion individualized issues will predominate and
preclude class treatment.’® Thus, an immediate,
if indirect, consequence of Stoneridge could very
well be fewer private securities-fraud suits being
certified as class actions.

Other aspects of private securities litigation
should be resolvable in the same way. Where the
Supreme Court had authoritatively construed the
scope of the private action before 1995, Stoneridge
would appear to bar pleas—from plaintiffs and de-
fendants alike—to alter such constructions, which
(unless changed by statute) were “ratified” by
Congress in the PSLRA. Examples of such con-
structions would include the requirement that a
private plaintiff have been a purchaser or seller
of the securities in issue,* or an issuer’s potential
liability for false statements of opinion.>

Not all issues, however, are amenable to the
mode of analysis suggested by the Stoneridge ma-
jority. Perhaps the most obvious example is the
mental state necessary to establish scienter un-
der § 10(b). Before the PSLRA was enacted, the
Supreme Court had expressly reserved the ques-
tion whether recklessness is sufficient.’® The 1995
Congress specifically declined to resolve this ques-
tion,”” which remains unanswered by the Supreme
Court.”® As to this question, and undoubtedly
others, it would appear that Congress has elected



not to legislate, leaving the substantive question
for ultimate resolution by the Supreme Court. As
the Stoneridge Court put it in reference to the an-
titrust laws, this would appear to be an area in
which Congress “has accepted... broad judicial
authority to define substantive standards.”*

The Stoneridge approach also does not resolve
questions that arise out of the PSLRA itself. For
example, the courts of appeals are divided on
whether the PSLRA’s heightened pleading stan-
dards modify the standard for amending a com-
plaint under Federal Rule of Civil Procedure 15.%°
Similarly, while the appellate courts are in gen-
eral agreement that the PSLRA abolished the so-
called “group pleading” doctrine,®" the Supreme
Court has not resolved that issue. In Tellabs, Inc.
v. Makor Issues & Rights, Ltd., which construed
the “strong inference” pleading requirement
imposed on private plaintiffs in the PSLRA, the
Court stressed that “[i]t is the federal lawmaker’s
prerogative... to allow, disallow, or shape the
contours of-including the pleading and proof
requirements for—§ 10(b) private actions.”®* Yet
as with other questions of statutory construction,
the courts must ultimately decide just what the
Legislature has allowed or disallowed.

While Stoneridge may not directly answer such
issues, it does suggest that courts should consider
the “practical consequences” of adopting one po-
sition over the other, including the costs of discov-
ery and the ability of “plaintiffs with weak claims
to extort settlements from innocent companies.”®
The majority also indicated its disinclination to
adopt liability rules that “rais[e] the costs of do-
ing business,” or that could cause companies to
list on foreign rather than domestic exchanges.**
And, in general, defendants in securities class ac-
tions are likely to seek solace in the Stoneridge
majority’s reference to “the narrow dimensions
we must give to a right of action Congress did not
authorize when it first enacted the statute and did
not expand when it revisited the law.”®

The Importance of Adequate Pleading

It bears emphasis that Stoneridge was a pleading
case, and the majority affirmed the dismissal of the
claims against the equipment vendors for failure
to state a claim on which relief could be granted.®
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Dura Pharmaceuticals., Inc. v. Broudo likewise af-
firmed a Rule 12(b)(6) dismissal, while Tellabs, an-
other pleading case, reversed the Seventh Circuit’s
reversal of such a dismissal.®” The Supreme Court’s
interest in pleading standards is not limited to se-
curities cases, as evidenced by its recent decision in
an antitrust case called Bell Atlantic. v. Twombly.®
As in Stoneridge, the Twombly Court pointed to
the “potentially enormous expense of discovery”
in requiring federal-court plaintiffs to include suf-
ficient factual allegations in their complaint.*’

In Twombly, the Court dispensed with the tra-
ditional test that “a complaint should not be dis-
missed 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.””® As the
Court explained, the “‘no set of facts’ language
has been questioned, criticized, and explained
away long enough.... The phrase is best forgotten
as an incomplete, negative gloss on an accepted
pleading standard.””* Rather, the Court empha-
sized, “a plaintiff’s obligation to provide the
‘grounds’ of his ‘entitle[ment] to relief’ requires
more than labels and conclusions, and a formu-
laic recitation of the elements of a cause of action
will not do.””?> Under the proper standard, the
plaintiff must plead facts “plausibly suggesting
(not merely consistent with)” unlawful conduct,
and dismissal is required where “nothing con-
tained in the complaint invests either the action
or inaction alleged with a plausible suggestion of
[unlawfulness].””?

