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THE RULE 10b-5 SUIT: LOSS CAUSATION
PLEADING STANDARDS IN PRIVATE

SECURITIES FRAUD CLAIMS AFTER DURA
PHARMACEUTICALS, INC. v. BROUDO

Evan Hill*

In 2005, the U.S. Supreme Court decided Dura Pharmaceuticals, Inc. v.
Broudo. The Court held that a plaintiff alleging securities fraud must prove
that a defendant's misrepresentation caused actual economic loss. The
Dura decision put to rest the loss causation standard applied by several
U.S. courts of appeals, which allowed plaintiffs to merely plead that a
misrepresentation caused an artificially inflated purchase price. However,
in Dura's wake, the circuit courts have fashioned divergent standards with
respect to pleading loss causation. The courts currently apply pleading
standards ranging from the lenient and generally applicable Federal Rule
of Civil Procedure 8(a) to the stringent and fraud-specific Rule 9(b). This
Note analyzes the various loss causation pleading standards applied by the
circuit courts and urges the Supreme Court to adopt the standard developed
by the U.S. Court of Appeals for the Second Circuit. The Second Circuit's
loss causation pleading standard should be adopted because its two-part
test ensures that only claims alleging a close connection between loss and
misrepresentation survive pleadings, yet refrains from adopting a
heightened standard unsupported by Congress or Supreme Court
precedent.
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LOSS CA USA TION AFTER DURA

INTRODUCTION

It's the little suit that made Bill Lerach . . . famous, scads of plaintiffs
lawyers rich, and more than one corporate general counsel wonder why he
ever went to law school in the first place. It's the securities class-action
lawsuit, specifically, the ' 10b-5' suit .... I

The Securities and Exchange Commission (SEC) Rule lOb-5 2 suit is the
foremost investor protection tool available to those who have been cheated
in the securities marketplace. 3 Rule lOb-5 is typically invoked by class
action plaintiffs against a defendant with whom the plaintiffs have invested
significant funds.4 A basic factual scenario giving rise to a Rule lOb-5
claim may appear as follows: Corporation X reports that it sells 100
widgets every month. Corporation X's stock price is high. Investors,
encouraged by reported widget sales, buy millions of dollars worth of
Corporation X stock. It is then revealed that Corporation X misrepresented
true widget sales, which had in actuality been only ten widgets per month.
Corporation X's stock price plummets and investors lose millions. The
investors now have a Rule 1 Ob-5 claim against Corporation X for securities
fraud. To prevail, the plaintiff investors must prove that Corporation X's
misrepresentation caused their economic loss. 5 Here, the cause of the
plaintiffs' loss is obvious: when Corporation X's misrepresentation became
public, the market responded by correcting what was before an inflated
stock price. However, as the facts become more complicated, the answer to
the loss causation question becomes less clear. Suppose all industry
participants competing with Corporation X saw an identical stock price
drop. Was the plaintiffs' loss caused by the misrepresentation or industry-
wide market effects? Alternatively, suppose Corporation X sells many
widgets and had misrepresented sales for some widgets, but not those on
which the plaintiffs relied when purchasing Corporation X stock. Can the
plaintiffs claim Corporation X misrepresented its goodwill, rather than
widget sales, and caused loss when it was revealed that Corporation X was
in fact run by scoundrels? Or perhaps plaintiffs instead sue the investment
analyst who recommended Corporation X stock as a red-hot buy. It later
turns out that the analyst misrepresented the stock risk because his banking
firm was also Corporation X's underwriter. Has the analyst caused the
plaintiffs' loss?

1. Posting of Ashby Jones to Wall Street Journal Law Blog, http:/iblogs.wsj.com/law/
2010/01/05/is-the-golden-era-of-securities-class-action-suits-coming-to-an-end/ (Jan. 5,
2010, 10:41 EST).

2. 17 C.F.R. § 240.10b-5 (2009).
3. See infra Part I.B (discussing the history of the Securities and Exchange

Commission (SEC) and Rule 1Ob-5 in particular).
4. See infra Part II (analyzing securities fraud cases where the plaintiffs are

predominately investors suing the entities with which they have invested funds).
5. See Dura Pharms., Inc. v. Broudo, 544 U.S. 336, 338 (2005) ("A private plaintiff

who claims securities fraud must prove that the defendant's fraud caused an economic loss."
(citing 15 U.S.C. § 78u-4(b)(4) (2006))).
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Whether suits bearing these difficult loss causation questions ever have
an opportunity to go to trial (or more likely, to settle) depends on the
pleading standard. 6 The U.S. Supreme Court's 2005 decision in Dura
Pharmaceuticals, Inc. v. Broudo7 held that a plaintiff must establish loss
causation by proving an actual economic loss. 8  The Court did not,
however, establish a loss causation pleading standard.9 In Dura's wake, the
U.S. courts of appeals have fashioned divergent pleading standards based
on their individual readings of Dura.10 This Note discusses the range of
pleading standards currently applied by the circuit courts to the loss
causation element of the Rule 1Ob-5 suit.

