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INTRODUCTION

Antifraud concepts under the federal securities laws have extended their
reach remarkably over the past several decades. Since broker-dealers are
at the center of the complex pattern of securities distribution, it is not
surprising that evolution of antifraud doctrines has involved increasingly
strict and refined rules affecting conduct of their business., The focus here
is the evolving doctrine that a broker-dealer must have a reasonable basis
for recommending a transaction in a particular security.

At the outset, a distinction should be drawn between the adequate basis
doctrine and the separate but overlapping obligation of the broker-dealer
to recommend only those securities that he reasonably believes are "suita-
ble" to the investment objectives and financial situation of the particular
customer.' This separate obligation, generally called the "suitability rule,"
probably cannot be satisfied independently of the reasonable basis test,
since a broker-dealer would have difficulty contending that a recommen-
dation was suitable for a given customer when he lacked adequate informa-
tion about the security involved.3

* This article has been copyrighted by the author (1974) and is printed here with his

permission. Adaptations have been made by the Editors to conform with the style of the

MERCER LAW REVIEW.
** Partner in Howard, Prim, Rice, Nemerovski, Canady & Pollak, San Francisco, Califor-

nia. A.B., Princeton University (1954); J.D., University of Michigan (1959). Member, Sub-

committee on Broker-Dealer Matters, Committee on Federal Regulation of Securities, Sec-

tion on Corporation, Banking, and Business Law, American Bar Association.
1. See generally Jacobs, The Impact of Securities Exchange Act Rule lOb-5 on Broker-

Dealers, 57 CORNELL L. REV. 869 (1972); 1 A. BROMBERG, SECURITIES LAW: FRAUD §§5.1 to 5.6,
at 89-104 (1973) [hereinafter cited as BROMBERG]; 3 L. Loss, SECURITIES REGULATION 1474-

528 (2d ed. 1961), supplemented at 6 L. Loss, SECURTrrlES REGULATION 3670-751 (1969)
[hereinafter cited as Loss].

2. On suitability generally, see Loss, supra note 1, at 3708-28; Fishman, Broker-Dealer

Obligation to Customers-The NASD Suitability Rule, 51 MINN. L. REV. 233 (1966); Mund-

heim, Professional Responsibilities of Broker-Dealers: The Suitability Doctrine, 1965 DUKE

L.J. 445; Jacobs, supra note 1, at 897-905. The SEC PoucY STATEMENT ON THE FUTURE

STRUCTURE OF THE SECURITIES MARKETS (Feb. 2. 1972), issued to Congress, stated at 38:

It should be noted that the suitability rules are cast in terms of the needs of the
customer based on information he furnished to the broker. Unarticulated but im-
plicit in such rules is also the broker's obligation to obtain current basic information
regarding the security and then to make an evaluation as to the suitability of a

recommendation for a particular customer in view of both the information concern-
ing the security and the customer's needs.

3. Standard Bond & Share Co., 34 S.E.C. 208 (1952) (recommendation without current

or reliable information violated NASD rules governing "just and equitable principles of
trade"). Indeed, a transaction in some situations may be so inherently bad that a broker-
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While the reasonable basis rule has a number of antecedents in the
common law of fraud and fiduciary obligation,' it received its primary
impetus in the disciplinary proceedings brought by the SEC against so-
called "boiler-rooms" in the late 1950's and early 1960's. Boiler-rooms
typically involved platoons of salesmen, operating out of a single room,
conducting high pressure sales pitches by telephone to virtually unknown,
unseen, and unsophisticated prospects. The securities thus peddled were
speculative common stocks issued by fledgling companies, concerning
which the salesmen had little if any current information:5 In the context
of such flagrant abuses, it was almost euphemistic to assert lack of a
"reasonable basis" for the broker-dealer's buoyant opinion; the cases
usually involved not just a lack of adequate information concerning the
issuer, but also misrepresentations of actual fact, failure to disclose ad-
verse information, and disregard of the customer's investment objectives
or needs.

The SEC has gradually extended its application of the reasonable basis
doctrine in enforcement proceedings from pure boiler-room operations to
other large-scale, intensive selling efforts involving speculative securities.'
In 1973, the Commission commenced a public disciplinary proceeding
against the broker-dealer industry's largest firm, alleging that written rec-
ommendations of an over-the-counter security had not been supported by
a sufficient investigation.8 Along with this broadened administrative appli-
cation, the doctrine has gained increasing significance as a source for civil
liability. After inconclusive results in earlier private actions, lack of rea-
sonable basis for recommendations was used in 1973 as the predicate for
imposing damages on the errant broker-dealer.9 Based upon the past his-

dealer could not recommend it as "suitable" for anyone. See, e.g., Thomas Arthur Stewart,
20 S.E.C. 196 (1945).

4. See notes 14-34 infra and accompanying text.
5. See cases collected in note 171 infra. On "boiler rooms" generally, see Note, A Sympto-

matic Approach to Securities Fraud: the SEC's Proposed Rule 15c2-6 and the Boiler Room,
72 YALE L.J. 1411,1411-16 (1963); Note, New and Comprehensive Duties of Securities Sellers
to Investigate, Disclose and Have an "Adequate Basis" for Representation, 62 MICH. L. Rsv.
880 (1964); SEC REPORT OF SPECIAL STUDY OF SECURrrIES MARTS, H.R. Doc. No. 95, 88th
Cong., 1st Sess., pt. 1, 265-68, 324 (1963) [hereinafter cited as SPECilAL STuDy].

6. See cases collected in note 171 infra.
7. See note 172 infra.
8. Merrill Lynch, Pierce, Fenner & Smith, Inc., SEC Exchange Act Rel. No. 10233 (June

22, 1973).
9. Green v. Jonhop, Inc., CCH FED. SEC. L. REP. 93,940 (D. Ore. 1973); cf. earlier

decisions of Phillips v. Reynolds & Co., 294 F. Supp. 1249 (E.D. Pa. 1969) (existence of a civil
remedy was recognized, but recovery denied on the particular facts); Herring v. Hendison,
218 F. Supp. 419 (S.D.N.Y. 1963) (civil recovery allowed for misrepresentations; reasonable
basis doctrine tangentially in issue); Batchelor v. Legg & Co., [1970-1971 Transfer Binder]
CCH FED. SEC. L. REP. 93,119 (D. Md. 1971) (negligence of broker-dealer in recommending
stock was ruled, on motion to dismiss, as fact issue for trial); Rotstein v. Reynolds & Co.,
CCH FED. SEC. L. REP. 94,179 (N.D. Il. 1973) (on motion to dismiss held unfounded predic-
tion of future stock price rise actionable). See also Hendricks v. Flato Realty Inv., [1967-1969
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tory of Rule 10b-5,' we can expect the doctrine to be amplified, rather than
curtailed, in the future.

There are few clear tests as to when the broker-dealer's duty arises and
even fewer as to how it is satisfied. This paucity of criteria results partly
from the inherent vagueness of "reasonableness" as a test and partly from
the fact that most early cases involved fact situations so egregious that
precise guidelines were not needed." Consequently, one distinguished an-
tifraud commentator has correctly characterized the entire doctrine of rea-
sonable basis as "vague," and as having a wide gap between theory and
practice."2

EVOLUTION OF THE REASONABLE BASIS DOCTRINE

Antecedents in Common Law of Fraud

The notion that a broker-dealier must have a reasonable basis for his
recommendations,'" while generally based on antifraud principles under
the Securities Act of 1933 and the Securities Exchange Act of 1934,' is not
without antecedents in the common law tort of fraud or misrepresentation.
Although evolution of the common law of fraud was hardly as dramatic as
that later experienced by Rule 10b-5, even prior to the 1930's it had at-
tained a point where some jurisdictions imposed liability for opinions
which were honest but unsound. Viewed in this context, the subsequent
advent of a reasonable basis doctrine for broker-dealers under the federal
securities laws is hardly surprising.

Evolution of Fraud to Include Opinions or Predictions in Certain Contexts

The common law tort of fraud has generally applied to misrepresen-
tations of material fact, as distinguished from opinion or prediction." At

Transfer Binder] CCH FED. SEC. L. REP. 92,290 (S.D. Tex. 1968) and Kavit v. A. L. Stamm
& Co., CCH [1966-1967 Transfer Binder] FED. SEC. L. REP. 91,915 (S.D.N.Y. 1967). Note
that in SPECIAL STUDY, supra note 5, pt. 1, at 387, the study group recommended that "reckless
dissemination" of investment advice by broker-dealers "should be expressly prohibited by
statute or by rules ... " and "made expressly subject to civil liability in favor of
customers .. " This recommendation would appear academic in view of the tendency to
find liability for negligent dissemination of investment advice.

10. In cases involving either the reasonable basis or suitability rules, or both, the SEC or
the court may rely on SEC Rule 10b-5, 17 C.F.R. §240.10b-5 (1973), or section 17(a) of the
Securities Act of 1933, 15 U.S.C. §77q (1970) [hereinafter cited as the "1933 Act"]. Various
NASD or exchange rules of conduct may also be applied, including section 1 of Article III,
NASD Rules of Fair Practice.

11. See cases in notes 171-72 and 176-78 infra.
12. BROMBERG, supra note 1, §5.3, at 971-72. Cf. 6 Loss at 3727, to the effect that "what

constitutes a recommendation has never been precisely answered.
13. See note 10 supra.
14. 15 U.S.C. §78a (1970), Securities Exchange Act of 1934 [hereinafter cited as the "1934

Act"].
15. BROMBERG, supra note 1, §5.3, at 97.
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the same time, a "recommendation" of a security is in essence the expres-
sion of an opinion and a prediction. It is an opinion of present value and a
prediction of future worth. So, in the context of basic fraud rules, recom-
mendations were assumably not actionable."6

The many and complex shadings of fraud led to exceptions to the forego-
ing general rule. Fraud became maintainable where the defendant com-
mingled opinions and predictions with misstatements of fact with the in-
tent of deceiving.' 7 Some jurisdictions went a step further: if a "special
relationship" existed between the parties, such that the recipient of the
opinion would reasonably expect it to be honestly given, and if it were not
honestly given, a fraud remedy would lie.' 8 This sort of special relationship
obtained, for example, where, by reason of the defendant's expert knowl-
edge or skill, the plaintiff had sought his opinion for the purpose of relying
upon it.'" In 1884, a leading English case reasoned that an opinion could
be treated as "fact" if the parties were in unequal positions:

In a case where the facts are equally well known to both parties, what
one of them says to the other is frequently nothing but an expression of
opinion. The statement of such opinion is in a sense a statement of fact,
about the condition of a man's own mind, but only of an irrelevant fact,
for it is of no consequence what the opinion is. But if the facts are not
equally known to both sides, then a statement of opinion by the one who
knows the facts best involves very often a statement of a material fact,
for he impliedly states that he knows facts which justify his opinion10

The Restatement of Torts2' adopted a similar position in 1938, with a
negative twist: depending upon the arm's-length position of the parties, "a
statement of opinion in a business transaction upon facts not disclosed or
otherwise known to the recipient may reasonably be interpreted as an
implied statement that the maker knows of no fact incompatible with his
opinion." 2 The Restatement also used a "reliance" approach to find ac-

16. 1 F. HARPER & F. JAMES, LAW OF TORTS §7.8, at 560-61 (1956) [hereinafter cited as
HARPER & JAMES]; W. PROSSER, LAW OF TORTS §109, at 720-26 (4th ed., 1971). Annot., Fraud-
Third Persons' Financial Status, 32 A.L.R. 2d 184, 209 (1953); e.g., Deming v. Darling, 148
Mass. 504, 20 N.E. 107 (1889).

17. 37 AM. JUR. 2d Fraud and Deceit §51, at 78-79 (1967); e.g., Holcomb & Hoke Mfg.
Co. v. Auto Interurban Co., 140 Wash. 381, 250 P. 34 (1926).

18. See cases collected in HARPER & JAMES, supra note 16, §7.8, at 563-64 nn. 21-28;
Annot., Fraud-Futurity, 51 A.L.R. 46, 81 (1927); supplemented at 68 A.L.R. 635, 638 (1930),
91 A.L.R. 11295, (1934), 125 A.L.R. 879, 882 (1940): PROSSER, supra note 16, §109 and cases
therein.

19. 1 HARPER & JAMES, supra note 116, §7.8, at 563 n. 23 and cases therein; PROSSER,
supra note 16, §109 at 726 nn. 50-58; A.L.R. annotations in note 18 supra; 3 RESTATEMENT OF
TORTS §542(a) (1938); PROSSER, supra note 16, §109, at 720-21.

20. Smith v. Land & House Property Corp., 28 Ch.D. 7, 15 (1884); see HARPER & JAMES,
supra note 16, §7.8, at 561-63; PROSSER, supra note 16, §109, at 726 nn. 59-61.

21. 3 RESTATEMENT OF TORTS (1938).
22. Id. at §539, at 91. Amplifying upon the general principle, the Restatement commented
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tionable misconduct in certain misrepresentations of one's opinion, even
where the underlying facts were known to the recipient. Thus, a misrepre-
sentation of one's opinion in a business transaction would be actionable,
because the recipient's reliance would be justified, in several contexts: (1)
where the maker "holds himself out as having special knowledge of the
matter which the recipient does not have," or (2) where the maker stands
in a relation of trust and confidence, or (3) where the maker "knows that
the recipient will rely on his opinion."

Evolution of Fraud Liability to Include Negligent or Innocent Conduct

As common-law fraud was thus expanded to include opinions not
honestly held, it also expanded, in at least some jurisdictions, to include
conduct that was negligent, as well as that which was intentional. Fraud
as presupposing intentional conduct had been established in England
rather late in the evolution of the tort; in 1889, in the famous case of Derry
v. Peek, the House of Lords refused a fraud remedy to purchasers of stock
who had bought on the strength of a representation which the corporate
directors of the issuer honestly believed, but for which they had no reason-
able basis.2" The same opinion 2" distinguished grossly negligent conduct,
which it implied would be culpable, equating "intent" with a reckless or
careless attitude toward whether a statement be true or false. 2 Accord-
ingly, courts which adhered generally to the requirement of something
above mere negligence came to find fraud liability in sales of securities
where, although actual knowledge of falsity was absent, there was reckless
conduct, such as statements made without actual knowledge of their
truth. 27 Moving farther away from Derry v. Peek,2 a few jurisdictions
adopted a cause of action for mere negligent misrepresentations, where
some special relationship existed between the parties.2 9

that a "statement that a bond is a good investment, even though made by a person attempt-
ing to sell it, is a fraudulent misstatement of the actual character of the bond if the vendor
knows that the interest on the bond has for years been in default and the corporation which
issued it is in the hands of a receiver." Id. at comment "a" at 91.

23. 3 RESTATEMENT OF TORTS §542, at 94-95 (1938), Cf. PROSSER, supra note 16, §109, at
720-21.

24. 14 App. Cas. 337, 58 L.J. Ch. 864 (1889).
25. Id.; see discussion in PROSSER, supra note 16, §107, at 699-701.
26. 14 App. Cas. at 374.
27. Annot., Misrepresenting Value of Securities, 73 A.L.R. 1120, 1122 et seq. (1931).
28. 14 App. Cas. 337, 58 L.J. Ch. 864 (1889).
29. HARPER & JAMES, supra note 16, §7.6, at 545-46 no. 2-5; PROSSER, supra note 16,

§107, at 705-06. In some states, negligent misrepresentation was made actionable by statute.
See, e.g., CAL. Civ. CODE §1572 (1954); Spreckels v. Gorrill, 152 Cal. 383, 92 P. 1011 (1907),
where in a suit to recover the purchase price of corporate stock of which defendant was
manager, the court held that liability arises if statements are false, whether defendant knew
of falsity or whether he believed them to be true, "having no sufficient ground for such belief."
In Hartwell Corp. v. Bumb, 345 F.2d 453 (9th Cir. 1965), a bankruptcy trustee was held liable
for negligent misrepresentation under California statute when he finished a buyer of an
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The American Law Institute endorsed the negligence approach where a
person supplied business information:

§552. INFORMATION NEGLIGENTLY SUPPLIED FOR THE GUID-
ANCE OF OTHERS. One who in the course of his business or profession
supplies information for the guidance of others in their business transac-
tions is subject to liability for harm caused to them by their reliance upon
the information if (a) he fails to exercise that care and competence in
obtaining and communicating the information which its recipient is justi-
fied in expecting, and (b) the harm is suffered (i) by the person or one of
the class of persons for whose guidance the information was supplied, and
(ii) because of his justifiable reliance upon it in a transaction in which it
was intended to influence his conduct or in a transaction substantially
identical therewith. 30 °

Amplifying on the foregoing rule, the Institute added that if the "informa-
tion concerns a fact not known to the recipient, he is entitled to expect that
the supplier will exercise that care and competence in its ascertainment
which the supplier's business or profession requires. . . . Thus, the recipi-
ent is entitled to expect that such investigations as are necessary will be
carefully made. . . . "s3 Moreover, by using the word "information" rather
than "fact," the Institute appeared to lump both fact and opinion together
within the rule. 32

An even smaller minority of American jurisdictions dispensed with the
requirement of negligence, holding misrepresentation actionable so long as
there was reliance. 3 For example, even prior to the federal securities laws
the Virginia Supreme Court held a bank liable for loss incurred by a pur-
chaser of stock to whom it had given "our unqualified recommendation to
this issue as a safe, high-grade investment," ruling that the reasonableness
of the bank's belief was immaterial.3 4

Evolution of Securities Law Liability for Negligently Founded Recommen-
dations or Opinions

Thus, when the federal securities laws arrived on the scene in the 1930's,
common law already contained precedents under which opinion in some

autonomous division of the bankrupt corporation erroneous backlog figures, which had been
supplied to the trustee by an employee of the bankrupt.

