
Securities Regulation

by Larry E. Ribstein*

This Article will survey cases of particular interest that the Eleventh
Circuit decided in 1981 and 1982 in the area of securities regulation. The
Article also will discuss those decisions of the Fifth Circuit that are bind-
ing precedent in the Eleventh Circuit.1

I. 10b-5 CAUSE OF ACTION

The Fifth and Eleventh Circuits rendered several significant decisions
that dealt with the elements of the cause of action under section 10(b) of
the Securities and Exchange Act of 19342 and Securities Exchange Com-
mission (SEC) Rule 10b-5, promulgated under that provision.3

* Professor of Law, Mercer University. Johns Hopkins University (B.A., 1964); University
of Chicago (J.D., 1972). Member, State Bar of Illinois.

1. See Baker, A Primer on Precedent in the Eleventh Circuit, 1982 Eleventh Circuit
Survey, 34 MERCER L. REv. 1175 (1983).

2. 15 U.S.C. § 78j(b) (1976). Section 10(b) provides:
It shall be unlawful for any person, directly or indirectly, by the use of any means
or instrumentality of interstate commerce or of the mails, or of any facility of any
national securities exchange...
(b) To use or employ, in connection with the purchase or sale of any security
registered on a national securities exchange or any security not so registered, any
manipulative or deceptive device or contrivance in contravention of such rules and
regulations as the Commission may prescribe as necessary or appropriate in the
public interest or for the protection of investors.

3. 17 C.F.R. § 240.10b-5 (1982). Rule lOb-5 states:
It shall be unlawful for any person, directly or indirectly, by the use of any means
or instrumentality of interstate commerce, or of the mails or of any facility of any
national securities exchange,
(1) To employ any device, scheme, or artifice to defraud,
(2) To make any untrue statement of a material fact or to omit to state a material
fact necessary in order to make the statements made, in the light of the circum-
stances under which they were made, not misleading, or
(3) To engage in any act, practice, or course of business which operates or would
operate as a fraud or deceit upon any person, in connection with the purchase or
sale of any security.
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A. Scienter

In Ernst & Ernst v. Hochfelder,' the United States Supreme Court
held that a plaintiff in an implied private action for damages under rule
10b-5 must prove that the defendant acted with scienter, which the Court
defined as a mental state embracing at least "intent to deceive, manipu-
late, or defraud."5 In Ernst & Ernst, as well as in later decisions,6 the
Court expressly left open the question of whether, under some circum-
stances in an action under rule 10b-5, scienter could embrace some less
culpable state of mind, including recklessness.'

Numerous circuit courts, in decisions subsequent to Ernst & Ernst,
have held that recklessness satisfies the rule 10b-5 scienter requirement.6

The most often-cited definition of recklessness in the context of a rule
10b-5 action is that stated in Sundstrand Corp. v. Sun Chemical Corp.9

The court in Sundstrand derived this definition" from Franke v. Mid-
western Oklahoma Development Authority." In Franke, the court stated
that

reckless conduct may be defined as a highly unreasonable omission, in-
volving not merely simple, or even inexcusable, negligence, but an ex-
treme departure from the standards of ordinary care, and which presents
a danger of misleading buyers or sellers that is either known to the de-
fendant or is so obvious that the actor must have been aware of it."2

In an en banc decision in Broad v. Rockwell International Corp.," the
Fifth Circuit joined other circuits 4 in holding that proof of 'severe reck-

4. 425 U.S. 185 (1976).
5. Id. at 194 n.12.
6. See Herman & MacLean v. Huddleston, 51 U.S.L.W. 4099, 4100 n.4 (U.S. Jan. 24,

1983); Aaron v. SEC, 446 U.S. 680, 686 n.5 (1980). In Aaron, the Supreme Court held that
the Securities Exchange Commission (SEC) was not required to establish scienter as an
element of a cause of action for injunctive relief under sections 17(a)(2) and 17(a)(3) of the
Securities Act of 1933 as amended (codified at 15 U.S.C. § 77q(a)(2), (3) (1976)). 446 U.S.
at 697.

7. 425 U.S. at 194 n.12.
8. See, e.g., Mansbach v. Prescott, Ball & Turben, 598 F.2d 1017, 1023-24 (6th Cir.

1979); Rolf v. Blyth, Eastman Dillon & Co., 570 F.2d 38, 44 (2d Cir.), cert. denied, 439 U.S.
1039 (1978); Sundstrand Corp. v. Sun Chem. Corp., 553 F.2d 1033, 1039-40 (7th Cir.), cert.
denied, 434 U.S. 875 (1977).

9. 553 F.2d 1033 (7th Cir.), cert. denied, 434 U.S. 875 (1977).
10. 553 F.2d at 1045.
11. 428 F. Supp. 719 (W.D. Okla. 1976), vacated, 619 F.2d 856 (10th Cir. 1980).
12. 428 F. Supp. at 725.
13. 642 F.2d 929 (5th Cir. Apr. 17, 1981).
14. Mansbach v. Prescott, Ball & Turben, 598 F.2d 1017, 1023 (6th Cir. 1979); Rolf v.

Blyth, Eastman Dillon & Co., 570 F.2d 38, 44 (2d Cir.), cert. denied, 439 U.S. 1039 (1978);
Sanders v. John Nuveen & Co., 554 F.2d 790, 793 (7th Cir. 1977).
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lessness' will support a private action for money damages brought under
section 10(b) and rule 10b-5. 15 The court in Broad also embraced the
Sundstrand-Franke formulation quoted above." Broad was presaged not
only by the panel decision in the same case, 17 but by other panel decisions
of the Fifth Circuit as well."8 The Eleventh Circuit also has had an oppor-
tunity to apply the standard adopted by Broad in White v. Sanders."

The resolution of the scienter issue in a given case necessarily requires
close scrutiny of the facts. Although it is difficult to generalize, an exam-
ple may be helpful. In Huddleston v. Herman & MacLean,2" the court
held that the question of whether defendants had acted with scienter was
an issue of fact.2 Defendants were sued for allegedly materially misrep-
resenting construction costs in a prospectus in violation of section 10(b)
and rule 10b-5.1" One defendant, an accountant who participated in the
preparation of the prospectus, claimed that he had not been aware of the
inaccuracies. The court held that while scienter was not established by
expert testimony regarding deficiencies in the accountant's procedures,
the jury could infer the requisite knowledge of fraud from circumstantial
evidence which dealt with the accountant's state of mind, including the
fact that the accounting firm had refused to provide a comfort letter to
the underwriters about the construction costs.2 3 This case points up the
distinction between an objective negligence standard and the subjective
scienter standard applied under rule 10b-5. 4

15. 642 F.2d at 961.
16. Id.
17. 614 F.2d 418 (5th Cir. 1980), modified, 642 F.2d 929 (5th Cir. Apr. 17, 1981).
18. See Huddleston v. Herman & MacLean, 640 F.2d 534, 545 (5th Cir. March 9, 1981),

aff'd in part and rev'd in part on other grounds, 51 U.S.L.W. 4099, 4100, n.4 (U.S. Jan. 24,
1983) (the court of appeals stated that "recklessness can, under certain circumstances, be
sufficient to establish scienter for purposes of the cause of action under Rule lOb-5," and the
Supreme Court expressly reserved decision on this issue); G.A. Thompson & Co. v. Par-
tridge, 636 F.2d 945, 961-62 n.32 (5th Cir. Feb. 9, 1981) (explained reasons for adopting a
severe recklessness standard in a rule 10b-5 action for damages); Dwoskin v. Rollins, Inc.,
634 F.2d 285, 290 (5th Cir. Jan. 18, 1981) ("[ajssuming, without deciding, that recklessness,
as defined in Sundstrand, will suffice as the required intent element of an action under
section 10(b) and rule 10b-5,"); SEC v. Southwest Coal & Energy Co., 624 F.2d 1312, 1321 &
n.17 (5th Cir. 1980) (stated that "[t]he degree of recklessness in one's disregard for the truth
necessary to serve as scienter is extremely high," and that plaintiffs failed to sustain that
burden of proof); Croy v. Campbell, 624 F.2d 709, 715-16 (5th Cir. 1980) (upheld a lower
court finding that plaintiffs failed to show the requisite degree of recklessness).

19. 689 F.2d 1366, 1369 n.9 (11th Cir. 1982).
20. 640 F.2d 534 (5th Cir. Mar. 9, 1981), aff'd in part and rev'd in part on other

grounds, 51 U.S.L.W. 4099 (U.S. Jan. 24, 1983). See infra text accompanying notes 31-61.
21. 640 F.2d at 546.
22. Id. at 539.
23. Id. at 546.
24. The Fifth Circuit in Huddleston held that scienter in a rule lob-5 action, as in a civil
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There is some question that concerns the extent to which the Fifth and
Eleventh Circuits will vary the scienter standard according to the type of
case. In G.A. Thompson & Co. v. Partridge25 the Fifth Circuit Court of
Appeals stated that scienter, for purposes of 'controlling person' liability
under section 20(a)"6 of the Securities Exchange Act of 1934 (1934 Act),'"
requires a slightly different degree of recklessness than is necessary to
prove scienter on the part of one who is primarily liable."8 This suggests
that the Fifth Circuit also will adhere to the different level of scienter
adopted for aiding and abetting liability under rule 10b-5 in the pre-
Hochfelder case of Woodward v. Metro Bank of Dallas."

B. Reliance, Proximate Causation, and Damages

In order to recover under rule 10b-5, the plaintiff must show not only a
violation of the duty owed-that is, a material misstatement or omission
plus scienter-but also must prove the existence of some link between the
defendant's breach of duty and the plaintiff's injury. This 'link' consists
of three interrelated elements: reliance (sometimes referred to as 'trans-
action causation' 0 ), proximate causation, and damages.

In Huddleston, purchasers of securities that had been sold in the initial
public offering of Texas International Speedway, Inc., filed a class action
under rule 10b-5 for alleged misstatements made in the company's pro-
spectus issued pursuant to the 1933 Securities Act.' 1 The corporation
filed for bankruptcy only one year after the offering. Plaintiffs claimed,
among other things, that the prospectus was misleading about the cost of
construction of the speedway. The jury decided that the prospectus was
materially misleading and that defendants had displayed a reckless disre-
gard of the truth, and the trial court determined the amount of damages
and entered judgment for plaintiffs."2 On appeal, the court stated that an

fraud case, must be proved by 'clear and convincing evidence' rather than by a 'preponder-
ance of the evidence.' Id. at 545-46. The Supreme Court reversed the court of appeals on
this issue. 51 U.S.L.W. 4099, 4103 (U.S. Jan. 24, 1983).

