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SECURITIES & CORPORATE GOVERNANCE

Update

The U.S. Supreme Court recently issued a
much anticipated decision regarding in-
vestors' ability to recover damages against

secondary actors under federal securities laws.  In
Stoneridge Investment Partners, LLC v. Scientific-
Atlantic, Inc., the Court ruled that the implied
right of action in Section 10(b) of the Securities
Exchange Act of 1934 did not reach the suppliers
of a public corporation, because the corporation's
investors did not rely upon any statements or rep-
resentations of those suppliers when making their
investment decisions.

Background

Stoneridge was a class-action suit by investors of
a cable company, Charter Communications, Inc.,
against Charter, its executives, its auditor and two
of its suppliers of cable converter boxes, Scientific-
Atlanta, Inc. and Motorola, Inc. The plaintiffs al-
leged that Charter engaged in fraudulent practices
in order to meet expectations for cable subscriber
growth and operating cash flow. Specifically,
Charter entered into arrangements with Scientific-
Atlanta and Motorola in which Charter overpaid
for cable boxes, in return for which the two suppli-
ers purchased advertising from Charter in the
amount of the overpayment. These transactions
had no economic substance, but enabled Charter
to falsify its financial statements by recording the
suppliers' advertising purchases as revenue and
capitalizing its cable box purchases at overstated
prices. Under this arrangement, Charter was able
to inflate its revenue and operating cash flow by
approximately $17 million.

Although neither Scientific-Atlanta nor
Motorola had any role in preparing or disseminat-

ing Charter's finan-
cial statements, the
plaintiffs claimed
that the suppliers
should be liable
under Section 10(b)
because they knew of
or recklessly disregarded Charter's intention to in-
flate its revenue, and knew that Charter's financial
statements would be relied upon by the research
analysts and investors. The District Court dis-
missed the claims against the suppliers, and the
Eight Circuit affirmed. The Supreme Court decid-
ed to hear the case to determine whether an in-
vestor may rely on Section 10(b) to recover from a
party that participates in a scheme to violate
Section 10(b) but neither makes a material mis-
statement nor violates a duty to disclose.

The Supreme Court’s Analysis

In holding that an investor may not rely on
Section 10(b) to recover from a party that neither
makes a material misstatement nor violates a duty
to disclose, the Court first affirmed its 1994 deci-
sion in Central Bank of Denver, N.A. v. First
Interstate Bank of Denver, N.A. that private § 10(b)
liability does not extend to aiders and abettors, be-
cause plaintiffs do not rely upon these secondary
actors. In addition, the Court recognized that
Congress, in response to Central Bank, enacted the
Private Securities Litigation Reform Act of 1995,
which only authorizes aiding and abetting liability
in civil enforcement actions brought by the SEC
despite recommendations by the then-SEC
Chairman to establish aiding and abetting liability
in private claims. In light of Central Bank and leg-
islative history, the Court refused to extend judi-
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cially the scope of a Section 10(b) private cause of
action beyond its present boundaries.

In Stoneridge, the Court reiterated the impor-
tance of reliance as an element in a cause of action
under Section 10(b). Writing for the majority,
Justice Kennedy wrote that "[r]eliance by the
plaintiff upon the defendant's deceptive acts is an
essential element of the Section 10(b) private cause
of action." Noting that the suppliers had no role in
preparing or disseminating Charter's financial
statements, the Court concluded that "the private
right of action does not reach the customer/suppli-
er companies because the investors did not rely
upon their statements or representations."

Finally, the Court rejected the theory of
"scheme liability"-that investors rely "not only
upon the public statements relating to a security
but also upon the transactions those statements re-
flect." Of "scheme liability," the Court stated that
"[w]ere this concept of reliance to be adopted, the
implied cause of action would reach the whole
marketplace in which the issuing company does
business." The Court found no authority for such
an extension of Section 10(b) liability.

Conclusion

Although it is too early to fully evaluate the im-
plications of the Stoneridge decision, the decision
was a clear victory for the defense. Private plaintiffs
will not be able to circumvent Central Bank by al-
leging that they relied upon the transactions re-
flected in a company's financial statements. As
such, customers and vendors who transact business
with public corporations, but make no statements
and undertake no duty to disclose material infor-
mation to investors, can take comfort that they are
largely shielded from private liability under Section
10(b). 

*     *     *     *     *

After the SEC adopted so-called "e-Proxy" reforms
last year, many public companies were attracted to
the possibility of substantial savings on mailing
and printing costs. The "Notice & Access" alterna-
tive allows companies to replace detailed hard-
copy materials with a notice of Internet
availability. This proxy season, web-posted materi-
als have become mandatory for large accelerated
filers. See our Securities & Corporate Governance
Update, October 2007. As a result, even more com-
panies have considered dispensing with the tradi-
tional mailing to send a simple notice pointing
shareholders to the online materials. Experience
by early adopters shows, however, that there are
hidden difficulties in adopting the new system.

Broadridge Financial Services identifies the
most significant problems with the Notice &
Access model to be timing and getting adequate
votes from stockholders. The electronic alternative
compresses the time frame for drafting and legal
review, especially when a company seeks no-action
relief to exclude shareholder proposals. This can
result in "rush" work orders that offset cost sav-
ings. Additionally, lack of response from retail
stockholders can jeopardize the quorum necessary
for shareholder meetings as well as the vote re-
quired on "non-routine" matters such as stock
plan approvals and proposals opposed by manage-
ment. Low retail turnout may amplify pro-activist
votes on controversial proposals. The effect ap-
pears magnified where companies' investor web-
sites are not well-designed and user friendly.

There is more data to collect as the 2008 proxy
season progresses, but we can sketch some initial
insights. Notice & Access remains a cutting edge
practice with pitfalls for the unwary. To succeed,
companies adopting the model should be well-
prepared, stick to their schedules, and focus early
and often on communicating with retail stock-
holders.

Update on e-Proxy

In a recent Private Letter Ruling and a follow-up
Revenue Ruling, the IRS reversed its traditional inter-
pretation of certain compensatory arrangements in-
tended to qualify as "performance-based" under
Section 162(m) of the tax code. The rulings called
into question deductibility under agreements that

allow possible payout, irrespective of performance,
upon retirement and certain other termination scenar-
ios. In light of the IRS's new position, companies and
compensation committees should promptly review ex-
isting executive pay agreements with counsel to deter-
mine if amendments are necessary. 

IRS Reversal over Performance-Based Compensation
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