30. 3 RESTATEMENT OF TOR's §552, at 122 (1938).
31. Id. at comment "d."
32. "[W]here the information consists of an opinion upon facts supplied by the recipient

or otherwise known to him, the recipient is entitled to expect a careful consideration of the
facts and competence in arriving at an intelligent judgment thereon." Id.

33. See, e.g., Irwin v. Carlton, 369 Mich. 92, 119 N.W. 2d 617, 618-19 (1963); Ham v. Hart,
58 N.M. 550, 273 P.2d 748 (1954). See generally 28 S. CAL. L. REv. 193 (1955); PROSSER, supra
note 16, §107, at 711-12; 37 AM. JUR.2d Fraud and Deceit §206 (1968); Keeton, Fraud: The
Necessity For An Intent To Deceive, 5 U.C.L.A. L. REv. 583, 588-94 (1958).

34. Trust Co. of Norfolk v. Fletcher, 152 Va. 868, 148 S.E. 785 (1929).
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contexts might be actionable. The SEC, despite judicial resistance, stead-
ily extended the securities law concept of fraud toward opinions and pre-
dictions.

The earliest cases of opinions and predictions involved primarily the
antifraud provisions in section 17(a) and the registration stop order provi-
sions in section 8(d) of the 1933 Act, since Rule 10b-5 was not yet in
existence.3 5 In 1934, for example, the Commission issued its stop order
against a registration statement which, in addition to misstatements of
existing or past fact, misstated the amount of cash proceeds intended to
be distributed in the future to bondholders." The SEC observed that a
"prophecy known to be untrue" when made is equivalent to a misstate-
ment of fact.37 Also in the context of early stop order proceedings, the
Commission determined that opinions of experts, not based on appropriate
professional methods, were misleading when placed in prospectuses."

In a 1938 broker-dealer disciplinary proceeding, the SEC broadened the
antifraud concept to cover more clearly predictive statements. Sanctions
under section 17(a) of the 1933 Act were imposed where a broker-dealer
had predicted that "a price rise of $10.00 per unit will be justified and may
come soon;" the Commission, borrowing from common law concepts, as-
serted that the opinion amounted to an implied assertion that facts existed
which justified it. 9 Significantly, the individuals who expressed the opin-
ion had possessed materially adverse facts concerning the issuer. 0 The
result was, therefore, explainable in conventional fraud as an opinion reck-
lessly, even dishonestly, given.4

The courts were slower to extend securities law antifraud concepts to
opinion or prediction. In a 1939 civil action, the SEC sought relief against
certain misleading circulars in an oil promotion.42 Injunctive relief was
obtained under section 17(a) of the 1933 Act against use of certain expres-
sions of opinion which were coupled with factual misstatements, but de-
nied as to those statements which the court found to be "[miere opinion
or expression of the writer's views as to a future situation. ' 43 It reached this
result even though under traditional fraud tests it would have been un-
likely that the opinions in questions were "honestly" held.

The judicial line against including mere opinion within section 17(a) was
reinforced the same year by a Colorado district court. Refusing to enjoin

35. Section 17(a) of the 1933 Act, 15 U.S.C. §77q (1970).
36. Commonwealth Bond Corp., 1 S.E.C. 13, 24 (1934).
37. Id.
38. See cases collected at 3 Loss, supra note 1, at 1437 n. 24.
39. Foreman & Co., 3 S.E.C. 132, 139 (1938).
40. Id.
41. See notes 18 and 26 supra. Compare the same result in the civil area: Slade v. Shear-

son, Hammill & Co., CCH FED. SEC. L. REP. 94,329 (S.D.N.Y. 1974).
42. SEC v. Macon, 28 F. Supp. 127 (D. Colo. 1939).
43. Id. at 129.
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use of promotional literature that included opinions which it found both
"highly colored" and "full of exaggerations," the court ruled that section
17(a) applied to misrepresentations of present or past fact, not to
prediction or opinion.44

A few years later, however, the Second Circuit ruled that, whether re-
marks in proxy material were deemed opinion or fact was not significant;
so long as they were "groundless, '

1
5 they would be deemed fraudulent."6

Apart from broker-dealers (upon whom we shall focus shortly), three ensu-
ing decades have not finally resolved the general question as to whether
false opinions are actionable under federal securities laws. One court has
suggested, at least in the context of proxy solicitation, that
"[p]redictions, estimates and opinions are more elusive and may present
graver dangers of misleading the investing public" than do factual
statements, because shareholders "may be led readily to assume, contrary
to fact, that the predictor had special knowledge of unique information.

I'll Another court has implied a distinction between negligent and
intentional behavior, stating that "[m]ere speculation or opinions as to
present value or future earnings" do not constitute violations of Rule 10b-
5, but that the rule prohibits use of "an opinion insincerely professed."' 8

The issue would then become what is "insincerely professed." Without
using this same language, other courts have held opinions of future earn-
ings usually not actionable in the civil context unless "in gross disparity
with actual fact and when considered in light of other misrepresentations
and omissions."49

In addition to the matter of whether an opinion or prediction is actiona-
ble, one other common law issue weaves into the generation of antifraud
liability for recommendations: the extent to which mere negligent
misrepresentation or omission is actionable. A few observations are useful
here. First, there are unresolved issues on the precise application of section
17(a) of the 1933 Act, Rule 10b-5, and Rule 15c1-2 where less than reckless

44. SEC v. Gold Hub Mines Co., CCH FED. SEC. L. REP. 90,113 (D. Colo. 1941).
45. Cf. 15 U.S.C. §77e (1970); Rosenberg v. Hano, 121 F.2d 818, 822 (3d Cir. 1941),

decided under section 12(2) of the 1933 Act (prediction of stock price rise was "sufficiently
blended" with factual misrepresentation).

46. SEC v. Okin, 137 F.2d 862, 864 (2d Cir. 1943).
47. Union Pac. R.R. v. Chicago & N.W. Ry., 226 F. Supp. 400, 408-09 (N.D. Ill. 1964).

Note here that SEC Rule 14a-9, 17 C.F.R. §240.14a-9 (1973) expressly makes "predictions"
an example of material that may be misleading.

48. Rochez Bros. v. Rhoades, CCH FED. SEC. L. REP. 93,932 (W.D. Pa. 1973), aff'd in
part, rev'd in part on other grounds, CCH FED. SEC. L. REP. 94,339 (3d Cir. 1973). Cf.
Pennaluna & Co., SEC Exchange Act Rel. No. 8063 (April 27, 1967), holding predictions by
one dealer to another as misleading "whether couched in terms of opinion or fact."

49. G & M, Inc. v. Newbern, 488 F.2d 742 (9th Cir. 1973). Cf. dictum in Nicewarner v.
Bleavins, 244 F. Supp. 261, 264 (D. Colo. 1965), to effect that wrong projection of profits is
not actionable if in good faith and there is no showing of negligence. See also Myzell v. Fields,
386 F.2d 718, 734 (8th Cir. 1967), cert. denied, 390 U.S. 951 (1968).
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conduct is involved. In essence, negligent conduct can generally subject
one to injunctions or sanctions in SEC enforcement proceedings; 5' and such
conduct may in some jurisdictions afford a basis for civil liability.2 Sec-
ond, Rule 10b-5 had not yet been promulgated when in the context of
another antifraud section the SEC enunciated what has been termed the
"shingle theory," applicable to broker-dealers. It is in no small measure
the shingle theory that affords a ratiocination by which common law no-
tions of fraud and deceit can be enlarged to cover negligently founded
opinions and predictions by broker-dealers.

The Advent of the "Shingle Theory"

In the evolution of common law fraud concepts discussed earlier, stress
had been repeatedly placed upon existence of a fiduciary or other special
relationship between the parties. A securities broker, by definition, is an
agent of his customer: since an agent is subject to the same obligations of
diligent and faithful service as a trustee, substantial precedent existed in
1934 to view the broker-customer relationship as special. 5 The dealer rela-

50. See generally 2 BROMBERG §§8.4(330)-(334) at 204.23.30; §§8.4(450).(454), at 204.81-
.91; §§8.4 (500)-(515), at 204.101-117; §§8.4(580)-(586), at 204.211 to .221 (1973); 6 Loss,
supra note 1, at 3883-88; Mann, Rule lOb-5: Evolution of a Continuum of Conduct to Replace
the Catch Phrases of Negligence and Scienter, 45 N.Y.U.L. REV. 1206 (1970); Jennings,
Insider Trading in Corporate Securities: A Survey of Hazards and Disclosure Obligations
under Rule lOb-5, 62 Nw. U.L. REV. 809, 817-19 (1968); Ruder, Civil Liability Under Rule
lOb-5: Judicial Revision of Legislative Intent?, 57 Nw. U. L. REV. 627, 631-33 (1963); Com-
ment, Scienter and Rule lOb-5, 69 COLUM. L. REV. 1057 (1969); Note, Proof of Scienter
Necessary in a Private Suit Under SEC Anti-Fraud Rule lOb-5, 63 MICH. L. REV. 1070, 1076
(1965). It is notable that Rule 15cl-2 which by its language is arguably narrower than section
17(a) or Rule 10b-5 if anything will be applied more readily to negligent conduct because of
the shingle theory. Hiller v. SEC, 429 F.2d 856, 857 (2d Cir. 1970). As an example of the
murkiness surrounding negligent misrepresentation generally, see the Second Circuit's effort
in Lanza v. Drexel & Co., 479 F.2d 1277, 1304 (2d Cir. 1973) to reconcile that decision with
SEC v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1968). Professor David Ruder has stated
that a review of all reported Rule 10b-5 decisions at the courtof appeals level disclosed no
case in which civil liability was found where the facts did not show intentional fraud or at
least reckless conduct. See Casette No. IX, Side 1, ALI-ABA New Perspectives in Securities
Regulation-Regulation of Dealers and Markets in the 1970's, New Orleans (1972). The same
commentator states that the question of necessity of scienter in Rule lob-5 "must be regarded
as open at this time." Ruder, Multiple Defendants in Securities Law Fraud Cases: Aiding
and Abetting, Conspiracy, In Pari Delicto, Indemnification and Contribution, 120 U. PA. L.
REV. 598, 631 (1972). A flexible standard has recently been used by the Ninth Circuit: White
v. Abrams, CCH FED. SEC. L. REP. 94,457 (9th Cir. 1974).

51. 2 BROMBERG, supra note 1, §8.4 (544)(6), at 204.182, §8.4(585)(6), at 204.218.
52. 2 BROMBERG, supra note 1,8,4(585)(1), at 204.213-218. Cf. sections 11 and 12(2) of the

1933 Act, 15 U.S.C. §§77k, (1) (1970), where all that need be shown for violation is (a) a false
statement of misleading omission, and (b) lack of knowledge thereof on part of the buyer.
The seller may then defend if he can prove he did now know and "in the exercise of reasonable
care could not have known, of such untruth or omission." 15 U.S.C. §771 (1970).

53. RESTATEMENT OF AGENCY (SEcoND) §§13, at 379 (1958); 3 Loss, supra note 1, at 1215-
18 1500-08; 6 Loss, supra note 1, at 3702-07.
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tionship, by way of contrast, was not always viewed in the same manner.
Initially, only brokers were thought of as having a fiduciary relationship.5 1

But the same person can act interchangeably both as agent (broker) and
principal (dealer) and the customer would normally not concern himself
with the precise manner in which the broker-dealer is compensated, i.e.,
by a commission or by a "spread." The so-called "shingle theory" therefore
emerged, under which the broker-dealer, simply by "mounting his shin-
gle," impliedly represents that he will deal fairly with the public regardless
of whether he is compensated as broker or as dealer.55 The particular vice
attacked under initial expressions of the doctrine involved charging prices
which were different from prevailing market prices without informing the
customer."

Against this background, the Commission in 1952 sustained disciplinary
action against a broker-dealer for a baseless recommendation, not under
the federal antifraud statutes, but under the Rules of Fair Practice of the
National Association of Securities Dealers. The broker had recommended
and sold certain utility bonds to its customer in 1949, relying on a seven-
year old Standard & Poor's report. A current report would have indicated
the issuer was in poor financial condition. Perhaps the egregious nature of
the misconduct explains why the SEC readily upheld the sanctions with-
out resorting to any analysis of relevant fraud principles. 7 After some
uneven experience in attacking alleged violations under prior antifraud
rules, 5 the SEC in 1959 first applied the shingle theory to unwarranted

54. Section 3(a)(4) of the 1934 Act, 15 U.S.C. §78c(a)(4) (1970), defines a "broker" as
"any person engaged in the business of effecting transactions in securities for the account of
others" whereas section 3(a)(5), 15 U.S.C. §78c(a)(5) (1970), defines "dealer" as "any person
engaged in the business of buying and selling securities for his own account, through a broker
or otherwise." Although recommending in 1936 that no legislation was needed to completely
segregate broker and dealer functions, the SEC emphasized that a broker, being an agent
employed to negotiate a transaction, had a fiduciary relationship with his customer, whereas
the dealer simply bought and sold for his own account and not as agent. SEC, REPORT ON

THE FEAsIBILITY AND ADVISABILITY OF THE COMPLETE SEGREGATION OF THE FUNCTIONS OF DEALER

AND BROKER XiV-Xv, 109 (1936). See also SPECIAL STUDY, supra note 5, pt. 2 at 48-50. Cf. SEC
Rule 15cl-4, 17 C.F.R. §240.15cl-4 (1973). See generally WEISS, REGISTRATION AND REGULATION

OF BROKERS AND DEALERS 171-72 (1965); Cohen & Rabin, Broker-Dealer Selling Practice Stan-
dards: The Importance of Administrative Adjudication in Their Development, 29 LAW &

CONTEMP. PROB. 691 (1964). As stated in Hanley v. SEC, 415 F.2d 589, 596 (2d Cir. 1969),
"[a] securities dealer occupies a special relationship to a buyer of securities in that by his
position he implicitly represents he has an adequate basis for the opinions he renders."

55. On the "shingle theory" generally, see 3 Loss, supra note 1, at 1482-83; Duker &
Duker, 6 S.E.C. 386 (1939); Charles Hughes & Co. v. SEC, 139 F.2d 434, 435-36 (2d Cir.),
cert. denied, 321 U.S. 786 (1943).

56. 6 S.E.C. 386 (1939); Charles Hughes & Co. v. SEC, 139 F.2d 434 (2d Cir. 1943). See
generally Leavell, Investment Advice and the Fraud Rules, 65 MICH. L. REv. 1569 (1967).

57. 34 S.E.C. 208 (1952).
58. See Edgerton, Wykoff & Co., 36 S.E.C. 583 (1955), where the Commission exonerated

a broker-dealer which had circulated optimistic sales material, but had attempted to verify
the material with the issuer; Leonard Burton Corp., 39 S.E.C. 211 (1959), where unwarranted
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recommendations." In 1961, a federal district court dismissed an SEC
injunctive action in part on the grounds that expressions of opinion fell
outside the antifraud provisions of the federal securities laws."° That result
was later reversed (albeit on other grounds),' and the same year the Sec-
ond Circuit first recognized the shingle theory in the context of unsup-
ported opinions, at least in the boiler-room context. Thus, Judge Clark's
dictum in a concurring opinion echoed the SEC's view that "in certain
circumstances one who sells securities to the public-who hangs out his
shingle-implicitly warrants the soundness of statements of stock value,
estimates of a firm's earnings potential, and the like."6

WHEN THE REQUIREMENT FOR A REASONABLE BASIS ARISES

Necessity That a "Recommendation" Exist

It seems tautological to stress that a broker-dealer's duty to have a
reasonable basis arises in connection with a recommendation. However,
the precise scope of the word "recommendation" should not be overlooked.
Indeed, some authorities have questioned whether the doctrine truly ap-
plies in any contexts outside of the very intense selling pressures found in
"boiler rooms.""3 Even assuming the doctrine is applicable to conduct less
aggressive than found in a boiler room, the concept of "recommending"
must carry a stronger connotation than the mere acts of selling, market-
making, or even underwriting.