The foundations of the loss causation pleading problem lie in the
Securities Act of 1933 ('33 Act) I and the Securities Exchange Act of 1934
('34 Act). 12 The '33 Act delineates the process of securities distribution,
while the '34 Act relates to securities exchanges on the open market.13 The
Acts were passed in response to the financial turmoil that enveloped the
nation during the Great Depression. 14 While the Acts provided express
private causes of action for plaintiffs, judicially developed implied actions
have done the most to enforce their proyisions. 15

The most frequently litigated securities actions fall under section 10(b) of
the '34 Act 16 and Rule lOb-5.17  Litigation under these provisions is
particularly prevalent because they are "the so called 'catchall' fraud
provision[s]" that broadly "prohibit the making of false and misleading
statements or omissions in connection with the purchase and sale of
securities." 18  Violations of these provisions include fraud based on
corporate finances, 19 the riskiness of investments, 20 and the market viability
of new products.21

6. See, e.g., Ann Morales Olazabal, The Search for "Middle Ground": Towards a
Harmonized Interpretation of the Private Securities Litigation Reform Act's New Pleading
Standard, 6 STAN. J.L. Bus. & FIN. 153, 155-56 (2001).

7. 544 U.S. 336.
8. Id. at 346-47.
9. See infra Part I.E.3 (discussing the U.S. Supreme Court's deficient treatment of loss

causation).
10. See infra Part II (identifying the various loss causation pleading standards developed

by the U.S. courts of appeals in light of unclear guidance from the Supreme Court).
11. Securities Act of 1933, 15 U.S.C. §§ 77a-77aa (2006).
12. Securities Exchange Act of 1934, 15 U.S.C. §§ 78a-78kk (2006). For more

information on the Securities Act of 1933 ('33 Act) and the Securities Exchange Act of 1934
('34 Act), see generally Louis Loss & JOEL SELIGMAN, FUNDAMENTALS OF SECURITIES
REGULATION 37-39 (4th ed. 2001).

13. See Loss & SELIGMAN, supra note 12, at 38.
14. See Steve Thel, The Original Conception of Section 10(b) of the Securities Exchange

Act, 42 STAN. L. REv. 385,408 (1990).
15. See infra Part I.C (discussing the development of implied civil liabilities under the

'34 Act).
16. Securities Exchange Act of 1934 § 10(b),.15 U.S.C. § 78j.
17. 17 C.F.R. § 240.10b-5 (2009).
18. S. REP. No. 104-98, at 4 (1995), reprinted in 1995 U.S.C.C.A.N. 679, 683.
19. See ATSI Commc'ns, Inc. v. The Shaar Fund, Ltd., 493 F.3d 87, 95-96 (2d Cir.

2007).
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LOSS CAUSATION AFTER DURA

One of the crucial developments in securities law of recent vintage is the
Private Securities Litigation Reform Act of 1995 (PSLRA).12 Among other
things, the PSLRA clarified that heightened pleading standards must apply
for only two specific elements of a private securities fraud claim: material
misrepresentation and scienter. 23 This Note focuses on loss causation, an
essential element to securities fraud claims that Congress explicitly codified
in the PSLRA.24 Unlike material misrepresentation and scienter, however,
Congress failed to specify a pleading standard for loss causation.25

Having been excluded from the explicit mandates of the PSLRA, the
pleading standard applied to loss causation differed among the circuit
courts. 26 The Supreme Court finally considered the loss causation pleading
standard problem in Dura.27 Framing loss causation in light of fraud
common law, the original purpose of the '33 and '34 Acts, the mandates of
the PSLRA, and various circuit court decisions, the Dura opinion did little
to establish anything close to a concrete loss causation pleading standard. 28

The shortcomings of Dura are exemplified by the various loss causation
pleading standards currently applied by the circuit courts. 29  These
standards range from the easily met and generally applicable Federal Rule
of Civil Procedure (FRCP) 8(a)30 to the narrow, fraud specific, FRCP
9(b). 3 1

Part I of this Note discusses the background of the '33 and '34 Acts and
outlines the overall purpose and goals of securities law. This part also

20. See Lentell v. Merrill Lynch & Co., 396 F.3d 161, 166-67 (2d Cir. 2005).
21. See Dura Pharms., Inc. v. Broudo, 544 U.S. 336, 339 (2005).
22. Pub. L. No. 104-67, 109 Stat. 737 (codified as amended in scattered sections of 15

U.S.C.). The Private Securities Litigation Reform Act of 1995 (PSLRA) was passed in
response to inconsistent application of Federal Rule of Civil Procedure (FRCP) 9(b) at the
circuit court level to securities fraud cases. See Teachers' Ret. Sys. v. Hunter, 477 F.3d 162,
171 (4th Cir. 2007). The disparate circuit court treatment was largely due to a lack of
direction from Congress in terms of applying section 10(b) in private actions. See S. REP.
No. 104-98, at 4, reprinted in 1995 U.S.C.C.A.N. at 683 ("The lack of congressional
involvement has left judges free to develop conflicting legal standards, thereby creating
substantial uncertainties and opportunities for abuses of investors, issuers, professional firms
and others.").

