IN THE UNI TED STATES COURT OF APPEALS

FOR THE FI FTH Cl RCU T

No. 99-20622

SUM T PROPERTIES INC. ; SUW T PROPERTIES LP, SUMWM T PROPERTI ES
PARTNERSH P LP; STONY PO NT/SUWM T LP, MCGREGOR/ MCGUI RE LP

HENDERSON MCGUI RE  PARTNERS LP; OAK RIDGE/ MCGU RE PARTNERS LP

WAVERLY PLACE/ SUW T PARTNERS LP

Plaintiffs - Appellants,
ver sus
HOECHST CELANESE CORP., fornerly known as Cel anese Corporation
HOECHST CORPORATION; E. 1. DUPONT DE NEMOURS, AND CO.; SHELL O L
COVPANY, doing business as Shell Chemi cal Conpany; VANGUARD
PLASTI CS | NC.; BOW I NDUSTRI AL CORP. ; HOUSEHOLD | NTERNATI ONAL | NC.

Def endants - Appel |l ees.

Appeal fromthe United States District Court
For the Southern District of Texas

June 7, 2000

Bef ore H GA NBOTHAM and PARKER, Circuit Judges, and WARD, " Di strict
Judge.

PATRICK E. H Gd NBOTHAM Circuit Judge:

Today we are invited to read RICO as establishing a federa
products liability schene conplete wth trebl e danages and attorney
fees for the benefit of end-users of defective products who never
relied on manufacturers’ alleged msrepresentations of product
quality. W are unpersuaded that RI CO can be extended so far by
such a marriage of distinct duties and Iliability regines.

Consequently, we AFFIRM the dismssal of the plaintiffs’ R CO

‘District Judge of the Eastern District of Texas, sitting by designation



cl ai s agai nst t he def endant manuf acturers of pol ybutyl ene pl unbi ng
systenms and conponents.
I

The plaintiffs own properties in which polybutylene (PB)
pl unmbi ng systens were installed. PB is a by-product of oil-
refining. In the 1970s, Shell QG| Conpany purchased the excl usive
right tosell PBinthe US. for a 10-year period. Shell then sold
PB resin pellets to pipe extruders, such as Vanguard and Bow, who
made tubing from the pellets. The defendants in this suit are
manuf acturers who sold either PB plunbing systenms or their
conponents parts, including Shell, DuPont, Hoechst Cel anese,
Househol d I nternational, Vanguard, and Bow.

The plaintiffs contend that the defendants nanufactured and
mar ket ed t hese systens and conponents through a conplex schene to
def r aud. The clains revolve around core allegations that the
def endants made knowi ngly false clainms in marketing PB, including

assertions that (1) it is suitable for use as a hot and cold

pot abl e water plunbing systens; (2) it wll last 50 years; (3) it
will not corrode; (4) it is easy, reliable, sinple, proven and
fast; and (5) it wll not occasion serious service problens.

The truth, plaintiffs allege, is that PB plunbing is worse
than worthless, that it not only fails to performits intended
function, but also that it causes severe property damage; that PB s
i nherent defects render it unsuitable for wuse as a water
distribution system including the fact that after installation,
such systens degrade, crack, |eak, and spray water.

The plaintiffs allege that the defendants engaged in a
conspiracy to defraud by directing a nmassive, fraudul ent marketing

pl an designed to make PB the “material of choice” in the plunbing
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market, so that by the end of Shell’s ten-year period of exclusive
rights, Shell would have a conmmanding market position. This
marketing canpaign was directed at building code approval
officials, nenbers of the building industry such as buil ders and
pl unbers, and ot her consuners.

I

The plaintiffs filed suit in district court alleging

violations of <civil R CO! The district court granted the
defendants’ Rule 12(b)(6) notion to dism ss because the plaintiffs
conceded that they did not detrinentally rely on any of the
def endants’ al |l egedly fraudul ent m srepresentations that served as
the basis for the RICO clains. The district court held that such
reliance is a necessary predicate for establishing proximte cause
under RI CO It denied a notion for reconsideration, and the
plaintiffs appeal ed.

11

RI CO provides that “[a]ny person injured in his business or

property by reason of a violation of section 1962 of this chapter
may sue therefor . . . ."2 The Suprene Court, in Holnes v.

Securities Investor Protection Corp.,® explicitly confirnmed that

the “by reason of” |anguage in RICO requires a causal connection
between the predicate mail or wire fraud and a plaintiff’s injury

that includes “but for” and “proxi mate” causation.?

118 U.S.C. § 1961 et seq.
218 U.S.C. § 1964(c) (enphasis added).
3503 U.S. 258 (1992).

‘See id. at 265-68.