Unfortunately, the reported administrative and civil cases shed almost
no light on when a broker-dealer's communications become so affirmative
as to constitute a "recommendation." The cases generally involve alleged
sales pitches so inflammatory that the only practical defense was to deny
they were made."

price predictions held violative of section 17(9) of the 1933 Act, 15 U.S.C. §77q (1970) and
Rule lOb-5. The shingle theory was not cited, but the Commission ruled that a prediction by
a securities dealer "to an investor that a stock is likely to go up implies that there is an
adequate foundation for such prediction and that there are no known facts which make such
a prediction dangerous and unreliable." 39 S.E.C. at 214.

59. Best Sec., Inc., 39 S.E.C. 931, 933-34 (1960) (a boiler-room case).
60. SEC v. Rapp, CCH FED. SEC. L. REP. 91,048 (S.D.N.Y. 1961).
61. SEC v. Rapp, 304 F.2d 786 (2d Cir. 1962).
62. Kahn v. SEC, 297 F.2d 112, 115 (2d Cir. 1961).
63. See 6 Loss, supra note 1, at 3712-13, 3720; Heller, The Boiler Shop Cases and the

Reasonable Basis Rule, in DUKE UNIVERSITY SCHOOL OF LAW CONFERENCE ON SECURITIES
REGULATION (R. Mundheim ed. 1964). In what is regarded as the first judicial test of the
reasonable basis rule the Second Circuit sustained SEC administrative sanctions in the
context of an aggravated violation, but carefully limited its decision to the facts and left open
the extent of the duty in less obvious situations; MacRobbins & Co., 41 S.E.C. 116, 128-29
(1962), aff'd sub nom. Berko v. SEC, 316 F.2d 137, 142-43 (2d Cir. 1962). The 1963 SEC
SPECIAL STUDY noted that "[elxcept for the boiler-rooms, surveillance, and enforcement of
standards for investment, advice of broker-dealers are left largely to the self-regulatory agen-
cies." SPECIAL STUDY, supra note 5, pt. 1, at 376.

64. See cases collected in notes 171 and 172 infra.
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Definitionally, and putting legal nuances aside, it is fairly clear that the
act of "recommending" comprises conduct more aggressive or positive
than just "offer for sale" or "sale." "Offer," according to Webster's, is
simply "to present for acceptance or rejection" or "to make available or
accessible." In contrast, "recommend" means "to offer . . . as favored by
oneself. . . to present with approval. 65 "Sale," of course, is merely com-
pletion of the offer (by agreement to the transaction or by conveying the
article for value)."

Federal securities laws, if anything, accentuate this distinction between
recommending and merely selling. "Offering for sale" is given the widest
possible reach under the 1933 Act, extending to "every attempt . . . to
dispose of" a security for value.67 Accordingly, even a release which goes
no farther than describing the terms of an impending distribution may be
an "offer" of the securities under the definitions of the 1933 Act.68 A written
research report, not containing any favorable opinion or encouragement to
buy, may similarly be a 1933 Act "offer," absent administrative exemp-
tion, while the same report, taken alone, would probably not constitute a
"recommendation" for other purposes under the 1933 Act.69

To gain a bit more perspective on what constitutes a recommendation,
it is worthwhile exploring the term in varying factual contexts: (a) distri-
butions of securities; (b) market-making activities; (c) unsolicited transac-
tions; and (d) written reports.

65. WEBSTER'S THIRD NEW INTERNATIONAL DICTIONARY 1567 (1969).
66. Id. at 1897.
67. Section 2(3) of the 1933 Act, 15 U.S.C. §77b(3) (1970).
68. American Television & Radio Co., SEC Securities Act Rel. No. 4355 (1961) (suspend-

ing a Regulation A exemption). See also SEC Rule 135, 17 C.F.R. §230.135 (1973) which
administratively exempts certain news releases from the definition of "offer." If such releases
were not arguably under the structures of section 5 of the 1933 Act, then presumably the
administrative exemption would be unnecessary. Cf. Carl M. Loeb, Rhoades & Co., 38 S.E.C.
843, 849 (1959); SEC v. Liberty Petroleum Corp., CCH FED. SEC. L. REP. 93,209 (N.D. Ohio
1971); SEC Exchange Act Rel. No. 3844 (Oct. 8, 1957). But see SEC Securities Act Rel. No.
802 (May 23, 1936), to the effect that a written summary of information concerning a registra-
tion statement that does not contain any recommendation or opinion as to the merits of the
security and contains certain disclaimers would not constitute an "offer" or "prospectus."
The SEC SPECIAL STUDY group recommended in 1963 that broker-dealers should be required
to consult officially filed disclosures by issuers "prior to recommending or selling" specific
securities. SPECIAL STUDY, supra note 5, pt. 1, at 329.

69. SEC Exchange Act Rel. No. 3844, Example 5, (Oct. 8, 1957) (research report deemed
an offer); SEC Exchange Act Rel. No. 8135 (July 27, 1967)(research report not a "recommen-
dation" for purposes of suitability). Cf. SEC Rules 134, 135, 138, 139 and SEC Securities Act
Rel. No. 3844 (Oct. 8, 1957). SEC Rules 138 and 139 could exempt the situations described
in SEC Exchange Act Rel. No. 3844 if certain conditions exist. Cf. SEC Securities Act Rel.
No. 5424 (Sept. 20, 1973) and Rule 458 adopted therein. The New York Stock Exchange
"guideposts" require that "[a] recommendation (even though not labeled as a recommenda-
tion) must have a basis which can be substantiated as reasonable." CCH NYSE GUIDE

2474A.10(1).
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"Recommendation" Related to Distributions

As argued in the preceding section, mere "sale" of a security does not
imply recommendation by the executing broker per se. However, market-
place reality compels the conclusion that some kinds of transactions are
more usually accompanied by a recommendation than others. One in-
stance where recommendations are more likely to be important to the
success of the transaction is distribution of a substantial block of securi-
ties, whether or not the distribution is the subject of a registration state-
ment under the 1933 Act.

It should be remembered that a "distribution" may exist for purposes
of the Securities Eschange Act of 1934 regardless of' whether 1933 Act
registration requirements apply. In the 1934 Act context, any selling which
materially deviates from casual trading, because of either the amount of
securities involved or an unusual selling effort, may be deemed a "distribu-
tion."' It is actually the 1934 Act distribution which poses greater uncer-
tainty (if not necessarily greater problems) with regard to the.adequacy of
the broker-dealer's investigation. After all, once he knows that a 1933 Act
registration will be filed, he will have a fairly detailed set of standards and
procedures available to guide its investigation.7 With the 1933 Act, it is
also immaterial how aggressively the broker-dealer tries to sell; the mere
fact that unregistered stock is being publicly offered invokes the statutory
protections. Assuming any rationale were needed, we might postulate that
the fact of a 1933 Act offering necessarily implies "recommendation" of the
securities involved.

Distributions under the 1934 Act are less neatly analyzed. Where the
broker-dealer makes a special or "unusual" selling effort, it presumably
will include recommendations. But sale of a substantial block of securities,
taken alone, need not necessarily connote a recommendation. Indeed, at
least with exchange-listed securities, the SEC has recognized that it is
possible to conduct a successful distribution without recommendations or
even acts constituting solicitation. 3

70. WEIss, supra note 54, at 112-13 and cases therein cited.
71. See note 182 infra and accompanying text.

72. But see SEC Securities Act Rel. No. 802 (May 23, 1935) to the effect that an impartial
summary of a filed prospectus would not be deemed a 1933 Act "offer." Moreover, distribu-
tions of substantial blocks of stock can be accomplished without any material sales effort or
recommendations as demonstrated by Ira Haupt & Co., 23 S.E.C. 589 (1946). Previously, it
was widely assumed that the exemption for broker's transactions, now in section 4(4) of the

1933 Act, was available for secondary distributions on behalf of a control person so long as
the sales were executed by the broker in his ordinary manner and no solicitation was involved.
I Loss, supra note 1, at 700-01; United Corp., 21 S.E.C. 619 (1945); Throop & Lane, Some
Problems of Exemptions Under the Securities Act of 1933, 4 LAW & CONTEMP. PROB. 89, 127
(1937). In Ira Haupt & Co., however, it had developed that large blocks of unregistered stock
could be sold on national exchanges with virtually no solicitation of the purchasers. The SEC
therefore determined that the size of a control person's block alone could violate the broker's

transaction exemption, even with no active sales effort. 23 S.E.C. at 604-05.
73. See 23 S.E.C. at 605 n.26.
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"Recommendation" Related to Frequency of Transactions in a Given
Security

Assuming that there is no 1934 Act distribution, there would still be
some differentiation between isolated transactions and those which form
part of a repeated sales pattern. If a firm, or even an individual salesman,
places a substantial number of customers in a given security, there is at
least a presumption of sponsorship. In this connection, we might note a
rule proposed by the SEC in 1962, and later withdrawn, which would have
automatically proscribed offers or sales by a broker-dealer of certain equi-
ties priced at $10 or less by telephone unless the transaction was specifi-
cally exempt from the rule. One such exemption would have extended to
"isolated transactions not a part of any concentrated sales efforts by the
broker-dealer. ' 7 Thus, while conceptually an affirmative opinion can be
given of a security even in the most random situation, there is some virtue
in testing the isolated sale more strictly in assessing whether a "recommen-
dation" has occurred. There is a further, practical consideration: to the
extent that firms are expected to police unwarranted recommendations by
their employees, it is an almost insurmountable practical problem to de-
tect recommendations unless a pattern of sales can first be ascertained.

"Recommendation" Related to Market-Making Role in the Particular
Security

A market-maker is a dealer over-the-counter who makes known his will-
ingness at all times to buy or sell a particular security, usually for his own
account and risk, at prices he quotes and in minimum amounts. Bids and
offers may be carried on a continuous basis on National Association of
Securities Dealers Automated Quotation System (NASDAQ) or in the
"pink sheets" issued daily by the National Quotation Bureau. The market-
maker need not own the securities he sells at the time of a sale, so long as
he can obtain them and make timely delivery to his customer. 75

Market making would not per se appear to carry a "recommendation"
of the security thus offered or sold. Especially is this the case where the
market-maker has no direct contact with a customer, but merely sells
through another broker-dealer acting as agent for the customer. But even
sale by a market-maker direct to a customer does not necessarily imply a
"recommendation." Moreover, the more market-makers there are in a
given security the better (assuming their stability), since market-making

74. Proposed SEC Rule 15c2-6(a)(2), SEC Securities Act Rel. No. 6885 (Aug. 16, 1962).
75. LOLL & BUCKLEY, THE OVER-THE-COUNTER SECURMES MARKET 165, 197-98 (3d ed.

1973).
76. Cf. Swift, Henke & Co., CCH [1972-1973 Transfer Binder] FED. SEC. L. REP. 78,962

(1972), where the SEC in an interpretive letter implies a distinction between recommendation
and soliciting by a market-maker.
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is vital to liquidity, depth, and breadth within the market system." Ac-
cordingly, were mere market-makers chargeable with the same quality of
investigation as is required for a customer recommendation, there would
be an undesirable inhibition to undertake the market-making role. A firm
will sometimes decide to make a market in the same security it is recom-
mending in order to develop the sources of supply for its customers."8 In
such instances, the obligation for a reasonable basis is present, but as a
consequence of the recommendation rather than the trading function.

In view-of the dichotomy between market-making and recommending,
it is somewhat ironic that the SEC has by rule delineated, however skele-
tally, specific information that must be available concerning an issuer
before market-making can commence.79 The information consists essen-
tially of current SEC filings or the data ordinarily contained therein. 0 The
Commission has yet to implement a proposal in the 1963 Special Study
that would have required reference to current filings as precondition to
recommending a security.8 '

Although the reasonable basis requirement is thus not a part of the
market-making role, it should also be noted that the SEC has created in
disciplinary cases a roughly analogous principle to the effect that if prices
quoted by a market-maker are totally unrelated to underlying value of the
security, manipulative violations may arise."2

"Recommendation" Related to Unsolicited Transactions

Apart from "offer" and "sale," another term in the securities laws bears
on our analysis: "solicitation." Absence of solicitation can control availa-
bility of certain exemptions from registration under the 1933 Act.3 If "so-
licitation" could be construed as including "recommendation," every
"unsolicited" sale would escape the reasonable basis requirement.

"Solicitation" is substantially broader than recommendation. For exam-
ple, "solicitation" has been interpreted by the SEC to include mere inquiry

77. Cf. SEC POLICY STATEMENT ON THE FUTURE STRUCTURE OF THE SECURITIES MARKETS 18-
19 (Feb. 2, 1972).

78. See Smith, Problems of the Market Maker-IV in PRACTISING LAW INSTITUTE, THE
OVER-THE-COUNTER MARKETPLACE: MYTHS, MYSTERIES AND MECHANICS (Handbook No. 134-
3575) 347, 349 (Kirshberg, ed., 1974).

79. SEC Rule 15c2-11 adopted in SEC Exchange Act Rel. No. 9310 (Sept. 1, 1971),
effective Dec. 13, 1971.

80. SEC Rule 15c2-11(a).
81. SPECIAL STUDY, supra note 5, at 386-87.
82. E.g., Alessandrini & Co., SEC Exchange Act Rel. No. 10466 (Oct. 31, 1973); D.H.

Blair Co., SEC Exchange Act Rel. No. 8888 (May 21, 1970).
83. Section 4(4) of the 1933 Act, 15 U.S.C. §77d(4) (1970), exempts broker's transactions

executed upon customer's orders on any exchange or over-the-counter so long as they are
"unsolicited." Lack of solicitation is likewise essential to availability of leakage provisions
under the exemptive provisions of SEC Rules 144 and 145; 17 C.F.R. §§230.144, .145 (1973).
Cf. former SEC Rules 133 and 154.
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of a potential buyer as to his interest in a purchase, irrespective of any
commendatory language. 4 Solicitation, therefore, may be present even
when recommendation is not; contrarily, if there is no solicitation, there
can be no "recommendation. ' '

1
5 The conclusion we draw here is that the

duty of reasonable investigation would not ordinarily arise in an unsoli-
cited transaction.

Significance of Written or Oral Communication

Assuming a given communication rises to the level of a "recommenda-
tion," it should conceptually make little difference whether the recommen-
dation is oral or written. There should be a reasonable basis in either case.
Yet, substantially more attention has been given to written recommenda-
tions, both by the SEC and by self-regulatory bodies. In 1963, the SEC's
Special Study recommended that "reckless dissemination of written in-
vestment advice" be expressly prohibited and made the basis of civil liabil-
ity.8" The New York Stock Exchange rules on recommendations similarly
focus only on those contained in written or printed material. 7 Perhaps such

84. Cf. SEC Rule 144(g)(2), which by expressly providing that "solicitation" shall not be
deemed to include an inquiry made by the selling broker of other brokers or dealers who have
"indicated an interest in the securities" being offered within the preceding 60 days implies
that other kind of inquiry may be solicitation. Cf. SEC Securities Act Rel. No. 5087 (Sept.
22, 1970), which originally proposed Rule 144, and SEC Securities Act Rel. No. 4997 (Sept.
15, 1969), proposing the so-called "160 series" of rules, where the SEC considered provisions
permitting a selling broker which was already making a market to continue to insert quota-
tions in an inter-dealer quotation service on the class of securities being sold without such
act being deemed "solicitation" of the buying side. Such proposed provisions were not in-
cluded in final Rule 144 because of questions of conflict with the anti-manipulative provisions
of Rule 10b-6, 17 C.F.R. 240.10b-6 (1973), under the 1934 Act; SEC Securities Act Rel. No.
5307 (Sept. 26, 1972). In the latter release, the SEC points out that prohibiting brokers who
are engaged in making sales under Rule 144 from continuing to enter quotations in an inter-
dealer quotation service on securities intended to be sold might curtail liquidity of the invest-
ments both of the persons desiring to sell and of other persons, and that the anti-manipulative
provisions of Rule 10b-6 would not be applicable in these situations. Accordingly, it proposes
to amend Rule 144(g)(2) to allow brokers selling securities pursuant to Rule 144 to continue
to insert quotations in an inter-dealer quotation service under certain circumstances, with
the entering of such quotations not being deemed a solicitation. Prior SEC Rule 133(e)(3)
similarly had a provision to the effect that "solicitation" in section 4(4) of the 1933 Act, 15
U.S.C. §77d(4) (1970), will not be deemed to include an inquiry made by the selling broker
of a dealer who has made a written bid for, or written solicitation of an offer to sell, the
security involved within the previous sixty days. The same concept applied under now-
rescinded SEC Rule 154(d).

85. Canizaro v. Kohlmeyer & Co., 370 F. Supp. 282 (E.D. La. 1974). Cf. discussion of
"solicitation" and "recommendation" in section 14 of the 1934 Act in 1 BROMBERG, supra note
1, §6.3 (230), at 116.9.