23. Hunter, 477 F.3d at 172; see infra Part I.D.2. To satisfy the element of scienter, a
plaintiff must show that the defendant acted with the requisite intent or state of mind.
Hunter, 477 F.3d at 172.

24. See 15 U.S.C. § 78u-4(b)(4) (2006).
25. See id.; Hunter, 477 F.3d at 185.
26. See Dura, 544 U.S. at 340.
27. Id.
28. See, e.g., In re Initial Pub. Offering Sec. Litig., 399 F. Supp. 2d 261, 265 n.23

(S.D.N.Y. 2005) (noting that the Court in Dura Pharmaceuticals, Inc. v. Broudo did not set
forth a pleading standard, but merely rejected the standard applied by the U.S. Court of
Appeals for the Ninth Circuit).

29. See infra Part II (identifying a range of loss causation pleading standards, from
flexible to stringent, currently applied by the circuit courts).

30. FRCP 8(a) merely requires a plaintiff to submit a "short and plain statement of the
claim showing that the pleader is entitled to relief." FED. R. CIv. P. 8(a)(2).

31. FRCP 9(b) requires that a plaintiff "state with particularity the circumstances
constituting fraud." FED. R. Civ. P. 9(b).
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considers the overactive securities plaintiffs' bar that arose because of the
broad language and absence of private claim provisions in the Acts.
Following this discussion is an analysis of Congress's response to the rise
in frivolous securities suits through its enactment of the PSLRA. The
particular problem of loss causation pleading remaining in light of the
PSLRA and Dura is also framed.

Part II explores the circuit split that has arisen since Dura with respect to
loss causation pleading. The various loss causation standards applied by
the U.S. Courts of Appeals for the Second, Fourth, Fifth, Seventh, and
Ninth Circuits are identified. 32 The problems that this split poses with
respect to the concerns addressed by Congress's enactment of the PSLRA
are also discussed.

Part III compares and analyzes the loss causation standards applied by
the various circuits. This inquiry identifies the stringency of each standard.
As part of this analysis, each circuit's interpretation of Dura and loss
causation is evaluated in terms of its relation to the overall goals of
securities fraud litigation and, in particular, the concerns addressed by the
PSLRA. Finally, this Note argues that the Supreme Court should adopt the
two-part loss causation standard applied by the Second Circuit. The Second
Circuit requires plaintiffs to plead that the loss suffered was foreseeable and
within a zone of risk concealed by the misrepresentation. This standard is
preferable for three reasons. First, and most importantly, the test is most
clearly in line with the Supreme Court's decision in Dura and congressional
intent in passing the PSLRA to minimize frivolous securities lawsuits. 33

Second, Congress used the pleading standards of the Second Circuit as a
guide when passing the PSLRA. 34  Third, the test's foreseeability
requirement ensures that if a risk is otherwise concealed and causes harm, a
defendant will only be held liable for losses foreseeably caused by its
actions. 35

I. THE SECURITIES LAWS, Loss CAUSATION, AND DURA
PHARMACEUTICALS, INC. V. BROUDO

The role played by the loss causation element in private securities fraud
claims can be best understood when put in context of the purpose and
history of securities law as a whole. Part I provides background
information on U.S. securities law, beginning with the cornerstones: the
'33 and '34 Acts. Section 10(b) of the '34 Act outlaws deceptive practices
in securities trading and is the primary statutory basis for the suits
considered in this Note. 36 Next, Rule lOb-5, adopted pursuant to the '34

32. The remaining circuits have not directly ruled on the loss causation pleading
standard question.

33. See infra Part III.A (advocating that the Supreme Court adopt the U.S. Court of
Appeals for the Second Circuit's loss causation pleading standard).

34. See infra notes 99-101 and accompanying text.
35. See infra Part III.A.
36. See Securities Exchange Act of 1934 § 10(b), 15 U.S.C. § 78j (2006).
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Act as a measure to enhance enforcement of section 10(b), is introduced.
The evolution of the private cause of action available to investors under
section 10(b) and Rule 1Ob-5 is also discussed. This is followed by a brief
examination of the most recent congressional mandate affecting private
securities fraud claims: the PSLRA. Finally, the Supreme Court decision
in Dura is analyzed in detail in order to isolate the loss causation problem
that this Note subsequently addresses.

