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Introduction
In 1975, the United States Supreme
Court ruled in Blue Chip Stamps v.
Manor Drug Stores that a plaintiff in a
federal securities fraud action must
have actually bought or sold stock in
order to sustain a cause of action. 421
U.S. 723 (1975). The decision specifi-
cally disallowed claims in federal
court by persons asserting they were
wrongfully induced to hold stock
instead of selling it. Seemingly con-
tradicting the Blue Chip Stamps deci-
sion, the California Supreme Court
recently ruled in Small v. Fritz
Companies, Inc., Case No. S091297
(April 7, 2003), that “holders” of a
corporation’s stock, who neither
bought nor sold their stock in reliance
on the alleged false or misleading cor-
porate statements, may sue the corpo-
ration for common law fraud (so-
called “holder’s action”). Declaring
that the Blue Chip Stamps decision left
the door open for state law remedies,
the California Court expanded the
class of proper plaintiffs to include
existing shareholders who allegedly
refrained from selling their shares in
reliance on the corporation’s purport-
ed material misstatements or omis-
sions.

The judicial recognition of holder’s
actions in California has troubling
consequences for corporate defen-
dants doing business there, as the
pool of potential plaintiffs expands
and the amount of damages claimed
multiply. The possibility of higher
damages attributed to a larger plaintiff
class could add fuel to the fire behind
unmeritorious suits designed to

coerce settlement. Citing the after-
math of scandals at Adelphia and
Enron, and the recent enactment of
the Sarbanes-Oxley Act, the Court
reasoned that the trend has turned
from an emphasis on preventing
unmeritorious lawsuits to removing
barriers that deny relief to victims of
fraud. However, to combat the risk
of encouraging unwarranted suits, the
Court required that stockholders
claiming fraud or negligent misrepre-
sentation must allege actual reliance
on the false statement or omission
with specificity.

The Small v. Fritz Ruling – A
Powder Keg?
On April 7, a divided California
Supreme Court reversed the Court of
Appeal’s ruling that plaintiffs stated
claims for fraud and negligent misrep-
resentation and alleged actual reliance
with the requisite specificity.
Although not addressed by the lower
courts, the Court also found that
California law recognizes a claim on
behalf of shareholders who relied on
the alleged misstatement or omission
when deciding to retain stock, as
opposed to buying or selling stock as
required to sustain a claim under Blue
Chip Stamps and state securities laws.
Although potentially expanding the
number of class members, the ruling
provides some measure of control
over potentially exploitive new claims
by heightening the procedural stan-
dards for stockholders pleading com-
mon law fraud and negligent 
misrepresentation in California state
courts.

In California, the elements of fraud
are: (1) misrepresentation (or omis-
sion); (2) knowledge of falsity; (3)
intent to defraud; (4) justifiable
reliance; and (5) resulting damage.
The elements of a claim for negligent
misrepresentation are similar to fraud,
but does not require knowledge or
intent to defraud. The operative issue
decided in Fritz was that forbearance,
or the decision to refrain from selling
stock, is sufficient to satisfy the
reliance requirement.1 The Court
concluded that the elimination of
holder’s suits in Blue Chip Stamps is
limited to federal securities actions.
Blue Chip Stamps, the Court deter-
mined, expressly contemplated that
defrauded shareholders might still
have a remedy in state court.

In Blue Chip Stamps, the Supreme
Court had rejected holder’s actions out
of concern for vexatious litigation that
could result from an expanded class of
plaintiffs. The Supreme Court also
recognized that such actions could
lead to coercive settlement values that
are disproportionate to prospects for
success at trial; and stockholder’s
proof of reliance would often depend
on testimonial evidence, exasperating
the difficulty of disposing of cases
prior to trial. The Fritz court rejected
defendants’ similar policy arguments,
stating that while those considerations
justify a limitation on a holder’s cause
of action, they do not justify a cate-
gorical denial of that action.

