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 Securities Litigation Arising Out of the 

Financial Crisis: A Survey of Relevant 

Decisions and Their Implications 

 by Kathleen N. Massey 

  I
t should come as no surprise, given the financial crisis that began in early 2007, 

that there has been a dramatic increase in the number of securities class action 

filings. 1    Defendants and potential defendants—and who in the financial services 

industry is not a potential defendant?—are looking for insights into how to avoid 

expensive and burdensome securities claims and how to defend against such claims once they 

are asserted.  

 Recent decisions in the area are beginning to pro-
vide some answers to these questions. Defendants 
are most likely to succeed at an early stage when 
plaintiffs do not, or cannot, properly allege mate-
rial misrepresentations or scienter. Attacks on 
allegations of loss causation have been less crucial 
to decisions thus far, but should remain impor-
tant in the long run. Thus, to avoid litigation, it is 
critical to ensure that disclosures about the risks 
associated with particular securities are complete 
and accurate, accompanied when appropriate with 

cautionary language. Equally important, it is nec-
essary to pay attention to red flags that suggest 
there are risks that have not been adequately dis-
closed and to take appropriate corrective action 
to address any such risks. And once litigation has 
begun, careful scrutiny of the plaintiff ’s allegations 
in the key areas of material misrepresentations, 
scienter, and loss causation may lead to motions 
that will end such litigation relatively quickly. 

 Summary of Litigation Arising Out 
of the Financial Crisis 

 As discussed in detail below, a review of com-
plaints arising out of the financial crisis demon-
strates that the claims have evolved over the past 
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few years, from those involving individuals suing 
local lenders under state law for reasons relating to 
their personal mortgages, to sophisticated investors 
bringing class actions under the federal securi-
ties laws against large institutions in the financial 
services industry. Although investors of all sorts 
have suffered substantial losses recently, and under-
standably would like to recover from someone, 
several courts have recognized that recovery is not 
appropriate where the claim is really just about 
declining investments “in a volatile industry at the 
onset of a long, destructive economic downturn.” 2    

 The decisions rendered to date in cases arising 
out of this downturn indicate that defendants have 
been most successful in defeating claims when 
plaintiffs have failed to allege adequately that 
defendants’ disclosures were materially  misleading 
or that defendants acted with wrongful intent. 
Based on those decisions and others  concerning 
federal securities and corporate governance law, 
the resolution of the hundreds of cases yet to be 
decided also likely will be based on the foregoing 
grounds as well as based on failures by plaintiffs to 
allege or establish that wrongdoing by defendants 
was the proximate cause of  investor losses. 

 Background 

 Leading up to the current surge in securities 
class action litigation, the cases initially filed 
concerned subprime loans and securitizations of 
those loans. The earliest cases in this area were 
brought by individual borrowers facing foreclo-
sure who claimed, based largely on state law, that 
they had been deceived by mortgage lenders and 
their agents, resulting in borrowers taking on 
payment obligations they were unable to satisfy, 
particularly in the context of depreciating home 
prices. 3    As the real estate crisis spread, borrowers 
across the country defaulted on their mortgage 
loans and real estate values plummeted, plaintiffs’ 
class action lawyers jumped into the fray and filed 
federal class actions alleging that mortgage lend-
ers engaged in fraudulent schemes to push bor-
rowers into subprime loans that were then sold as 
investments in the secondary mortgage market. 4    

 As the crisis spread from subprime real estate to 
collateralized debt obligations related to subprime 
debt generally, investors who had acquired interests 
in securitized products began pursuing relief in the 
courts as well. Some investors claimed that their 
interests in securitized products were impaired as 
a result of defaults on subprime credit card debt. 5    
Other investors sued based on losses incurred in 
investments based on subprime  automobile loans. 6    

 Plaintiffs quickly broadened their focus to 
include entities generally involved in the real estate 
and related lending businesses. Investors in those 
entities brought suit under the federal securities 
laws alleging that they had been misled about the 
value of those companies by misrepresentations 
about the quality of loans originated by defen-
dants, losses on those loans, compliance with 
underwriting guidelines, internal controls, and risk 
management systems. For example, shareholders 
have brought class action litigation claiming they 
overpaid for stock in a publicly-traded mortgage 
lender that overstated the quality of the loans it 
made. 7    Shareholders have brought numerous class 
actions based on alleged misrepresentations by 
an entity involved with originating, purchasing, 
investing in, servicing, and securitizing mort-
gages. 8    Plaintiffs also filed class actions against 
rating agencies, and insurance companies involved 
in insuring collateralized debt obligations, alleg-
ing that defendants misrepresented their financial 
health. 9    

 As the subprime crisis became a widespread 
credit crisis, plaintiffs also brought suit against enti-
ties in the financial services industry generally. For 
example, shareholders in investment companies 
have sued to recover losses arising from the funds’ 
investments in collateralized debt obligations and 
other securities impacted negatively by the finan-
cial crisis. Investors in large financial institutions 
have filed hundreds of class actions claiming they 
acquired debt and equity securities issued by such 
institutions in reliance on misrepresentations and 
omissions about a wide range of issues, including 
the risks associated with the issuers’ investments in 
collateralized debt obligations. Substantive decisions 
have yet to be rendered in most of these actions. 