The question before us is whether a plaintiff’s reliance on
the predicate mail or wire fraud i s necessary in order to establish

proxi mate causati on. In Arnto Industries Credit Corp. v. SLT

War ehouse Co., > this court distinguished mail fraud under Rl COfrom
common |law fraud and stated that “to find a violation of the
federal mail fraud statute it is not necessary that the victimhave
detrinentally relied on the mailed nm srepresentations.”® Qurs is
a different question.

It is true that the court in Arnto found no error when the
trial judge refused to instruct the jury that a show ng of reliance
was necessary in order to establish proximate causation under
Rl CO. It is equally the case that the court observed that
reliance is not an el enment of the underlying offense of mail fraud,
and ignored the issue of whether such reliance woul d be necessary
in order to prove proximate causation.® Arnto aside, these issues
are distinct: the governnent can punish unsuccessful schenes to
defraud because the wunderlying mail fraud violation does not
require reliance, but a civil plaintiff “faces an additional
hurdle” and nust show an injury caused “by reason of” the
vi ol ation.?®

When Arnco was decided, the Fifth Crcuit had not yet
interpreted the “by reason of” | anguage of 18 U . S.C. § 1964(c) to

5782 F.2d 475 (5th Cir. 1986).
61d. at 482 (enphasi s added).
‘See id.

8See id. at 481-82.

°Pel letier v. Zweifel, 921 F.2d 1465, 1498, 1498-99 (11th Cr. 1991).
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i npose a proximate causation requirenent, and this circuit still
al | owed recovery for nore indirect injuries. Since that tinme, the

Fifth Crcuit in Zervas v. Faulkner!? and the Suprenme Court in

Hol nes have explicitly adopted a traditional proxinmate causation
requirenent.® Arnto does not then answer the question before us:
whet her reliance is necessary to establish proxi mate cause under
RICO To hold otherwi se would inply that Arnto silently inposed a
proxi mate causation requirenent that was not explicitly adopted

until several years hence in Zervas and Holnes.'* To the extent it

0See Zervas v. Faul kner, 861 F.2d 823, 834 (5th Cir. 1988) (adopting the
proxi mate causation requirenent and joining the Second, Fourth, and Seventh
Crcuits); see also id. (noting that a simlar approach was taken in Nationa
Enterprises, Inc. v. Mellon Financial Services Corp., 847 F.2d 251 (5th Gr.
1988), but that the term “proxi mate cause” was not enpl oyed).

1See Qcean Energy Il, Inc. v. Al exander & Al exander, 868 F.2d 740, 744
(5th Cir. 1989) (“[We [have] rejected the position taken by the Seventh,
El eventh and possibly Third Crcuits interpreting the |anguage in [Sedins,
S PRL. v. Intrex Co., Inc., 473 U S. 479, 496 (1985)] as allow ng recovery only
for direct injuries.”).

12861 F.2d 823 (5th Gir. Dec. 15, 1988).

BHol nes, 503 U.S. at 265-68; Zervas, 861 F.2d at 834.

1Since Holnes this circuit has stated that “reliance is not an el ement of
mail fraud” for RICOliability. See Akinv. QL Investnents, Inc., 959 F. 2d 521
533 (5th Gr. 1992). In Akin, however, this court noted only that reliance is
not an elenment of an underlying nail or wire fraud violation. See id. (citing
Abel |l v. Potomac Ins. Co., 858 F.2d 1104, 1129 (5th Cr. Nov. 2, 1988)). \Whether
the plaintiff’'s danages were proxi mately caused by reason of such violation was
not at issue. See id.

Abel|l cited Arncto for the proposition that reliance is not an el enent of
the underlying mail or wire fraud. See Abell, 858 F.2d at 1129. Like Arnto,
Abel | was deci ded before Zervas and di d not di scuss the i ssue of whether reliance

is necessary for proximate causation. Instead of arguing proxi nmate cause, the
defendant clainmed that “the evidence did not establish . . . any causal
connection between the plaintiffs’ injuries and [the defendant’s]

m srepresentations.” Id. at 1129 (enphasis added). The Suprene Court
subsequently vacated Abell, see Fryar v. Abell, 492 U S. 914 (1989), and on
remand this court remanded the case to the district court for reconsideration
see Abell v. Potomac Ins. Co., 884 F.2d 196 (5th Cr. 1989). In the second
appeal to this court, issues related to reliance did not arise. See Abell v.
Potonac Ins. Co., 946 F.2d 1160 (5th Cr. 1991).




hel d that proximte cause was not required, it has been overturned
by Hol nes.