86. SPECIAL STUDY supra note 5, pt. 1 at 387 (emphasis added).
87. NYSE Rules 472, 473, CCH NYSE GUIDE §§2472, 2473. Note that NYSE Rule 472.10

differentiates between internal wires and memoranda carrying flash news, or in response to
specific inquiries from customers, on the one hand, and those written materials which it
would deem "sales literature" or market letters on the other.
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emphasis reflects the fact that a written report connotes greater thought
and research than does an oral statement, and hence would be more likely
to induce customer action. It might also reflect the fact that written re-
search reports would more likely be used in a firm-sponsored selling pro-
gram than in an effort conducted by one salesman. The Special Study
observed that research reports, market letters, and the like generally have
as their primary purpose the stimulation of security purchasing by the
public.8 Indeed, it pointed out that broker-dealers have some reluctance
to publish "sell" advice or even neutral analyses. 9 Conceding that research
reports may often be selling tools, the mere fact that a report is in writing
should not necessarily make it a "recommendation," unless the language
of the report can be fairly and reasonably so interpreted. 0

Significance of the Capacity in Which Broker-Dealer Acts

Whether a recommendation is made when acting as broker (i.e., agent
for the customer) or as dealer (i.e., principal selling to a customer) proba-
bly has little effect on the existence or scope of the duty to have a reasona-
ble basis. As discussed earlier, the advent of the "shingle theory," under
which the dealer impliedly represents that he will deal fairly with his
customer, has eroded any distinction in duty arising out of the method by
which the broker-dealer will be compensated.' It has been said that the
shingle theory automatically applies to a brokerage firm when it acts as
broker, and may apply when it acts as dealer depending upon the facts of
the case.2 Thus, the importance of the capacity in which the firm acts lies
more in determining whether the shingle theory is imposed automatically
or only as a consequence of special facts indicating reliance by the cus-
tomer on the dealer's expertise. Such a showing presumably need not be
extensive; and, at least in boiler-room contexts, administrative sanctions
have been imposed with no particular attention being paid to the capacity
in which the broker-dealer executed the trades involved. 4

Whether the shingle theory would posit the same quasi-fiduciary duties
in an isolated recommendation by a firm acting as principal as it would to

88. SPECIAL STUDY, supra note 5, pt. 1, at 330-50, 362, 374.
89. Id. at 348, 362.
90. Cf. SEC Rules 138 and 139, supra note 69, which, for purposes of the 1933 Act,

differentiate among "information," "opinion," and "recommendation," especially in Rule
139(c), 17 C.F.R. §203.139(c) (1973).

91. See notes 55-57 supra.
92. Jacobs, The Impact of Securities Exchange Act Rule 10b-5 on Broker-Dealers, 57

CORNELL L. REv. 869, 877 (1972).
93. In his concurrence in Kahn v. SEC, Judge Clark stated that the shingle theory applies

"in certain circumstances" to a dealer. 297 F.2d at 115.
94. E.g., Barnett & Co., 40 S.E.C. 1 (1960); Leonard Burton Corp., 39 S.E.C. 211 (1959)

(acting as principal); Richard J. Buck & Co., CCH [1967-1969 Transfer Binder] FED. SEC.
L. REP. 277,641 (1968) (broker on some transactions, dealer on others).
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the same transaction effected on an agency basis is perhaps less clear. On
one hand, there is no extended pattern of dealing upon which to base the
special reliance of the customer upon the dealer's expertise. On the other
hand, the mere aura of the broker-dealer industry is such that a single
transaction would be treated the same." Certainly, the shingle theory ap-
plies in the case of sales by a dealer at prices not reasonably related to
current market .price regardless of the number of such transactions with
the customer." No ascertainable distinction exists which would warrant
different treatment for recommendations.

How THE DuTY is SATISFIED

General Considerations

Even without an SEC admonition to that effect, we could infer that a
"reasonable investigation" is an "absolute prerequisite" to establishing a
reasonable basis. 7 What constitutes a reasonable investigation is a hard
question to answer except on a case-by-case basis.

Preliminarily, we might note that the 1933 Act registration process car-
ries with it relatively detailed guidelines in ascertaining what is reasonable
investigation and due diligence on the part of directors, experts, and un-
derwriters. 8 Despite both this and the stylized format developed for such
registrations, we find extensive areas of uncertainty surrounding the pre-
cise lines of 1933 Act "due diligence."9 9 In comparison, there are no admin-
istrative guidelines and no administratively stylized presentations under
the 1934 Act. Probably because we are in an area basically akin to profes-
sional or fiduciary negligence, precise guidelines can never be available. As
various professional organizations develop their standards, however, and
with promulgation of additional compliance guidelines by the SEC and
NASD, the areas of permissible activity may eventually become clearer.

95. Cf. 415 F.2d at 596, suggesting that the mere relationship of-dealer to buyer connotes
a "special relationship." Note that in 6 S.E.C. 386, in which the shingle theory originated,
there (1) was a pre-existing relationship between broker-dealer and customer, and (2) the
fraudulent behavior-charging an unreasonable markup-was intentional.

96. 3 Loss, supra note 1, at 1482-93; SEC v. Charles A. Morris & Associates, Inc., CCH
FED. SEC. L. REP. 91,693 (W. D. Tenn. 1973).

97. Hanley v. SEC, 415 F.2d 589 (2d Cir. 1969); Dlugash v. SEC, 373 F.2d 107, 109 (2d
Cir. 1967).

98. See generally note 182 infra.
99. See generally Escott v. BarChris Constr. Corp., 283 F. Supp. 643 (S.D.N.Y. 1968); Feit

v. Leasco Data Processing Equip. Corp., 332 F. Supp. 544 (E.D.N.Y. 1971); Folk, Civil
Liabilities Under the Federal Securities Acts: The BarChris Case, 55 VA. L. REv. 1 (1969);
Wyant & Smith, BarChris: A Re-evaluation of Prospectus Liability, 3 GA. L. REv. 122, 135-
37 (1968); Comment, BarChris: Easing the Burden of "Due Diligence" Under Section 11, 117
U. PA. L. REV. 735, 744-48 (1969); Comment, Escott v. BarChris Construction Corporation:
Section 11 Strikes Back, 21 STAN. L. REV. 171, 184 (1968); BarChris: Due Diligence Refined,
68 COLUM. L. REV. 1411, 1418 (1968).
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Relevance of the 1933 Act and Fiduciary Concepts

In exploring the broker-dealer's role under the 1934 Act,'0 account
should be taken of related concepts which arise under section 11 of the 1933
Act. Section 11 of that Act imposes liability on various designated persons
in favor of purchasers, without regard for privity or reliance, where securi-
ties are sold or offered by means of a misleading registration statement. 0'
However, as to non-expertised portions of the registration statement, a
potential defendant (other than the issuer) may escape liability where he
can show that "he had, after reasonable investigation, reasonable ground
to believe and did believe," that such portions were not misleading as of
the effective date. 02

The statutory standard of "reasonableness" applicable to the foregoing
investigation is "that required of a prudent man in the management of his
own property. '"10 This is intended to be similar to the test applied to
trustees who, in administering trusts, are required generally to exercise
such care and skill as a man of ordinary prudence would exercise in dealing
with his own property."0"

Apart from the gloss that has since attached to section 11 of the 1933
Act, several features of general trust law are worth remarking. First, a
trustee is not a guarantor of success; rather, the law recognizes that he may
make good faith mistakes of judgment. 5 Equally important in this
connection, the test of prudence "depends upon the circumstances as they
reasonably appear . . . at the time," rather than on hindsight.1°e Third, a
trustee who has greater skill or resources at his command is subject to a
higher test of competence than an "ordinary" trustee. 7 Fourth, a trustee

100. 15 U.S.C. §77 (1970).
101. Section 11(f) of the 1933 Act, 15 U.S.C. §77k(f) (1970).
102. Id. at §11(a)(4), 15 U.S.C. §77k(a)(4) (1970). As to expertised parts, a non-expert

therefore need only show that "he had no reasonable ground to believe and did not believe"
they were misleading as of the effective date, but there is no corollary duty on him to make
a "reasonable investigation." Id.

103. Section 11(c) of the 1933 Act, 15 U.S.C. §77k(c) (1970). As originally enacted, the
standard was "that required of a person occupying a fiduciary relationship," but was
amended to read as described by Public Law No. 291, 73d Cong. See discussion in Folk, supra
note 99, at 47-53. Folk argues that the draftsmen intended to engraft on section 11 the
fiduciary duty applicable to corporate directors, not that of trustees under an express trust,
which latter duty Folk views as greater. Id. at 49. Any substantial difference in duty between
a corporate director and other "trustee" is difficult to ascertain.

104. Sco-r, LAW OF TRUSTS §174 (3d ed. at 1408); RESTATEMENT OF TRUSTS (SECOND) §174
(1959).

105. Id. See discussion of statutory standard in Folk, supra note 99, at 47-49.
106. RESTATEMENT OF TRUSTS (SECOND) §174 (1959), comment "b" at 379.
107. RESTATEMENT OF TRUSTS (SECOND) §174 (1959); Scovr, supra note 104, at §174, at

1412; Annot., Fiduciary-Retention of Investments, 47 A.L.R. 2d 187, 273 (1956); Annot.,
Trust-Loss from Retaining Securities, 77 A.L.R. 505, 512-16 (1932), supplemented in
Annot., Trust-Loss from Retaining Securities, 112 A.L.R. 355 (1938); Neel v. Barnard, 24
Cal.2d 406, 418, 150 P.2d 177, 189 (1944); Estate of Baird, 135 Cal. App.2d 343, 287 P.2d 372
(1955).
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who obtains his trust by representing himself as possessing a higher degree
of skill and resources than the average person will also be chargeable with
exercising a higher degree of skill and ability.08 Fifth, the duty of the
trustee may be relaxed or modified by specific provisions in the terms of
the trust, except that the trustee cannot be excused for bad faith, reckless
or intentional misconduct.0 9

When the foregoing concepts of trust law are carried over to the "reason-
ableness" test in section 11, it comes as no surprise that different degrees
of diligence have been required of different persons, depending upon all the
circumstances. Some of the factors which have a direct bearing upon the
degree of diligence expected of non-experts, such as a director of the issuer,
are:

(1) Whether the individual has an "inside" or "outside" relationship
with the issuer, i.e., whether he has intimate familiarity with corporate
affairs as an officer or in some other capacity;

(2) If the individual has an "inside" relationship, whether the scope of
his duties is narrow or broad; and

(3) Whether the individual possesses any special training or compe-
tence in a particular area related to the alleged misleading material."0

In analyzing conduct in light of these considerations, it is notable that
detailed, personal knowledge of the company's books of account or finan-
cial transactions is not necessarily expected, even of an inside director,
unless the individual participates in that aspect of the company's opera-
tions.'' At the same time, there are certain aspects of financial operations
which a director must try to verify."' Any particular professional skill or
training relevant to the liability will expose the individual to a higher
degree of diligence. As will be next discussed, these same precepts of a
varying spectrum of duty appear in analogous areas of tort law.

Relevance of Negligence Concepts

The "reasonableness" test for broker-dealers also may be analyzed under
negligence concepts applicable generally to various types of professionals.
The black-letter principle is approximately the same here as with fiduciar-
ies: a professional must generally exercise that degree'of care which an

108. RESTATEMENT OF TRUSTS (SECOND) §174 (1959); Scorr, supra note 104, at §174; e.g.,
Finley v. Exchange Trust Co., 183 Okla. 167, 80 P.2d 296 (1938).

109. RESTATEMENT OF TRUSTS (SECOND) §222 (1959); SCOTT, supra note 104, at §174.
110. See the detailed analysis by Folk, supra note 99, especially at 22-54, of the various

degrees of care required in BarChris: "What constitutes 'reasonable investigation' . . . will
vary with the degree of involvement of the individual, his expertise and his access to the
pertinent information and data." 332 F. Supp. at 577; 68 COLUM. L. REv., supra note 99, at
1416; 117 U. PA. L. REV., supra note 99, at 738.

111. Folk, supra note 99, at 28, 32.
112. Cf. discussion of "surplus-surplus" in Feit v. Leasco Data Processing Equip. Corp.,

332 F. Supp. at 579-81, 582-83.
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ordinarily prudent person in the same profession would exercise under
similar circumstances. While most of the decided cases have dealt with
physicians and surgeons, the same analysis is applicable to dentists, psy-
chiatrists, accountants, attorneys, engineers, and others engaged or fur-
nishing skilled services for compensation. 13

First, the performance of a professional is virtually certain to be tested
against any standards and practices that may be promulgated by recog-
nized professional organizations."4 At the same time, while it may thus
affect minimum standards, a professional group will not be allowed to set
improperly low standards by adopting inadequate practices. In other
words, any industry practice may be subject to further test by "learned
reason."115

Second, there is increasingly little allowance made for the particular
community in which a professional practices. Formerly, adjustments were
made for the type of community where a physician practiced;" ' the
Restatement of Torts continues to follow this principle generally." 7 Im-
proved communications and interchange of information gradually led to
abandonment of any rigid locality distinctions, so that locality is now but
one of several factors taken into account in medical malpractice, while in
a number of jurisdictions the concept has been entirely eliminated."'

Third, negligence law parallels fiduciary law insofar as it will impose a
higher-than-normal standard where the professional has engendered a rea-
sonable belief in his client that the professional possess higher than-normal
abilities. As noted in the Restatment, "[i]t is a matter of the skill which
he represents himself to have, or is understood to have rather than of the
skill which he actually possesses, or which the task requires," that can vary

113. PROSSER, supra note 16, §32, at 161-62; RESTATEMENT OF TORTS (SECOND) §299A
(1965); Gammel v. Ernst & Ernst, 245 Minn. 249, 253, 72 N.W. 2d 364, 367 (1955) (accoun-
tants); Bryant v. St. Paul Fire & Marine Ins. Co., 272 So.2d 448 (La. App. 1973) (doctors);
Denzer v. Rouse, 48 Wis.2d 528, 180 N.W.2d 521 (1970)(attorneys); Surf Realty Corp. v.
Standing, 195 Va. 431, 78 S.E.2d 901 (1953) (architect-engineers). See generally Note, An
Evaluation of Changes in the Medical Standard of Care, 23 VAND. L. REV. 729 (1970); Hawk-
ins, Professional Negligence Liability of Public Accountants, 12 VAND. L. REV. 797 (1959);
Note, Attorney Malpractice, 63 COLUM. L. REV. 1292 (1963); Wade, The Attorney's Liability
for Negligence, 12 VAND. L. REV. 755 (1959); Bell, Professional Negligence of Architects and
Engineers, 12 VAND. L. REV. 711 (1959); Annot., Public Accountant-Liability, 54 A.L.R.2d
32, 329 (1957)(accountants); Annot., Attorneys-Negligence-Liability, 45 A.L.R.2d 5, 12
(1956) (attorneys).

114. Id.
115. PROSSER, supra note 16, §32, at 165, 167-68, FIFLIS & KRIPKE, ACCOUNTING FOR Busi-

NESS LAWYERS 647 (1971); RESTATEMENT OF TORTS (SECOND) §299A (1965), does not contain
this qualification of the professional standard.

116. PROSSER, supra note 16, §32, at 164.
117. RESTATEMENT OF TORTS (SECOND), §299A, comment "g" at 75.
118. PROSSER, supra note 16, §32, at 164; 23 VAND. L. REV., supra note 113, at 741;

Pederson v. Dumouchel, 72 Wash.2d 73, 79, 431 P.2d 973, 978 (1967); Brune v. Belinkoff, 354
Mass. 102, 235 N.E.2d 793 (1968). Cf. Webb v. Jorns, 488 S.E.2d 407 (Tex. Sup. Ct., 1972).
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the standard from what is normally imposed.' 9 The reason for increasing
the level of skill or knowledge required is obviously that the reasonable
expectations of the client have been elevated. Such increased obligations
have been judicially recognized in cases involving the medical profession.'20

Although the same principle is conceptually applicable in other fields, its
application to attorneys and accountants is not as yet as well established.'2 '

What about actual possession of greater skill on the part of a professional
who does not hold himself out as possessing any unusual ability? With
fiduciaries, we have seen that actual possession of greater skill or resources
can itself impose a higher standard.'2 2 In tort law, the result is not clear,
although there are some murky suggestions in the Restatement of a higher
objective standard.' 23

Fourth, and as a corollary of the foregoing principle, a professional may
in some instances reduce the applicable negligence standard by specifically
disclaiming that he will use any special care. As described in the
Restatement, "the actor may make it clear that he has less than the mini-
mum of skill common to the profession or trade; and in that case he is
required to exercise only the skill which he represents he has.' 2 4 The
Restatement also notes that a highly qualified professional, in undertaking
services which require little skill, may or may not undertake with his client
to use -his unusual skill.' 25 In this vein, accountants have been exonerated
where they placed reasonable reliance upon unverified, secondary sources
and disclosed the infirmities of such sources to the client. 26

That a professional can reduce the degree of care or skill required by
disclaimer is simply a logical extension of the concept that a client is
entitled to that level of care and skill that he is reasonably led to expect.
Also a logioal extension of that concept is a further refinement: the degree
of required care and skill may decrease in situations where quick action is

119. RESTATEMENT OF TORTS (SECOND), §299A, comment "c" at 73-74. Comment "d"
points out that an actor representing that he has superior skill or knowledge beyond that
common to his profession or trade "incurs an obligation to the person to whom he makes such
a representation, to have, and to exercise, the skill and knowledge which he represents himself
to have."