A. The Securities Act of 1933 and the Securities Exchange Act of 1934

The events leading up to and rationale behind the codification of the first
U.S. securities statutes are the starting point of today's securities laws. The
decade preceding the Great Depression saw unprecedented growth in
securities underwriting, valuation, and trading. 37 The precipitous rise of
valuable securities was largely due to the "industrial prosperity of the
1920's."38 As securities prices rose, successful businesses quickly began to
issue greater numbers of securities. 39 Accumulated funds from securities
issuance found their way back into the market through brokers' loans,
which facilitated further transactions. 40 This snowball effect resulted in
continually increasing capital in securities markets, which markedly
increased investor participation.41 As trading in securities became ever
more profitable, investors engaged in increasingly risky transactions, while
issuers exercised little due diligence in security valuation and risk
disclosure. 42  Amateur investors engaged in extensive securities
speculation, investing borrowed money in securities they knew little
about.43 Once the excessive speculative trading reached its breaking point
and the Great Depression gripped the national economy, Congress, as well
as the overwhelming majority of industry participants, called for legislative
intervention.

44

One of the major issues under scrutiny for legislative reform was the
actual practice of issuing securities.45 Issuers such as investment trusts and
utilities had been suspected of engaging in careless and abusive
underwriting, where excessive securities were purposely issued, minimal

37. See EDWARD T. MCCORMICK, UNDERSTANDING THE SECURITIES ACT AND THE S.E.C.
18 (1948). Securities underwriting is the process by which new securities are purchased
from the issuer by an underwriter and then sold on the open market. See, e.g., Joseph K.
Leahy, What Due Diligence Dilemma? Re-envisioning Underwriters' Continuous Due
Diligence After WorldCom, 30 CARDOZO L. REv. 2001, 2010 (2009).

38. See MCCORMICK, supra note 37, at 18.
39. See id.
40. See id.
41. See id.
42. See id. at 18-19.
43. See id.
44. See id. at 20; James D. Gordon III, Acorns and Oaks: Implied Rights of Action

Under the Securities Acts, 10 STAN. J.L. Bus. & FIN. 62, 64 (2004) ("When Congress enacted
the securities acts, it was painfully aware of the Great Depression and believed that it was
largely precipitated by abuses in the securities markets.").

45. See MCCORMICK, supra note 37, at 21.
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applied by the Second Circuit in Lentell "require[s] both that the loss be
foreseeable and that the loss be caused by the materialization of the
concealed risk. '315

The Second Circuit reiterated its proximate cause approach in Lattanzio,
where class action plaintiffs were shareholders of Warnaco Group, Inc. who
brought suit against Warnaco's outside accountant, Deloitte & Touche
LLP.316 Plaintiffs alleged that Deloitte misrepresented Warnaco's financial
state and failed to correct previous false financial misstatements, thus
concealing the risk of Warnaco's financial collapse, and subsequently
causing loss when Warnaco filed for bankruptcy. 317 The Southern District
of New York dismissed plaintiffs' complaint for, among other things,
failing to adequately allege loss causation. 318

In affirming the district court's dismissal, the Second Circuit applied
Lentell's proximate cause loss causation standard.319 The court rejected
plaintiffs' allegation that Deloitte's misrepresentation-that its audits
comported with GAAP-was the proximate cause of plaintiffs' economic
loss. 320 The court held that the claimed misrepresented risk was outside the
"zone of risk" acceptable under Lentell.321 The court noted that if simply
showing that failure to meet GAAP standards was sufficient to show
causation, the misrepresentation element would subsume loss causation.322

Instead, plaintiffs were required to allege that the possibility of bankruptcy
was concealed, as it was the bankruptcy that caused their economic loss. 323

However, the plaintiffs were unable to allege that Warnaco's bankruptcy
caused their loss because the possibility of bankruptcy was not "altogether
concealed. '324 Thus, the Lattanzio court applied the test articulated in
Lentell, requiring that the underlying risk concealed by defendant's
misrepresentation proximately cause plaintiff s harm. 325

The Second Circuit applied Lentell again in ATSI. ATSI
Communications, Inc. was a telecommunications service provider start-up
doing business in Latin America. 326 ATSI sued The Shaar Fund and
several related entities (hereinafter referred to as Shaar) for alleged
misrepresentation and market manipulation in connection with the purchase
of ATSI stock in violation of the '34 Act and Rule lOb-5. 32 7 Specifically,
ATSI claimed that the defendant misrepresented its intention of investing in

315. Id. at 173.
316. Lattanzio v. Deloitte & Touche LLP, 476 F.3d 147, 150 (2d Cir. 2007).
317. Id.
318. Id. at 150-51.
319. Id. at 157.
320. Id.
321. Id.
322. Id.
323. Id.
324. Id.
325. Id. at 157-58.
326. ATSI Commc'ns, Inc. v. The Shaar Fund, Ltd., 493 F.3d 87, 93-94 (2d Cir. 2007).
327. Id. at 93.
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ATSI's long-term growth by taking advantage of ATSI's stock structure. 328

