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Dura Pharmaceuticals, Inc., et al., Petitioners v.
Michael Broudo et al.

Supreme Court of the United States
125 S. Ct. 1627 (2005)

[A private plaintiff who claims securities fraud must prove that the defendant's fraud
caused an economic loss. Is this (loss causation) requirement satisfied by alleging in the
complaint and subsequently establishing that “the price” of the security "on the date of
purchase was inflated because of the misrepresentation™? It was alleged in the complaint
that Dura Pharmaceuticals made false statements that inflated the price of its stock.
When it subsequently announced a decline in sales the price of its stock dropped
precipitously. The price almost fully recovered within a week. How are damages to be
measured?]

JUDGES: BREYER, J., delivered the opinion for a unanimous Court.

A private plaintiff who claims securities fraud must prove that the defendant's fraud
caused an economic loss... We consider a Ninth Circuit holding that a plaintiff can
satisfy this requirement -- a requirement that courts call "loss causation™ -- simply by
alleging in the complaint and subsequently establishing that “the price” of the security
"on the date of purchase was inflated because of the misrepresentation.” .... In our view,
the Ninth Circuit is wrong, both in respect to what a plaintiff must prove and in respect
to what the plaintiffs' complaint here must allege.

Respondents are individuals who bought stock in Dura Pharmaceuticals, Inc., on the
public securities market between April 15, 1997, and February 24, 1998. They have
brought this securities fraud class action against Dura and some of its managers and
directors (hereinafter Dura) in federal court. In respect to the question before us, their
detailed amended ... complaint makes substantially the following allegations:

1)

Before and during the purchase period, Dura (or its officials) made false statements
concerning both Dura's drug profits and future Food and Drug Administration (FDA)
approval of a new asthmatic spray device. ...

@)

In respect to drug profits, Dura falsely claimed that it expected that its drug sales would
prove profitable.
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(3)

In respect to the asthmatic spray device, Dura falsely claimed that it expected the FDA
would soon grant its approval.

(4)

On the last day of the purchase period, February 24, 1998, Dura announced that its
earnings would be lower than expected, principally due to slow drug sales.

()

The next day Dura's shares lost almost half their value (falling from about $39 per share
to about $21).

(6)

About eight months later (in November 1998), Dura announced that the FDA would not
approve Dura's new asthmatic spray device.

()

The next day Dura's share price temporarily fell but almost fully recovered within one
week.

Most importantly, the complaint says the following (and nothing significantly more than
the following) about economic losses attributable to the spray device misstatement: "In
reliance on the integrity of the market, [the plaintiffs] . . . paid artificially inflated prices
for Dura securities” and the plaintiffs suffered "damages" thereby. ...

The District Court dismissed the complaint. In respect to the plaintiffs' drug-profitability
claim, it held that the complaint failed adequately to allege an appropriate state of mind,
i.e., that defendants had acted knowingly, or the like. In respect to the plaintiffs' spray
device claim, it held that the complaint failed adequately to allege "loss causation."

The Court of Appeals for the Ninth Circuit reversed. In the portion of the court's decision
now before us -- the portion that concerns the spray device claim -- the Circuit held that
the complaint adequately alleged "loss causation." The Circuit wrote that "plaintiffs
establish loss causation if they have shown that the price on the date of purchase was
inflated because of the misrepresentation.” ...It added that "the injury occurs at the time
of the transaction.” ... Since the complaint pleaded "that the price at the time of purchase
was overstated,” and it sufficiently identified the cause, its allegations were legally
sufficient. ...
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Because the Ninth Circuit's views about loss causation differ from those of other Circuits
that have considered this issue, we granted Dura's petition for certiorari. ... We now
reverse.

Private federal securities fraud actions are based upon federal securities statutes and their
implementing regulations. ... Commission Rule 10b-5 forbids, among other things, the
making of any "untrue statement of material fact" or the omission of any material fact
"necessary in order to make the statements made . . . not misleading." ...

