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scienter pleading requirement. Prescribing a “work-
able construction of the ‘strong inference’ standard,” 
the Court held that plaintiffs alleging securities fraud 
must raise an inference of scienter “at least as com-
pelling as any opposing inference one could draw 
from the facts alleged.”2 The standard adopted by the 
Court’s majority, however, may have stopped short of 
accomplishing Congress’s objectives in enacting the 
PSLRA. 

Enacted in 1995 over a presidential veto, the PSLRA 
was the first comprehensive revision of the national 
securities laws since they were enacted more than 60 
years earlier.3 Prompted by the routine filing of law-
suits whenever there was a significant change in an 
issuer’s stock, the targeting of defendants with deep 
pockets, and coercive settlement tactics by class ac-
tion lawyers, Congress decided to impose substantial 
limitations on the filing and maintenance of securities 
fraud claims.4 Foremost among Congress’ objectives 
was maintaining the integrity of the nation’s securities 
markets by protecting issuers of securities. To achieve 
that end, Congress adopted exacting pleading require-
ments and imposed an automatic stay of discovery 
upon the filing of a motion to dismiss, rendering the 
failure to overcome the initial pleading burden to be 
the end of many securities actions.5

In drafting the PSLRA’s pleading standards, Con-
gress looked to the various standards that circuit 
courts had adopted. In particular, Congress focused 
on the strictest standard articulated before the PSLRA 
was passed: the Second Circuit’s pleading standard.6 
Before the PSLRA was enacted, the Second Circuit 
had required plaintiffs to plead a “strong inference 
of fraudulent intent.”7 Congress, however, set out to 
“strengthen existing pleading requirements”8; there-
fore, the legislature built upon the Second Circuit’s 
standard and required plaintiffs to “state with par-

ticularity facts giving rise to a strong inference that 
the defendant acted with the required state of mind 
[scienter].”9 The key term, “strong inference,” how-
ever, was left undefined. 

It is not surprising that the legislature’s silence on 
this issue caused a split among the circuits. For ex-
ample, in the Sixth Circuit, the strong inference re-
quirement meant that plaintiffs were entitled to only 
the “most plausible of competing inferences.”10 In the 
Seventh Circuit, plaintiffs merely had to allege facts 
sufficient for a “reasonable person [to] infer that the 
defendant acted with the required intent.”11 There-
fore, it was left to the Supreme Court to articulate a 
uniform pleading standard. 

In Tellabs, the Court attempted to clarify for the 
circuits how to determine whether a plaintiff has al-
leged a “strong inference” of scienter. Respondents 
(shareholders of the petitioner, Tellabs Inc.) filed a 
class action lawsuit against Tellabs, a manufacturer 
of specialized equipment used in fiber optic net-
works, as well as certain executives of Tellabs. The 
shareholders alleged, among other points, that Tel-
labs and its high-level executives had engaged in se-
curities fraud in violation of § 10(b) of the Securities 
Exchange Act of 1934 and Securities and Exchange 
Commission Rule 10b-5. Tellabs moved to dismiss 
the complaint, claiming its failure to plead with suffi-
cient particularity, as the PSLRA requires. The District 
Court dismissed the shareholders’ complaint without 
prejudice, and the shareholders filed an amended 
complaint. The District Court agreed with Tellabs, 
this time dismissing the shareholders’ complaint with 
prejudice because of failure to plead scienter. The 
shareholders then appealed to the Seventh Circuit, 
which reversed the ruling and held that “if [the com-
plaint] alleges facts from which, if true, a reasonable 
person could infer that the defendant acted with the 
requisite intent,” then the plaintiffs’ complaint should 
survive.12 Tellabs petitioned the Supreme Court for 
certiorari. 

The Supreme Court vacated and remanded the 
case. In an opinion by Justice Ginsburg, the major-
ity rejected the Seventh Circuit’s pleading standard 
and found that courts must “consider plausible non-
culpable explanations for the defendant’s conduct,” 
and, in light of those competing inferences, an infer-
ence of scienter “must be cogent and at least as com-
pelling as any opposing inference of nonfraudulent 
intent.” In other words, if there is a “tie” between 
culpable and nonculpable strong inferences, then 
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plaintiffs “win” and a defendant’s motion to dismiss 
should be denied. 