After purchasing ATSI convertible stock, the defendants allegedly short
sold massive amounts of ATSI common stock and then covered by
converting their convertible preferred stock into common stock.329 The
perpetration of this scheme allegedly created a "death spiral" and caused
ATSI's stock value to plummet. 330  ATSI claimed that Shaar
misrepresented that it would not engage in short selling of ATSI stock and
that Shaar was an accredited investor as understood by Rule 501 of
Regulation D under the '33 Act. 331 ATSI claimed that had it known the
truth about Shaar's intentions and accreditation, it never would have sold
Shaar its convertible preferred stock and suffered economic loss.332

The Southern District of New York dismissed three iterations of ATSI's
complaint for failing to satisfy the pleading requirements for a securities
fraud claim under FRCP 9(b) and the PSLRA. 333 The Second Circuit, after
applying the heightened fraud pleading standards of FRCP 9(b) and the
PSLRA to most of ATSI's misrepresentation and market manipulation
claims, ruled on loss causation for the claim alleging that Shaar fraudulently
misrepresented its accreditation status.334

The Second Circuit cited both Dura and Lentell for the proposition that
adequate loss causation allegations require the plaintiff to show that a
proximate causal link exists connecting the defendant's misrepresentation
to the alleged economic loss. 335 The court then conducted the remainder of
its inquiry under Lentell, stating that the plaintiff "must plead that the loss
was foreseeable and caused by the materialization of the risk concealed by
the fraudulent statement." 336 The plaintiffs attempted to fit their allegations

328. Id. at 95-96. At the time of the alleged fraud, ATSI Communications, Inc. (ATSI)
was in desperate need for a capital infusion. Id. at 93. In order to raise capital, ATSI created
an investor friendly stock structure whereby classes of convertible preferred stock were
issued. See id. at 94. The preferred stock could be converted to common stock at favorable
rates to investors after a certain date. Id. at 96.

329. Id. at 96. A short sell is an investing technique whereby the investor borrows a
security, then sells the security with the expectation that the value of the security will fall,
and then repurchases the security at a lower price in order to simultaneously repay the initial
loan and come away with a profit. Id. at 96 n. 1.

330. Id. at 96. This type of scheme allows the short seller to make extraordinary profits
because the converted preferred to common stock used to cover the initial short sell was
obtained at below market rates. See id. The short seller further benefits from the scheme
because it is essentially risk-free: if the price of the stock unexpectedly shoots up, the
convertible stocks are always available to cover without responding to market effects. See id.
Finally, the scheme is detrimental to the stock issuer because each conversion and sale of
preferred stock dilutes the issuer's outstanding common stock, resulting in a decrease in its
value. See id.

331. Id. at95.
332. Id. at 106-07.
333. Id. at 98.
334. Id. at 99-106.
335. Id. at 106-07 (citing Dura Pharms., Inc. v. Broudo, 544 U.S. 336, 346 (2005);

Lentell v. Merrill Lynch & Co., 396 F.3d 161, 172 (2d Cir. 2005)).
336. Id. at 107 (citing Lentell, 396 F.3d at 173).
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into the mold set forth by Lentell.337 They claimed that the risk concealed
by defendant's accreditation misrepresentation was their trustworthiness,
which, when revealed to be poor, caused plaintiffs' economic loss.338

However the court rejected this contention as merely a restatement of
transaction causation, which explains why a transaction was made, but not
why loss was caused. 339  Put another way, the court found that the
concealed information of Shaar's accreditation status, when revealed, did
not cause ATSI's stock price to drop.

III. EVALUATION OF THE CURRENT CIRCUIT DOCTRINES AND WHY THE
SUPREME COURT SHOULD ADOPT THE SECOND CIRCUIT'S TwO-PART LOSS

CAUSATION PLEADING STANDARD

Judicial application of pleading standards is a matter of critical
importance in our legal system. At this stage, one seeking justice faces the
courthouse gatekeeper. The features of the court gatekeeper with respect to
the loss causation element of a section 10(b) and Rule lOb-5 private
securities fraud claim have received sparse treatment from Congress. 340

The Supreme Court has likewise done little to define a pleading standard.341

Thus, the various circuits have been left to reconcile their contrasting loss
causation pleading precedents with incomplete guidance from national
lawmakers and the nation's highest court. 342

In the absence of further input from Congress, the Supreme Court should
adopt the Second Circuit's approach to loss causation pleading. The
Second Circuit's two-part foreseeability and "zone of the risk concealed"
approach is most closely in line with congressional intent, the language of
Dura, and loss causation's historical underpinnings as a tort-developed
element. Conversely, the Fourth, Fifth, Seventh, and Ninth Circuit
approaches should be rejected. The Fifth and Ninth Circuits' easily met
plausibility standard fails to live up to the objectives of the PSLRA.
Similarly, the Fourth and Seventh Circuits' heightened standards are
supported by neither Dura nor the PSLRA.

