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he media reports about the United States Supreme Court’s
Trecent decision in Tellabs, Inc v Makor Issues & Rights, Ltd,!

got it all wrong. Many media outlets initially reported, for
example, that the Court’s decision makes it “significantly harder,”
“sets tougher standards,” and “tightens rules” for shareholders to
file securities fraud class action lawsuits.? These statements mis-
reported the holding in Tellabs. Tellabs actually represents a sig-
nificant victory for shareholders because, contrary to the media
reports, the Court liberalized the pleading standards that had
been established in most circuits for plaintiffs to successfully as-
sert fraud in securities class actions.

The Private Securities Litigation Reform Act (PSLRA),*> which
was passed by Congress in 1995 to reform securities fraud class ac-
tions, created a heightened pleading standard for plaintiffs assert-
ing securities fraud. Before its enactment, securities fraud plaintiffs
were required to plead scienter—fraudulent intent—with particu-
larity, and courts were required to give plaintiffs the benefit of all
reasonable inferences. The PSLRA, however, dramatically changed
the standard for pleading scienter. It instituted a requirement that
plaintiffs asserting fraud must state with particularity facts giving
rise to a “strong inference” that the defendant acted with intent or
recklessness.! Congress did not define what it meant by a strong
inference, and as a result, the circuit courts struggled with the req-
uisite pleading standard, leading to varying and inconsistent re-

Y10l The Supreme Court's Decision in Tellabs

sults. The standards that were adopted permitted courts to weigh
factual allegations at the pleading stage, sometimes imposing even
a higher burden to plead scienter in a complaint than would be
required to win on the same claims at trial. Thus, securities fraud
class actions were often won or lost on the basis of the strength of
the plaintiffs’ scienter allegations.

In Tellabs, the Court finally resolved the issue whether, and to
what extent, courts must consider competing inferences in deter-
mining if a complaint satisfied the strong-inference requirement.
In reversing an overly lenient pleading standard that was applied
by the Seventh Circuit, the Court established a more liberal stan-
dard than adopted by most circuit courts. Contrary to the media
reports, Tellabs represented a swing of the pendulum back toward
the middle, making it much easier for plaintiffs in most circuits to
assert meritorious claims.

Differences Among the Circuits

Before Tellabs, each circuit developed separate standards for
what a plaintiff asserting securities fraud in a class action must
plead to satisfy the PSLRA’s strong-inference requirement. The
circuit courts generally established four distinct standards. The
most stringent pleading standard existed in the Sixth Circuit,
where the court held in Helwig v Vencor, Inc, that “plaintiffs are
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entitled only to the most plausible of competing inferences”> to
establish whether a defendant acted with scienter. Adopting a
less stringent test, the First, Fourth, Fifth, Eighth, Ninth, Tenth,
and Eleventh Circuits required a plaintiff to plead scienter by
alleging facts showing a defendant’s “intentional misconduct”
or “deliberate recklessness.”® The Second and Third Circuits had a
more lenient standard, requiring a plaintiff to allege that the defen-
dants had a motive and opportunity to defraud.” Finally, the most
lenient standard, adopted by the Seventh Circuit, held that a plain-
tiff properly alleged scienter if the factual allegations would permit
a reasonable person to infer that the defendant acted with the req-
uisite intent, presumably without weighing any competing infer-
ence that could be drawn from such factual allegations.? Likewise,
the circuit courts adopted varying standards with regard to whether
allegations could be read in a piecemeal fashion or should be read
as a whole.

The Most Stringent Pleading Requirement:
The Most Plausible Inference Test

The Sixth Circuit adopted the most stringent pre-Tellabs plead-
ing standard. The Sixth Circuit held that a plaintiff alleging scienter
was entitled to only the “most plausible of competing inferences”
from the factual allegations of scienter—a standard that the Su-
preme Court in 7ellabs likened to a “smoking-gun” claim." Under
this test, courts in the Sixth Circuit were required to “take into ac-
count inferences drawn from a complaint’s allegations that cut
against scienter—i.e., explanations of the statements or events in
question that do not indicate fraud—in determining whether a
strong inference has been pleaded.” The Sixth Circuit’s stringent
standard arguably created a higher burden for the plaintiff at the
pleading stage than the plaintiff’s burden to prove the same allega-
tions at trial.

Before the Supreme Court’s decision in Tellabs, there was some
confusion in the Sixth Circuit regarding whether courts should
take a holistic approach and consider whether “the facts argued
collectively ... give rise to a strong inference of at least reckless-
ness”? or whether courts may read allegations separately to de-
termine if each allegation, taken alone, sufficiently established
fraud.”® The Sixth Circuit was not the only circuit with a seem-
ingly inconsistent standard, and, consequently, this was an issue
that the Supreme Court sought to resolve in Tellabs.