25. 636 F.2d 945 (5th Cir. Feb. 9, 1981).
26. 15 U.S.C. § 78t(a) (1976).
27. 15 U.S.C. §§ 78a-78kk (1976 & Supp. IV 1980).
28. 636 F.2d at 962 n.33.
29. 522 F.2d 84 (5th Cir. 1975). The court in Woodward stated that "[w]hen it is impos-

sible to find any duty of disclosure, an alleged aider-abettor should be found liable only if
scienter of the high 'conscious intent' variety can be proved. Where some special duty of
disclosure exists, then liability should be possible with a lesser degree of scienter." Id. at 97.
See Note, Rule lOb-5: The "State of the Mind" Elements in the Eleventh Circuit, 12
Cum. L. REv. 633, 662 (1982).

30. See Huddleston, 640 F.2d at 549 n.24.
31. Id. at 539.
32. Id.
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implied remedy would lie under rule 10b-5 despite the availability of an
express remedy" under the Securities Act of 1933 (1933 Act),84 and con-
cluded that there was sufficient evidence of materiality and scienter to
warrant jury findings for plaintiff on these issues. 5

In regard to the issue of reliance, the court in Huddleston noted the
distinction, articulated by the Supreme Court in Affiliated Ute Citizens
v. United States8 and by the Fifth Circuit in Rifkin v. Crow,37 between
misrepresentation and nondisclosure cases.8 8 While reliance is an element
of both types of cases, in a nondisclosure case reliance is presumed to be
present, and the defendant bears the burden of proving nonreliance8 In
Huddleston, although plaintiff alleged and the jury found omissions from
the prospectus, the court characterized it as a misrepresentation case,
since defendant had undertaken to disclose information, and the omis-
sions made the disclosures misleading. Plaintiffs, therefore, were not enti-
tled to a presumption of reliance. The jury should have decided whether
there had been affirmative reliance on the misstatements in the prospec-
tus, and the district court erred in failing to submit the reliance issue to
the jury.4 0 The court further stated that it was not enough that the jury
had found that the misstatements and omissions were material since
there is an important difference between materiality and reli-
ance: Materiality looks to the reasonable investor, while the reliance re-
quirement looks to whether the individual plaintiff's decision would have
been different if the truth had been known.4 1

The court in Huddleston also found error in the district court's failure
to submit the issue of causation to the jury.'8 Defendants had claimed
that the failure of the speedway and plaintiff's consequent economic loss
was attributable to risks that had been disclosed in the prospectus, in-
cluding poor weather and attendance, rather than to matters that had not
been disclosed. The court distinguished reliance, which establishes 'but

33. Id. at 540-43. The United States Supreme Court affirmed the circuit court on this
issue. 51 U.S.L.W. 4099, 4102-03 (U.S. Jan. 24, 1983).

34. 15 U.S.C. §§ 77a-77aa (1976 & Supp. IV 1980).
35. 640 F.2d at 544, 547. For a discussion of the scienter issue in Huddleston, see supra

text accompanying notes 20-24.
36. 406 U.S. 128, 153-54 (1972).
37. 574 F.2d 256, 261-62 (5th Cir. 1978).
38. 640 F.2d at 547-48. The reliance requirement is not, however, wholly subjective. As

the court noted, the subjectivity of the justifiable or reasonable reliance test is "tempered by
the requirement of due diligence." Id. at 548. For a discussion of the due diligence require-
ment, see infra text accompanying notes 128-145.

39. 640 F.2d at 548.
40. Id.
41. Id. at 548-49.
42. Id. at 549.
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for' causation, or causation of the transaction, from causation in the sense
that the court used the term in the opinion-proximate causation of the
loss.4 To prove proximate causation, the court stated, a plaintiff "must
prove not only that, had he known the truth, he would not have acted,
but in addition that the untruth was in some reasonably direct, or proxi-
mate, way responsible for his loss."4 4

Critique. The court's holding on proximate causation is consistent with
the approach in common-law fraud cases.45 It is also consistent with sec-
tion 11(e) of the 1933 Act:

[11f the defendant proves that any portion or all of such damages repre-
sents other than the depreciation in value of such security resulting from
such part of the registration statement, with respect to which his liability
is asserted, not being true or omitting to state a material fact required to
be stated therein or necessary to make the statements therein not mis-
leading, such portion of or all such damages shall not be recoverable. 4

1

Despite this support for the proximate causation requirement, it is
questionable whether it makes sense from a policy standpoint. The court
in Huddleston stated that failure to require proof of causation would
cause rule 10b-5 to "become an insurance plan for the cost of every secur-
ity purchased in reliance upon a material misstatement or omission. ''4

1

That may be so, but is not such 'insurance' justifiable? In a very real
sense, plaintiff's loss would result from defendant's wrong as long as the
requisite reliance was present, since plaintiff would not have been ex-
posed to a risk of loss from any cause if defendant had told the truth and
plaintiff consequently had not purchased the stock. Even if the reason for
the reduction in value of plaintiff's securities was not related to defen-
dant's misrepresentation, the loss arguably was not remote from the
wrong since investment loss was the precise risk to which plaintiff was
exposed by defendant's misconduct. Because of these considerations,
courts do not universally accept the proximate cause limitation in 10b-5
cases.

48

Having determined that the case must be remanded because of the dis-
trict court's failure to submit the reliance and causation issues to the
jury, the court in Huddleston then addressed other issues that would
arise on remand.' 9 Among these was the question of damages.50 The trial

43. Id.
44. Id.
45. See RESTATEMENT (SECOND) OF TORTS § 548A (1977).
46. 15 U.S.C. § 77k(e) (1976).
47. 640 F.2d at 549.
48. See Boyles v. Dodge, [1982 Transfer Binder] FED. SEC. L. REP. (CCH) 98,467 (N.D.

Il. Feb. 8, 1982).
49. 640 F.2d at 550-60.
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court had applied a 'rescissional' measure of damages, and held that each
plaintiff who had sold his stock was entitled to the difference between the
original purchase price and the sale price and that those plaintiffs who
had not sold their stock were entitled to the entire purchase price, since
the securities were deemed worthless at the time of the suit. 1 The court
of appeals disagreed and held that the appropriate method of measuring
damages was the 'out-of-pocket' approach.5 2 This requires a determina-
tion of the "difference between the price paid and the 'real' value of the
security, i.e., the fair market value absent the misrepresentations, at the
time of the initial purchase by the defrauded buyer."5' There is ample
case law support for this rule." As a practical matter, in a class action
such as Huddleston, use of the 'out-of-pocket' measure is facilitated by a
'value line' that would show the true value of each security as of each
date of purchase.55 Once the value line is determined, computation of
each plaintiffs damage would require only a subtraction of the value of
the stock on the plaintiff's date of purchase from the purchase price."

The court in Huddleston justified its use of the 'out-of-pocket' measure
by noting that the rescission measure assumes purchase by the plaintiff
from the defendant, in which case it is appropriate to require the defen-
dant to return the plaintiff's money in exchange for the stock. 7 Alterna-
tively, a court might afford the equivalent relief of compensating the
plaintiff for the full depreciation in the value of the stock." The same
considerations do not apply, however, to an open-market trading case,
such as was involved in Huddleston, in which the plaintiff has not dealt
directly with the defendant. The court then noted that the rescission
measure would have allowed recovery even for losses that were due to
causes unrelated to defendant's misstatements.5' Thus, the out-of-pocket
measure was consistent with the court's holding on the proximate cause
issue. 0 It also has been argued that the out-of-pocket measure is consis-

50. Id. at 553-56.
51. Id. at 554.
52. Id. at 555.
53. Id. at 556.
54. See Alley v. Miramon, 614 F.2d 1372, 1387 (5th Cir. 1980); Nor-Tex Agencies, Inc. v.

Jones, 482 F.2d 1093, 1097 (5th Cir. 1973), cert. denied, 415 U.S. 977 (1974); Wolf v. Frank,
477 F.2d 467, 478 (5th Cir.), cert. denied, 414 U.S. 975 (1973).

55. 640 F.2d at 556.
56. See id. at 556 n.36 (citing Green v. Occidental Petroleum Corp., 541 F.2d 1335, 1344

(9th Cir. 1976) (Sneed, J., concurring)). For a discussion of one approach to determining
the value line, see Fischel, Use of Modern Finance Theory in Securities Fraud Cases In-
volving Actively Traded Securities, 38 Bus. LAw. 1 (1982).

57. 640 F.2d at 554-55.
58. Id. at 555.
59. Id.
60. See supra text accompanying notes 42-48. Although the court's reasoning on the
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tent with the 'efficient market' theory. 1

C. Reliance and 'Fraud on the Market'

The traditional reliance requirement applied in Huddleston has been
eroded substantially in several recent cases that have applied the 'fraud
on the market' theory.62 Two factors have contributed to the development
of this theory. First, many rule 10b-5 claims are brought as class actions
on behalf of purchasers or sellers who have been affected adversely by the
defendant's misrepresentations or nondisclosures. A class action can be
maintained under rule 23 of the Federal Rules of Civil Procedure3 only if
questions common to the class predominate over those that concern indi-
vidual class members. A court might hold that common questions do not
predominate if each class member must prove reliance on the misrepre-
sentation. Since many of the individual claims are not large enough to
encourage individual actions, plaintiffs' attorneys have struggled to find
some way around the reliance requirement.

A second factor that contributes to the erosion of the traditional reli-
ance requirement is the growing acceptance of the 'efficient market' the-
ory." This theory holds that true or false information is reflected quickly
in market prices because of the efforts of the news media, securities ana-
lysts, and others. 5 If the theory is sound, an investor who did not even
see the misrepresentation nevertheless is injured to the extent that the
misrepresentation adversely affected the price of his transaction."

proximate cause issue is flawed, see supra text accompanying notes 47-48, the same consid-
erations arguably justify limitations of damages, since the alternative would result in dam-
ages out of proportion to the wrong done. Cf. Ryan v. New York Cent. R.R., 35 N.Y. 210, 91
Am. Dec. 49 (1866).

61. For a fuller discussion of this theory, see infra text accompanying note 65; see also
Fischel, supra note 56.

62. For general discussion of the 'fraud on the market' theory and the cases that have
applied it, see Fischel, supra note 56, at 9-17; Note, Fraud on the Market: An Emerging
Theory of Recovery under SEC Rule 10b-5, 50 GRo. WASH. L. REv. 627 (1982) [hereinafter
cited as Note, Emerging Theory]; Note, The Fraud on the Market Theory, 95 HARv. L. REV.
1143 (1982) [hereinafter cited as Note, Fraud on the Market].