The courts have implied from these statutes and Rule a private damages action, which
resembles, but is not identical to, common-law tort actions for deceit and
misrepresentation. ... And Congress has imposed statutory requirements on that private
action. ...

In cases involving publicly traded securities and purchases or sales in public securities
markets, the action's basic elements include:

1)

a material misrepresentation (or omission), ...

(2)

scienter, i.e., a wrongful state of mind, ...

3)

a connection with the purchase or sale of a security, ...

(4)

reliance, often referred to in cases involving public securities markets (fraud-on-the-
market cases) as "transaction causation,” ...(nonconclusively presuming that the price of
a publicly traded share reflects a material misrepresentation and that plaintiffs have
relied upon that misrepresentation as long as they would not have bought the share in its
absence);

(5)

economic loss, ... and
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(6)

"loss causation,™ i.e., a causal connection between the material misrepresentation and the
loss, ...

Dura argues that the complaint's allegations are inadequate in respect to these last two
elements.

A

We begin with the Ninth Circuit's basic reason for finding the complaint adequate,
namely, that at the end of the day plaintiffs need only "establish,” i.e., prove, that "the
price on the date of purchase was inflated because of the misrepresentation.... In our
view, this statement of the law is wrong. Normally, in cases such as this one (i.e., fraud-
on-the-market cases), an inflated purchase price will not itself constitute or proximately
cause the relevant economic loss.

For one thing, as a matter of pure logic, at the moment the transaction takes place, the
plaintiff has suffered no loss; the inflated purchase payment is offset by ownership of a
share that at that instant possesses equivalent value. Moreover, the logical link between
the inflated share purchase price and any later economic loss is not invariably strong.
Shares are normally purchased with an eye toward a later sale. But if, say, the purchaser
sells the shares quickly before the relevant truth begins to leak out, the
misrepresentation will not have led to any loss. If the purchaser sells later after the truth
makes its way into the market place, an initially inflated purchase price might mean a
later loss. But that is far from inevitably so. When the purchaser subsequently resells
such shares, even at a lower price, that lower price may reflect, not the earlier
misrepresentation, but changed economic circumstances, changed investor expectations,
new industry-specific or firm-specific facts, conditions, or other events, which taken
separately or together account for some or all of that lower price. (The same is true in
respect to a claim that a share's higher price is lower than it would otherwise have been -
- a claim we do not consider here.) Other things being equal, the longer the time between
purchase and sale, the more likely that this is so, i.e., the more likely those other factors
caused the loss.

Given the tangle of factors affecting price, the most logic alone permits us to say is that
the higher purchase price will sometimes play a role in bringing about a future loss. It
may prove to be a necessary condition of any such loss, and in that sense one might say
that the inflated purchase price suggests that the misrepresentation (using language the
Ninth Circuit used) "touches upon™ a later economic loss. ... But, even if that is so, it is
insufficient. To "touch upon” a loss is not to cause a loss, and it is the latter that the law
requires.

For another thing, the Ninth Circuit's holding lacks support in precedent. Judicially
implied private securities-fraud actions resemble in many (but not all) respects common-
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law deceit and misrepresentation actions. ... The common law of deceit subjects a
person who "fraudulently” makes a "misrepresentation™ to liability "for pecuniary loss
caused" to one who justifiably relies upon that misrepresentation. ... And the common
law has long insisted that a plaintiff in such a case show not only that had he known the
truth he would not have acted but also that he suffered actual economic loss. ...

Given the common-law roots of the securities fraud action (and the common-law
requirement that a plaintiff show actual damages), it is not surprising that other courts of
appeals have rejected the Ninth Circuit's "inflated purchase price" approach to proving
causation and loss. .... Indeed, the Restatement of Torts, in setting forth the judicial
consensus, says that a person who "misrepresents the financial condition of a corporation
in order to sell its stock™ becomes liable to a relying purchaser "for the loss" the
purchaser sustains "when the facts . . . become generally known™ and "as a result" share
value "depreciates.” .... Treatise writers, too, have emphasized the need to prove
proximate causation. Prosser and Keeton § 110, at 767 (losses do "not afford any basis
for recovery" if "brought about by business conditions or other factors™).