On the heels of Fritz, an incalculable
number of new litigants could
emerge, perhaps alongside existing
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lawsuits, alleging claims on behalf of
stockholders who were not represent-
ed by existing plaintiffs. Motivated by
larger plaintiff classes coupled with
the potential for punitive damages, an
influx of new holder’s actions in
California is likely to take place over
the next few years to test the bound-
aries of this new claim and category
of plaintiffs. However, given the
heightened pleading requirements and
potential difficulties with class certifi-
cation and damage calculations, Fritz
may provide the plaintiffs’ bar with
little ammunition over the long run.

The Specificity Requirement:
Pleading Actual Reliance May
Keep the Powder Dry
Justice Kennard wrote for the Court,
“we recognize, however, the risk of
encouraging nonmeritorious suits jus-
tifies using the requirement for specif-
ic pleading to place limits on the
cause of action.” Limits, such as
requiring the pleading of actual
reliance and damages, may distort the
commonality among plaintiffs needed
for class certification.2 This is espe-
cially true where individual stockhold-
ers must specifically allege reliance on
the company’s statements and actual
damages based upon non-existent
sales. Furthermore, California law
requires claims of fraud be pleaded
with specificity. The Fritz court
required, for the first time, that claims
for negligent misrepresentation in a
holder’s action must be pled with the
same specificity. Quoting its opinion
in Lazar v. Superior Court, 12 Cal. 4th
631, 645 (1996), the Court described
the  specificity pleading requirement
as “pleading facts which ‘show how,

when, where, to whom, and by what
means the representations were ten-
dered.’”

The Fritz court also required that
holders must allege actual reliance on
the defendants’ misrepresentations or
omission in deciding to retain their
stock. In Mirkin v. Wasserman, the
California Supreme Court previously
rejected the “fraud on the market”
doctrine and required instead that a
plaintiff suing for common law fraud
must plead and prove actual reliance.
5 Cal. 4th 1082, 1090-98 (1993). The
“fraud-on-the-market” theory, avail-
able to buyers and sellers under both
federal and state securities laws, allevi-
ates the need to plead and prove actu-
al reliance where material misrepre-
sentations are alleged to have affected
the market price of stock. See Basic v.
Levinson, 485 U.S. 224 (1988).
According to Mirkin, to allow a pre-
sumption of reliance under state
common law would offer plaintiffs
certain advantages, such as a favorable
statute of limitations and the possibil-
ity of recovering punitive damages,
that are not available under federal or
state securities laws. The court in
Mirkin was especially concerned with
“opening the door” to class action
lawsuits based upon exceedingly spec-
ulative theories, such as investors who
might sue for missing favorable
opportunities to buy or sell securities
because the market was influenced by
misrepresentations or omissions they
did not hear. Seemingly contradictory
to its later decision in Fritz, the Mirkin
court quoted from Blue Chip Stamps,
“the inexorable broadening of the
class of plaintiffs who may sue in this

area of the law will ultimately result
in more harm than good.”

It is unclear whether the specificity
pleading requirement and potential
class certification difficulties will limit
the number of holder’s actions based
on common law fraud. Stockholders
who seek to become class action
plaintiffs face a considerable battle
ahead. They must collectively plead
actual reliance with specificity and
assemble a proper class of holders
that can survive class certification.
Because these requirements were not
stated in earlier cases, the court in
Fritz allowed plaintiffs to amend their
complaint.

We will continue to monitor and
report to our clients future develop-
ments in this area. For further infor-
mation about the issues discussed in
this client alert, please contact any of
our California-based members of our
Securities Practice Group listed
below:
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1 As the Court noted, there is a loophole in the existing federal securities laws that allows for holder’s actions in state court.
The Private Securities Litigation Reform Act was enacted in 1995 to deter the filing of abusive securities fraud claims, in part,
by raising the pleading standards for private securities fraud plaintiffs; however, it only governs actions in federal court. In
1998, Congress enacted the Uniform Standards Act, which preempts state court class actions based upon alleged misstatements
or omissions; but it only applies to actions involving the purchase or sale of a security.
2 In order for a court to certify a claim as a class action, specific requirements must be met, such as typicality of interests and
commonality of claims, before a court will treat individual plaintiffs as a group.
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