63. FED. R. Civ. P. 23.
64. One indication of the acceptance of this theory is the substantial amount of discus-

sion devoted to it in the Advisory Committee on Corporate Disclosure. HousE COMM. ON
INTERSTATE AND FOREIGN COMMERCE, 95TH CONG., 1ST SESS., REPORT OF THE ADVISORY COMM.
ON CORPORATE DISCLOSURE (Comm. Print 1977). This report ultimately led to increased co-
ordination of 1933 Act and 1934 Act disclosure requirements.

65. For discussions of the efficient market theory, see Fama, Efficient Capital Mar-
kets: A Review of Theory and Empirical Work, 25 J. FIN. 383 (1970); Fischel, supra note
56, at 12.

66. For a discussion of the relationship between the efficient market theory and the in-
jury to investors that results from false information, see Fischel, supra note 56, at 12.

1468 [Vol. 34
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The first major exposition of the efficient market theory was in Blackie
v. Barrack.7 In Blackie, the court certified a class action notwithstanding
the reliance requirement and held that plaintiffs could recover upon proof
that the misrepresentations or omissions affected the price of the securi-
ties they had purchased. 8 Other courts have accepted the Blackie the-
ory, or at least variations of it. For example, in Panzirer v. Wolf" the
Second Circuit reversed the district court's dismissal of plaintiff's 10b-5
claim that was based on alleged misrepresentations in defendant's annual
report.70 Plaintiff had not seen the report before purchasing the stock,
but had relied instead upon a Wall Street Journal article which, plaintiff
contended, would have depicted defendant corporation less favorably had
the annual report been accurate.7 1 The court of appeals held that plaintiff
could show sufficient reliance to support her claim if she proved that the
fraud was a 'substantial' or 'significant contributing cause' of her injury.7 2

It is not clear whether the court meant that it was enough, as in Blackie,
to show that the stock price was affected by defendant's misrepresenta-
tion, or whether the court meant that plaintiff must show that she had
affirmatively relied on the newspaper story based on defendant's fraudu-
lent annual report.73 In In re Ramada Inns Securities Litigation7 4 the
court refused to dismiss a claim that alleged reliance on the market. The
court stated that it was not necessarily accepting the 'fraud on the mar-
ket' theory, but held that plaintiffs may be able to show that their invest-
ment decisions affirmatively were based on analysis of stock prices, which
were inflated by defendant's misrepresentations. 75

It is important to emphasize that while the 'fraud on the market' the-
ory is based on the premise that false information injures securities trad-
ers because of the effect of such information on the market price of secur-
ities, such market effect does not necessarily justify recovery under the
cases decided to date. First, some of the cases may be read as requiring
some affirmative reliance by the plaintiff." Second, under the Blackie v.

67. 524 F.2d 891 (9th Cir. 1975), cert. denied, 429 U.S. 816 (1976).
68., 524 F.2d at 906-07.
69. 663 F.2d 365 (2d Cir. 1981), cert. denied, 102 S. Ct. 3486 (1982).
70. 663 F.2d at 366.
71. Id.
72. Id. at 367; see Wilson v. Comtech Telecommunications Corp., 648 F.2d 88, 92 (2d

Cir. 1981).
73. See Note, Fraud on the Market, supra note 62, at 1151, n.32.
74. 550 F. Supp. 1127 (D. Del. 1982).
75. Id. at 1131.
76. Panzirer may be interpreted as requiring proof that plaintiff affirmatively had relied

on the newspaper report. See supra text accompanying note 73. Ramada may be read as
requiring plaintiff affirmatively to have relied on market prices. See supra text accompany-
ing note 74-75.
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Barrack theory, a defendant may defeat the claims of individual class
members by proving nonreliance-that is, that the plaintiffs did not rely
on the integrity of the market, or that they would have purchased even if
they had known of the misrepresentation.7

Until recently, the fate of the 'fraud on the market' theory in the Fifth
Circuit was wholly unclear. In Rifkin v. Crow,7s the court expressly left
open the question of whether reliance could be established through the
'fraud on the market' theory7 In In re LTV Securities Litigation,"0 the
court anticipated that the Fifth Circuit would accept the theory and ap-
plied the theory in a carefully reasoned opinion.8 '

In Shores v. Sklar,82 plaintiff's decedent, Bishop, had purchased first
mortgage revenue bonds of the Industrial Development Board of Frisco
City, Alabama, in an unregistered public offering. Bishop had purchased
on the advice of his broker, who had said that such tax-exempt bonds
were good investments and who particularly had recommended the Frisco
City bonds.13 The value of the bonds plummeted when the sole lessee of
the development defaulted in its rental payments. Plaintiffs sued those
involved in the issuance of the bonds. During discovery it was established
that plaintiff never had seen the allegedly misleading offering circular.
The trial court granted summary judgment for defendant based on plain-
tiff's failure to prove reliance."

The Fifth Circuit, sitting en banc, reversed. 5 The Fifth Circuit held
that plaintiff's failure to prove reliance was fatal to his claim under rule
lOb-5(2).as Plaintiff, however, also had alleged a claim under rule 10b-5(1)
and rule 10b-5(3)87 that defendants had

engaged in an elaborate scheme to create a bond issue that would appear
genuine but was so lacking in basic requirements that the Bonds would

77. See Mottorros v. Abrams, 524 F. Supp. 254 (N.D. Ill. 1981); Note, Fraud on the
Market, supra note 62, at 1149-52.

78. 574 F.2d 256 (5th Cir. 1978).
79. Id. at 263-64.
80. 88 F.R.D. 134 (N.D. Tex. 1980).
81. Id. at 143-45.
82. 647 F.2d 462 (5th Cir. May 26, 1981) (en banc), cert. granted 102 S. Ct. 1424 (1982).

The trial court refused to certify the suit as a class action based on the belief that plaintiff
was required to show reliance. The Fifth Circuit ordered the district court to reconsider this
ruling in light of the appellate court's determination that reliance was not an essential ele-
ment of the purchasers' cause of action. 647 F.2d at 472.

83. 647 F.2d at 467. The offering was exempt from the registration requirement under §
3(a)(2) of the 1933 Act (codified at 15 U.S.C. § 77(c)(2) (1976)).

84. 647 F.2d at 464.
85. Id.
86. Id. at 468. For the text of section lOb-5(2) see supra note 3.
87. See supra note 3.
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never have been approved by the Board nor presented by the underwrit-
ers had any one of the participants in the scheme not acted with intent
to defraud or in reckless disregard of whether the other defendants were
perpetrating a fraud."

The court stated that it was unnecessary to prove reliance under this
claim. Rather, it was sufficient to prove some other form of 'transaction
causation.' 9 Such proof could consist of a showing that plaintiff had been
willing to accept any marketable risk and had "relied on the integrity of
the offerings of the securities market."'9 More specifically, the court
stated:

Bishop's burden of proof will be to show that (1) the defendants know-
ingly conspired to bring securities onto the market which were not enti-
tled to be marketed, intending to defraud purchasers, (2) Bishop reason-
ably relied on the Bonds' availability on the market as an indication of
their apparent genuineness, and (3) as a result of the scheme to defraud,
he suffered a loss."

In support of its rule, the court reasoned that the causation require-
ment under rule 10b-5 depends on the type of case. In a misrepresenta-
tion or omission case, Rifkin v. Crow" and other cases require proof of
the plaintiff's reliance on the document at issue. The court interpreted
Rifkin, however, as permitting some other form of proof of causation
when a 'broader theory of fraud,' such as 'fraud on the market,' is al-
leged." The court relied on Blackie" and Schlick v. Penn-Dixie Cement
Corp.9

It is important to note both the similarities and the differences between
the Shores rule and the rule applied in the 'fraud on the market' cases.

88. 647 F.2d at 468. Plaintiff had alleged a fraudulent scheme, which had encompassed
actions of the issuer of the bank, bond counsel, the underwriter, and the accountant who
prepared the financial statements that appeared in the offering circular. Id. at 468-69.

89. 647 F.2d at 469.
90. Id.
91. Id. at 469-70.
92. 574 F.2d 256 (5th Cir. 1978).
93. 647 F.2d at 471.
94. 524 F.2d at 891.
95. 507 F.2d 374 (2d Cir. 1974). In Schlick, the court upheld a claim asserted by share-

holders of a merged corporation that they had been injured by a course of conduct by direc-
tors of the surviving corporation that had included manipulation and depression of the
stock price of the merged corporation. As a result of this conduct, the unfair ratio by which
stock in the merged corporation had been exchanged for stock in the surviving corporation
had appeared fair and the merger had been approved. The court held that defendants' con-
duct could be said to have injured the shareholders in that defendants brought about the
merger without regard to whether plaintiffs' voting decisions had been influenced by the
fraud. Id. at 383.
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The Shores rule has been criticized as going far beyond Blackie, in that
the court did not require a connection between plaintiff's loss and defen-
dant's nondisclosure, but merely required a generalized scheme that in
some way affected the market.ss It is true that the language of the court's
rule omits any reference to misrepresentation and nondisclosure, and the
court took great pains to note that plaintiffs claim did not arise under
the misrepresentation and omission clause of rule 10b-5. On the other
hand, it is difficult to see how plaintiff might prove any breach of duty
under the court's rule, apart from showing defendants' lies and conceal-
ments. The court's rule, therefore, is based fundamentally on the stan-
dard rule 10b-5 type of fraud, as in Blackie. The court, however, is recog-
nizing a novel way of connecting those acts to plaintiff-through the
market rather than through direct reliance by plaintiff on the misstate-
ments or omissions.

Even assuming that the Shores theory is based on misrepresentations
and nondisclosures, it goes beyond the Blackie theory in that, unlike
Blackie, the Shores theory seemingly would not permit the defendant to
disprove the plaintiff's reliance. Under Blackie, a plaintiff may satisfy his
burden of proof simply by showing that the fraud affected the price of the
stock.97 On the other hand, while, under Blackie, plaintiff may satisfy his
burden simply by showing that the fraud affected the price of the stock,
under Shores, a plaintiff must prove that the stock would not have been
marketed at all but for the fraud."

There was a long and vigorous dissent in Shores written by Judge Ran-
dall, who was joined by nine other judges. 9 The dissent first noted that,
contrary to the majority's analysis, reliance remains an element of a rule
10b-5 cause of action regardless of the clause of the rule under which the
claim is brought, and even if the plaintiff is proceeding under a 'fraud on
the market' theory. 100 The sole exception, the dissent stated, is the type
of situation presented in Schlick,1'0 in which the individual plaintiff was a
'forced seller' and thus had not made an investment decision.1'0 The
Shores case, by contrast, clearly concerned voluntary investments by all
of the purchasers.'