On appeal, the plaintiffs do not quarrel with the district
court’s acceptance of their concession that they “did not rely on
anything Defendants said or published in purchasing their
properties.” Instead, the plaintiffs steadfastly maintain that
i ndividual acts of reliance are sinply unnecessary in order to
recover for damages resulting fromcivil R CO fraud. Most ot her
circuits, however, require a showi ng of detrinental reliance by the
plaintiff,® which is consistent with Holnmes’ adnonition that
federal courts enploy traditional notions of proxinmate cause when
assessing the nexus between a plaintiff’s injuries and the
underlying RICO violation.?

The rationale for requiring reliance in cases such as this one
becones clear in the light cast by the distinction between

causation as an elenent of a claimfor fraud and produci ng cause as

Bplaintiffs’ Menorandum of Law in Reply to Various Mtions and Menoranda
of Defendants, at 24 1 43 [R 1198], quoted in Menorandum Opi ni on and Order, at
2 [R 1241]; see also Brief of Appellants, at 6 (“Because it did not have to do
so, Summit did not claimthat it relied on [the defendants’] mi srepresentations
and omssions regarding [the] inherently defective and worthless plunbing
system”).

The plaintiffs only remaining allegations of reliance involved the
“technically accurate” representations by various entities who stated that the
plaintiffs’ properties confirmed to the local building codes. See Plaintiffs’
Second Anended Conplaint, at 24 § 73 [R 892]; Plaintiffs’ Menorandumof Law in
reply to Various Mtions and Menoranda of Defendants, at 25 f 45 [R 1197].
Reliance on technically accurate representations by entities other than the
defendants is not reliance upon m srepresentations by the defendants.

16See, e.Q9., ldeal Dairy Farnms, Inc. v. John Labatt, Ltd., 90 F.3d 737,
746-47 (3d Cir. 1996); Chisholmv. Transouth Fin. Corp., 95 F.3d 331, 337 (4th
Cr. 1996); Appletree Square | v. WR G ace & Co., 29 F. 3d 1283, 1286 (8th Gr.
1994); Central Distribs. of Beer, Inc. v. Conn, 5 F.3d 181, 184 (6th Gr. 1993);
Pelletier v. Zweifel, 921 F. 2d 1465, 1499-500 (11th Cr. 1991); County of Suffolk
v. Long Island Lighting Co., 907 F.2d 1295, 1311 (2d Cr. 1990); Reynolds v. East
Dyer Dev. Co., 882 F.2d 1249, 1253 (7th Cir. 1989).

7See Hol nes, 503 U. S. at 268.




an el ement of a claimfor products liability.*® The |inkage between
design defect and injury is between the defect and the injury.
Wth a claim for fraud, however, the linkage is between the
defendants’ fraud and the injury.

As a product travels in the stream of commerce, inherent
defects are carried with it, but fraudulent statenents are not.
Wth the abolition of privity requirenents, injuries produced by
product defect nay be actionable by all wusers including those
remote in the distribution chain froma defendant manufacturer. The
causal connection between a msrepresentation and a subsequent
harm however, vani shes once the product travels beyond the entity
who actually relied on the representation when naking the
pur chasi ng deci si on.

In other words, even if internediary builders, plunbers, code
officials, or prior owers relied on the defendants’ alleged
m srepresentati ons when choosing to use or approve PB pl unbing,
that does not tell us whether the defendants’ fraud proxi mately
caused the plaintiffs’ injuries, for which the defect was a
produci ng cause. At best, any fraud during the sale of those
products proximately injured only those initial purchasers who
relied on the alleged msrepresentations, since the fraud
facilitated a sale that m ght not otherw se have been nade.

O course, if the sales would not have occurred absent the

fraud, the fraud would have been a “but-for” cause of the

8To recover under Texas products liability law, a design defect nust be
a "producing cause" of injury. See Tex.Cv.Prac. & Rem Code Ann. § 82.005(a).
A produci ng cause is “an efficient, exciting, or contributing cause, which in a
nat ural sequence, produced injuries or damages conplained of, if any.” Rourke
v. Garza, 530 S.W2d 794, 801 (Tex. 1975). Qur reference to Texas | aw, however,
is for purposes of illustration only.



plaintiffs’ injuries.!® Nevertheless, the plaintiffs came into
possession of PB systens without relying on the alleged fraud
Whet her they received their systens fromthe manufacturers or from
prior property owners, any past fraud was not a proximate cause of
the plaintiffs’ resulting injuries since fraud did not induce the
pur chase transactions. %°