A. Analysis of the Second Circuit's Interpretation of Loss Causation and
Why This Approach Should Be Adopted by the Supreme Court

The Supreme Court should adopt the Second Circuit's loss causation
pleading standard. As articulated in Part II.C, the Second Circuit evaluates
loss causation at the pleadings stage pursuant to a two-part inquiry: (1) the
loss must be foreseeable, and (2) the risk that caused the loss must have
been within the zone of risk concealed by the misrepresentation. 343 This

337. Id.
338. Id.
339. Id.; see supra Part I.D.1.
340. See supra Part I.D.; supra notes 68-69 and accompanying text.
341. See supra Part I.E.
342. See supra Part II.
343. See supra notes 309-13 and accompanying text.
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test should be adopted rather than the plausibility standard applied by the
Fifth and Ninth Circuits and the specificity standards applied by the Fourth
and Seventh Circuits for three reasons.

First, and most importantly, the Second Circuit test is most in line with
Dura and the purpose of the PSLRA. Similar to the Supreme Court, the
Second Circuit has refrained from adopting a heightened FRCP 9(b)
pleading standard for loss causation. 344 However, as intended by the
PSLRA, and unlike the Fifth and Ninth Circuits' application of FRCP 8(a),
the Second Circuit test does require the court to take loss causation
allegations seriously at the pleadings stage.345

The Second Circuit's "zone of the risk concealed" inquiry is instrumental
in satisfying the PSLRA by preventing strike suits from progressing past the
pleadings stage. This inquiry determines whether the cause of loss, after
such cause had been disclosed, was within the actual zone of subject matter
misrepresented. 346  Thus, if the subject matter of the alleged
misrepresentation and the loss caused by a disclosure measurably differ, the
allegations would fail the "zone of the risk concealed" test.347 This is
critical. For instance, a defendant pharmaceutical firm represents that a
new high profile drug will receive FDA approval, but later it is revealed
that the drug will not receive FDA approval, and this disclosure is followed
by a drop in existing drug sales. Under the Second Circuit's standard, a
plaintiff would not be able to claim that the representations of FDA
approval caused loss when existing sales declined. The risk causing loss
(existing drug sales) is not within the zone of risk concealed (likelihood of
new drug approval). However, a plaintiff in the Fifth or Ninth Circuits
would likely be able to construct a claim linking the new drug's failure to
gain FDA approval to the later drop in existing drug sales in a way that is
not facially implausible (perhaps by alleging that the denial of FDA
approval of the new drug harmed defendant's reputation, which caused
existing sales to drop). The difference between the Second Circuit
approach and Fifth and Ninth Circuit approaches in this example is crucial
because it is exactly this type of factual scenario that the PSLRA sought to
address: where young, growing, high-tech companies experience stock
volatilities because of the bang or bust nature of key products.348 Thus, by
requiring the subject matter of the risk causing loss to factually match the
corresponding misrepresentations, the Second Circuit test stays true to the
primary intent of the PSLRA and protects the most vulnerable enterprises
from opportunistic strike suits.

Second, Congress intended that the PSLRA codify the securities fraud
pleading standards of the Second Circuit.349 While stopping short of

344. See supra Part II.C.
345. See supra Part II.C.
346. See supra note 312 and accompanying text.
347. See supra note 339 and accompanying text.
348. See supra note 95 and accompanying text.
349. See supra note 100 and accompanying text.
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codifying Second Circuit case law, Congress suggested that courts might
find this law instructive in applying the pleading requirements under the
PSLRA. 350 The two-part Second Circuit loss causation test is grounded in
that circuit's precedent, thus giving weight to the argument that Congress
would look favorably upon its universal adoption.351

Third, the test's foreseeability requirement invokes loss causation's roots
in tort to ensure that if a risk is otherwise concealed and causes harm, a
defendant will only be held liable for losses foreseeably caused by its
actions. 352 Such a foreseeability requirement is noticeably absent from the
other circuits' pleading standards. 353 While foreseeability is inherently an
aspect of whether a loss causation theory is tenable, the Second Circuit is
unique in conspicuously subjecting any claim to a foreseeability test at the
pleadings stage. 354 In doing so, the Second Circuit uses loss causation's
tort origin as a tool to reject unmeritorious claims at the pleadings stage,
although they may otherwise pass muster under a materialization of the risk
test.

B. Why the Fourth, Fifth, Seventh, and Ninth Circuits' Loss Causation
Pleading Standards Should Be Rejected

The Fifth and Ninth Circuits' plausibility approach does not do justice to
the primary goal of the PSLRA: to prevent strike suits. In addition, this
standard is largely derived from Twombly, a decision of uncertain relevance
outside of antitrust law. The stringent standards developed by the Fourth
and Seventh Circuits are equally inadequate, as neither the PSLRA nor
Dura establish a heightened pleading standard for loss causation.