The dissent also objected to the majority's rule on policy grounds.

96. See Rapp, Rule 10b-5 and "Fraud on the Market"-Heavy Seas Meet Tranquil
Shores, 39 WASH. & LE L. REV. 861, 881-93 (1982).

97. 524 F.2d at 907.
98. 647 F.2d at 469.
99. Id. at 472 (Randall, J., dissenting).

100. Id. at 473-79.
101. 507 F.2d at 376-77. See supra note 95.
102. 647 F.2d at 480-81 (Randall, J., dissenting).
103. Id.
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First, elimination of the reliance requirement would frustrate the central
objective of the securities laws-to promote full disclosure-by removing
the incentive to read disclosure documents. 04 The dissent noted that the
offering circular in Shores contained information that might well have
put plaintiff on notice about the riskiness of the transaction.105 Second,
this case concerned misrepresentations and clearly was covered by rule
10b-5(2). The majority's holding would permit all plaintiffs to avoid the
reliance requirement simply by converting a misrepresentation claim into
a claim of a broad scheme.Y°6 Third, the majority's new remedy effectively
would preclude summary judgment, thereby increasing and protracting
litigation.'"

Critique. By wholly dispensing with the reliance requirement, the ma-
jority has, as the dissenters argued, departed from much prior law."0 This
departure cannot be justified by squeezing the cause of action into clause
(1) or clause (3) of rule 10b-5 because, as the dissent pointed out, the
Shores case ultimately must be reduced to a misrepresentation claim.109

Nevertheless, there is no departure from precedent in any meaningful
sense since, under the court's rule, plaintiff would have been unable to
recover if defendant had shown that Bishop would have purchased the
stock despite his knowledge of the fraud. How can it be said that Bishop
relied on the 'integrity' of the market if he had been willing to buy a
stock that he knew to be unsound? Note, in this connection, that the
majority requires reasonable reliance on marketability as an indication of
genuineness. °

With respect to the dissent's argument that dispensing with the reli-
ance requirement is inconsistent with the disclosure-oriented policy of the
securities laws, the majority's rule is so limited that a plaintiff could not
be assured of his ability to recover without having read a disclosure docu-
ment.1 Moreover, it is questionable whether the disclosure policy of the
securities laws would be frustrated even if the majority's rule did deter
ordinary investors from reading disclosure documents, since the impor-
tant objective of the securities laws is to get correct information into the
hands of securities professionals and news gatherers, who can influence
the price of the stock. This was recognized at the time the securities laws

104. Id. at 483.
105. Id. at 483 n.16.
106. Id. at 486.
107. Id. at 486-87. This argument is similar to one of the Supreme Court's rationales in

favor of the purchaser-seller requirement. See Blue Chip Stamps v. Manor Drug Stores, 421
U.S. 723 (1975).

108. See supra text accompanying note 97.
109. See supra text following note 105.
110. See 647 F.2d at 470 n.6.
111. See id. at 470 for the majority's discussion of this point.
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were drafted' and has been reaffirmed recently through the SEC's ac-
tions toward integration of 1933 Act and 1934 Act disclosure require-
ments."' It is particularly noteworthy that section 11(a) of the 1933
Act"' does not require proof of reliance with respect to purchases during
the period immediately following the initial dissemination of a misleading
prospectus-a time when the prospectus may be expected to affect the
market price of the stock.

Nevertheless, there are serious problems with the majority opinion not
considered by the dissent. First, the rule the majority proposed is likely
to prove impossible to apply. How could a plaintiff, as the court requires,
show that a security was so flawed that it could not have been sold at any
price? Even Confederate money would not satisfy this test.

Apart from the issue of whether the rule is capable of application, there
is a question of whether it is justified from the standpoint of underlying
policy. The court apparently was attempting through its rule to ensure
that a plaintiff's recovery is hinged upon proof that his transaction was
caused by the defendant's fraud. Plaintiff in Shores established this
causal link under the court's rule by showing, first, that Bishop had af-
firmatively relied on the integrity of the market and, second, that even
apart from this reliance, it was defendant's fraud that caused the security
to be on the market and available for purchase by Bishop." 5 In light of
Bishop's failure to read the offering circular, the court's rule is a logical
route to establishing transaction causation. Under the efficient market
theory, however, it should be unnecessary to show transaction causation
because the theory provides that a plaintiff's loss may be caused by fraud
in the sense that his purchase was for an artificially inflated price even if
the plaintiff's investment decision was wholly unrelated to the fraud." 6

Thus, in light of efficient market considerations, the rule set down by the
court in Shores is unnecessarily narrow. It should be necessary for a
plaintiff to show only that the fraud affected his purchase price, not that
it caused his transaction.

The problem with basing a broader rule of recovery on the efficient
market theory in the Shores situation is that the market for these bonds
was not efficient. This was a new issue that was not widely held and was
followed neither by analysts nor by market news sources. Thus, unlike
the situation which involves widely held stocks, the court could not have
assumed reasonably that defendant's misrepresentations and omissions

112. See Douglas & Bates, The Federal Securities Act of 1933, 43 YALE L.J. 171, 171-73
(1933).

113. See supra note 64.
114. 15 U.S.C. § 77k(a) (1976).
115. 647 F.2d at 469.
116. See Fischel, supra note 56, at 9.
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affected the price of the stock.' 1 Therefore, the court arguably was cor-
rect in requiring some sort of transaction causation.

The question is whether there is a route to transaction or loss causation
that would be less circumscribed than the court's rule. An argument could
be made that plaintiff should have an opportunity to prove that his bro-
ker's advice, on which he relied in purchasing the bonds, was based on
information obtained from the misleading offering circular. This theory
was a possible basis of the decision in Panzirer v. Wolf," s and explicitly
was relied on in Walsh v. Butcher & Sherrerd."' Moreover, even if the
market for the bonds was not wholly efficient, there arguably was some
screening at the initial marketing stages by investment houses. If so, the
misrepresentations may be said to have permitted the marketing of the
stock at a higher price than could have been obtained without the fraud,
and plaintiff may be able to prove loss causation even in the absence of
proof of reliance on his broker's advice.120

With respect to the future of the Shores rule and of the 'fraud on the
market' theory in the Fifth and Eleventh Circuits, it is possible that the
court's requirement that plaintiff prove that the actual marketing of the
stock permitted the fraud, rather than that it had merely affected the
price, as required in Blackie, was because it was unclear in Shores
whether the fraud had actually affected the price. If so, the circuits might
embrace the 'fraud on the market' rule in an appropriate situation."

Looking beyond the Fifth and Eleventh Circuits, there is a question
that concerns the future of the Shores and the 'fraud on the market' rule
in the Supreme Court. If the Shores rule does not require any proof of
misrepresentation or omission,2 2 it clearly is inconsistent with the Su-
preme Court's holding in Santa Fe Industries v. Green'" that deception
is a necessary element of a rule 10b-5 cause of action.2 4 If the Shores rule
permits liability in the absence of any causal relationship with the fraud,
then it arguably is inconsistent with Santa Fe.12 5 On the other hand, the

117. See LTV Securities Litigation, 88 F.R.D. 134; Fischel, supra note 56, at 17; Note,
Emerging Theory, supra note 62, at 645-53; Note, Fraud on the Market, supra note 62, at
1146-53.

118. 663 F.2d at 365. See supra text accompanying notes 69-73.
119. 452 F. Supp. 80 (E.D. Pa. 1978) (mem.).
120. Cf. Note, Emerging Theory, supra note 62, at 651, in which the author argues that

the underwriting process, although imprecise in determining offering price, "is sufficiently
sophisticated to distinguish between marketable and unmarketable securities." Id.

121. Outside of these circuits, the Shores theory was relied upon in Dekro V. Stern Bros.
& Co., 540 F. Supp. 406 (W.D. Mo. 1982).

122. See supra text following note 96.
123. 430 U.S. 462 (1977).
124. Id. at 473-74.
125. For a discussion of the role of causation under Santa Fe, see Ribstein, The Scope of
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requisite causal relationship arguably was present in Shores.2 ' Neverthe-
less, as the Shores dissenters noted, for the last several years the Su-
preme Court has resisted any efforts to expand the rule 10b-5 cause of
action. 117

D. Due Diligence

A plaintiff must prove not only that the defendant breached a duty
under rule 10b-5 and that this breach was linked to the plaintiff's injury
in the sense of reliance or transaction causation, but also must prove that
he exercised due diligence in purchasing the stock. In one case during the
survey period, G.A. Thompson & Co. v. Partridge,'2 the court held that
the burden of proof on this issue is, indeed, on the plaintiff.1 2 9 Prior to
this survey period, courts had been holding that a plaintiff was subject to
a recklessness standard comparable to that imposed on defendants.' "

This standard was applied in three cases during the survey period.
The most interesting of the due diligence cases is Gower v. Cohn.313 In

Gower, defendant's parents and brother co-owned family corporations
that operated three McDonald's restaurants. Defendant had been manag-
ing the businesses for several years prior to this suit. Shortly before filing
petitions for voluntary bankruptcy, defendant's parents and brother
transferred to defendant some stock in the family corporations.3 2 Defen-
dant allegedly paid less than the fair market value for the securities. The
trustee of the bankruptcy estate brought suit against defendant to re-
cover the stock and other property for the benefit of creditors. The trust-
ees, who stood in the shoes of the bankrupts, claimed that defendant had
defrauded his family in violation of rule 10b-5 and that the transfers
should be voided as fraudulent conveyances. The jury returned verdicts

Federal Securities Law Liability for Corporate Transactions, 33 Sw. L.J. 1129, 1143-46
(1980).

126. See supra, text accompanying notes 118-120.
127. 647 F.2d at 484-85 (Randall, J., dissenting).
128. 636 F.2d 945 (5th Cir. Feb. 9, 1981).
129. Id. at 954. Since defendant had failed to object to the erroneous jury instruction on

this issue, however, the court analyzed the due diligence requirement under the 'plain error'
rule.