 Claims under the Federal 
Securities Laws 

 Many of the most recent cases naming finan-
cial institutions as defendants have been based 
on alleged misrepresentations and have involved 
claims asserted under the federal securities laws, 
including, in particular, Section 10(b) of  the 
Securities Exchange Act of 1934 (Exchange Act) 
and Rule 10b-5 promulgated thereunder. 10    The 
alleged misrepresentations that generally form the 
basis for these claims relate to the nature of defen-
dants’ investments, the risks associated with those 
investments, hedging practices, internal controls, 
and risk management systems. 

 To establish a claim for misrepresentation or 
omission of a material fact, under Section 10(b), 
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a plaintiff is required to prove that, in connection 
with the purchase or sale of a security, defendant 
made an untrue statement of a material fact, with 
scienter, upon which plaintiff relied and that plain-
tiff sustained damages as a result of such reliance. 11    
As discussed below, a survey of decisions rendered 
thus far in the context of subprime lending and the 
credit crisis indicates that defendants have been suc-
cessful in defending against claims under Section 
10(b) on the grounds that plaintiffs have failed to 
allege material misrepresentations or omissions 
and intent to defraud with the requisite particular-
ity. Relevant case law also suggests that defendants 
should be successful in  defending against claims 
on the grounds that plaintiffs  cannot establish 
that any alleged misrepresentations or omissions 
were the proximate cause of plaintiffs’ losses. 

 Failure to Allege Fraud with Particularity 

 Under the Federal Rules of Civil Procedure 
and the Private Securities Litigation Reform Act 
of 1995 (PSLRA), a plaintiff  is required to plead 
facts in support of a Section 10(b) claim with 
particularity, including, among other things, facts 
that indicate what the alleged misrepresentation 
or omission of fact was and why it was false. 12    
It is well established that where a plaintiff  fails 
to allege a misrepresentation or omission of fact 
with particularity, a claim will be dismissed. This 
remains true in the context of the financial crisis.  

 For example, in a case against defendants 
involved in the management or offering of two 
funds whose investment strategies focused on 
managed portfolios of subprime automobile loans, 
the court rejected arguments by plaintiffs that 
defendants misrepresented or failed to disclose 
risks associated with the secondary market for the 
loans. 13    The court found that plaintiffs failed to 
allege why statements in the offering memoranda 
about the funds’ investments and the secondary 
market for those loans were false. 14    Similarly, in 
a class action complaint alleging misrepresenta-
tions about the quality of a public company’s loan 
portfolio and its underwriting practices, the court 
dismissed plaintiffs’ claims on the grounds that 
plaintiffs failed to allege the “who, what, when, 
where, and how” as required. 15    

 Other claims under Section 10(b) have been 
disposed of on the grounds that they were not 
based on misrepresentations or omissions of fact 
but were instead based on non-actionable puffery. 
Statements of hope, opinion, or belief about the 
future performance of a company or the market 
generally cannot form the basis of a fraud claim. 16    

 Failure to Allege Materiality 

 Although materiality is frequently an issue that 
is not decided at the motion to dismiss stage of a 
case, there are certain circumstances in which courts 
will dismiss securities fraud complaints for failure 
to plead materiality. For example, courts likely will 
decide that certain alleged misrepresentations are 
immaterial as a matter of law under the “bespeaks 
caution doctrine” if  it cannot be said that any rea-
sonable investor could consider them important 
in light of adequate cautionary language in the 
disclosure. 17    Similarly, courts likely will dismiss 
cases based on statements that are protected under 
a statutory safe harbor for forward-looking state-
ments, which applies to certain projections and 
other statements of future economic performance, 
if  the statements are identified as forward-looking, 
accompanied by meaningful cautionary language 
and not made with actual knowledge that they are 
false or misleading. 18    

 Failure to Allege Scienter with Particularity 

 In addition to pleading a misrepresentation or 
omission of fact, a plaintiff seeking to recover under 
Section 10(b) must allege that a defendant acted 
or failed to act with scienter, which is the intent 
to deceive, manipulate, or defraud. 19    Under the 
PSLRA, a plaintiff must plead facts that give rise to 
a strong inference that the defendant acted with the 
required state of mind. 20    “[I]n determining whether 
the pleaded facts give rise to a ‘strong’ inference of 
scienter, the court must take into account plausible 
opposing inferences.” 21    For an inference of scienter 
to be strong, “a reasonable person [must] deem [it] 
cogent and at least as compelling as any opposing 
inference one could draw from the facts alleged.” 22    

 To plead scienter, plaintiffs are generally required 
to allege facts showing that defendants had the 
motive and opportunity to deceive, or that there 
is strong circumstantial evidence of conscious 
misbehavior or recklessness. In cases arising out 
of the subprime and ensuing financial crisis, plain-
tiffs have generally argued that their allegations 
show conscious misbehavior or recklessness, which 
requires allegations that defendants knew facts or 
had access to information contradicting their pub-
lic statements or that defendants ignored red flags 
indicating that their disclosures were misleading. 