A less Stringent Standard: Intentional
Misconduct/Deliberate Recklessness Test

The Ninth Circuit established a standard that, although easier
to satisfy than the Sixth Circuit’s, was subjective and inconclu-
sive. The Ninth Circuit’s standard required a plaintiff to allege “in
great detail” facts that “constitute circumstantial evidence of de-
liberately reckless behavior or conscious misconduct.”™ Unlike
those in the Sixth Circuit, courts in the Ninth Circuit were re-
quired to consider “all the allegations in their entirety.”” Ninth
Circuit courts also had to consider any reasonable inferences
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from the facts to determine if “on balance, the plaintiffs’ com-
plaint gives rise to the requisite inference of scienter.”

The Tenth Circuit categorically rejected the Sixth Circuit’s stan-
dard, holding that it is not for courts to weigh inferences at the
pleading stage: “Faced with two seemingly equally strong infer-
ences, one favoring the plaintiff and one favoring the defendant,
it is inappropriate for us to make a determination as to which
inference will ultimately prevail.”"

The First Circuit held in In re Credit Suisse First Boston Corp'®
that the sufficiency of a plaintiff’s scienter allegation must be de-
termined by a statement-by-statement analysis and must establish
that there is a “strong probability” that the defendants acted with
the requisite intent.

The Most Lenient Pre-Tellabs Standard

The Seventh Circuit developed perhaps the most lenient stan-
dard for a plaintiff to plead scienter. The Seventh Circuit’s standard
merely required allegations that “if true, a reasonable person
could infer that the defendant acted with the required intent.””
Presumably, there was no requirement for lower courts to draw
any competing inferences from the allegations of scienter. This
meant that as long as the plaintiff’s complaint pointed to facts that
allowed a court to reasonably conclude that the defendant acted
with intent to defraud, the court would not dismiss the complaint.
This standard, however, did not appear to take into account
the PSLRA’s strong-inference requirement, but merely adopted
the reasonable-inference standard of Rule 9 of the Federal Rules
of Civil Procedure. As a result, the Court in 7ellabs overruled this
standard as applied by the Seventh Circuit.

The New Supreme Court Balancing Test:
No Longer a Smoking-Gun Standard

Writing for a 6-2-1 majority in 7Tellabs, Justice Ruth Bader
Ginsburg noted the benefit of class actions, overturned the Sev-
enth Circuit’s lenient scienter standard, and adopted a liberalized
balancing test, making it much easier for securities fraud plain-
tiffs to allege scienter. Justices Scalia and Alito wrote separate
decisions concurring in the result only, but expressing frustration
over the new liberalized pleading standard. In sum, the Supreme
Court held that a plaintiff alleging fraud in a securities class ac-
tion “must plead facts rendering an inference of scienter at least
as likely as any plausible opposing inference.”* Thus, the Court
further held that “[tlo qualify as ‘strong’ within the intendment of
[the PSLRA,]...an inference of scienter must be more than merely
plausible or reasonable—it must be cogent and at least as com-
pelling as any opposing inference of non fraudulent intent.”*

Tellabs significantly lowered the standard for pleading a secu-
rities fraud case in nearly every circuit, given that the Supreme
Court’s new balancing test was different from any that previously
existed. Indeed, Justice Scalia’s concurrence suggested that the
Court’s decision was not pro-defendant, as the media originally
reported. Justice Scalia, who at oral argument was characterized
by plaintiffs’ counsel, Professor Arthur Miller, as “never [having]
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met a plaintiff [he] really liked,”* was sharply critical of the ma-
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jority’s liberal pleading standard. However, the majority rejected
his objections, claiming:

Justice Scalia objects to this standard on the ground that “[i]f a
jade falcon were stolen from a room to which only A and B had
access,” it could not “possibly be said there was a ‘strong inference’
that B was the thief”....I suspect, however, that law enforcement
officials as well as the owner of the precious falcon would find the

inference of guilt as to B quite strong—certainly strong enough
to warrant further investigation. Indeed, an inference at least as
likely as competing inferences can, in some cases, warrant recov-
ery....In any event, we disagree with Justice Scalia that the
hardly stock term “strong inference” has only one invariably right
(“natural” or “normal”) reading—his.”

Tellabs also rejected those courts’ standards that considered
allegations in a piecemeal fashion or took certain allegations out
of context. Tellabs adopted a holistic approach. The Court held
that lower courts

must consider the complaint in its entirety, as well as other sources
courts ordinarily examine when ruling on Rule 12(b)(6) motions
to dismiss, in particular, documents incorporated into the com-
plaint by reference, and matters of which a court may take judicial
notice.... The inquiry, as several Courts of Appeals have recog-

to this article.
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