130. See, e.g., Dupuy v. Dupuy, 551 F.2d 1005 (5th Cir. 1977). The court in Dupuy
stated that, in an issue which concerns due diligence, the inquiry should focus on whether
the plaintiff "intentionally refused to investigate 'in disregard of a risk known to him or so
obvious that he must be taken to have been aware of it, and so great as to make it highly
probable that harm would follow' ". Id. at 1020 (quoting W. PROSSER, HANDBOOK ON THE

LAW OF TORTS § 34, at 185 (4th ed. 1971)).
131. 643 F.2d 1146 (5th Cir. May 1, 1981).
132. Id. at 1149-50.
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for plaintiffs on both claims. 188

Defendant contended on appeal that the trial court erred in refusing
his motion for directed verdict on plaintiffs' 10b-5 claim. The court of
appeals held, however, that there was a jury issue regarding whether de-
fendant had failed to disclose to his family information material to the
transactions," 4 and whether defendant's family had exercised due dili-
gence to discover this information. 8 Thus, the trial court properly sub-
mitted the 10b-5 claim to the jury. Evidence at trial showed that because
defendant's mother did not read the papers she was signing, she was una-
ware that she was authorizing the issuance of shares of stock and approv-
ing the transfer of substantial interests in her business for minimal con-
sideration. 86 The court held that the mother's inattention to detail was
not lack of due diligence as a matter of law because of the trust she
placed in her son. 8  The court stated:

Ordinarily a person who signs a simple document may not be defrauded
simply because he failed to read the document. Under the facts of this
case, however, the "victims" might have been deceived by the defendant
who, by at least some of the evidence, procured the necessary signatures
by a fraud drawing upon the trust reposed in him. Whether, given this
trick employed by defendant, the "victims," close relatives of the alleged
deceiver, acted recklessly, in signing papers about which they had no rea-
son for suspicion, was a question for the jury. And the defendant's mo-
tion for directed verdict on this ground was properly denied.'"

It is interesting to note that, despite its finding in connection with the
rule 10b-5 claim that defendant's mother could be considered an innocent
dupe, the court held, in connection with the fraudulent conveyance claim,
that defendant could be found to have had knowledge of his family's in-
tention to defraud creditors by conveying their assets to defendant.'83 De-
fendant did not specifically question that aspect of the jury verdict on the
fraudulent conveyance claim which concerned the stock, 40 and the court
curiously failed to reconcile the apparently conflicting jury verdicts con-
cerning the stock transfers.

In Petrites v. J.C. Bradford & Co., 14 an unsophisticated customer sued
his brokerage firm under rule 10b-5 for 'churning,' or excessive activity, in

133. Id. at 1149.
134. Id. at 1155.
135. Id. at 1156.
136. Id. at 1153-55.
137. Id. at 1156.
138. Id.
139. Id. at 1160-61.
140. Id. at 1151.
141. 646 F.2d 1033 (5th Cir. June 1, 1981).
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his account. The court of appeals affirmed the trial court's award of dam-
ages following a jury verdict. The court held that the jury could have
found that plaintiff had not been reckless despite the fact that he had
received statements regarding each sale, since plaintiff had testified credi-
bly that he had not understood the statements. 4 "

Finally, in White v. Sanders1 8 the court held that it was error to grant
judgment notwithstanding the verdict for plaintiffs since there were jury
issues concerning defendant's scienter and plaintiff's due diligence.' 4

4

With respect to due diligence, the court held that the jury could find that
plaintiffs should have been suspicious about the safety of investments of-
fering eighteen percent interest in the early 1970s and about the credibil-
ity of defendant's statements that he had no connection with the issuer
when he had often been seen with the issuer's employees."4

In general, it seems from these three cases that the plaintiff may not be
under a duty to investigate unless, as in White, the transaction would
appear to be suspicious to a layman. Moreover, the duty to investigate
will be less when, as in Petrites, and particularly in Gower, plaintiff and
defendant have a confidential or fiduciary relationship.

II. DEFINITION OF A SECURITY

The Securities Act of 1933 and the Securities and Exchange Act of 1934
impose duties and liabilities in connection with transactions that concern
a purchase or sale of a 'security'. The latter term is defined similarly in
section 2(1) of the 1933 Act"4 and section 3(a)(10) of the 1934 Act" 7 to
include a wide variety of specific instruments, including any 'note' or
'stock', as well as any 'investment contract,' which is not defined in either
Act. In 1946, in the case of SEC v. W.J. Howey Co., 4 the United States
Supreme Court defined 'investment contract' as "a contract, transaction
or scheme whereby a person invests his money in a common enterprise
and is led to expect profits solely from the efforts of the promoter or a
third party.""49 The test under Howey, therefore, is whether investors are
relying on their own judgment and skills or whether they are making the
kind of investment decision that is protected by the securities laws.

During the survey period the Fifth and Eleventh Circuits had several

142. Id. at 1035.
143. 689 F.2d 1366 (11th Cir. 1982).
144. Id. at 1369.
145. Id.
146. 15 U.S.C. § 77(b)(1) (1976).
147. Id. § 78c(a)(10).
148. 328 U.S. 293 (1946).
149. Id. at 298-99.
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opportunities to consider both the reach of the statutory definitions and
the reach of the Howey rule.

A. Interests in Partnerships

Perhaps the most troublesome aspect of the Howey rule has been the
'efforts of others' requirement. One type of case in which the result has
turned on this requirement concerns investment in a partnership. If the
investment is in a limited partnership, it generally is considered suffi-
ciently passive to be a security.5 ' There is a question, however, whether
an interest in a general partnership or joint venture is a security. In Wil-
liamson v. Tucker,'5 ' a promoter had arranged the sale of approximately
fifteen interests in each of three joint ventures that owned portions of a
tract of vacant land. The terms of each of the joint ventures were identi-
cal, and each provided for substantial control by the joint venturers over
the enterprise in the form of unanimous consent requirements for a num-
ber of actions affecting the property and supermajority voting require-
ments for others. The joint venture interests were sold by means of pro-
motional materials that emphasized the possibility of appreciation in
value and stated that the promoter would manage the property, have the
land rezoned, and ultimately pursue sale or development. Plaintiff-ven-
turers brought an action to rescind the joint venture agreements they had
executed, partly on grounds that the promoter had omitted and misrepre-
sented material information. The court below dismissed plaintiffs' securi-
ties law claims on the ground that their interests were not securities."'5

The Fifth Circuit reversed and remanded, stating the following test:

[Aln investor who claims his general partnership or joint venture interest
is an investment contract has a difficult burden to overcome. On the face
of a partnership agreement, the investor retains substantial control over
his investment and an ability to protect himself from the managing part-
ner or hired manager. Such an investor must demonstrate that, in spite
of the partnership form which the investment took, he was so dependent
on the promoter or on a third party that he was in fact unable to exercise
meaningful partnership powers. A general partnership or joint venture
interest can be designated a security if the investor can establish, for
example, that (1) an agreement among the parties leaves so little power
in the hands of the partner or venturer that the arrangement in fact dis-
tributes power as would a limited partnership; or (2) the partner or ven-
turer is so inexperienced and unknowledgeable in business affairs that he

150. See SEC v. Murphy, 626 F.2d 633 (9th Cir. 1980) (stating that since the investors
had no managerial role in the limited partnership, the interests in the business were
securities).

151. 645 F.2d 404 (5th Cir. May 20, 1981), cert. denied, 454 U.S. 897 (1981).
152. 645 F.2d at 409.
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is incapable of intelligently exercising his partnership or venture powers;
or (3) the partner or venturer is so dependent on some unique en-
trepreneurial or managerial ability of the promoter or manager that he
cannot replace the manager of the enterprise or otherwise exercise mean-
ingful partnership or venture powers.151

The court was skeptical about whether there was a security in William-
son in light of the substantial expertise of the plaintiffs and the lack of a
showing of any unique expertise on the part of the promoter. Neverthe-
less, the court held that plaintiffs had met the very slight burden required
to oppose a motion for dismissal for want of subject matter jurisdiction.'"

Critique. It might be argued that Williamson is inconsistent with
Howey in that the court in Williamson focussed on ultimate control
rather than considering who in fact managed the enterprise-that is,
whose efforts produced the profits. In Howey, the Supreme Court found
a security when the investors delegated to the promoters, through a ser-
vice contract, the power to manage their orange trees. In Williamson, the
promoters similarly were expected to manage the partnership property.

Williamson, however, is ultimately consistent with Howey. Under the
Williamson rule, a general partnership interest will be a security when
the managing partners are running the business unless the investors are
in a position to scrutinize closely and control the managing partners.
When such control and scrutiny exists, the relevant management judg-
ments in fact are being made by the investors, and it is, therefore, their
efforts that are producing the profits. It is unrealistic to assert that the
profits are being produced by a promoter or third party simply because
the investors happen to agree, for the time being, with the way the pro-
moter is running the business. By contrast, in Howey the service con-
tracts were irrevocable for a ten year period and gave few legal rights of
control to the investors; the investors concededly were inexperienced and
unsophisticated, and the promoter's job of producing oranges was much
more sophisticated than was the overseeing of vacant land in
Williamson.'"

153. Id. at 424.
154. Id. at 425. The court's careful distinction between the standards on a motion to

dismiss for lack of subject matter jurisdiction and on a motion to dismiss for failure to state
a claim seems curious since, in this particular context, precisely the same issues are
presented by both motions. This distinction also was made in the recent case of Fragumar
Corp. v. Dunlap, 685 F.2d 127 (5th Cir. 1982), which relied on Williamson. In Fragumar, as
in Williamson, the court refused to bar a claim in which a central issue was whether an
interest in a partnership was a security. Judge Brown, concurring, noted that the case would
probably be dismissed by the trial court on some other motion, after which the court of
appeals would be faced with precisely the same issues. Judge Brown characterized this as
"danc[ing] the two-step." Id. at 130 (Brown, J., concurring).

155. 645 F.2d at 425. There was, in fact, so little for the promoter to do in Williamson
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The Williamson rule has been applied in cases in the Fifth and. Elev-
enth Circuits. In Frazier v. Manson,'56 a Fifth Circuit panel held that a
limited partner who had substantial managerial rights" 7 had not pur-
chased a security despite the fact that his actual participation in the busi-
ness was minimal. The court stated that his status was distinguishable
from that of a mere passive investor. " In Gordon v. Terry,50 plaintiff
had invested in trusts and a limited partnership that held Florida real
estate. An Eleventh Circuit panel held that, although plaintiff's legal
power to control was similar to that of a general partner, plaintiff had set
forth sufficient facts to create an issue of fact concerning whether he de-
pended on the skills of one of the defendants. Defendant had represented
himself as having special expertise concerning Florida real estate. The
court thus allowed plaintiff to avoid a summary judgment for that defen-
dant under the Williamson test. 60

The key under the rule in Williamson, as Frazier and Gordon illus-
trate, is not legal power to control but, as in Howey, who actually is ex-
pected to produce the profits. Thus, it would be a mistake to conclude
from Williamson that promoters may avoid application of the securities
laws simply by choosing the general partnership form or some other legal
arrangement that gives the investors the legal power to control. Unless
this power to control is coupled with actual ability to control, Williamson
does not stand in the way of application of the securities laws.' 6'

B. Sales of a Business

The Howey case concerned the interpretation of the open-ended catch-

that it is questionable whether the 'efforts of others' requirement of the text would have
been satisfied even if the investors had lacked real ability to control. For a state blue sky
law case in which management of vacant land was held not to satisfy the 'efforts of others'
requirement, see D.K. Properties, Inc. v. Osborne, 143 Ga. App. 832, 240 S.E.2d 293 (1977).

