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LITIGATION

Stoneridge Investment Partners : THE SUPREME COURT REJECTS “SCHEME LIABILITY”

By Larry Obhof*

n January 15, 2008, the Supreme Court issued

its decision in Stoneridge Investment Partners

LLC v. Scientific-Atlanta, Inc., a case heralded by
commentators as the “most important securities case in
decades.” The Stoneridge decision rejects a theory of scheme
liability that would have greatly expanded the universe of
potential securities class action defendants.

What makes Stoneridge so important? In simple terms, the
plaintiff sought to expand the scope of Section 10(b) actions
beyond the securities markets and into the realm of ordinary
business operations. The defendants were customers and
suppliers to Charter Communications, Inc., the company that
issued the securities in question. They did not directly mislead
investors, “but were business partners with those who did.”* If
accepted by the Court, the plaintiff’s theory of scheme liability
could have extended the Section 10(b) private right of action to
cover any transactions involving publicly-traded companies, so
long as those transactions are later incorporated into the public
company’s financial statements. Such a “sweeping expansion”
of the right of action would have exposed customers, suppliers,
and other secondary actors to billions of dollars in liability when
other parties make misstatements to the market.?

The Supreme Court prudently declined to extend the
private right of action. It is well established that a plaintiff
seeking to impose primary liability for securities fraud must
prove reliance on the defendant’s deceptive conduct, not the
conduct of other parties. This requirement ensures that there is
a causal connection between the defendant’s misrepresentation
and the plaintiff’s injury. The Stoneridge plaintiff, however, did
not rely on the defendants’ alleged acts when purchasing or
selling securities. Congress has repeatedly declined to extend the
private right of action to cover such circumstances. The Court’s
decision in Stoneridge respects that choice and sends a strong
signal that policymaking, including the decision to create or
expand a cause of action, is properly left to Congress.

Section 10(b) of the Securities and Exchange Act makes
it unlawful “[tJo use or employ, in connection with the
purchase or sale of any security... any manipulative device or
contrivance in contravention of such rules and regulations as
the [Securities and Exchange] Commission may prescribe.”
Pursuant to this section, the SEC promulgated Rule 10b-5,
which makes it unlawful “[tJo employ any device, scheme, or
artifice to defraud... [or] engage in any act, practice, or course
of business which operates or would operate as a fraud or deceit
upon any person... in connection with the purchase or sale of
any security.” Rule 10b-5 encompasses only conduct already
prohibited by Section 10(b).°

* Larry Obhofis an associate at Kirkland & Ellis LLP The views expressed
in this article are his own.
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Although the text of the Securities and Exchange Act
does not provide for a private cause of action for Section 10(b)
violations, the Supreme Court has found an implied private
right of action in the statute and Rule 10b-5.7 A plaintiff
bringing a Section 10(b) private action must prove “(1) a
material misrepresentation 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 omission; (5) economic loss;
and (6) loss causation.”®

The Supreme Court has made clear that the implied
private right of action does not extend to aiders and abettors
of securities fraud. In Central Bank of Denver, N.A., v. First
Interstate Bank of Denver, N.A., the Court held that “a private
plaintiff may not maintain an aiding and abetting suit under
§10(b).” The lack of a private action for aiding and abetting is
not an oversight—Congress imposed other forms of secondary
liability as part of the 1934 Act. Thus, Central Bank points to the
“deliberate congressional choice” against imposing secondary
liability in private securities fraud actions."

This does not mean that secondary actors are always free
from liability. Any person or entity that “employs a manipulative
device or makes a material misstatement (or omission) on which
a purchaser or seller of securities relies” may still be liable as a
primary violator under Rule 10b-5, as long as all of the usual
requirements for liability are met."! For example, primary liability
could attach where the secondary actor himself disseminates
or transmits false information to investors, such as when an
accountant knowingly certifies false financial statements or an
attorney knowingly prepares false opinion letters.’? Aiding and
abetting, however, falls short of the mark. A plaintiff “must
show reliance on the defendant’s misstatement or omission to
recover under 10b-5."* By its very nature, a claim for aiding
and abetting secks to impose liability on a secondary actor for
facilitating the primary actor’s misstatements or omissions.
Investors rely upon those misstatements or omissions—which
are made only by the primary actor—when purchasing or selling
securities. Investors are not aware of, and thus do not rely on,
the conduct of the secondary actor. A plaintiff’s reliance on
representations made by someone other than the defendant
cannot form the basis of liability. !