Finally, the Ninth Circuit's approach overlooks an important securities law objective.
The securities statutes seek to maintain public confidence in the marketplace. .... They
do so by deterring fraud, in part, through the availability of private securities fraud
actions. ...But the statutes make these latter actions available, not to provide investors
with broad insurance against market losses, but to protect them against those economic
losses that misrepresentations actually cause. ...

. The statute insists that securities fraud complaints "specify” each misleading
statement; that they set forth the facts "on which [a] belief" that a statement is misleading
was "formed”; and that they "state with particularity facts giving rise to a strong
inference that the defendant acted with the required state of mind.” .... And the statute
expressly imposes on plaintiffs “the burden of proving” that the defendant's
misrepresentations "caused the loss for which the plaintiff seeks to recover.” ...

The statute thereby makes clear Congress' intent to permit private securities fraud actions
for recovery where, but only where, plaintiffs adequately allege and prove the traditional
elements of causation and loss. By way of contrast, the Ninth Circuit's approach would
allow recovery where a misrepresentation leads to an inflated purchase price but
nonetheless does not proximately cause any economic loss. That is to say, it would
permit recovery where these two traditional elements in fact are missing.

In sum, we find the Ninth Circuit's approach inconsistent with the law's requirement that
a plaintiff prove that the defendant's misrepresentation (or other fraudulent conduct)
proximately caused the plaintiff's economic loss. We need not, and do not, consider other
proximate cause or loss-related questions.
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Our holding about plaintiffs' need to prove proximate causation and economic loss leads
us also to conclude that the plaintiffs' complaint here failed adequately to allege these
requirements. ...

As we have pointed out, the plaintiffs' lengthy complaint contains only one statement
that we can fairly read as describing the loss caused by the defendants' "spray device"
misrepresentations. ... The statement implies that the plaintiffs' loss consisted of the
"artificially inflated" purchase "prices.” The complaint's failure to claim that Dura's share
price fell significantly after the truth became known suggests that the plaintiffs
considered the allegation of purchase price inflation alone sufficient. The complaint
contains nothing that suggests otherwise.

...[H]owever, the "artificially inflated purchase price" is not itself a relevant economic
loss. And the complaint nowhere else provides the defendants with notice of what the
relevant economic loss might be or of what the causal connection might be between that
loss and the misrepresentation concerning Dura's "spray device."

We concede that ordinary pleading rules are not meant to impose a great burden upon a
plaintiff... But it should not prove burdensome for a plaintiff who has suffered an
economic loss to provide a defendant with some indication of the loss and the causal
connection that the plaintiff has in mind. At the same time, allowing a plaintiff to forgo
giving any indication of the economic loss and proximate cause that the plaintiff has in
mind would bring about harm of the very sort the statutes seek to avoid. ...It would
permit a plaintiff "with a largely groundless claim to simply take up the time of a
number of other people, with the right to do so representing an in terrorem [in fear]
increment of the settlement value, rather than a reasonably founded hope that the
[discovery] process will reveal relevant evidence." ...Such a rule would tend to
transform a private securities action into a partial downside insurance policy..

For these reasons, we find the plaintiffs' complaint legally insufficient. We reverse the
judgment of the Ninth Circuit, and we remand the case for further proceedings consistent
with this opinion.

It is so ordered.
3% 3% 3%

Questions

1. If investors purchase at an inflated price, don’t they necessarily suffer an
economic loss?

2. s it possible to present sufficient proof of an inflated price? What facts might
support the inference of an inflated price? How would an expert isolate loss in
market price from misrepresentation from other factors that influence market
price? Might a sharehold claim a loss if the price of the stock rose?
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3. What does the court mean by the statement that, “To "touch upon™ a loss is not to
cause a loss, and it is the latter that the law requires”?

4. Before damages and liability are assigned, it must be demonstrated that the
purchaser relied upon the misrepresentation. How might this be demonstrated?