156. 651 F.2d 1078 (5th Cir. July 27, 1981).
157. Plaintiff was a general partner in a general partnership, which itself became a gen-

eral partner of each of several limited partnerships. He also owned limited partnership in-
terests in the limited partnerships. Id. at 1080.

158. Id. at 1081.
159. 684 F.2d 736 (11th Cir. 1982).
160. Id. at 743. One judge dissented from the majority's affirmance of summary judg-

ment in favor of the remaining defendants. Id. at 744 (Vance, J., concurring in part and
dissenting in part). Although Judge Vance did not state his reasons it could be argued that,
as long as the transaction concerned the sale of a security, all defendants were at least aiders
and abettors. For a discussion of the Fifth Circuit standard for aiding and abetting liability
and its relation to the definition of security, see Woodward v. Metro Bank, 522 F.2d 84 (5th
Cir. 1975).

161. For a recent case that concerns substantial legal power to control in which the court
found a security, see SEC v. Aqua-Sonic Prods. Corp., 687 F.2d 577 (2d Cir. .1982).
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all phrase 'investment contract. 162 Use of this language specifically in-
vites consideration of the kind of analysis employed in Howey. Should a
similar analysis be applied to any of the instruments included by name in
the definition, such as 'note' or 'stock'? 163 In United Housing Founda-
tion, Inc. v. Forman, 64 the Supreme Court applied the Howey test and
determined that stock which was issued as a method of transferring the
rights of tenancy in apartments in a cooperative housing project was not a
security. The Court held that application of the federal securities laws
must turn on "the economic realities underlying a transaction, and not on
the name appended thereto."' 6

In lower court post-Forman cases, courts have examined the 'economic
realities' of transactions even when, unlike in Forman, the cases have
concerned typical examples of the instruments enumerated in the defini-
tion of security. In one frequent type of case, the courts have held that
long term notes are not necessarily securities.'6 6

In King v. Winkler,16 7 the Eleventh Circuit joined a growing trend in
support of the rule that sale of an entire business-even when the sale
consists of the transfer of ordinary equity stock-is not protected by the
federal securities laws." 8 In King, plaintiff purchased all of the equity
stock of two corporations that ran a heating and air conditioning busi-
ness. The court of appeals, in an opinion written by Judge Roney, af-
firmed the trial court's dismissal for lack of subject matter jurisdiction.
The court reasoned that the Supreme Court's decision in Forman re-
quired a consideration of whether the economic realities underlying a
transaction indicate the sale of a security, even in the case of ordinary
equity stock. When an entire business is sold, there is not a securities
transaction because the buyer does not expect profits to be derived from
the efforts of others. 6 9 The court relied on Fifth Circuit cases that in-
volved promissory notes,17 0 and on cases in the Seventh 7 ' and Tenth 72

162. See supra text accompanying notes 148-49.
163. See supra note 147.
164. 421 U.S. 837 (1975).
165. Id. at 849.
166. For a recent Fifth Circuit case on the 'notes' as 'securities' issue, see United Am.

Bank v. Gunter, 620 F.2d 1108 (5th Cir. 1980).
167. 673 F.2d 342 (11th Cir. 1982).
168. See, e.g., Frederiksen v. Poloway, 637 F.2d 1147 (7th Cir.), cert. denied, 451 U.S.

1017 (1981); Chandler v. Kew, Inc., [1979 Transfer Binder] FaD. SEc. L. REP. (CCH) 1
96,996 (10th Cir. 1977).

169. 673 F.2d at 344-45.
170. National Bank of Commerce v. All Am. Assurance Co., 583 F.2d 1295 (5th Cir.

1978); Woodward v. Metro Bank, 522 F.2d 84 (5th Cir. 1975); McClure v. First Nat'l Bank,
497 F.2d 490 (5th Cir. 1974), cert. denied, 420 U.S. 930 (1975); Bellah v. First Nat'l Bank,
495 F.2d 1109 (5th Cir. 1974).

171. Frederiksen v. Poloway, 637 F.2d 1147 (7th Cir.), cert. denied, 451 U.S. 1017 (1981).
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Circuits that had applied the same analysis as in King to the sale of a
business.

The analysis applied in King has not been accepted universally. Some
cases have held that the purchase of the equity stock of a business does
involve a security, reasoning that the Forman economic realities test ap-
plies only if the transaction does not involve ordinary stock.1 "7 This posi-
tion is supported by the fact that the Court in Forman considered eco-
nomic realities only after determining that the stock in that case did not
have the attributes of ordinary equity stock, and after stating that
"[t]here may be occasions when the use of a traditional name such as
'stocks' or 'bonds' will lead a purchaser to assume that the federal securi-
ties laws apply."o74

Assuming that Forman does not compel the result reached in King,
what is the proper approach from a policy standpoint? It has been ar-
gued vigorously that despite the buyer's exercise of control following the
transaction, the buyer needs the protection of the securities laws because
of his reliance on the seller's representations in connection with the sale
itself.1 7

5 The problem with this argument is that it fails to account for the
fact that the securities laws are not intended to protect against all fraud,
but only against certain types of fraud. It can be argued that fraud in
connection with the sale of a business is not the proper type of fraud. The
factor that distinguishes securities transactions from other transactions is
that the buyer is investing in the managerial skills of the promoter and,
therefore, needs particularly detailed disclosures concerning the business
that will permit him to evaluate the promoter's entrepreneurial skills. Se-
curities-type disclosures are not necessary in connection with the
purchase of physical commodities, for example, and the securities laws do
not apply to such purchases. If the securities laws would not apply to a
sale of some of the assets of a business, it is difficult to see why they

172. Chandler v. Kew, Inc., [1979 Transfer Binder] FED. Sac. L. REP. (CCH) 96,996
(10th Cir. 1977).

173. See, e.g., Golden v. Garafalo, 678 F.2d 1139 (2d Cir. 1982); Coffin v. Polishing
Machs. Inc., 596 F.2d 1202 (4th Cir.), cert. denied, 444 U.S. 868 (1979); Sterling Recreation
Org. Co. v. Segal, 537 F. Supp. 1024 (D. Colo. 1982); Mifflin Energy Sources, Inc. v. Brooks,
501 F. Supp. 334 (W.D. Pa. 1980); Titach Printing, Inc. v. Hastings, 456 F. Supp. 445 (D.
Colo. 1978); Seagrave Corp. v. Vista Resources, Inc., FED. SEc. L. RaP. (CCH) 99,041 (2d
Cir. Dec. 27, 1982).

174. 421 U.S. at 850. See Canfield v. Rapp & Son, Inc., 654 F.2d 459, 466 n.7 (7th Cir.
1981) (refused to apply securities laws because plaintiff reasonably could not have expected
them to apply in light of the economic realities of the transaction); Mifflin Energy Sources,
Inc. v. Brooks, 501 F. Supp. 334, 336 (W.D. Pa. 1980) (characterized the purchase of ordi-
nary equity stock as a security partly on grounds that the buyer would have expected the
federal securities laws to apply).

175. See Rapp, Federal Securities Laws Should Protect Some Purchases of All or Sub-
stantially All of a Corporation's Stock, 32 CASE W. RES. L. REv. 595 (1982).
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should apply to the sale of all of its assets. It is equally difficult to under-
stand why it should matter whether a transfer of all of the assets of a
business is structured as a sale of 'assets' or of 'stock'. 76 Even assuming
that the buyer expects the securities laws to apply to the sale of stock, it
is unfair to bind the seller to these expectations unless the buyer's expec-
tations are reasonable. This, in turn, depends on whether the transaction
is one to which the securities laws were intended to apply.

Further support for the 'sale of business' rule applied in King is found
in the Supreme Court's recent decision in Marine Bank v. Weaver.7 7 In
Weaver, the Court held that a transaction in which plaintiffs acquired an
interest in a slaughterhouse, in order to guarantee a debt of the business,
was not a security. The Court reasoned that the securities laws have been
applied only to "those instruments ordinarily and commonly considered
to be securities in the commercial world' ' 7 8 or to instruments that, as in
Howey, have been offered "to a number of potential investors.''17
Weaver, on the other hand, concerned a "unique agreement, negotiated
one-on-one by the parties."' ' The Court also noted that plaintiffs were
given substantial control over the business.' 8 ' The holding in Weaver ap-
plies only to investment contracts and not to ordinary equity stock, and
therefore, it is not determinative of the issue at hand. The case does
reveal, however, the Court's disinclination to apply the securities laws to
the type of private transaction encountered in the 'sale of business'
cases.1

8 2

A final question concerns the precise scope of the 'sale of business' doc-
trine applied in King. The court in King declined to state any specific
rules concerning when it would consider a transaction a sale of a business,
as distinguished from a security. 8' One should keep in mind that the ba-
sis of the 'sale of business' rule is that the purchaser obtains control over

176. The artificiality of this distinction is illustrated by the fact that, in King, the par-
ties first agreed to a sale and only later decided to structure the transaction as a sale of
stock. 673 F.2d at 343. Rapp, supra note 175, at 607, asserts that there is a substantial
difference between a sale of assets and a sale of stock. The parties to the transaction trans-
fer liabilities in a sale of stock, but not in a sale of assets. It is difficult to understand,
however, why this difference justifies a different result in meeting the definition of
securities.

177. 455 U.S. 551 (1982).
178. Id. at 559.
179. Id.
180. Id. at 560.
181. Id.
182. For discussions of the application of Weaver to sale of business cases, see Golden v.

Garafalo, 678 F.2d 1139, 1143 (2d Cir. 1982); Sutter v. Groen, 687 F.2d 197, 199 (7th Cir.
1982); Karjala, Realigning Federal and State Roles in Securities Regulation Through the
Definition of a Security, 1982 U. ILL. L. REv. 413, 43-35.

183. 673 F.2d at 345-46.
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the business. In Coffin v. Polishing Machines, Inc.,'8 4 the court found a
security, partly on grounds that, since plaintiff had purchased only one-
half the stock and had become only a vice president, he had been depen-
dent on the efforts of others. ' 85 In some cases,'86 however, the courts have
refused to apply the securities laws even though, as in King, the purchas-
ers had continued to rely to some extent on the services and advice of the
former managers.1 87 In Sutter v. Groen,'88 the court upheld a complaint
alleging the purchase of a seventy percent interest in a business, but held
that the purchase of a greater than fifty percent interest would be pre-
sumed not to involve a security. A later Eleventh Circuit case, Kaye v.
Pawnee Construction Co.,189 approved of the King rationale in dictum.

