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The Supreme Court Rejects Attempt To Assert 
State Law Holder Class Actions

Thirty one years ago, in Blue Chip Stamps v. Manor Drug Stores, 
421 U.S. 723 (1975), the U.S. Supreme Court effectively all but 
precluded holder class actions from being prosecuted, ruling 
that such cases could not be maintained under federal securities 
law. On March 13, 2006, the Supreme Court, a Court divided 
on many matters, issued a unanimous decision in Merrill Lynch, 
Pierce, Fenner & Smith, Inc. v. Dabit, 547 U.S. ___ (Mar. 21, 
2006), holding that state law securities holder class actions are 
preempted by the Securities Litigation Uniform Standards Act 
(“SLUSA”) and thus can be removed to federal court and 
dismissed. As a result of the Dabit and Blue Chip Stamps rulings, 
holder cases cannot be maintained as class actions under federal 
or state law.

This is the first securities litigation appeal to be heard under 
the new Court led by Chief Justice John G. Roberts,1 and 
continues an apparent trend of the Court of being uniquely 
aligned in securities-related matters. The opinion, written 
by Justice John Paul Stevens, follows on the heels of the 
unanimous Dura Pharmaceuticals, Inc. v. Broudo, 544 U.S. 
336 (2005) decision, successfully argued by our firm2. It also 
continues the Court’s demonstrated tendency to interpret 
the securities laws in a manner consistent with the reforms 
enacted by Congress in light of policy concerns regarding 
widespread abusive practices in federal securities litigation. 
The Dabit ruling reinforces the perception that the Supreme 
Court intends to interpret the securities laws to achieve the 
reforms intended by the Private Securities Litigation Reform 
Act (“PSLRA”) and SLUSA to prevent injury to “the entire 
U.S. economy” by securities class actions.

Definition of Holder Class Actions

A “holder” action is a lawsuit brought by investors who did not 
purchase or sell a security based on any alleged fraud, but, 
instead, claim that they refrained from selling or buying because 

of the purported fraud. In a sense, the term “holder” action is a 
misnomer as there are actually two types of lawsuits that could 
fall within the definition: one brought by would-be-sellers and 
one brought by would-be-buyers. In a would-be-seller holder 
action, the plaintiffs claim that they held the security instead 
of selling it because of the fraud. In a would-be-buyer action, 
the plaintiffs claim they would have purchased the security but 
for the fraud. A state law holder class action is a case where the 
plaintiffs allege state law fraud claims on behalf of persons who 
either held or refrained from purchasing a security.

The Supreme Court recognized the inherent abuses possible 
from holder claims in the Blue Chip Stamps decision. In that 
case, the Supreme Court rejected attempts by a plaintiff to 
assert a “holder” lawsuit, and held that only actual purchasers 
or sellers of securities had standing to bring a claim under  
Section 10(b)/Rule 10b-5 of the Securities Exchange Act of 
1934. The plaintiff in Blue Chip Stamps alleged that he was 
dissuaded from purchasing securities because of an overly 
pessimistic prospectus. The Supreme Court rejected that 
attempt and instead adopted the purchaser/seller requirement 
because of its concern that “vexatious litigation” could result 
from permitting a claim based only on uncorroborated oral 
testimony from a plaintiff that he or she would have purchased 
or sold a security.

The PSLRA and SLUSA Reform Attempts

Notwithstanding the Supreme Court having eliminated 
holder class actions from federal court, there was still widespread 
abuse of securities class actions over the next several decades. 
In response, Congress enacted the PSLRA, over presidential 
veto, to deal with these widespread abusive practices. The House 
Conference Report accompanying the legislation identified 
numerous ways in which securities fraud class actions were being 
used by the plaintiffs’ attorneys to extort settlements and 
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essentially damage the U.S. economy. See Joint Explanatory 
Statement of the Committee of Conference, H.R. Conf. Rep. 
No. 104-369, 104th Cong., 1st Sess. 31 (1995) at 31-32. To 
curb such abusive practices, the PSLRA, among other things, 
imposed restrictions on selection of lead plaintiffs and lead 
plaintiffs’ counsel, instituted rigorous new standards for pleading 
securities fraud causes of action, and authorized a discovery stay 
pending resolution of any motion to dismiss. See 15 U.S.C. §§ 
78u-4, 78u-5, 77z-1, 77z-2.

As discussed in the Dabit decision, the effort to deter the filing of 
meritless securities lawsuits through the passage of the PSLRA 
also resulted in an unintended consequence – the plaintiffs’ bar 
began migrating their securities fraud class actions to state court 
with claims under state law in an attempt to avoid the requirements 
of the PSLRA. After realizing the existence of this unintentional 
loophole, in 1998, Congress passed SLUSA to stem the shift of 
cases from federal courts to state courts. See H.R. Conf. Rep. 
No. 105-803, 105th Cong., 2nd Sess. (1998) (observing that 
“since the passage of the Reform Act, plaintiffs’ lawyers have 
sought to circumvent the Act’s provisions by exploiting differences 
between Federal and State laws”).