This is only to recogni ze the distinct character of clains for
fraud and clains for defective products resting on the |aw of
products liability. In general, fraud addresses |iability between
persons with direct rel ationshi ps — assured by the requi renent that
a plaintiff has either been the target of a fraud or has relied
upon t he fraudul ent conduct of the defendants. The Fourth Crcuit,
recogni zing the target wing of thesetwinlimts of liability, held
open the possibility that a plaintiff conpany nmay not need to show
reliance when a conpetitor lured the plaintiff’s custoners away by
fraud directed at the plaintiff’s custonmers.? In the current case,
for exanpl e, the defendants’ conpetitors m ght recover for injuries
to conpetitive position, but that circunstance is of no aid to
these plaintiffs. Accepting as clainmed that the defendants’
strategy may have been to gain market share by fraud in the initial

sale of PB conponents, it is not contended that these particular

¥ f the rel evant decisi onnakers knew the limtations of the product but
woul d have bought it anyway because of its low price, for exanple, the fraud
woul d not have been a “but-for” cause of the plaintiffs’ danmages.

20See Johnson Enterprises of Jacksonville, Inc. v. FPL Group, Inc., 162
F.3d 1290, 1318 (11th Gr. 1998) (noting that a plaintiff'’s injury is not
proxi mately caused by a defendant’s nisrepresentations when the injury results
only fromthe detrinental reliance of a third party).

21See Md Atlantic Telecom Inc. v. Long D stance Services., Inc.,18 F. 3d
260, 263-64 (4th Cir. 1994).




plaintiffs were the targets of a schene to defraud acconplished by
defraudi ng ot hers. 22

Plaintiffs’ able counsel has understandably fled to the “fraud
on the market” theory of constructive reliance, a theory born in
securities litigation. It assunes that prices in an efficient
mar ket incorporate the relative inportance of public information,
whet her that information is true or false.? |f publicly announced
information regarding a security is fraudulent, a subsequent
purchaser of that security from the market is said to have
constructively relied on the fraudul ent statenents because they
were i ncorporated into the market price. The case proceeds despite
the fact that the defendant and the purchaser had no direct
relationship and reliance upon the false statenents could not be
shown. This because under the theory, the market as an efficient
translator of data to price acted as an internediary, connecting

plaintiff and defendant.

2Gimlarly, we do not think the current situation is simlar to one
di scussed i n Hol nes, where the Court |eft open the possibility that the custoners
of an insolvent brokerage m ght recover under RICO for |osses stemring froma
seri es of fraudul ent brokerage transacti ons despite the fact that those custoners
did not in any sense “rely” on a misrepresentation. See 503 U.S. at 272 n. 19.

Inthat situation, the fraudul ent brokerage transactions inposedimediate
risks on the brokerage’'s custonmers by increasing the likelihood of the
br okerage' s insolvency, even if the conspirators did not intend such risks to
fall on those custoners through their shamtransactions.

Nevert hel ess, when an action poses a high and foreseeable risk on a third
party, we may view the resulting injury as deliberate for the purpose of
liability. See, e.q., Matter of EDC, Inc., 930 F.2d 1275, 1279 (7th Gr. 1991)
(Posner, J.). In that sense, the brokerage custonmers nmay be seen as direct and
cont enpor aneous victinms of the fraudulent scheme and within the scope of the
al ready noted exception.

In the present case, however, the plaintiffs’ risks of injuries did not
arise as direct and contenporaneous results of any alleged fraud, but instead
arose only later, through the purchases of allegedly defective plunbing by
transacti ons which were not tainted with fraud.

28Gee Basic Inc. v. Levinson, 485 U S. 224, 244-47 (1988) (citinglnre LTV
Sec. Litig., 88 F.R D. 134, 143 (ND Tex.1980)).




No court has accepted the use of this theory outside of the
context of securities fraud, and one circuit has expressly rejected
its use inthe context of asinmlar civil RICOcase.? An efficient
market is acritical elenent of a market’s role as an internediary.
There is no pretense of such a market here and the fraud on the
mar ket doctrine is not applicable.

|V

In sum when civil RICO damages are sought for injuries
resulting from fraud, a general requirenent of reliance by the
plaintiff is a coomonsense liability limtation. To hold otherw se
would allow the threat of treble damages and attorney fees to
infiltrate garden variety products Iliability cases whenever
mar keti ng pronotions touted the nerits of the products, even if no
plaintiff relied on those representations. This is not a statenent
of our policy choice. W are not persuaded that by its “by reason
of ” phrase Congress intended such a federalization and escal ati on
of the states’ |laws of product liability — laws that have hardly
been proved to be anemic in their comon |aw use of economc
i ncentives to achi eve desired social goals. The threshold reliance
requirenent is determnative in this case. W need not and do not
reach other issues raised by the defendants. Agreeing with the
district court, we AFFIRMits dism ssal of this suit.

AFFI RVED.

24see Appletree Square | v. WR. Grace & Co., 29 F.3d 1283, 1287 (8th Gr.
1994) .
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