C. Searching for a Security Transaction: Repurchase Transactions

In a very interesting case, First National Bank v. Estate of Russell,1 90

the Fifth Circuit faced the task of poking through the bramble bush of a
complex transaction to determine whether a securities transaction was
concealed inside. In First National Bank, plaintiff bank entered into a
transaction with a brokerage firm pursuant to which the bank agreed to
buy and the brokerage firm agreed to sell a United States Treasury Note
in the principal amount of $600,000. The brokerage firm also agreed to
repurchase the note, the settlement to take place thirty days after the
sale at the sale price plus 6.5% interest, for a total price of $603,141.67.191
Plaintiff wired its money to the broker's clearing bank, defendant Bossier
Bank, and received slips that confirmed the sale of the notes to plaintiff
and the repurchase by the brokerage firm.

Unfortunately for plaintiff, this transaction was one of a number of
similar repurchase transactions the brokerage firm had entered into pur-
suant to a fraudulent scheme. The firm neither acquired the notes nor
delivered them to the purchasers, but found various ways of delaying its
obligations. The scheme fell apart when the Bossier Bank, responding to
pressure from another dissatisfied purchaser, closed the brokerage firm's
clearing account and sent plaintiff's $600,000 check to the other pur-
chaser. 19" Under rule 10b-5, plaintiff sued various people associated with

184. 596 F.2d 1202 (4th Cir.), cert. denied, 444 U.S. 868 (1979).
185. 596 F.2d at 1204.
186. See, e.g., Canfield v. Rapp & Son, Inc., 654 F.2d 459 (7th Cir. 1981); Frederiksen v.

Poloway, 637 F.2d 1147 (7th Cir.), cert. denied, 451 U.S. 1017 (1981).
187. In King, the seller stayed with the business as an employee after the sale.
188. 687 F.2d 197 (7th Cir. 1982).
189. 680 F.2d 1360, 1366 n.2 (11th Cir. 1982).
190. 657 F.2d 668 (5th Cir. Sept. 23, 1981).
191. Id. at 670.
192. Id.

19831 1485



1486 MERCER LAW REVIEW [Vol. 34

the brokerage firm,' 93 the Bossier Bank and some of its officers, and the
Pinemont Bank, the other dissatisfied purchaser that had received plain-
tiff's check. The trial court entered summary judgment for defendants on
the ground that the transaction did not concern the purchase or sale of a
security.194

The court of appeals reversed, vacating the trial court's summary judg-
ment order and remanding for further proceedings."' The court first re-
jected the district court's conclusion that the notes were not securities
under the Fifth Circuit's 'investment-commercial' test.' Defendants con-
ceded that the treasury notes were securities' 97 and the court found that
the thirty day obligation to repurchase the notes was not a promissory
note. "' The court then addressed the question of whether the trial court
had been correct in granting summary judgment for defendants on the
ground that there had been no purchase or sale of a security. The court
noted that whether sale and repurchase agreements concerned a purchase
or sale under the securities laws was a question of first impression in the
Fifth Circuit. " The court found that the brokerage firm had deliberately
structured the transaction as a sale and repurchase, and there were "no
side agreements that would suggest that a sale was not contemplated or

193. The brokerage firm itself had been adjudicated bankrupt shortly after the collapse
of its scheme. Id.

194. Id. at 671.
195. Id. at 676.
196. Id. at 672-73. The Fifth Circuit applies this test to determine whether a note falls

within the definition of security. Although the definition of security in the 1934 Act in-
cludes 'any note,' judicial decisions "have restricted the application of the 1934 Act to those
notes that are investment in nature and have excluded notes which are only reflective of
individual commercial transactions." McClure v. First Nat'l Bank, 497 F.2d 490, 492 (5th
Cir. 1974), cert. denied, 420 U.S. 930 (1975). The McClure case further explained the invest-
ment-commercial test as follows:

On one hand, the Act covers all investment notes, no matter how short their ma-
turity, because they are not encompassed by the "any note" language of the ex-
emption. On the other hand, the Act does not cover any commercial notes, no
matter how long their maturity, because they fall outside the "any note" defini-
tion of a security. Thus, the investment or commercial nature of a note entirely
controls the applicability of the Act, depriving of all utility the exemption based
on maturity-length.

McClure v. First Nat'l Bank, 497 F.2d 490, 494-95 (5th Cir. 1974), cert. denied, 420 U.S. 930
(1975) (emphasis in original).

197. 657 F.2d at 672.
198. Id. at 673.
199. Id. The court distinguished an earlier Fifth Circuit case, Westchester County Say.

& Loan Ass'n v. Legel, Braswell Gov't Sec. Corp. (In re Legel, Braswell Gov't Sec. Corp.),
648 F.2d 321 (5th Cir. 1981) (Unit B), in which the court found a repurchase transaction to
be a purchase and sale for purposes of a bankrutpcy proceeding. See 657 F.2d at 673-74
n.17.
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that [plaintiff] would not assume ownership of the securities. '"20 0 The
court also rejected defendant's argument that there had been no sale or
purchase under the Fifth Circuit's 'investment-commercial' test.'" Boss-
ier Bank contended that the transaction was not covered by the securities
laws according to this test because, among other things, the transaction
obligated plaintiff to resell the securities at a fixed principal amount plus
interest. 02 The court responded that it was not clear that the invest-
ment-commercial factors defendant cited were determinative of the is-
sue. s0 3 Moreover, the court stated, even if the factors had been determi-
native, summary judgment was nevertheless improper because there were
issues of fact regarding the application of the factors. The court noted,
among other things, that it was not clear whether the agreement had re-
quired plaintiff to resell the same notes that it had purchased,2 0 4 which
would affect whether plaintiff could have made a speculative profit on the
notes.2

Critique. The soundness of the court's reasoning in First National
Bank is questionable. First, it is no longer clear, despite defendant's con-
cession, that treasury notes are in fact securities. In Weaver, the Supreme
Court held that a certificate of deposit purchased from a federally regu-
lated bank was not a security since the purchaser was "virtually guaran-
teed payment in full" °2 0 and because "holders of bank certificates of de-
posit are abundantly protected under the federal banking laws. 2 07  At
least the first consideration is fully applicable to United States treasury
notes. Thus, even if a purchase and sale of the treasury notes had been at
issue in First National Bank, it still may not have been the purchase and
sale of a security.

Second, the court became sidetracked when it applied the investment-
commercial test 0 8 to the question of whether plaintiff had purchased and

200. 657 F.2d at 674.
201. Id. at 676. See supra note 196.
202. 657 F.2d at 675. In support of its contention that the transaction was not a sale,

defendant also pointed out that the obligation was short term and imposed a fixed due date,
that the buyer was a lending institution and not a large class of investors, that the bank was
not investing in the operations of the brokerage firm, that the principal amount of the trans-
action was less than the market value of the notes, which indicated that the brokerage firm
was not selling to plaintiffs, and that plaintiff earned interest at a negotiated rate-not at
the coupon rate of the notes.

203. Id. at 676.
204. Id. at 676 n.23.
205. If plaintiff had not been bound to resell the same notes, it could have sold the notes

on the market and repurchased other notes for resale to the brokerage firm, thus being able
to speculate on market fluctuations. Id. at 675 n.19.

206. 455 U.S. at 558.
207. Id. at 559.
208. See supra note 196.
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sold a security. That test has been used to determine whether a conceded
loan (more specifically, a note) is a security-not to determine whether a
transaction is a purchase or sale. The question of whether the transaction
is a security depends on the characteristics of the underlying instrument
being disposed of. In First National Bank, the court assumed that this
instrument was the treasury note and, further, that the treasury note was
a security. The latter question depends on the nature of the disposi-
tion-that is, whether it meets the test of Blue Chip Stamps v. Manor
Drug Stores.209 On this point, one could argue that the transaction con-
sisted of a loan of cash by plaintiff to the brokerage firm secured by the
firm's pledge of the treasury notes. In Rubin v. United States,21 0 the Su-
preme Court held that plaintiff's pledge of securities as collateral for a
loan constituted a sale of the stock under section 17(a) of the 1933 Act,2 1 '

but the court in First National Bank refused to discuss this point.2 12

Even if the transaction did not entail a statutory purchase and sale of
the treasury notes, and even if these notes were not securities, one could
argue that plaintiff's advance of funds to the brokerage firm for the thirty
day settlement period amounted to the purchase of a security.21 Courts
have held that a repurchase agreement is not a security if the investor has
not relied on the future solvency of the promoter.2 " If the promoter sim-
ply promises to repurchase a readily marketable commodity at the mar-
ket price, the investor is not dependent in any way on the efforts of the
promoter. Also, courts have held that a fully collateralized loan by a bank
does not bear the investment characteristics of a security. 15 In First Na-
tional Bank, the treasury notes certainly were readily marketable, and
they fully collateralized plaintiffis advance of funds to defendant. On the
other hand, First National Bank arguably is distinguishable from both
categories of cases just cited. First, the brokerage firm had promised
plaintiff an extra return on its investment in the form of interest, rather

209. 421 U.S. 723 (1975) (held that a private damages action under rule lOb-5 was con-
fined to actual purchasers or sellers of securities).

210. 449 U.S. 424 (1981).
211. Id. at 431. See 15 U.S.C. § 77q(a) (1976).
212. 657 F.2d at 676 n.24.
213. The court in First National Bank mentioned this argument, but only in order to

explain that the lower court could not have correctly characterized the transaction as a note
because no promissory note was issued, Id. at 673. The court, therefore, did not consider
whether the transaction might have been a security under some other theory. The factors
that defendant cited in relation to the investment-commercial test, however, see supra note
202 and accompanying text, apparently apply not to whether the transaction was a purchase
and sale, but, rather, to whether plaintiff's advancement of funds to the brokerage firm was
a security. Thus, both defendant and the court may have been addressing that point under
the guise of the purchase-sale issue.

214. See, e.g., NOA v. Key Futures, Inc., 638 F.2d 77 (9th Cir. 1980).
215. See, e.g., United Am. Bank v. Gunter, 620 F.2d 1108 (5th Cir. 1980).