Congress explicitly addressed the issue of secondary
liability in the aftermath of Central Bank. Rather than restoring
private aiding-and-abetting liability, it left enforcement to the
government and effectively removed private plaintiffs from the
equation.”” Congress enacted Section 20(e), giving the SEC,
but not private litigants, the authority to prosecute parties who
provide “substantial assistance” to those engaged in securities
fraud.'® “Congress decided, both when it enacted Section
20(e) in 1995 and again when it enacted Sarbanes-Oxley in
2002—rnot to extend the right to enforce this liability to private
plaintiffs.”"” Thus, Congress has consistently rejected the idea
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of secondary liability in private securities fraud actions, both
before and after Central Bank.

he Sroneridge complaint alleged that Charter

Communications, Inc., engaged in a pervasive fraudulent
scheme intended to artificially boost its reported financial
results.”* Among other things, Charter overstated its operating
cash flow by hundreds of millions of dollars for both 2000 and
2001." The market price of Charter’s securities fell substantially
when its financials were eventually restated to reflect economic
reality.”® Stoneridge Investment Partners subsequently brought a
securities fraud class action on behalf of Charter’s shareholders.
In addition to Charter and its executives, the plaintiff named
as defendants Arthur Anderson, LLP, which had served as
Charter’s independent auditor during the class period, and two
equipment vendors, Scientific-Atlanta, Inc. and Motorola, Inc.
(the “Vendors”).

How could the plaintiff sue the Vendors for Charter’s
misstatements? Stoneridge Investment Partners attempted to
circumvent the limitations of Central Bank by pleading a theory
of scheme liability. The plaintiff alleged that the Vendors entered
into “wash” transactions with Charter—transactions that had
no economic substance, but enabled Charter’s overstatement
of its revenue and operating cash flow. Charter agreed to pay
the Vendors excessive amounts for the set-top cable boxes they
provided, with the understanding that the Vendors would then
use the additional funds to purchase advertising from Charter.?!
The companies drafted documents to make it appear as though
the transactions were unrelated. For example, “Scientific-
Adanta sent documents to Charter stating—falsely—that it had
increased production costs.”? The set-top box agreements were
backdated to make it appear as though they were negotiated a
month before the advertising agreements.”

According to Stoneridge Investment Partners, the Vendors’
actions had the purpose and effect of furthering Charter’s scheme
to overstate its revenue and cash flow.** Charter improperly
capitalized its increased equipment expenses, but treated the
returned advertising fees as immediate revenue.” This allowed
Charter to inflate its revenue and operating cash flow by
approximately $17 million in the fourth quarter of 2000.%
Stoneridge Investment Partners argued that the Vendors were
more than aiders and abettors of Charter’s fraud—they were
primary violators because “they engaged in classic fraudulent
behavior themselves.””

Although Stoneridge Investment Partners labeled its
theory “scheme liability,” the allegations set out a model example
of the type of secondary liability already prohibited by Central
Bank.® The plaintiff alleged “fraudulent practices engaged in
by Charter... to present a false picture of financial growth and
success.”” The Vendors’ deceptive acts did not relate to the
purchase or sale of securities—they involved the sale of goods
and the purchase of advertising. The Vendors played no role
in preparing Charter’s misleading financial statements. ** The
Vendors “did not themselves disseminate the false information
to the securities market.”!