120. See cases collected in RESTATEMENT OF TORTS (SECOND) §299A, comment "d" at 442;
McCoid, The Care Required of Medical Practitioners, 12 VAND. L. REv. 549, 566 n. 92 (1959).

121. 63 COLUM. L. REv., supra note 113, at 1302-03; Wade, supra note 113, at 776. See
Hawkins, supra note 113, at 822 ("In almost every reported case where accountants have been
held liable , . .it is quite clear that there has been inadequate performance by the profes-
sion's own standards.")

122. See note 107 supra.
123. Cf. comment 'T' at 50 to §290, dealing with "special knowledge," in RESTATEMENT

OF TORTS (SECOND) §290 (1965), and comment "b" at 73 to §299A, with comment "e" at 74-
75 to §299A; cf. §552 RESTATEMENT OF TORTS (1938).

124. RESTATEMENT OF TORTS (SECOND) (1965), §299A, comment "d" at 74.
125. Id. at comment "c" at 73-74.
126. C.I.T. Financial Corp. v. Glover, 224 F.2d 44 (2d Cir. 1955); Beardsley v. Ernst, 47

Ohio App. 241, 191 N.E. 808 (1934).
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required.127 Thus, in assessing an attorney's actions, it is significant
whether he is called upon to act immediately, with little time for reflection,
or whether he has an opportunity to look up the law and to plan his course
of procedure. 2 "

Fifth, negligence law teaches that a professional is not to be viewed as a
"guarantor" of successful results and that he should not incur liability for
mere good faith mistakes of judgment. These precepts have been devel-
oped extensively in connection with attorneys and doctors but would be
equally applicable to any purveyor of any skilled service.' 9 Finally, the
Restatement applies a special rule to those who supply business informa-
tion for profit; they are expected to "exercise the competence reasonably
expected of one in his business or professional postition in drawing infer-
ences from facts not stated in the information.' ' 0

Relevance of Agency Concepts

Agency law also offers some principles useful in testing the performance
of broker-dealers. In fact, agency concepts arguably have a closer relation-
ship than general fiduciary or negligence concepts just discussed, since a
broker acting in such capacity is by definition an "agent of his cus-
tomer.' ' 13 The Restatement of Agency points out that an agent is a fidu-
ciary and hence has the same obligation of diligent and faithful service as
does a trustee.'3 2 It frames the agent's duty of care and skill as follows:

§379. Duty of Care and Skill. (1) Unless otherwise agreed, a paid agent is
subject to a duty to the principal to act with standard care and with the
skill which is standard in the locality for the kind of work which he is
employed to perform and, in addition, to exercise any special skill that
he has.'1

While these semantics vary somewhat from those used in the other
Restatements, the net effect is about the same: the agent is subject to a
duty to exercise that degree of skill which he represents himself as having,
and which will, absent special representations, be deemed to be the skill
and care standard for that kind of employment.' 34

127. RESTATEMENT OF TORTS (SECOND) (1965), §299A, comment "d". Cf. RESTATEMENT OF
TORTS (SECOND) at §296 ("emergency").

128. Wade, supra note 113, at 765.
129. See Wade, supra note 113, at 760, 764-65; 63 COLUM. L. REV., supra note 113, at 1292,

1295; Hawkins, supra note 113, at 806-07; Annot., 45 A.L.R. 2d 5, 13 (1956). See note 113.
130. RESTATEMENT OF TORTS (1938), §552, comment "e" at 125-26.
131. See notes 53-54 supra.
132. RESTATEMENT OF AGENCY (SECOND), §13 (1958).
133. Id. at §379.
134. Id. at §379, Comment "c" at 179; see CAL. LABOR CODE §§2854, 2858, 2859 (1971).

On the surface, the Restatement's test for agents appears to stress differences in locality to a
greater extent than the RESTATEMENT OF TORTS (SECOND) or the RESTATEMENT OF TRUSTS

(SECOND) since the "community" element is included in the text of the rule itself. There is
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Transposing General Tort and Fiduciary Concepts to Broker-Dealers

A bsence of Standards for Developing Recommendations

From the rather general fiduciary and negligence concepts just dis-
cussed, some principles can be elicited for application to the recommend-
ing broker-dealer. First, as in other fields, we can expect prevailing indus-
try practices to contribute substantially to the standards below which the
broker-dealer cannot safely fall. A major difficulty in applying this princi-
ple is that the industry standards are elusive. Methods used in formulating
broker-dealer recommendations cannot be measured against standards
promulgated by official or recognized organizations, because no such or-
ganization has yet formally adopted guidelines. The Commission itself has
been unable even to establish criteria for the publication of written invest-
ment advisory communications by investment advisers. In 1968, it made
a stab in this direction with proposed Rule 206 (4)-3 under the Investment
Advisers Act of 1940.' 3' The proposal would have required such communi-
cations to include such items as the date of original publication, the date
or period covered by financial statements referred to therein, the date on
which events mentioned in the communication occurred, if they had oc-
curred over 90 days earlier and were "material for the purpose of any
recommendation, opinion or prediction contained therein," and the nature
of any control relationship with the issuer.'1 To these specific items, the
proposed rule simply added a catchall prohibition against making any
recommendation, opinion, or prediction without "a reasonable" basis.' 37

The rule was later withdrawn without adoption. Despite articulated con-
cern within the SEC over the lack of standards applicable to investment
advisers,"38 the SEC has not proposed any other standards since.

Nor are there as yet any industry-wide criteria, although the subject
continues under serious consideration by organizations such as the Finan-
cial Analysts Federation (FAF).'3 The likelihood that meaningful or com-
prehensive formats can be adopted is problematical; if they are, their
content will likely be rather minimal and directed only at obvious facets
of research. There is a multiplicity of stock evaluation theories, a widening
gulf between the theories favored by academicians and those propounded
by working analysts, and a reluctance on the part of investment managers

nothing in the cases to suggest that locality differences should play a different role in agency
law than in negligence.

135. See Investment Advisers Act Rel. No. 231 (Oct. 10, 1968), promulgated under the
Investment Advisers Act of 1940, 15 U.S.C. §80b et seq. (1970).

136. Proposed SEC Rule 206(4)-3(a)(1) in Investment Advisers Act Rel. No. 231 (Oct. 10,
1968).

137. Id. at section 206(4)-3(a)(2).
138. Owens, Investment Adviser Regulation, FIN. ANAL. J. 12 (Jan.-Feb. 1973).
139. E.g., Nelson, Make Investment Advisers Accountable!, FIN. ANAL. J. 19 (Jan.-Feb.

1973).
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to publicize their techniques."" It has observed that the "analyst's job
remains essentially an unstructured one, and analytical approaches are
highly individualistic, eclectic, and, therefore, somewhat unstable."''
Moreover, techniques which are popular during one period can become
outmoded and discarded.4 2 Despite these complexities, one FAF officer
recently proposed a "standard" minimum format for written analyses of
securities, which would include among other things "adequate historical
financial information . . . balance sheets (two years), income statements
(three years) . . . economic basis for business . . . competition . . . man-
agement [and] forecast for at least one year with assumptions and bases
for them as appropriate. '"' Were such formats ultimately to become an
industry standard, they would inevitably have an effect on the definition
of reasonable basis for securities recommendations.1 4 4

In addition, general tort and fiduciary principles suggest that more care
may be expected of (a) those firms who in fact possess greater resources,
and (b) those which hold themselves out as having greater skill and re-
sources. The duty would, therefore, be affected by whether the
recommendation was initiated entirely by the broker-dealer, and purports
to be the product of great, in-depth research, or whether it was professedly
tentative and limited as to underlying facts. For example, a customer's
reasonable expectations should be less when he has asked for a fast, off-
the-cuff response, than when he has received what he believes to be de-
tailed, firm-sponsored advice.

Finally, the broker-dealer's diligence and judgment would assumably be
measured by the facts existing at the time, not by hindsight.'45 And, absent
some unusual facts, the broker-dealer would not be expected to be a guar-
antor of a successful investment.'4 6

140. Bing, Survey of Practitioners' Stock Evaluation Methods, FIN. ANAL. J. 55 (May-
June 1971).

141. Id.at 56, quoting a research manager who had responded to a questionnaire on insti-
tutional research techniques.

142. E.g., Baylis and Bhirud, Growth Stock Analysis-A New Approach, FIN. ANAL. J.
63 (July-Aug. 1973).

143. Hedberg, Let's Regulate Investment Advice, FIN. ANAL. J. 24, 102 (May-June, 1973).
144. But note the comment made in Panel Discussion, The Outlook for Security Analysts,

FIN. ANAL. J. 22, 24, (Nov.-Dec. 1973), that a "lengthy" narrative, replete with tables and
charts, incorporating projections and historical data "no longer constitutes responsible secu-
rity analysis, and it no longer commands respect among users of institutional research." In
addition, see the rebuttal to Hedberg, supra note 143, in Ganz, Let's Not Regulate Investment
Advice, FIN. ANAL. J. 8 (Nov.-Dec. 1973). A plan for uniform self-regulation of analysts was
presented to the FAF membership in January 1974. See 293 BNA SEC. REG. & L. Rep. A-15
(1974).

145. Cf. releases and commentators stating, in context of suitability rule, that the broker
is not transformed by reason of the rule into an insurer of his investment advise and is not to
be evaluated by hindsight: SEC Exchange Act Rel. No. 8135 at 3 (July 27, 1967); Jacobs,
supra note 92, at 902; Mundheim, supra note 2, at 448. This cuts both ways; the fact that
the market price of purchased securities rises will not constitute a defense to lack of reasona-
ble basis. Ross Sec., Inc., 40 S.E.C. 511, n. 6 (1963).

146. Cf. suitability rule commentators cited in note 145 supra, including the Mundheim
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Evolution of Standards for Monitoring and Disseminating
Recommendations

While the industry is virtually without uniform standards for the devel-
opment of analyses and recommendations, various broker-dealers have
evolved fairly detailed methods of monitoring recommendations so as to
avoid the most glaring kinds of abuses. As discussed earlier, a hall-mark
of SEC administrative proceedings involving the reasonable basis issue has
been the presence of intense selling efforts by the offending broker-
dealer.'47 One major wirehouse, following an unfortunate situation result-
ing in administrative sanctions, adopted the following policies in 1962 to
monitor and control recommendations by sales personnel: (a) if a recom-
mendation does not originate with a partner or the research department
of the firm, that fact must be made clear to the customer; (b) when a
salesman makes a recommendation contrary to the firm's opinion, that
fact must be made known; (c) before a salesman may embark upon a
general program of soliciting orders in securities not sponsored by the firm,
he must have approval of his branch manager; (d) any such program of
soliciting orders for a security not recommended by the firm may be con-
ducted only with respect to listed or high grade unlisted securities, and in
any event are expressly prescribed to be at the salesman's own peril and
financial risk in event of a customer complaint; (e) no salesman is allowed
to issue personal market letters or research reports without prior firm
research department approval; and (f) recommendations of securities in
Regulation A offerings are not allowed.'48

Such restrictions on the manner in which an individual salesman may
disseminate recommendations are representative of practices pursued by
a number of firms. Some use quantity cutoffs in detecting whether a gen-
eral pattern of recommendation is occurring. For example, a salesman may
be precluded from soliciting purchase orders where the activity is intended
to or may result in the office establishing a position in excess of 10,000
shares of an OTC marginable security traded on NASDAQ, or 5,000 shares
of any other OTC security, or where solicitation involves more than a
certain number of customers (e.g., ten in the case of NASDAQ-traded
securities or five customers in the case of other OTC securities), unless the
salesman makes a formal written request for approval by the research
department of the firm.'49 In this way, a firm's research department is able

article at 475; Jones Memorial Trust v. Tsai Inv. Serv., Inc., 231 BNA SEc. REG. & L. Rep.
A-10 (S.D.N.Y. 1973), where decline in value of a trust portfolio by itself was not enough to
prove that investment adviser, who had followed the trustee's investment objectives and
obtained approval of each transaction, was liable for loss under Investment Advisers Act of
1940.

147. See cases in notes 171-72 infra.
148. SPECIAL STUDY, supra note 5, pt. 1, at 288-289.
149. Based upon internal compliance memoranda of several NYSE member firms; see
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to monitor the opinions being passed out by the salesman in connection
with substantial solicitation activities. The research departments, in turn,
are charged with maintaining up-to-date review of the annual and quart-
erly reports, Standard & Poor's materials, and current information filed by
the issuer with the SEC.5 0 This policy, if properly implemented, enables
the brokerage firm to satisfy recommendations made in the Special Study
for rules which would require "actually consulting available officially filed
data prior to recommending or selling specific securities; furnishing copies
to customers in appropriate cases; and advising customers whether offi-
cially filed information is available with respect to any security recom-
mended for purchase."1"' Such programs also adhere to the Special Study's
suggestion of required disclaimers in connection with any salesman's writ-
ten or oral recommendation which is not sponsored by a brokerage firm or
its research department.'

The foregoing practices, common in the industry at least among larger
firms, reveal more about how problems can be avoided than what the
minimal standards of investigation are. At the same time, however, failure
to adhere to such devices of monitoring sales efforts could be urged in civil
or administrative settings as evidencing an overall negligent approach to
the recommendation process and thus could indirectly undermine the
broker-dealer's position as to the quality of his investigation. Moreover, the
fact that many firms require their research departments to maintain cur-
rent SEC filings and various kinds of secondary material would tend to
make use of such material relevant to the issue of whether recommenda-
tion is based on information that a reasonable member of the industry
would employ.

Structuring Different Levels of Duty

Both general considerations and case authority point in the direction of,
if not a continuum of standards, at least four roughly discernible levels of
diligence: (1) situations where the basis may be virtually per se unreasona-
ble; (2) those where the basis is subject to especially close scrutiny; (3)
those where the basis may be nothing more than usual primary or second-
ary sources; and (4) those where the basis may arguably be only the ab-
sence of specific negative information.

Circumstances in Which Basis May be Per Se Unreasonable

The recommendation of a security is inherently predictive. If the secu-
rity is a common stock, the recommendation implies an estimate that the

also policy adopted by firm to correct prior violations in Richard J. Buck & Co., (n. 34), SEC
Exchange Act Rel. No. 8482 (Dec. 21, 1968).

150. Id.
151. SPECIAL STUDY, supra note 5, pt. 1, at 329.
152. Id. at 387.
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value of the stock will rise in the future. If it is a bond, the recommendation
implies that its value will at least hold firm and that earnings will be
adequate to service debt. Despite common-law reluctance to attach fraud
liability to negligent predictions, the boiler-room cases and other actions
involving broker-dealers suggest several types of situations where the bases
may per se be deemed inadequate:

(1) Recommendations made without having current financial data on
the issuer;

(2) Recommendations making specific predictions of sharp price in-
creases in the stock of unseasoned issuers; and

(3) Recommendations employing hyperbole to evaluate prospects of
unseasoned issuers.

Absence of Current Financial Data

Recent financial data concerning the issuer may seem the most obvious
cornerstone for adequate analysis. Borrowing on the tort and fiduciary
concepts discussed earlier, we might posit that a customer would always
reasonably expect that his broker-dealer's recommendations would be
made with reasonably current financial information. Or we might postu-
late that no prudent man would invest his own money without such infor-
mation. Yet a common thread in most of the administrative proceedings
based on breach of the duty to adequately investigate is failure to secure
not just recent, but any, financial statements.'5 3 Accordingly, failure to
have such information can be described as virtually per se unreasonable.