SLUSA prohibits state law “covered class actions” involving 
nationally traded “covered securities,” and provides that such 
actions be removed to federal court and subsequently dismissed.  
See 15 U.S.C. § 78bb(f)(1). Under SLUSA, “[n]o covered class 
action based upon the statutory or common law of any State or 
subdivision thereof may be maintained in any State or Federal 
court by any private party” alleging either “a misrepresentation 
or omission of a material fact in connection with the purchase 
or sale of a covered security” or “that the defendant used or 
employed any manipulative or deceptive device or contrivance 
in connection with the purchase or sale of a covered security.” 
15 U.S.C. § 78bb(f)(1). The purpose of the statute “is to prevent 
plaintiffs from seeking to evade the protections that Federal law 
provides against abusive litigation by filing suit in State, rather 
than in Federal, court.” H.R. Conf. Rep. No. 105-803, 105th 
Cong., 2nd Sess. (1998) at 13.

The Dabit Decision

In Dabit, the Second Circuit was confronted with the reach 
of SLUSA in the context of state law holder class actions. 
Dabit v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 395 
F.3d 25 (2d Cir. 2005). The appellate court was asked to 
determine whether SLUSA preempted class action claims by 
“holders” of securities as opposed to “purchasers or sellers.” 
The court concluded that the “in connection with” language 
in SLUSA should be afforded the same interpretation as the 
“in connection with” language in private actions under Rule 
10b-5. Based on that conclusion, the Second Circuit held 
that SLUSA did not preempt holder claims because the “in 
connection with” language in Rule 10b-5 private actions only 

applied to purchasers or sellers as held in Blue Chip Stamps.

A few months later, however, in Kircher v. Putnam Funds Trust, 
403 F.3d 478 (7th Cir. 2005), the Seventh Circuit reached the 
opposite conclusion, and held that such claims were preempted. 
Among other things, the Seventh Circuit noted that the actual 
“in connection with” requirement in Section 10(b) and Rule 
10b-5 had been interpreted broadly for purposes of SEC 
enforcement actions to cover actions that “coincide with” the 
purchase or sale of securities. The Seventh Circuit also noted 
that the Second Circuit’s ruling led to a bizarre result that the 
most vexatious types of securities actions – those involving mere 
holders – could proceed in state court, while cases involving 
purchasers or sellers – “better” cases – could not.

The Supreme Court granted certiorari to resolve this circuit 
split. In its March 20th opinion, the Supreme Court reversed 
the Second Circuit and agreed with the broader interpretation 
of SLUSA adopted by the Seventh Circuit. Reviewing its earlier 
securities-related decisions, including Blue Chip Stamps, 
the Supreme Court observed that “policy considerations” 
were frequently relied upon in crafting its interpretation 
of the implied right of action. The Court then rejected the 
respondent’s argument that the “in connection with” language 
in SLUSA “must be read narrowly to encompass (and therefore 
pre-empt) only those actions in which the purchaser-seller 
requirement of Blue Chip Stamps is met,” and determined 
that such a narrow reading was contrary to its interpretation 
of the statute for enforcement actions as “coinciding with” 
the purchase and sale of securities, and also would “undercut 
the effectiveness of the 1995 [PSLRA] and thus run contrary 
to SLUSA’s stated purpose” of preventing the plaintiffs’ bar 
from avoiding the reach of the Reform Act by filing state law 
class action claims in state court. The Court further noted 
that the respondent’s interpretation would result in wasteful 
and duplicative litigation since a state law holder action could 
typically be supported by the same facts as alleged in a federal 
securities fraud action such that parallel class actions would 
be brought in federal and state court.

Conclusion

SLUSA was enacted to ensure that the PSLRA’s goal of curbing 
meritless strike suits could be achieved. The express purpose of 
SLUSA “is to prevent plaintiffs from seeking to evade the 
protections that Federal law provides against abusive litigation 
by filing suit in State, rather than in Federal, court.” As recognized 
during the Dabit oral argument by several justices, as well as by 
the Supreme Court more than thirty years ago in the Blue Chip 
Stamps decision, holder actions are one of the most abusive form 
of securities claims. The Supreme Court, therefore, correctly 
recognized Congressional intent to preclude such abuses as a 
matter of key economic policy.



StayCurrent

17 Offices Worldwide | Paul, Hastings, Janofsky & Walker LLP | www.paulhastings.com 

StayCurrent is published solely for the interests of friends and clients of Paul, Hastings, Janofsky & Walker LLP and should in no way be relied upon or construed 
as legal advice. For specific information on recent developments or particular factual situations, the opinion of legal counsel should be sought. Paul Hastings is 
a limited liability partnership. Copyright © 2006 Paul, Hastings, Janofsky & Walker LLP.

Notes
1. Recently appointed Justice Samuel Alito did not participate in the decision.
2. William F. Sullivan, a partner in the San Diego office of Paul, Hastings, Janofsky & Walker LLP and Chair of the Securities Litigation and Enforcement Practice Group, 
successfully argued the Dura Pharmaceuticals case before the Supreme Court.
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