The Twombly Court did caution that “ask-
ing for plausible grounds to infer an agreement
does not impose a probability requirement at the
pleading stage. It simply calls for enough facts to
raise a reasonable expectation that discovery will
reveal evidence of illegal [conduct].” Twombly,
read together with Dura, marks a rather signifi-
cant tightening of the standards for pleading in
federal courts. Although it is an antitrust case,
the pleading standard established by the Supreme
Court should clearly apply to securities cases (and
also to other complex litigation). Indeed, Tiwom-
bly should be viewed as setting the floor for fed-
eral pleadings under Rule 8; securities fraud law-
suits are also subject to the heightened pleading
standards of Rule 9(b) and the PSLRA.™
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In this regard, another recent non-securities de-
cision of the Supreme Court should be of interest
to securities litigators. In a RICO case, Anza v.
Ideal Steel Supply Corp., the Court made clear
that “the common-law foundations of the proxi-
mate-cause requirement” include “the demand
for some direct relation between the injury as-
serted and the injurious conduct alleged.”” The
plaintiff in Anza asserted that it was injured when
its competitor defrauded the New York tax au-
thority and then used the proceeds from the fraud
to offer lower prices to lure away customers. The
Court identified five reasons why the relationship
between the plaintiff’s asserted harms and the
RICO violation was too attenuated to satisfy the
proximate causation requirement, many of which
are often present in securities cases.”®

Anza instructs that “the central question [a
court] must ask is whether the alleged violation
led directly to the plaintiff’s injuries.””” And
Stoneridge makes clear that even if a complaint
satisfied the common-law standard of causation,
it must also meet the more rigorous standard im-
posed through the reliance element of the private
right of action under § 10(b).”® As the Court ex-
plained, the securities laws “should not be inter-
preted to provide a private cause of action against
the entire marketplace in which the issuing com-

pany operates.””

Preclusion of State Claims

The Stoneridge opinion contains the seeds for
significant expansion of federal authority in the
realm of securities regulation.®” The court of ap-
peals in Stoneridge had suggested that “only mis-
statements, omissions by one who has a duty to
disclose, and manipulative trading practices... are
deceptive.”®! The Supreme Court said that “[i]f
this conclusion were read to suggest there must
be a specific oral or written statement before there
could be liability under § 10(b) or Rule 10b-35, it

would be erroneous.”$?

The Stoneridge opinion contains
theseedsforsignificantexpansion
of federal authority in the realm
of securities regulation.

The Stomeridge Court’s conclusion that
“[clonduct itself can be deceptive,”®* while ulti-
mately unnecessary to the resolution of the case,
will likely be seized upon by securities plaintiffs
seeking to broaden the scope of actionable ac-
tivities.** It will also be used by federal prosecu-
tors and the SEC-the government had urged this
point in its amicus brief in Stoneridge®-in pur-
suing their broader public enforcement agendas.
This is important because, while private plaintiffs
may be precluded from pursuing claims involv-
ing “deceptive acts... too remote to satisfy the
requirement of reliance,”® the government takes
the position that the reliance requirement does
not apply to enforcement actions, and indeed the
Supreme Court has approved quite attenuated
theories of governmental liability.?”

The silver lining, from the perspective of securi-
ties defendants, is that the Stoneridge majority’s
broad reading of “deceptive acts” should serve
to preclude additional state-law claims involving
such acts. The Securities Litigation Uniform Stan-
dards Act of 1998 (SLUSA) precludes state-law
class actions alleging the same conduct prohibited
by § 10(b), including “any manipulative or decep-
tive... contrivance.”®® SLUSA’s preclusive scope is
coterminous with the full scope of § 10(b) as en-
forceable by the SEC, and is not limited by the
constraints imposed on the implied private right
of action.® Thus, to the extent Stoneridge is read
to expand the category of conduct subject to pub-
lic enforcement under § 10(b), it also (through
SLUSA) precludes state-law class actions based
on that same conduct.”

Conclusion

Stoneridge employs a newly rigorous analyti-
cal approach to fundamental questions of private
securities litigation, in keeping with the modern
Supreme Court’s general unwillingness to supplant



the Legislature’s prerogative in creating and defin-
ing causes of action. While its full import will not be
known for some time, Stoneridge contains a little
something for everyone—plaintiffs, defendants, and
government enforcers—and is likely to be invoked
frequently by participants in securities disputes.
While the emphasis on pleading standards and the
(potential) expansion of federal authority build on
previous trends, what is really new in Stoneridge
is the Court’s conclusion that, by enacting the
PSLRA, Congress both “ratified” previous judicial
acts in developing the private right of action under
§ 10(b) and generally removed from the Judiciary
the authority to undertake further such develop-
ments. How that conclusion will play out in future
cases will be very interesting indeed.

Stoneridge employs a newly
rigorous analytical approach to
fundamental questions of private
securities litigation, in keeping
with the modern Supreme
Court's general unwillingness
to supplant the Legislature’s
prerogative in creating and
defining causes of action.
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