Such information is not ordinarily difficult to obtain where the issuer has
been publicly held for any substantial period. Securities exchanges gener-
ally require that current information be available on their listed issuers. 154

The SEC requires regular financial reporting, quarterly and annual, by the
majority of publicly traded issuers as well. 55 Moreover, since 1971 the SEC

153. Aircraft Dynamics Int'l Corp., 41 S.E.C. 566 (1963); A.J. Carradine & Co., 41 S.E.C.
234 (1962); A.J. Davis Co., CCH [1964-1966 Transfer Binder] FED. SEC. L. REP. 77,263
(1965) (Regulation A circular did not disclose in financial statements that issuer had failed
to maintain any corporate books of account); Barnett & Co., 40 S.E.C. 1; Best Sec., Inc., 39
S.E.C. 931 (1960); B. Fennekohl & Co., 41 S.E.C. 210 (1962); Crow, Brourman & Chatkin,
Inc., SEC Exchange Act Rel. No. 7839 (March 15, 1966); Edgerton, Wykoff & Co., 36 S.E.C.
583 (1955)(respondent exonerated by defense, generally rejected in other cases, that he relied
on management's representations); Floyd Burle O'Gorman, SEC Exchange Act Rel. No. 7959
(Sept. 22, 1966); Hanley v. SEC, 415 F.2d 589 (2d Cir. 1969); Harold Grill, 41 S.E.C. 321
(1963); Hiller v. SEC, 429 F.2d 856 (2d Cir. 1970); Levine v. SEC, 436 F.2d 88 (2d Cir. 1971);
Miller, Sotell, Freimark, CCH [1964-1966 Transfer Binder] FED. SEC. L. REP. 77,438 (1966);
Murphy v. Cady, 30 F. Supp. 466 (D. Me. 1939); N. Pinsker & Co., 40 S.E.C. 285 (1960);
Mac Robbins & Co., 41 S.E.C. 116 (1962), afJ'd, 316 F.2d 137 (2d Cir. 1963); Ross Sec., Inc.,
41 S.E.C. 509 (1963); SEC v. F. S. Johns & Co., 207 F. Supp. 566 (D.N.J. 1962); SEC v.
Macon, 28 F. Supp. 127 (D. Colo. 1939); SEC v. Rapp, 304 F.2d 786 (2d Cir. 1962); Standard
Bond & Share Co., 34 S.E.C. 208 (1952); Walker v. SEC, 363 F.2d 344 (2d Cir. 1967).

154. E.g., NYSE COMPANY MANUAL, §A4.
155. Section 12(g) of the 1934 Act, 15 U.S.C. §781(g) (1970), requires registration and
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has prohibited the initiation of market-making in a security unless certain
information on the issuer, including financial data, is "publicly" avail-
able.' 5 The information contained in official SEC filings may be somewhat
stylized and directed toward historical fact rather than future expecta-
tions, but its basic importance is obvious. There is also an earnest effort
afoot on the part of the Commission to expand further the quantum of
truly useful material both in the SEC filings as well as in annual reports
published by issuers. 51

It will be recalled that the Special Study in 1963 had suggested an SEC
rule which would render the making of written recommendations without
consulting current SEC filings a factor indicating "reckless dissemination"
of advice. 5 The Study had also recommended the adoption of rules requir-
ing "consulting available officially filed data prior to recommending or
selling specific securities"' 9 and advising customers whether such data was
available with respect to any security recommended for purchase.'60 While
not all of the information in current SEC filings or in a corporation's
periodic reports is equally important, it would appear that a recommenda-
tion made without knowledge of the content of current financial state-
ments is necessarily negligent. It does not follow from this that the SEC
filings must be consulted, since the same information might be available
elsewhere. If the broker-dealer in fact obtained the information -through
one of the many secondary sources, that should suffice.

Predictions of Stock Price Increases

Another thread running through SEC disciplinary proceedings is the
prediction of geometric price rises in relatively short time frames, usually
involving unseasoned issuers.'6 ' Apart from the difficulty in forecasting

regular reporting by issuers traded over-the-counter whose size and shareholders exceed cer-
tain standards, regardless of whether they are issued on an exchange.

156. SEC Rule 15c2-11.
157. SEC Exchange Act Rel. No. 10549 (Dec. 12, 1973), proposed new changes to quarterly

report Form 10-Q. See SEC Exchange Act Rel. No. 10547 (Dec. 12, 1973) for Commission
comments on existing 10-Q filings wherein it is noted that further recommendations are still
being studied. On the SEC thrust to upgrade annual reports as well as official filings, see SEC
Exchange Act Rel. No. 10591 (Jan. 10, 1974) and Speech by Commissioner A. A. Sommer
before National Investor Relations Institute, Oct. 24, 1973.

158. SPECIAL STUDy, supra note 5, pt. 1, at 387.
159. Id. at 329.
160. Id.
161. E.g., Aircraft Dynamics Int'l Corp., 41 S.E.C. 566 (stock would "triple or better");

Alexander Reid & Co., 40 S.E.C. 986 (1962)(stock should triple in 90 days, might go up 3-4
times); B. Fennekohl & Co., 41 S.E.C. 210 (1962)(price would "skyrocket"); Barnett & Co.,
40 S.E.C. 1 (predictions of price doubling and tripling); A. G. Bellin Sec. Corp., 39 S.E.C.
178 (1959); Richard J. Buck, SEC Exchange Act Rel. No. 8482 (Dec. 21, 1968), aff'd sub nom.
Hanley v. SEC, 415 F.2d 589 (2d Cir. 1969); Leonard Burton Corp., 39 S.E.C. 211 (1959)
(stock of speculative oil company would "triple"); A.J. Davis Co., supra note 153 (stock
would go from 4 in two years to 20-25); Harold Grill, 41 S.E.C. 321 (1963); Hiller v. SEC,
429 F.2d 856 (2d Cir. 1970); Heft, Kahn & Infante, Inc., 41 S.E.C. 379 (1963); Charles P.
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market action, the SEC has repeatedly taken the position that no such
reasonable basis can be found, at least in connection with relatively unsea-
soned companies. In such situations, any prediction of specific and sub-
stantial price rises is "inherently fraudulent" and therefore carinot possi-
bly be justified.' Hence, it is apparently no defense in the context of an
SEC disciplinary proceeding that there turned out in fact to be a price
rise. "'.

Just a degree removed from predictions of price increases are forecasts
of dramatic earnings increases of unseasoned issuers. Where the float of
outstanding traded stock is represented to be extremely thin, such a fore-
cast is tantamount to a prediction that the price will soar." 4 This does not
mean that all earnings projections are per se unreasonable. As noted pre-
viously, the SEC has begun to encourage greater publicity for earnings
forecasts." 5 But they should not be thinly guised efforts to predict
geometric stock price rises.

Hyperbolic or Overblown Comparisons

The old saw is to the effect that "comparisons are odious." This is
definitely true with respect to the SEC's view of hyperbolic comparisons
of unseasoned issuers with companies which have enjoyed dramatic suc-
cess. The inference in such comparisons is that the issuer whose stock is
being recommended will duplicate the spectacular record of the estab-
lished concern.

Thus, the customers would be induced to expect spectacular price appre-
ciation from stock of an untested issuer which is being compared with
entities such as Xerox' 6 and IBM.'67 Also obvious should be the misleading
impact of flamboyant and hyperbolic descriptions such as "fabulous po-

Lawrence, SEC Exchange Act Rel. No. 8213 (Dec. 19, 1967), aff'd, 398 F.2d 276 (1st Cir.
1968); N. Pinsker & Co., 40 S.E.C. 285 (stock would triple); Murphy v. Cady, 30 F. Supp.
466 (D. Me. 1939); Berko v. SEC, 316 F.2d 137 (2d Cir., 1963); Ross See., Inc., 41 S.E.C. 509
(1963).

162. A.J. Caradean & Co., 41 S.E.C. at 238; A.J. Davis Co., supra note 153; Alexander
Reid & Co., 40 S.E.C. at 991; Aircraft Dynamics Int'l Corp., 41 S.E.C. at 570; Charles P.
Lawrence, SEC Exchange Act Rel. No. 8213 (Dec. 19, 1967), aff'd, 398 F.2d 276 (1st Cir.
1968); Heft, Kahn & Infante, Inc., 41 S.E.C. at 382; Richard J. Buck & Co., SEC Exchange
Act Rel. No. 8482 (Dec. 21, 1968); Shearson, Hammill & Co., [1964-1966 Transfer Binder]
CCH FED. SEC. L. REP. 77,306 (1965).

163. E.g., Heft, Kahn & Infante, Inc., 41 S.E.C. at 382, n. 4; Ross Securities, Inc., 41
S.E.C. at 514.

164. 207 F. Supp. 566 (D.N.J. 1962).
165. SEC Exchange Act Rel. No. 5362 (Feb. 2, 1973); SEC Exchange Act Rel. No. 5395

(June 1, 1973). For criticism of the projection disclosure policy, see Comment, The SEC
Policy for Projections: New Problems in Disclosure, 21 U.C.L.A. L. REv. 242 (1973). Compare
earlier doubts on validity of earnings projections in Heller, Disclosure Requirements Under
Federal Securities Regulation, 16 Bus. LAW. 300, 307 (1961).

166. Hanley v. SEC, 415 F.2d 589 (2d Cir. 1969).
167. Shearson, Hammill & Co., supra note 162.
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tential, ' ' 111 "practically no downside potential whatsoever,"'"" or "new type
of invention that would rock the world.' ' 70

Circumstances Where Basis Subject to Close Scrutiny

In certain contexts, a broker-dealer's recommendation may be subject
to particularly close scrutiny and should therefore be developed with par-
ticular care. This may be predicated on the type of issuer involved, the
type of security, the nature of any selling effort involved, and the existence
of any special relationships between the issuer and the broker-dealer.

Unseasoned Issuers and Issuers with Limited Earnings History

The nature of the issuer impacts upon the reasonable basis requirement
in several practical ways. First, in the case of large and widely held enti-
ties, more information is likely to be publicly available from which to draw
developing recommendations. Second, it is the unseasoned issuer that is
more likely to fail and result in complete, not just partial, loss of the
investment.

Accordingly, where an issuer is new and unseasoned, with little or no
earnings history, and especially where its field of business is also novel or
"glamorous," "buy" recommendations of its securities are subject to closer
scrutiny. It is not surprising, in view of the subsequent collapse of most of
the issuers involved, that the vast majority of boiler-room cases initially
brought by the SEC involved unseasoned companies with little or no his-
tory of income or earnings. 71 Most of the later cases in which administra-

168. 415 F.2d 589 (2d Cir. 1969).
169. Shearson, Hammill & Co., supra note 162.
170. Richard J. Buck, supra note 161; see also A. G. Bellin Sec. Corp., 39 S.E.C. 178

(1959).
171. Alphabetically, the main early boiler-room cases include: A.G. Bellin Sec. Corp., 39

S.E.C. 178 (1959); Aircraft Dynamics Int'l Corp., 41 S.E.C. 566 (1963) (3-year old issuer with
net operating losses for the 6 months and for the 21/2 years before transactions); Alexander
Reid & Co., 40 S.E.C. 986 (1962) (no revenues from newly-acquired technology, and no profits
in 6 years of operation); Barnett & Co., 40 S.E.C. 1 (1960) (no income or earnings); Best
Securities, Inc., 39 S.E.C. 931 (1959) (new phone company with losses for each of the previous
2 years); Leonard Burton Corp., 39 S.E.C. 211 (1959) (issuer's value contingent on bringing
in new wells); A.J. Caradean & Co., 41 S.E.C. 234 (1962) (3-year old issuer with aggregate
operating deficit; D. H. Victor & Co., SEC Exchange Act Rel. No. 6562 (May 17, 1961);
Edgerton, Wykoff & Co., 36 S.E.C. 583 (1955) (8-month old issuer); B. Fennekohl & Co., 41
S.E.C. 210 (1962) (3-year old issuer with losses in last 2 years); Harold Grill, 41 SEC 321
(1963) (new mining concern, with no revenues); Gross v. SEC, 418 F.2d 103 (2d Cir. 1969)
(product had not been developed); Heft, Kahn & Infante, Inc., 41 S.E.C. 379 (1963) (2-month
old issuer with no revenues); Keith Richard Securities Corp., SEC Exchange Act Rel. No.
5988 (June 17, 1959); Midland Securities, Inc., SEC Exchange Act. Rel. No. 6524 (April 10,
1961); N. Sims Organ & Co., SEC Exchange Act Rel. No. 6495 (March 14, 1961); N. Pinsker
& Co., 40 S.E.C. 285 (1960) (2-year old issuer with losses since inception); Mac Robbins &
Co., 41 S.E.C. 116 (1962) (issuer organized one to two months before transactions began,
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tive or civil liability was imposed likewise involved untested issuers. 2 As
the SEC observed in 1962 in the context of distributions, broker-dealer
recommendations require investigation "particularly in situations where
the securities are those of relatively obscure and unseasoned companies." 7 3

The Second Circuit has echoed this approach, pointing out that
"[s]ecurities issued by smaller companies of recent origin obviously re-
quire more thorough investigation."'7 4

The peril of recommending unseasoned issuers is further reflected in the
SEC's abortive attempt to deal with the boiler-room problem by rule in
1962. The Commission's Rule 15c2-6, had it been adopted, while making
it unlawful for broker-dealers to offer or sell certain low-price equities by
telephone, would have exempted securities of issuers which had realized
net income in their most recent fiscal year and as to which specified public
information was available. 75

operating at loss); Ross Securities, Inc., 41 S.E.C. 509, 512 (1963) (issuer organized six to
seven months earlier; it had "no producing wells or earnings history of any kind."); SEC v.
F.S. Johns & Co., 207 F. Supp. 566 (D.N.J. 1962) (issuer had not started operations when
securities sales began, and incurred losses thereafter); SEC v. Rapp, 304 F.2d 786 (2d Cir.
1962) (issuer had lost money each of three to four years before stock sales began). Cf. Stone
v. United States, 113 F.2d 70 (6th Cir. 1940) (criminal fraud conviction affirmed where issuer
had no history of material operations).

172. Armstrong, Jones & Co. v. SEC, 421 F.2d 359 (6th Cir.), cert. denied, 398 U.S. 958
(1970), aff'g SEC Exchange Act Rel. No. 8420 (Oct. 3, 1968) (issuer incorporated just 6
months before beginning of the 2-3 month period in which misrepresentations were made and
had not realized operating revenues at time of first transaction); Richard J. Buck & Co., SEC
Exchange Act Rel. No. 8482 (Dec. 21,1968)(issuer had lost money in 4 of 5 years existence,
turning a net profit only in year of organization); Commonwealth Sec. Corp., SEC Exchange
Act Rel. No. 8360 (July 23, 1968)(all of corporate issuers but one were virtually inoperative;
that one had lost money in each of the three years before the transactions began); A. J. Davis
Co., CCH [1964-1966 Transfer Binder] FED. SEc. L. REP. 77,263 (1965) (issuer kept no
corporate books of account and had engaged only in research and development); Dlugash v.
SEC, 373 F.2d 107 (2d Cir. 1967), aff'g F.S. Johns Co., SEC Exchange Act Rel. No. 7972 (Oct.
10, 1966)(issuer newly organized when transactions began; misrepresentations then stretched
over next 18 months, during at least first 12 of which issuer sustained a small loss, and during
at least first 15 of which it engaged in virtually no operations); Hanley v. SEC, 415 F.2d 589
(2d Cir. 1969)(same issuer as in Richard J. Buck & Co. case, supra); Hiller v. SEC, 429 F.2d
856 (2d Cir. 1970)(issuer's prospective product had not yet been developed nor had any
substantial operations begun); Lawrence v. SEC, 398 F.2d 276 (1st Cir. 1968), aff'g, SEC
Exchange Act Rel. No. 8213 (Dec. 19, 1967)(issuer was broker-dealer firm which had been
organized approximately 6 years before the sales involved and had substantial operating
losses in the preceding three years); Shearson, Hammill & Co., SEC Exchange Act Rel. No.
7743 (Nov. 12, 1965)(issuer organized about 6 months before transactions began and it lost
half a million dollars on operations in its first fiscal year).

173. SEC Exchange Act Rel. No. 6721 (Feb. 2, 1962). Cf. SEC Securities Act Rel. No.
5275 (July 26, 1972) regarding higher duty on underwriter "in an initial public offering by
companies in the developmental stage or those dealing with 'high technology' products or
processes," and SEC Securities Act Rel. No. 5395 (June 1, 1973).

174. 415 F.2d at 597; cf. Charles E. Bailey & Co., 35 S.E.C. 33, 42 (1953).
175. Proposed SEC Rule 15c2-6(a)(1), in SEC Exchange Act Rel. No. 6885 (Aug. 16,

1962). See generally, A Symptomatic Approach to Securities Fraud: The SEC's Proposed
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It should also be observed that an embryonic issuer's peril to investors
can be aggravated by being in a field which is relatively new or, if
established, undergoing discovery as a "glamour" industry. Thus, it is not
by mere chance that cases of unfounded recommendations have involved
uranium, bowling alleys, drugs, electronics, plastics, and other areas which
have fluctuated in the public fancy."' When a certain technology is new,
companies predicated on that technology will necessarily be less seasoned.
Suspicion of stripling issuers should not, however, be pushed to extremes,
nor should there by any fixed principle militating against recommenda-
tions of such securities. After all, the ability of new businesses to find
capital is a key ingredient to an open economy, and any set of rules that
would result in capital markets being available only to already-established
entities would be undesirable. 77 So long as the test is a factual one, based
on common-sense and practice, there will likely be a balance struck be-
tween the desirably high standard of investigation and the avoidance of
absolutes.