The plaintiffs claims closely resembled the statutory
definition of aiding and abetting. Section 20(e) defines aiding
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and abetting as “knowingly provid[ing] substantial assistance”
to one who commits securities fraud. Stoneridge Investment
Partners used very similar terms to define its allegations against
Scientific-Atlanta and Motorola. The question presented by
the petitioner’s brief alleged that the Vendors “enabled” the
publication of inflated financial statements by Charter.>
Whether one uses the words “providing assistance” or
“enabling,” the crux of the claim is the same: Stoneridge and its
lawyers sought to impose liability against the Vendors because
they engaged in business transactions with Charter, and Charter
later accounted for those transactions improperly.®

The Stoneridge decision makes clear that this chain
of events is too remote to impose liability on the Vendors.
Secondary actors can be held liable for securities fraud where a//
of the requirements for primary liability are met. The Stoneridge
complaint, however, is deficient in at least one regard: it does
not allege that Stoneridge Investment Partners (or any other
investors) relied upon the Vendors’ statements when purchasing
or selling Charter’s stock.> Reliance is an essential element of
the Section 10(b) cause of action. The requirement ensures
that there is a causal connection between the defendant’s
misrepresentation and the plaintiffs injury.®

While courts will often presume reliance on the part
of shareholders, neither of the reasons for that presumption
apply to the facts of Stoneridge.* The Vendors had no duty to
disclose facts to Charter’s shareholders.?” Because the Vendors’
deceptive acts were not communicated to the public, the fraud-
on-the-market doctrine does not apply.*® Thus, the only possible
reliance in Stoneridge is indirect. It was Charter, not the Vendors,
that filed the fraudulent financial statements. Investors relied
only on Charter’s deceptive acts when purchasing or selling its
stock. Stoneridge Investment Partners tried to side-step this
problem by arguing that in an efficient market investors rely
not only upon the public documents relating to a security but
also the transactions that those statements reflect.”” Under
this theory, the cause of action could reach any company with
which the issuer does business, because all transactions with the
issuer are ultimately incorporated into its financial statements.
The Stoneridge decision rejects this expansive theory of indirect
reliance, bluntly stating that “there is no authority” for such
arule.®

Like the Court in Central Bank, the Stoneridge majority
emphasizes that Congtess has considered the issue of secondary
liability and made a deliberate choice not to extend the private
right of action. “Petitioner’s theory,” Justice Kennedy writes,
“would put an unsupportable interpretation on Congress’
specific response to Central Bank.”*' “Were we to adopt this
construction. .. we would undermine Congress” determination
that chis class of defendants should be pursued by the SEC and
not by private litigants.”* The majority also sends a strong
signal that courts should not be in the business of creating or
expanding causes of action. The Court will not find an implied
cause of action unless the underlying statute demonstrates the
intent to create one.* Where courts have already created a cause
of action—such as the implied private right of action found
in Section 10(b) and Rule 10b-5—the decision to extend the
cause of action must be made by Congress.*
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The majority’s opinion suggests that courts, moving
forward, must be more respectful of Congress’ role as the creator
of federal statutory claims. This emphasis on the separation of
powers is notable. Stoneridge represents a significant shift in
the way the Court views its role relative to that of Congress.
The Section 10(b) private cause of action is, after all, a judicial
construct. The statutory text does not provide for private
claims.® The Court has acknowledged that “there is no
indication that Congress, or the Commission when adopting
Rule 10b-5, contemplated such a remedy.”“® Nevertheless, in
the 1970s the Supreme Court “acquiesced” in the lower courts’
“acceptance” of a private right of action.”

In the intervening decades the Supreme Court has reigned
in the impulse to create new causes of action. It is now well
settled that private rights of action to enforce federal law must be
created by Congress, rather than the courts.”® The judicial task
is not to determine whether particular remedies are desirable.
Rather, a court’s duty is to “interpret the statute Congress has
passed” to determine whether there is a Congressional intent
to create a particular remedy.* If Congress does not intend to
create a private right and a private remedy, “a cause of action
does not exist and courts may not create one.”