1. The Fifth and Ninth Circuits

In Lormand, the Fifth Circuit expressly held that FRCP 8(a) governs loss
causation pleading.355 In its opinion, the Fifth Circuit declared that a
facially plausible causal relationship between the misrepresentation and the
loss is sufficient to adequately plead loss causation. 356 In reconciling its
precedent with Twombly and Dura, the court clarified that the causal
relationship requires that a disclosure merely be "'relevant to"' an earlier
misrepresentation. 357 This standard is admittedly easily met. 358

350. See supra note 102 and accompanying text.
351. See supra note 313.
352. See supra Part II.C.
353. See supra Part II.A-B.
354. See supra Part II.A-B.
355. See supra note 192 and accompanying text.
356. See supra note 192 and accompanying text.
357. Lormand v. US Unwired, Inc., 565 F.3d 228, 256 (5th Cir. 2009); see supra note 188

and accompanying text.
358. See supra note 189 and accompanying text.
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In Gilead, the Ninth Circuit adopted a similarly facile loss causation
pleading standard.359 The Ninth Circuit emphasized that it is not a trier of
fact when considering a motion to dismiss. 360 Relying on Twombly and
Dura, the Ninth Circuit decided that even if the plaintiffs' theory of loss
causation was unlikely to lead to recovery, a complaint should not be
dismissed for this reason alone. 361  Thus, to warrant dismissal at the
pleadings stage, the Ninth Circuit must find the plaintiffs' loss causation
argument "facially implausible. '" 362

Both the Fifth and Ninth Circuits misplace reliance on Twombly when
articulating their plausibility pleading standards. 363 In the Fifth Circuit's
pleading standard analysis in Lormand, the court initially discussed the
PSLRA and the impact of Dura.364 However, the court then grounded
much of the remainder of its discussion, and in fact framed its loss
causation pleading standard in terms of, the Supreme Court's Twombly
decision.365 The Ninth Circuit in Gilead also adopted the Supreme Court's
language in Twombly while setting forth its loss causation standard. 366

However, neither Dura nor the PSLRA expressly indicated that FRCP
8(a) generally applies to loss causation. 367 In fact, it seems clear from Dura
that, in the context of securities fraud, a more stringent standard than FRCP
8(a) pleading is required. 368 Thus, even assuming Twombly applies to
pleading under FRCP 8(a) generally, which is not clearly established, it
would nevertheless be inconsistent with the aims of the PSLRA in Rule
1Ob-5 securities fraud cases to plead under the Twombly standard.
Moreover, it seems that basing a loss causation pleading standard on
Twombly, given Twombly's unclear impact on FRCP 8(a), simply increases
uncertainty in the loss causation pleading context. 369

More importantly, the Fifth and Ninth Circuits' pleading standards fall
short of Congress's goals in passing the PSLRA.370 The Ninth Circuit in
Gilead stated that a complaint may proceed even if "'actual proof of those
facts is improbable, and that a recovery is very remote and unlikely."' 371

This is in contravention of the purpose of the PSLRA.372 In fact, the core
impetus for passing the PSLRA was to curtail "strike suits" that were

359. See supra note 194 and accompanying text.
360. See supra note 210 and accompanying text.
361. See supra note 213 and accompanying text.
362. In re Gilead Scis. Sec. Litig., 536 F.3d 1049, 1057 (9th Cir. 2008); see supra note

212 and accompanying text.
363. See supra Part II.A.
364. See supra note 180 and accompanying text.
365. See supra notes 190-92 and accompanying text.
366. See supra note 213 and accompanying text.
367. See supra Part I.D-E.
368. See supra note 237 and accompanying text.
369. See supra note 185.
370. See supra Part I.D.2.
371. In re Gilead Scis. Sec. Litig., 536 F.3d 1049, 1057 (9th Cir. 2008) (quoting Bell Ati.

Corp. v. Twombly, 550 U.S. 544, 556 (2007)); see supra note 213 and accompanying text.
372. See supra Part I.D.2.
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initiated with no hope of ultimate recovery, but simply for their settlement
value. 373  The PSLRA sought to decrease such abusive suits at the
pleadings stage, not after an expensive discovery process had already been
permitted.374 As applied by the Fifth and Ninth Circuits, a plaintiff
presenting any plausible cause of action delays discussion of merits until
after discovery. 375 Because this pleading standard is derived largely from
an uncertain antitrust case, without giving adequate consideration to the
concerns addressed by the PSLRA, it should be rejected.376

2. The Fourth and Seventh Circuits

The stringent standards applied by the Fourth and Seventh Circuits
should be rejected because they do not find support in Dura or the PSLRA.
In Hunter, the Fourth Circuit adopted a loss causation pleading standard
requiring that plaintiffs plead with "sufficient specificity" the relation
between a disclosure and a previous misrepresentation. 377 In doing so, the
court stressed that a "strong case can be made" that loss causation should be
plead with FRCP 9(b) particularity. 378  The Fourth Circuit expanded on
Hunter in Mutual Funds and expressly applied its specificity test under
FRCP 9(b).37 9  Specifically, the court required a misrepresentation to
proximately cause plaintiffs' loss, which must be shown by pleading with
"specificity" how the misrepresentation was a substantial cause of the
loss.