Low-Priced Securities

Sanctions against broker-dealers have also been characterized by securi-
ties whose unit price is very low, often less than a dollar.'78 In this connec-
tion, it is notable that Rule 15c2-6, had it been adopted in 1962, would have
applied only to securities with a per share price less than $10.11 A number
of firms, in their efforts to monitor and inhibit recommendations by indi-
vidual salesmen which are not part of a firm-sponsored research program,

Rule 15c2-6 and the Boiler Room, 72 YALE L.J. 1411 (1963). Cf. NASD NOTICE OF PROPOSED
RULES OF FAIR PRACTICE, (March 14, 1973), which opines that "higher than normal" suitability
standards apply to public offerings of securities of unseasoned issuers.

176. W.T. Anderson Co., SEC Exchange Act Rel. No. 6177 (Feb. 9,1960) (uranium); Mac
Robbins & Co., 41 S.E.C. 116 (1962)(bowling alleys); N. Pinsker & Co., 40 S.E.C. 295 (1960)
(drugs); Barnett & Co., 40 S.E.C. 1 (1960) (electronics); Alexander Reid & Co., 40 S.E.C.
986 (1962)(electronics); Keith Richard Sec. Corp., SEC Exchange Act Rel. No. 5988 (June
17, 1959) (plastics).

177. See Robbins, The Blight of the Two-Tier Market, Wall Street Journal, August 29,
1973.

178. E.g., Aircraft Dynamics Int'l Corp., 41 S.E.C. 556 (1963) (price per unit was $3.00);
Barnett & Co., 40 S.E.C. 1 ($4.25); A.G. Bellin Securities Corp., 39 S.E.C. 178 (1959) ($1/4 -

$17/s); B. Fennekohl & Co., 41 S.E.C. 210 (1962) ($.40 to $1.12); Best Securities, Inc., 39
S.E.C. 931 (1959) ($2 5/16-$3 3/8); Leonard Burton Corp., 39 S.E.C. 211 (1959) ($.35); A.J.
Davis Co., supra note 153 ($4.00); Edgerton, Wykoff & Co., 36 S.E.C. 583 (1955) ($2.00);
Harold Grill, 41 S.E.C. 321 (1963) ($3.50-$4.00); Heft, Kahn & Infante, Inc., 41 S.E.C. 379
(1963) ($2.25); N. Pinsker & Co., 40 S.E.C. 285 (1960) ($1.125 to $1.625); Alexander Reid &
Co., Inc., 40 S.E.C. 986 (1962) ($1.25 to $1.875); Mac Robbins & Co., 41 S.E.C. 116 (1962)
($4.50-$7.00); SEC v. F.S. Johns & Co., 207 F. Supp. 566 (D.N.J. 1966) ($1 3/8-$5 1/8); SEC
v. Rapp, 304 F.2d 786 (2d Cir. 1962) ($1.00); Shearson, Hamill & Co., CCH [1964-1966
Transfer Binder] FED. SEC. L. REP. 77,263 (1965) (activity began at $3.00 per share; stock
driven up to $19.00 prior to collapse); Vanasco v. SEC, 395 F.2d 349 (2d Cir. 1968) ($1.00 to
1 5/8).

179. Proposed SEC Rule 15c2-6(a) supra note 175.
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prohibit solicitation of low-priced securities (say, less than $5 or $10 per
share) without prior approval of a firm principal. '

Of course, low price by itself need not carry any adverse connotations
respecting the issuer. The reason low unit prices surface repeatedly in the
unreasonable basis cases probably has more to do with the unproven and
embryonic character of the issuer than with price per se. But at least a
warning signal is put out to management when it sees a high volume in a
low-price issue.

Distributions

We earlier noted that the presence of a distribution may bear on whether
a "recommendation" in fact is involved. 8 ' Should the presence of a distri-
bution affect the quality of an investigation? For 1933 Act distributions,
the answer is clearly affirmative. Because the contents of 1933 Act registra-
tion statements are fairly well delineated, a broker-dealer participating in
such distribution will have an abundance of material available in the
prospectus. ' From the structure of the 1933 Act and the purpose of regis-
trations, it can be contended with some logic that a recommendation of a
security which is the subject of a current registration statement should be
deemed adequately based if it draws only on information in that state-
ment.""3

It is 1934 Act distributions which pose the tougher case. From a purely
conceptual standpoint, it can be argued that a broker-dealer's responsibil-
ity for his recommendation should not vary according to the amount of
securities sold as a result. There is nothing in the 1934 Act to suggest that
a broker-dealer's basis for a recommendation should be better if he intends

180. E.g., Richard J. Buck & Co., SEC Exchange Act Rel. No. 8482 (Dec. 31, 1968);
SPECIAL STUDY, supra note 5, at 300-301 (internal compliance memoranda of various firms).
Interestingly, broker-dealers have tended to act as agents in purchase and sales to a greater
extent when the price of the security was lower. SPECIAL STUDY, supra note 5, pt. 2, at 613.

181. See notes 70-73 supra.
182. See generally SEC Forms S-I and S-2; SEC Securities Act Rel. No. 4936 (Dec. 9,

1968)("Guides for Preparation & Filing of Registration Statements"); SEC Securities Act
Rel. No. 5171 (July 20, 1971); SEC Securities Act Rel. No. 5278 (July 26, 1972); SEC Securi-
ties Act Rel. No. 5274 (July 26, 1972); SEC Securities Act Rel. No. 5275 (July 26, 1972); SEC
Securities Act Rel. No. 5395 (June 1, 1973); and SEC Securities Act Rel. No. 5396 (June 1,
1973); ROBINSON, GOING PUBLIC 353-429 (2d ed., Eppler 1972). Judge Weinstein has called the
S-1 type of disclosure "[i]n at least some instances, . . . a literary art form calculated to
communicate as little of the essential information as possible while exuding an air of total
candor. Masters of this medium utilize turgid prose to enshroud the occasional critical revela-
tion on a morass of dull, and-to all but the sophisticates-useless financial and historical
data." 332 F. Supp. 544, 565.

183. Where the recommending firm is part of the underwriting group and gains additional
information on the issuer through due diligence meetings or the "underwriters' memoran-
dum," which materially affects the decision to recommend, such information should be
carefully scrutinized. If it conflicts in any way with the prospectus, the broker-dealer is on
notice of possible unreliability. Lawrence Sec., Inc., 41 S.E.C. 652, 656 (1963).
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to sell 100,000 shares from inventory to 20 persons than if he intends to sell
only 1,000 shares to one person.

Pragmatically, however, the answer is different. To the extent industry
practices are relevant in evaluating conduct, it is fairly clear that a major
selling campaign is regarded differently by broker-dealers from small or
isolated sales. Most unregistered "distributions," where they are to be
effected over a short period of time, require concentrated selling efforts,
including a syndicate or selling group, extra compensation to salesmen, or
even the use of selling literature.18 With customer relations and reputation
more at stake in the major sales effort, and with more potential profits
available to underwrite the expense, investigation of the issuer is often
more intensive and direct, and original inquiry is not unusual.

A special problem may arise in connection with after-market activity
following a 1933 Act registration of a Regulation A offering. Once such a
distribution is complete, the sponsoring underwriter may have to meet
higher-than-normal tests for its basis in making subsequent recommenda-
tions because of the unique access it had, or should have had, to primary
source information. Several disciplinary proceedings have stressed the
broker-dealer's role in managing earlier public offerings of the issuer. ',

In the distribution context, we might again note the 1962 rule-making
proposal directed at boiler-rooms, which would have specifically exempted
"isolated transactions not a part of any concentrated sales efforts by the
broker-dealer."'ll Although the proposed rule did not necessarily imply
that isolated recommendations required less broker-dealer diligence, it
recognized the fact that broad selling campaigns were more likely to be an
area for potential abuse.

Finally, although some commentators have questioned the applicability
of the doctrine outside boiler-room or broad distribution contexts, there
have been at least a few instances where liability for unsupported recom-
mendations was imposed in relatively isolated situations. 87 Part of the
reason for the small number of isolated transactions cropping up in the

184. SPECIAL STUoY, supra note 5, pt. 1, at 560-61. The procedures adopted by a number
of firms to monitor and inhibit recommendations by individual salesmen of securities not
sponsored by the firm itself are geared to certain volume criteria; see notes 148 and 149 supra.

185. E.g., Amos Treat & Co., SEC Exchange Act Rel. No. 7341 (June 11, 1964); Edgerton,
Wykoff & Co., 36 S.E.C. 583 (1955); Heft, Kahn & Infante, Inc., 41 S.E.C. 379 (1963); Hiller
v. SEC, 429 F.2d 856 (1970); cf. Shearson, Hammill & Co., supra note 178 ("de facto"
underwriter in Reg. A offering). As stated in Heft, Kahn & Infante, Inc., supra, the underwri-
ter "had a special duty to ascertain and disclose the true facts not only at and during the
initial offering but also in the period thereafter when it was conducting an active sales
campaign." 41 S.E.C. at 383.

186. Proposed SEC Rule 15c2-6, supra note 175.
187. Murphy v. Cady, 30 F. Supp. 466 (S.D. Me. 1939); SEC v. Macon, 28 F. Supp. 127

(D. Colo. 1939); Standard Bond & Share Co., 34 S.E.C. 208 (1952). Cf. Phillips v. Reynolds
& Co., 294 F. Supp. 1249 (E.D. Pa. 1969) (recovery denied on grounds of no reliance). See
also Green v. Jonhop, 388 F. Supp. 413 (D. Ore. 1973) where civil liability to a single plaintiff
was imposed, although use of written recommendations suggests a broader selling effort.
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cases may be merely historical: the doctrine has evolved primarily in SEC
disciplinary proceedings where the more egregious violations are the more
likely to be administratively pursued. The reported cases may also reflect
the fact that a broadly disseminated selling effort, as an evidentiary mat-
ter, would more readily prove the fact of a recommendation than would
an isolated, oral statement.

Special Relationship Between Broker-Dealer and Issuer

In accord with common-law principles,"" the quality of investigation
required may be higher if there is any special relationship between the
broker-dealer and the issuer. As just noted, one such relationship would
be that of a contractual underwriter, whether in a registered offering or in
one made pursuant to Regulation A.' 9 There are other kinds of special
relationships with the issuer which can also affect the reasonable basis
requirement. For example, if the broker-dealer has a member of the firm
on the issuer's board of directors, 90 or is otherwise unusually close to the
situation,' there is a duty to use the available channels for a closer check
on published material than would otherwise be the case.

Recommendation Not Sponsored by Firm

Where the individual salesman rather than his firm is the author of the
recommendation, a special kind of scrutiny arises. It is more related to
procedural matters than the quality of the issuer. As discussed earlier, it
is not unusual for firms to have self-policing rules under which any recom-
mendation not sponsored by a firm's research department must be spe-
cially cleared by the registered representative with supervisory person-
nel. "' Accordingly, the fact that a firm (a) has a research department
which produces recommendations on securities and (b) has no procedures
to limit or screen recommendations by persons outside that department
may constitute adverse evidence on the reasonable basis question.

However, since this is more of a procedural than substantive matter, the
more important considerations should be those related to the quality of the
issuer. Thus, for example, if the non-firm sponsored recommendation in-
volves a "blue chip" security whose operations and history are widely
known even outside the brokerage industry, the lack of firm sponsorship
should be substantially less significant. 93

188. See notes 107 & 123 supra and accompanying text.
189. See note 185 supra.
190. 429 F.2d at 857; D. F. Bernheimer & Co., 41 S.E.C. 358 (1963).
191. 41 S.E.C. at 383 (colleague of disciplined officers of broker-dealer was officer and

director of issuer).
192. See notes 148-49 supra and accompanying text.
193. See note 205 and accompanying text infra.
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What Scrutiny is "Close"?

The cases have failed to give any clear guidelines as to what kind of
scrutiny will be considered sufficient in the case of relatively new issuers.
Some generalizations can be made. First, skepticism of earnings projec-
tions is in order, especially when they involve substantial increases over
prior periods.' 4 Although it is not necessary for the broker-dealer "to retain
his own auditor to reexamine the books of every company, the stock of
which he may offer for sale,"'' 5 the broker-dealer may be in possession of
information which requires information furnished by others-even by a
salesman's own firm-to be discounted.

In scrutinizing written recommendations, the SEC will use some of the
same critical evaluation employed in the 1933 Act registration process; it
will look for the kind of reports that are "artfully worded and carefully
contrived to convey a false impression."'9 6 Buoyant descriptions that high-
light apparent good news without full disclosure of qualifying or negative
aspects are likewise condemned. '

Moreover, salesmen are expected to exercise healthy skepticism and to
utilize other information known to them in assessing the validity of opti-
mistic forecasts and recommendations, whether they derive from the
issuer,' 9 other broker-dealers,'9 9 or a salesman's own firm.99 Although the
broker-dealer cannot blindly rely on information from the issuer, an effort
to verify data with the issuer's management should go a substantial length
toward demonstrating adequate investigation. In one instance, the SEC
exonerated a firm whose sales bulletins contained incorrect information on
a fledgling television distributor because the firm had attempted to verify
the information through the president of the issuer as well as its attorney
and accountant. 9 ' In cases involving new ventures, it is clear that there is
a low threshold of "inquiry notice." Awareness of almost any material fact
which is inconsistent with information included in a recommendation will
trigger the necessity for further inquiry. 02 Knowledge that certain claims

194. E.g., Green v. Jonhop, Inc., 388 F. Supp. 413 (D. Ore. 1973).
195. Levine v. SEC, 436 F.2d 88, 90 (2d Cir. 1971).
196. E.g., Mac Robbins & Co., 41 S.E.C. at 127.
197. Id. at 121-27; Green v. Jonhop, Inc., 388 F. Supp. 413, (D. Ore. 1973); A. J. Caradean

& Co., 41 S.E.C. at 239.
198. 415 F.2d at 597.
199. Murphy v. Cady, 30 F. Supp. 466 (S.D. Me. 1939).
200. Walker v. SEC, 383 F.2d 344 (2d Cir. 1967).
201. Edgerton, Wykoff & Co., 36 S.E.C. 583, 591-93 (1955).
202. Heft, Kahn & Infante, Inc., 41 S.E.C. 379, 388-89 (1963)(refusal of issuer to allow

verification of estimates was enough to put analyst on notice); D. F. Bernheimer & Co., 41
S.E.C. 358, 362 (1963)(knowledge of sulphur market price 4 months earlier should have
generated suspicion of price contained in sales literature); Ross Sec., Inc., 41 S.E.C. 509, 512
(1963) (concern over lack of financial data).
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or projections are inherently exaggerated should likewise generate skepti-
cism as to an entire recommendation.2 0 3

Circumstances Where Basis Need Only Be Resort To Generally Recog-
nized Primary or Secondary Sources

In other contexts, the investigation required should normally be less;
and reference to more important primary and secondary sources ought to
suffice. Specifically, the degree of inquiry should be less where (a) the
recommendation is in response to the customer's inquiry, rather than origi-
nated by the brokerage firm, or (b) the issuer involved is an established
concern with an earnings history, such as one listed on a major exchange
or in Standard & Poor's. In addition (as will be discussed in more detail
subsequently), the inquiry ought to be affected by whether, and to what
extent, the customer can be made meaningfully aware of the limitations
of the inquiry.20 '

Reference to secondary source materials does not necessarily connote
investigation that is inferior to a search of the official SEC filings made
by the issuer. Where, for example, the broker-dealer relies on a detailed
analysis supplied by a recognized market research firm, he will to some
extent be receiving the information sifted from SEC files and other sources,
just as if his own research department had sifted the same raw data.
Moreover, secondary sources are superior to SEC filings in a variety of
ways: the latter do not include comparable stock prices or price-earnings
multiples for other companies in the same industry, nor do they deal in
depth with broad economic trends affecting the industry, nor do they typi-
cally relate any overview of the particular issuer's development.

The New York Stock Exchange, while warning that what constitutes a
reasonable basis for a written recommendation "is of course a matter of
interpretation and depends upon the circumstances," has indicated that
"[tihe usual primary or secondary research sources would normally be
considered a reasonable basis. '205 What research sources are "usual" is not
illuminated, but there is a great deal more statistical information generally
available on well-established issuers than on those which are small and
obscure. As a practical matter, the Exchange's passively fuzzy standard
would work satisfactorily only where there is a good deal of published
information available.

When the transaction is initiated by a customer's specific interest in a
given security rather than by the broker-dealer, relevant principles bor-
rowed from tort law suggest that less investigation should be demanded,

203. James De Mammos, SEC Exchange Act Rel. No. 8090 (June 2, 1967)(earnings pre-
dicted to increase sixteen-fold).

204. See notes 213-217 infra and accompanying text.
205. New York Stock Exchange, GUIDELINES FOR MEMBER FIRM COMMUNICATIONS WITH THE

PUBLIC 6 (1971).
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absent evidence that the customer is actually and reasonably relying upon
the broker-dealer for an in-depth evaluation. The rationale for reducing the
investigative burden in such cases rests on the premise that the inquiring
and unsolicited customer is not "being sold" in the same sense as with a
recommendation initiated by the broker-dealer, on the further premise
that the customer does not in fact expect a detailed inquiry of the kind
implicit in a research report.""