Concurring in the judgment, Justice Scalia wrote 
a separate opinion in which he urged the Court to 
adopt a more stringent standard.13 Specifically, Jus-
tice Scalia argued that “the test should be whether the 
inference of scienter (if any) is more plausible than 
the inference of innocence,” that is, a tie should go 
to the defendant and the plaintiff’s complaint should 
be dismissed. But the majority refused to adopt the 
stronger standard. The Court reasoned that such a 
“possibility” is “certainly strong enough to warrant 
further investigation” and declined to require the 
plaintiff “to plead more than she would be required 
to prove at trial.” 

Of course, Congress should not require more from 
plaintiffs at the pleading stage than is required at trial. 
Justice Scalia’s standard is more consistent with the 
goals of the PSLRA, one of which was to strengthen 
pre-PSLRA pleading standards, which also included 
Federal Rule 9(b)’s exacting pleading requirements for 
fraud.14 Heightening these already stringent pleading 
standards, Congress required plaintiffs to plead not 
more than they would have to prove at trial but ex-
actly what they would have to prove at trial, that is, 
fraud by a preponderance of evidence. As Justice Sca-
lia explained, the standard that he proposed was more 
in keeping with Congress’ intent to preclude plaintiffs 
from filing suit in hopes that discovery will produce a 
viable claim, rather than to encourage them to do so.

The majority admitted that Congress “has power to 
prescribe what must be pleaded to state [a securities 
fraud claim], just as it has power to determine what 
must be proved to prevail on the merits.” Congress’ 
inclusion of the adjective “strong” is a clear indica-
tor that previous pleading standards were insufficient 
and that much more should be required of plaintiffs. 
The majority in Tellabs should have presented lower 
courts with a more stringent standard in order to re-
move any question as to what is required of plaintiffs 
under the PSLRA.

In the months since the Supreme Court’s decision, 
it has become evident that lower court opinions 
remain unclear as to the pleading burden that the 
PSLRA places on plaintiffs. For example, in Frank 
v. Dana Corp., the Northern District of Ohio denied 
the defendants’ motion to dismiss for failure to plead 
scienter; however, the court’s decision confused the 
Tellabs standard several times.15 Initially, the court 
(incorrectly) found that Tellabs requires that “plain-
tiff must establish an inference of scienter that is 
more plausible and powerful than competing infer-
ences of defendants’ state of mind.”16 Then, as part 
of its scienter analysis, the court declared (again, 
incorrectly) that it is “required to accept plaintiff’s 
inferences of scienter only if those inferences are 
the most plausible of competing inferences.”17 After 
twice misreading the standard announced in Tellabs, 
the court, quoting Tellabs, ruled that the plaintiff had 

failed to plead scienter because the plaintiff’s infer-
ences of scienter were not “as strong as any oppos-
ing inference.”

Other courts have disagreed about how Tellabs af-
fects specific pleading practices of plaintiffs, including 
the use of allegations based on confidential sources. 
Ironically, the Seventh Circuit, whose pleading stan-
dard was expressly strengthened by Tellabs, suggest-
ed that its frustration with the Tellabs standard was 
that it was too weak. However, the court used Tellabs 
to find other ways to impose strict requirements on 
the plaintiffs, for example, finding that the plaintiffs’ 
allegations based on confidential sources should be 
“discounted.”18 In contrast, after the Tellabs decision, 
district courts within the Second Circuit continue to 
allow plaintiffs to rely on allegations based on confi-
dential sources.19 

Undoubtedly, the majority in Tellabs recognized 
that the PSLRA is an impediment to plaintiffs’ at-
tempts to allege securities fraud; however, the Su-
preme Court’s standard (and lack of application of 
that standard) is not sufficient under the PSLRA. Ap-
plication of the scienter pleading standard is highly 
fact-sensitive.20 Courts must assess the allegations of 
each plaintiff’s complaint to determine whether the 
facts as pled raise a strong inference of scienter. Thus, 
courts necessarily exercise significant discretion. The 
PSLRA sought to rein in that discretion by imposing a 
demanding scienter pleading standard. By its refusal 
to require more of the courts (and of plaintiffs), the 
majority weakened the exacting pleading standard 
that Congress intended. 

Notwithstanding its shortcomings, Tellabs is a sig-
nificant decision that has altered the landscape of 
securities law. Whether the bench will use Tellabs 
as a scapegoat for its leniency when denying defen-
dants’ motions to dismiss or as a shield to protect 
defendants from meritless lawsuits, remains to be 
seen. The probability of such dueling interpretations 
of Tellabs illustrates the greatest disappointment of 
Tellabs—its failure to establish a uniform pleading 
standard under the Private Securities Litigation Re-
form Act. TFL
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