380

The Seventh Circuit, similarly to the Fourth Circuit, requires that
plaintiffs specifically plead how alleged misrepresentations caused loss. 38 1

In Tricontinental, the Seventh Circuit required plaintiffs to plead that the
"'very facts"' misrepresented caused loss.382 The court rejected plaintiffs'
contention that Dura did not require "precision in pleading. '383 Although
not expressly requiring pleading with FRCP 9(b) particularity, the Seventh
Circuit does require plaintiffs to specifically isolate the precise facts that
upon disclosure caused the loss notwithstanding other contributing
factors. 384

373. See supra notes 91-96 and accompanying text.
374. See supra note 99 and accompanying text.
375. See supra Part II.A.
376. See supra note 185 and accompanying text.
377. Teachers' Ret. Sys. v. Hunter, 477 F.3d 162, 186 (4th Cir. 2007); see supra note 238

and accompanying text.
378. Hunter, 477 F.3d at 186; see supra note 234.
379. See supra note 253 and accompanying text.
380. In re Mut. Funds Inv. Litig., 566 F.3d 111, 128 (4th Cir. 2009); see supra note 251

and accompanying text.
381. See supra note 258 and accompanying text.
382. Tricontinental Indus., Ltd. v. PricewaterhouseCoopers, LLP, 475 F.3d 824, 842 (7th

Cir. 2007) (quoting Caremark, Inc. v. Coram Healthcare Corp., 113 F.3d 645, 648 (7th Cir.
1997)); see supra note 274 and accompanying text.

383. Tricontinental, 475 F.3d at 843; see supra note 271.
384. See supra note 274 and accompanying text.
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As articulated in Part I, the PSLRA was enacted to decrease the number
of abusive lawsuits surviving the pleadings stage.385 The PSLRA sought to
accomplish this goal by raising pleading standards.386 Congress was clear
in requiring that the elements of misrepresentation and scienter be plead
with particularity. 387 With regards to loss causation, however, Congress
simply stated that a plaintiff must "prove" loss causation. 388 By requiring
pleading with specificity, the Fourth and Seventh Circuits place loss
causation on equal footing with misrepresentation and scienter pleading
under the PSLRA.389  Because Congress had a clear opportunity to
articulate an identical standard for each fraud element and decided to
abstain from doing so, it seems clear that these circuits have unjustifiably
extended particularity in pleading to loss causation.

The more stringent standards applied by the Fourth and Seventh Circuits
are not supported by Dura. Although Dura's major shortcoming was its
failure to articulate a pleading standard for loss causation, the Court did not
come close to adopting FRCP 9(b). Instead, the Court framed its discussion
in terms of FRCP 8(a), and, although recognizing that a plaintiff must prove
loss causation, the Court nevertheless conceded that the applicable Federal
Rules only require a short and plain statement. 390 Thus, without further
input from Congress, an appropriate loss causation standard must be framed
as some iteration of FRCP 8(a)'s short and plain statement requirement. It
follows that the question after Dura is not whether a plaintiff must submit a
short and plain statement, but rather what the short and plain statement must
allege.

CONCLUSION

The appropriate pleading standard to apply to the loss causation element
of private securities fraud claims is a question left unanswered by Congress
and the Supreme Court. The Court's direct confrontation with loss
causation in Dura Pharmaceuticals, Inc. v. Broudo established that to plead
loss causation, a plaintiff must allege that an economic loss occurred after a
corrective disclosure revealed the truth underlying a previous
misrepresentation. However, Dura's unanimous decision did little to
delineate a test for assessing loss causation at the pleadings stage. To the
contrary, the Dura Court articulated its holding through a number of
assumptions and concessions, largely evading the pleadings question
altogether.

Unsurprisingly, the circuit courts have interpreted Dura in a number of
ways. In recent years, the courts have fashioned divergent loss causation
pleading standards based on their individual readings of Dura, some

385. See supra note 95 and accompanying text.
386. See supra note 99 and accompanying text.
387. See supra notes 101-05 and accompanying text.
388. See supra note 107 and accompanying text.
389. See supra notes 100-01 and accompanying text.
390. See supra notes 151-52 and accompanying text.
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applying liberal FRCP 8(a) standards, while others have advanced more
stringent standards under FRCP 9(b).

The Supreme Court should not wait on Congress to revisit loss causation
pleading, as the securities fraud elements have historically been judicially
developed, and it has been fifteen years since lawmakers' first and only
terse treatment of the matter. The Court should instead proactively
reconcile the circuit split and adopt the pleading standard currently in force
in the Second Circuit. The Court should adopt the Second Circuit approach
because its two-part inquiry ensures that only claims alleging a close
connection between loss and misrepresentation survive pleadings, yet
refrains from adopting a heightened standard unsupported by the PSLRA or
Dura.