Circumstances Where Basis Need Only Be Absence of Negative Informa-
tion

If, based upon all the facts, the customer is not reasonably expecting the
broker-dealer to make any investigation, but rather to execute a transac-
tion the customer already intends, the level of investigation should be even
further reduced. A clear example would be a mutual fund, making invest-
ment decisions based upon its own research, which uses a broker-dealer
essentially for execution. An instance perhaps less clear would occur where
the customer phones his broker with an unsolicited order for a certain
security, and in the course of placing the order, asks the broker's opinion
of the issuer. The customer may not rely on the broker for any comprehen-
sive analysis in such a situation, but may be seeking an additional psychol-
ogical "crutch" in completing the transaction. The broker should probably
not be expected to make a specific investigation of the security in this
situation, unless the circumstances are such that the customer has reason
to expect that the broker has some special insight.

However, even in a transaction initiated by the customer and in which
no inquiry is made of the broker-dealer, the latter may ordinarily be ex-
pected to disclose any material, adverse information actually known to
him which could affect the investment decision.107 Where the customer is
an individual, it can be contended that he reasonably expects such disclo-
sure even when he is not specifically asking for it. Where the customer is
an institution, this rationale may not necessarily apply in every instance.
To the extent the institution seeks only execution and purports to accom-

206. See notes 109, 119, 127, and 128 supra and accompanying text. Cf. Heft, Kahn, &
Infante, Inc., 41 S.E.C. 379, 389 (1963); Market letter was "designed to leave an impression
with the reader that here was a recommendation . . . reflecting the objective weighing of
significant developments in a new business."

207. In the SEC POLICY STATEMENT ON THE FUTURE STRUCTURE OF THE SECURITIES MARKETS

(Feb. 2, 1972), the Commission voiced a similar view with regard to the suitability require-
ment:

The Commission recognizes that some customers will independently determine to
purchase or sell specific securities and will not request or desire the advice of a
broker and that in these circumstances it is impractical to require rigid adherence
to the suitability rules. Even in such cases, however, the broker would appear to
be obliged to reveal to the customer information known to him about the security
which might reasonably be expected to affect the customer's decision, apart from
his other duties under the applicable provisions of the securities laws. Id. at 38-39.
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plish all its research and analysis in-house, the broker-dealer could con-
tend that the surrounding circumstances do not suggest any reasonable
expectation of receiving any advice whatever.

The "unbundling" of commission rates may also have some effect on the
reasonable expectations of customers and brokerage firms. Unbundling
could, for example, allow a firm which wishes to offer mere execution and
not custodial or research services, to offer its customers a lower rate. 08 An
institution that conducts its own research, determines to buy 1,000 shares
of Interstellar Hydroponics and then negotiates for the cheapest execution
price under a rate structure where it is clear that nothing is being charged
for research, would find it very difficult to show that it reasonably expected
any informational input from the executing firm. The same reasoning
would apply to an individual who both initiated a transaction and negoti-
ated for the cheapest, unbundled execution price, but later contended that
he expected the broker-dealer to advise him of a negative opinion concern-
ing the transaction. 9

Technical Analysis

"Technical" analysis of securities is different from so-called "fundamen-
tal" analysis, because technical analysis focuses on the performance of
market prices-primarily by studying charts of past market behavior
-rather than on the intrinsic value of the issuers."'° The technical analyst
uses point-and-figure and bar-and-line charts to determine when stocks
are receiving, or about to receive, buying sponsorship or selling pressure

208. SUBCOMMITTEE ON COMMERCE AND FINANCE OF THE HOUSE OF REPRESENTATIVES COMMIT-

TEE ON INTERSTATE AND FOREIGN COMMERCE, 92d Cong. 2d Sess., Securities Industry Study 145
(1972) [hereinafter "HOUSE SECURITIES INDUSTRY STUDY"]; SUBCOMMITTEE ON SECURITIES OF

THE SENATE COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS, 93d Cong., 1st Sess., Report
of the Securities Industry Study, 60-62 (Comm. Print 1973); Speech by SEC Chairman Ray
Garrett, Jr. before Securities Industry Association, Sept. 12, 1973, 219 BNA SEC. REG. & L.
Rep. J-1, J-2 (Sept. 19, 1973). One regional firm has started to develop a plan that would
unbundle rates for four separate "levels of service," including a rate for individual investors
that includes only execution and certain back-office functions. Regional Broker Develops
New-Era Rate Plan: Level of Service Pricing, SECURITIES WEEK 1, 2 (Jan. 7, 1974). See Cut-
Rate Brokers: Less Commission and Less Service, Bus. WEEK 123 (Dec. 22, 1973).

209. The House SECURITIES INDUSTRY STUDY at 145 points out that broker-dealers would
have to meet suitability rules of the NASD and New York Stock Exchange even under a
competitive rate structure. The SEC POLICY STATEMENT ON THE FUTURE STRUCTURE OF THE

SECURITIES MARKETS (Feb. 2, 1972) similarly asserts that "[vligorous enforcement of the
standards of suitability . . . would thus mean that as competitive commission rates are
introduced the basic execution charge which would evolve would include the provision of
research services to the extent necessary to comply with these standards." However, suitabil-
ity applies where a security is recommended, not where it is sold. If the customer seeks only
execution, separately priced, there may be no recommendation.

210. Wykoff, Technical Research, in ZARB AND KEREKES (eds.), THE STOCK MARKET
HANDBOOK 472 (1970); Margolis and Grossman, Fundamentals of Security Analysis, Id. at
929.
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which will move them up or down. Within this dichotomy, it is apparent
that the reasonable basis doctrine relates to fundamental, rather than
technical, analysis. The question then posed is whether recommendations
based on charts and market trends can be said to have an adequate basis.

As a practical matter, there should be little difference in the broker-
dealer's overall obligations. The reason is that proper technical analysis
goes hand-in-glove with, and builds upon, fundamental research. The
technician thus relies on fundamental research to determine what to buy,
and then employs technical research to determine when to buy it.", Ac-
cordingly, if fundamental analysis is missing, the technical analysis is
improper.

In addition, technical analysis is usually employed to chart the trends
of well-known and widely-held securities. As noted earlier, the level of
inquiry required to recommend such established issues is relatively less.
Hence a technician or "chartist" would not ordinarily be straitjacketed by
the reasonable basis rule in making his recommendations.

By like token, the reasonable basis requirement ought not necessarily
preclude resort to such non-fundamentalist approaches as the "random
walk" theory. The "random walk" teaches that a given number of listed
securities, chosen wholly at random, will perform as well or better than an
equal number of listed securities carefully culled by analysts; nonetheless,
since the model is based upon securities listed on the New York Stock
Exchange, it can be argued that each of the issuers in the random walk
theory meets at least a minimal standard of fundmanetal value.','

DISCLOSURE AS A SUBSTITUTE FOR REASONABLE BASIS

To what extent can a broker-dealer avoid violation for a poorly founded
recommendation by disclosing to his customer the, lack of a reasonable
basis? There is no clear answer to this under administrative or judicial
decisions. Under the suitability rule, which requires the broker-dealer to
have a reasonable belief that the recommendation is "suitable" to his
customer's financial needs and objectives, disclosure is no defense, at least
in disciplinary proceedings. 1

13 Accordingly, a broker-dealer is obliged to
refrain altogether from recommending an unsuitable security (although he
may execute purchases if it is clear that the customer is instigating the

211. Id. at 473-75 and 930-31.
212. On random walk theory generally, see B. MALKIEL, A RANDOM WALK DOWN WALL

STREET (1973).
213. Powell & McGowan, Inc., 41 S.E.C. 933, 935 (1964): "In the context of the circum-

stances here and the facts concerning this customer known to it and the special risks involved,
registrant had an obligation not to recommend a course of action clearly contrary to the best
interests of the customer, whether or not there was full disclosure." Cf. Twomey v. Mitchum,
Jones & Templeton, Inc., 262 Cal. App.2d 690, 721, 69 Cal. Rptr. 222, 224 (1968)(no matter
how much the client is willing to speculate, broker-dealer should not solicit purchase if he
believes the securities are unsuitable). See Mundheim, supra note 2, at 464-66, 472-79.
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transaction).2 1
1 In private actions involving suitability, however, the result

may be different; at least one court has denied recovery for alleged breach
of the suitability rule, partly on the ground that plaintiffs were sophisti-
cated and aware of the speculative nature of their transactions.2"

If the reasonable basis rule were to be applied in the same way as suita-
bility, we would expect disclosure not to constitute a defense, at least in
disciplinary proceedings. Some commentators have indeed suggested that
this result obtains. 16 However, in those administrative and judicial deci-
sions where disciplinary sanctions have resulted, there has been frequent
stress placed on the broker-dealer's failure to disclose to his customer the
lack of adequate information concerning the issuer whose securities he has
recommended." 7 Moreover, disclosure has been accepted as a defense to
otherwise culpable conduct, notably to a dealer's implied representation
that his prices are reasonably related to the prevailing market.21 (The

214. See note 207 supra.
215. 294 F. Supp. at 1256. Cf. Powers v. Francis I. duPont & Co., 344 F. Supp. 429 (E.D.

Pa. 1972).
216. Comments of now-Commissioner Irving Pollack in PRACTISING LAW INSTITUTE,

FOURTH ANNUAL INSTITUTE ON SECURITIES REGULATION 249 (Mundheim, et al., eds., 1973); see
also Cohen and Rabin, Broker-Dealer Selling Practice Standards: The Importance of Admin-
istrative Adjudication in Their Development, 29 LAW & CONTEMP. PROB. 691, 703 (1964).
Whatever the validity of this position, it is submitted that the authorities cited in the Cohen-
Rabin article do not directly support the proposition as applied to reasonable basis cases.

217. E.g., A. J. Caradean & Co., 41 S.E.C. 234, 239 (1962)("To the extent that complete
financial information and other material information may have been unavailable to the
salesmen, they should have disclosed that fact to their customers and cautioned them as to
the risks involved in purchasing highly speculative and promotional securities in the absence
of adequate information"); B. Fennekohl Co., 41 S.E.C. 210, 215 (1962) (salesmen failed to
"disclose to customers the lack of adequate financial information or caution them as to the
risk involved in purchasing the stock without such information, as it was their duty to do");
Barnett & Co., 40 S.E.C. 1, 4 (1960)(lack of disclosure of inadequacy stressed); Harold Grill,
41 S.E.C. 321, 322 (1963)(implication that broker-dealer might not have been disciplined if
he had "cautioned [his customers] as to the risks involved in purchasing the stock in the
absence of adequate information"); James De Mammos, SEC Exchange Act Rel. No. 8090
(June 2, 1967)(uncertainties with respect to speculative security must be disclosed to custom-
ers); Leonard Burton Corp., 39 S.E.C. 211, 214 (1959) (failure to disclose uncertainties "ren-
dered the prediction [price rise in an unseasoned stock] materially misleading"); Richard
J. Buck & Co., SEC Exchange Act Eel. No. 8482 (Dec. 31, 1968), (disclosure of both "known
or reasonably ascertainable adverse information" and "lack of information" on certain mat-
ters was "necessary to enable the customer to assess the weight to be given to the optimism
of the salesman and make an informed judgment on whether to purchase or retain the stock.
Absent such disclosure, the customer was entitled to assume not only that the salesman had
a reasonable basis for his representations and recommendations, but also that he had no
knowledge of any adverse factors which might affect the customer's investment decision");
aff'd sub noam. Hanley v. SEC, 415 F.2d 589, 597 (2d Cir. 1969) ("Where the salesman lacks
essential information about a security, he should disclose this as well as the risks which arise
from his lack of information."); Sutro Bros. & Co., 41 S.E.C. 470, 478 (1963).

218. Alexander Smith, 22 S.E.C. 13, 17 (1946). See also William Harrison Keller, Jr., 38
S.E.C. 900, 905 (1959); Jack Goldberg, 10 S.E.C. 975, 980 (1942). Cf. SEC Rule 15cl-8, 17
C.F.R. §240.15cl-8 (1973) requiring broker to disclose to his customer that no independent
market exists for an over-the-counter security which broker is distributing.
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"shingle" theory, which provides the conceptual underpining for the rea-
sonable basis rule, first arose in a case involving violation of such implied
price representation.)" '

The best solution to the question of disclosure as a defense is that it
should forestall violation of the reasonable basis rule if-but only if-it is
complete and rendered under circumstances such that the customer fully
appreciates the nature of the risk. Sophistication of the customer thus
becomes an element in ascertaining the quality of the disclosure. If a
broker says: "I recommend that you buy Interstellar Hydroponics, al-
though (1) it is a gamble; (2) I have no reliable information on the com-
pany; and (3) I do not have an adequate basis for this recommendation,"
the statement's impact may vary depending upon the recipient. A knowl-
edgeable portfolio manager of an institution, for example, would probably
discount the recommendation aspect entirely, in the light of the overall
communication. Thus, circumstances would be such that the institution
could be expected to appreciate fully the nature of the risk. In fact, such a
disclosure to a sophisticated recipient might be so effectively negative it
would not constitute a "recommendation," i.e., offering a security "as
favored by oneself. '22

)

An untutored customer, on the other hand, might still rely on the aura
of expertise and reliability surrounding his broker. He might still believe,
in the teeth of all the disclaimers, that a recommendation would not have
been made were there not some good reason. In effect, disclosure would not
suffice to overcome the psychological effect of the recommendation. Hence
the less sophisticated customer might reasonably rely on existence of some
adequate basis regardless of disclosure.

Adjusting the weight given to disclosure to conform to the reasonable
expectations of the customer would have at least two collateral results: (1)
it would engraft upon the reasonable basis rule additional principles de-
rived from the common-law of fraud and fiduciary duty; 21 (2) it would

219. Duker & Duker, 6 S.E.C. 386, 389 (1939): The SEC stated that the violation could
be avoided by "disclosing such information as will permit the customer to make an informed
judgment upon whether or not he will complete the transaction." The Commission, in Mac
Robbins & Co., 41 S.E.C. 116, 119 n. 15 (1962), aff'd sub nom. Berko v. SEC, 316 F.2d 137
(2d Cir. 1963), expressed in dictum the view that various specified practices which violate
the dealer's obligations under the shingle theory would violate subsections (1) and (3) of SEC
Rule 10b-5 "irrespective of disclosure," and implied a distinction between those subsections
and subsection (2) of 10b-5, under which disclosure would presumably constitute a defense.
The logic of such a distinction is dubious. Cf. 3 BROMBERG, SECURITIES LAW: FRAUD §12.3, at
269-71 (1973). In SEC Exchange Act Rel. No. 6721 (Feb. 3, 1962), directed at distribution by
broker-dealers of large blocks of unregistered securities; the SEC seems to suggest that the
duty to disclose lack of essential information is "[i]n addition" to the duty not to recommend
without an adequate basis. We assume here that the communication does not falsely suggest
to the recipient that the broker is in possession of some inside non-public information. If it
did, there would not be "full disclosure."

220. See notes 64-69 supra and accompanying text.
221. See notes 23, 31, 32, 119-121 supra and accompanying text.

19741



MERCER LAW REVIEW

draw the doctrine of reasonable basis that much closer to the suitability
rule, because the client who could not appreciate the significance of the
disclosure is also likely not to understand the investment in terms of his
investment objectives. 2 It is not really necessary from a public protection
standpoint that the disclosure defense be eliminated in the reasonable
basis duty, even if the result is to afford less protection to sophisticated
customers. Such a dichotomy is not unusual in the pattern of securities
regulation, for example private placements. 2 3

Finally, it should be stressed that disclosure would not constitute a
defense to a lack of reasonable basis unless the disclosure is complete. It
is not sufficient, for example, to accompany a recommendation with infor-
mation which reveals the speculative nature of the issuer.124 That is only
partial disclosure; it goes to the nature of the security, but not to the
quality of the broker-dealer's advice. Full disclosure requires that the
broker-dealer inform his customer in substance that he does not have
adequate information to support the recommendation he is making. Ob-
viously, a case directly testing this point may never arise. Indeed, if such
a frank disclosure is made, it is hard to imagine that a transaction would
result.

222. See authorities in note 2 supra.
223. SEC v. Ralston Purina Co., 346 U.S. 119 (1953); SEC v. Continental Tobacco Co. of

S.C., 463 F.2d 137 (5th Cir. 1972); subsection (e) of Proposed SEC Rule 146, SEC Securities
Act Rel. No. 5430 (Oct. 10, 1973).

224. 41 S.E.C. at 566, 569 (delivery of offering circular to customer does not excuse
unsupported optimistic predictions); Alexander Reid & Co., 40 S.E.C. at 986, 989; Leonard
Burton Corp., 39 S.E.C. at 211, 214; Ross Sec. Inc., 41 S.E.C. at 509, 510 (optimistic predic-
tions not cured by concurrent delivery to customer of a prospectus of offering circular; dic-
tum).
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