Stoneridge directly addresses the separation of powers and
puts to rest any doubts about the relative roles of the courts and
Congress. “In the absence of congressional intent the Judiciary’s
recognition of an implied private right of action ‘necessarily
extends its authority to embrace a dispute that Congress has not
assigned itself to resolve.””" It is Congress, not the courts, which
must decide whether to extend the Section 10(b) to secondary
actors like the Stoneridge defendants. Congress chose not to
extend the private right of action to cover this type of liability.
The Stoneridge decision respects that choice and properly defers
to the legislative branch.>

n retrospect, of course, the claim that Stoneridge is the

“most important securities case in decades” may seem a bit
hyperbolic. That is only true because we know the outcome.
Adopting the plaintiffs theory of scheme liability would have
been a significant departure from settled law. The Section 10(b)
cause of action would have extended beyond the securities
markets into the realm of ordinary business operations.* As the
Court aptly states, “the federal power would be used to invite
litigation beyond the immediate sphere of securities litigation
and in areas already governed by functioning and effective
state-law guarantees.”

The practical results of this change would have been
significant. If securities class actions were untethered from
the element of reliance, there would be little limitation on the
number of potential class action defendants or the scope of their
potential liability. Any transaction ultimately accounted for in a
public company’s financial statements could become the subject
of a claim for securities fraud. Section 10(b)’s implied cause of
action would effectively reach the entire marketplace in which
publicly traded companies do business.” The consequences of
such an expansive rule are not lost on the Court. The Stoneridge
majority emphasizes that scheme liability would “expose a new
class of defendants,” including innocent parties, to increased
“uncertainty and disruption.”® According to the Court, this
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would effectively raise the cost of doing business in the United
States, thereby deterring foreign investment and shifting
securities offerings away from domestic capital markets.”

Of course, whether scheme liability would cause
unintended harm is a separate question from whether the
plaintiff’s theory properly fits within Section 10(b). Even
where Stoneridge discusses the practical consequences of the
plaintiffs theory, it is clear that the Court bases its decision on
law, rather than on policy. For example, although the majority
worries aloud that scheme liability would “reach the whole
marketplace,” the Court does not rely on that fact. The majority
rejects the plaintifPs theory because “there is no authority”
for such a broad expansion of the implied right of action.*®
“Congress rather than the courts controls the availability of
remedies for violations of statutes.”’

It is worth mentioning what Stoneridge does not do. The
Court does not absolve secondary actors from all liability. Parties
engaging in (or facilitating) securities fraud can (and should) be
punished. Secondary actors are still subject to criminal penalties
and civil enforcement by the SEC.® The SEC may obtain
injunctive relief, issue administrative orders, and impose large
civil penalties on any companies engaged in aiding and abetting
fraud.®' These enforcement mechanisms are not toothless.
In fiscal year 2006 alone, the Commission initiated 914
investigations, 218 civil proceedings, and 356 administrative
proceedings.®” That same year, the Commission recouped over
$3.3 billion in disgorgement and other penalties.”® Similarly,
the Department of Justice’s Corporate Fraud Task Force has
obtained more than 1,200 corporate fraud convictions in
the past five years.* Some states’ securities laws also permit
state authorities to seck fines and restitution from aiders and
abettors.”

Nor are secondary actors immune from private suit.
Stoneridge does not affect shareholders’ ability to pursue actions
against secondary actors who commit primary violations.®® As
before, a plaintiff may allege primary liability where all of the
usual requirements, including reliance, are met. The securities
statutes also provide an express private right of action against
accountants and underwriters in certain circumstances.”’ Where
a party’s fraud involves transactions unrelated to the purchase or
sale of securities—such as with the sale of goods or purchase of
advertising—plaintiffs will have causes of action for fraud. They
just will not have claims for securities fraud. That limitation is
consistent with the statutory scheme, which was designed to
provide remedies for securities-related misconduct, not to serve
as a catchall federal remedy for fraud.®

Ithough Sromeridge had the potential to be the most

important securities case in decades, the Court’s decision
is perhaps best viewed as an affirmation of the status quo. The
Court dutifully applies Central Bank and respects Congress’
decision not to extend the private right of action to cover
this type of liability. Stoneridge shows the Supreme Courts
reluctance to find new implied causes of action or to expand
existing ones. It is a strong reaffirmation of the principle that
Congress, not the courts, determines the remedies for violations
of federal statutes.
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