 Recent decisions have tended to find plaintiffs’ 
allegations lacking in this area. Mere allegations 
that defendants should have anticipated future 
events and should have made certain disclosures 
earlier than they did do not suffice. 23    For example, in 
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a case brought as a purported class action against a 
publicly-traded mortgage lender and its officers, the 
court granted defendants’ motion to dismiss claims 
that the company’s stock was artificially inflated 
on the grounds that plaintiffs’ vague allegations 
about defendants’ lending practices were insuf-
ficient to plead a strong inference that defendants 
acted with wrongful intent or recklessly. 24    

 In another case involving claims for failure 
to disclose risks relating to subprime lending, 
which was brought under Delaware corporate 
law but raises issues analogous to those at issue 
in evaluating scienter in a Section 10(b) case, the 
court rejected plaintiffs’ arguments that defen-
dants knew or should have known about risks of 
loss from subprime lending. 25    Public reports about 
the declines in the housing market, the failure of 
several large subprime lenders, and the substantial 
losses reported by certain large financial institu-
tions were found not to constitute red flags that 
should have put defendants on notice of prob-
lems in the subprime market. The court held that 
plaintiffs could not establish that defendants had 
failed to disclose risks knowingly or in bad faith, 
recognizing that the company had procedures and 
controls in place designed to monitor risk. 26    Most 
significantly, the court held that defendants should 
not be held liable for failing to predict the future 
or for failing fully to recognize the risks posed by 
subprime securities. 27    

 Failure to Allege Loss Causation 

 Pursuant to the PSLRA, a plaintiff seeking to 
establish a claim under Section 10(b) has the burden 
of proving that the act or omission of the defen-
dant caused the loss for which the plaintiff seeks 
to recover damages. 28    The plaintiff cannot simply 
allege that it overpaid for a security because its 
price was inflated, but must prove that the misrep-
resentation itself proximately caused the economic 
loss. 29    In other words, a plaintiff must allege that 
“the  subject  of the fraudulent statement or omis-
sion . . . was the cause of the actual loss suffered, 
 i.e. , that the misstatement or omission concealed 
something from the market that, when disclosed, 
negatively affected the value of the security.” 30    (This 
is to be distinguished from “transaction  causation,” 
which simply means that the plaintiff would not 
have entered into the transaction in question 
but for the defendant’s misrepresentation.)  

 Although courts deciding cases arising out of 
the financial crisis have tended to find that plain-
tiffs have sufficiently pled corrective disclosures 
and resulting losses, it has been held that  plaintiffs 

cannot satisfy the pleading requirements by alleg-
ing simply that they purchased securities in reli-
ance on misrepresentations and then suffered a 
loss when they sold. 31    

 Some defendants have sought dismissal on the 
grounds that losses were not caused by corrective 
disclosures, but were instead caused by an inter-
vening cause, such as an industry-wide downturn. 
Although one court was willing to consider that 
argument seriously, the court found the argument 
did not work in that case because there were insuf-
ficient indicia of an industry-wide downturn given 
that the stock prices of  the company’s compet-
itors did not fall along with the company’s. 32    

 However, the argument should work under 
different circumstances, as it did in a case arising 
out of the bursting of the dotcom bubble. That 
case involved alleged failures to disclose the risk 
of price volatility, and defendants succeeded in 
defeating Section 10(b) claims on the grounds 
that plaintiffs failed to allege that corrective dis-
closures resulted in plaintiffs’ loss, the alleg-
edly undisclosed risk was apparent on the face 
of the  disclosures alleged to conceal the risk and 
plaintiffs failed to allege facts sufficient to sup-
port an inference that it was defendants’ fraud—
rather than the industry-wide  downturn—that 
 proximately caused plaintiffs’ loss. 33    

 Conclusion 

 Based on what can be gleaned from the early 
decisions in the subprime and credit crisis area 
and what recent securities fraud actions and 
derivative actions teach, it is clear that to avoid 
litigation potential defendants must ensure that 
their disclosures about the risks associated with 
particular securities are complete and accurate 
and accompanied by appropriate cautionary lan-
guage. Potential defendants also should pay atten-
tion to red flags that potential risks have not been 
disclosed adequately and take appropriate action 
to address any such risks.  

 Once litigation arises, some arguments are 
more likely than others to be successful at putting 
a relatively early stop to costly and burdensome 
litigation. Defendants should, as a priority, exam-
ine whether plaintiffs have failed to allege material 
misrepresentations and wrongful intent with the 
requisite particularity; defendants may also have 
success in arguing in some cases that plaintiffs 
cannot establish loss causation. All defendants 
and potential defendants, that is, everyone in the 
financial services industry, should pay close atten-
tion to further developments in the hundreds of 
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pending actions arising out of the financial crisis, 
which will surely shed additional light on these 
issues over the next several years. 
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