1488 [Vol. 34



1983] SECURITIES REGULATION 1489

than simply promising to repurchase at the market price.2 16 Second,
neither plaintiff nor the brokerage firm treated the transaction as an ordi-
nary commercial bank loan, but rather treated it as a securities transac-
tion.217 Finally, the bank sent the money based on the brokerage firm's
promise to furnish a safekeeping receipt for the notes. This is unlike the
typical collateralized loan transaction, and it also shows that the bank in
fact was relying on the efforts and the future solvency of the promoter.

Apart from the details of the analysis of the transaction, the lesson of
the First National Bank case is clear: Repurchase agreements raise sub-
stantial federal securities law problems and therefore should be handled
with particular care.

III. LIABILITY UNDER SECTION 12(2) OF THE 1933 ACT21 s

In Junker v. Crory,219 a corporate merger was approved by vote of the
majority shareholders. Plaintiff, a minority shareholder who had voted
against the merger, brought suit against the corporate officers and direc-
tors alleging a variety of state law and federal securities claims. Plaintiff
claimed that the merger exchange ratio had been made on a basis consid-
erably lower than the market value of plaintiff's stock. The trial court
awarded damages to plaintiff and the shareholders he represented, to-
gether with attorneys' fees under the federal and state law claims. 20 The
Fifth Circuit, in an opinion by Judge Rubin, affirmed in all respects ex-
cept in regard to the amount of damages allowed to plaintiff and attor-
neys' fees.

216. 657 F.2d at 670.
217. Id. Plaintiff neither performed an initial investigation of the brokerage firm's credit

nor memorialized the transaction with a promissory note as it customarily did before mak-
ing an ordinary loan. Moreover, defendant firm solicited plaintiff's business as a securities
customer-not as a lending institution.

218. Section 12(2) of the 1933 Act provides in pertinent part:
Any person who-
offers or sells a security. . . by the use of any means. . . of a prospectus or oral
communication, which includes an untrue statement of a material fact or omits to
state a material fact necessary in order to make the statements, in the light of the
circumstances under which they were made, not misleading (the purchaser not
knowing of such untruth or omission), and who shall not sustain the burden of
proof that he did not know, and in the exercise of reasonable care could not have
known, of such untruth or omission, shall be liable to the person purchasing such
security from him, who may sue . . . to recover the consideration paid for such
security with interest thereon, upon the tender of such security, or for damages if
he no longer owns the security.

15 U.S.C. § 771(2) (1976).
219. 650 F.2d 1349 (5th Cir. July 17, 1981).
220. Id. at 1356.
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The court of appeals began its discussion of the legal issues by af-
firming the trial court's finding that defendants had breached fiduciary
duties imposed by state law. As a result, it was unnecessary for the court
to consider the federal issues concerning defendants who were sued under
both state and federal law."'1 One defendant, however, who was the at-
torney for the corporation and for the majority shareholder, was not a
corporate fiduciary and therefore was liable, if at all, only under federal
law.""2 The specific federal claim advanced against the attorney was that
he breached section 12(2) of the 1933 Act, which provides for liability on
the part of any person who sells a security by means of a misleading
statement.2 8

With respect to the section 12(2) claim, the court found that the
merger constituted a sale of a security. 24 The court also held that the
attorney was a seller, according to the rule stated in Pharo v. Smith s2 5

and Hill York Corp. v. American International Franchises, Inc.,2 " be-
cause he was a "substantial factor in causing the transaction to take
place."22 7 The court distinguished the role of the attorney in Junker from
that of the attorney in Croy v. Campbell,22 8 who was held not to be a
section 12(2) seller. Whereas the attorney in Croy simply had rendered
tax advice, the attorney in Junker had prepared the merger documents
and made false representations at the shareholders' meeting with intent
to persuade the shareholders to merge rather than to liquidate. " ' The
court said that defendant had acted as "implementor not counsellor. 2 0

The court briefly resolved several other issues under section 12(2).
First, the court stated that plaintiff does not have a due diligence duty
under section 12(2); "all that is required is ignorance of the untruth or
omission."'2 ' Second, since reliance is not an element of the section 12(2)
cause of action, plaintiff's claim was not defeated by his opposition to the
merger.28 2 Third, attorneys' fees are not expressly recoverable under sec-
tion 12(2), and this case did not qualify as one in which the court could

221. Id. at 1358.
222. Id. at 1359 n.11.
223. 15 U.S.C. § 771(2) (1976). For the text of this section, see supra note 218.
224. 650 F.2d at 1359.
225. 621 F.2d 656, 667 (5th Cir. 1980).
226. 448 F.2d 680 (5th Cir. 1971).
227. 650 F.2d at 1360.
228. 624 F.2d 709 (5th Cir. 1980).
229. 650 F.2d at 1360.
230. Id.
231. Id. at 1361. See supra text accompanying notes 128-145 for a discussion of the due

diligence duty under rule 10b-5.
232. Id. at 1362.
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use its discretion to award attorneys' fees to plaintiff."' 8 The court held
that defendant had not discharged the burden of proof necessary to es-
tablish the defense that he had exercised due diligence to discover any
omissions or misstatements in his presentation of facts to the sharehold-
ers.81 4 Finally, the surviving corporation was liable under section 12(2)
since it was itself a seller,835 and because it had made material misrepre-
sentations through its officers and directors. 3

The lesson of Junker is that an attorney may have unexpected liability
if he involves himself too closely in a client's securities transaction.

IV. THE PRIVmTE OFFERING EXEMPTION

In Mary S. Krech Trust v. Lakes Apartments,83 7 plaintiff trust pur-
chased an investment pursuant to defendant's offering. Plaintiff, having
realized no income from its investment, brought suit against defendant
alleging violations of state law and federal securities law.s88 The trial
court jury found that defendant's offering was exempt from registration
requirements, that no material misrepresentations or omissions rendered
the sale misleading, and that defendant had not been guilty of fraud or
deceit. Judgment was given for defendant, and the Fifth Circuit Court of
Appeals affirmed in an opinion by Judge Fay.28 9 The court of appeals
primarily addressed the question whether the offering properly was found
to be a nonpublic offering exempt from registration under section 4(2) of
the Securities Act of 1933.40

233. Id. at 1364. No express provision of section 12(2) of the 1933 Act permits recovery
of attorneys' fees. Section 11(e), however, permits a court, within its discretion, to award
attorneys' fees to a successful plaintiff in some circumstances. That section provides, in
relevant part:

In any suit under this or any other section of this subchapter the court may, in its
discretion, require an undertaking for the payment of the costs of such suit, in-
cluding reasonable attorney's fees, and if judgment shall be rendered against a
party litigant, upon the motion of the other party litigant, such costs may be as-
sessed in favor of such party litigant (whether or not such undertaking has been
required) if the court believes the suit or the defense to have been without merit,
in an amount sufficient to reimburse him for the reasonable expenses incurred by
him, in connection with such suit, such costs to be taxed in the manner usually
provided for taxing of costs in the court in which the suit was heard.

15 U.S.C. § 77k(e) (1976) (emphasis added).
234. 650 F.2d at 1361; see supra note 228.
235. The court stated that "[o]ne who parts with securities in exchange for consideration

is automatically constituted a seller under Section 12 of the 1933 Act." 650 F.2d at 1361.
236. Id. at 1361-62.
237. 642 F.2d 98 (5th Cir. April 6, 1981).
238. Id. at 101.
239. Id. at 103.
240. Id. at 99. See 15 U.S.C. § 77d(2) (1976).
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The court began by detailing the requirements of SEC Rule 146241 and
the standards for nonpublic offerings recently articulated by the Fifth
Circuit in Swenson v. Engelstad.242 In reviewing the evidence, the court
determined that a jury reasonably could have found that defendants had
designed a multistep procedure to ensure that the offerees would be suit-
able and that they would be given substantial information about the
investment.

4
1

Following the Krech case, the SEC promulgated Regulation D244 which
includes SEC Rule 506, 2

45 the successor to SEC Rule 146.246 Under rule
506, it is no longer necessary, as it was under rule 146 and section 4(2),"47

to furnish information to all purchasers who lack access to information. It
is not necessary for an offeror to give information to those who are
wealthy or who have purchased a large dollar amount of securities. 46

Despite this change in the applicable rule, Krech continues to provide
important guidance with respect to the section 4(2) exemption. First,
Regulation D has a complicated filing requirement, and failure to comply
with it results in loss of the exemption. 49  Thus, many issuers inadver-
tently may find themselves at the mercy of case law, including Krech,
rather than moored in the safe harbor of rule 506.250 Second, rule 506
retains the requirement under rule 146 and section 4(2) that the offerees

241. 17 C.F.R. § 230.146 (1982) (removed effective June 30, 1982 at 47 Fed. Reg. 11,261
(1982)). At the time of this decision, SEC Rule 146 governed the requirements of nonpublic
offerings. The court stated that, under this rule, in order for an offering to be considered
private, it must:

1) not be made by any means or form of general solicitation or advertising;
2) be made only to those persons whom the issuer has reasonable grounds to be-
lieve are of knowledge and experience which would enable them to evaluate the
merits of the issue or who are financially able to bear the risk;
3) be made only to those persons who have access to the same kind of information
as would be contained in a registration statement.

642 F.2d at 101.
242. 626 F.2d 421 (5th Cir. 1980). The court in Engelstad set forth four factors to be

used in determining whether an offering is exempt from registration requirements under
section 4(2). Those factors were: 1) the number of offerees and their relationship to each
other and to the issuer; 2) the number of units offered; 3) the size of the offering; and 4) the
manner of the offering. Id. at 425.

243. 642 F.2d at 102-03. See supra note 241.
244. 17 C.F.R. § 230.501 to -.506 (1982) (effective June 24, 1982).
245. 17 C.F.R. § 230.506 (1982).
246. 17 C.F.R. § 230.146 (1975).
247. 15 U.S.C. § 77d(2) (1976).
248. See SEC Rule 502(b). 17 C.F.R. § 230.502(b) (1982).
249. See SEC Rule 503. 17 C.F.R. 230.503 (1982).
250. See, Schneider, The Statutory Law of Private Placements, 14 Rev. Sec. Reg. 869

(1981).
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or their representatives be sophisticated."' The meaning of this test nec-
essarily must be determined on a case-by-case basis. 52 Krech is useful in
that it details an acceptable procedure for determining the sophistication
of the offerees2 s

V. RULE 10b-5 STATUTE OF LIMITATIONS

Since there is no statute of limitations specifically applicable to the im-
plied civil remedy under rule 10b-5, the courts have long been troubled
by the question of when such claims should be considered time-barred. In
a recent discussion of the problem,'" one commentator noted that the
circuits generally are divided into two camps: those that choose the local
blue sky law limitations period,2 55 and those that choose the local fraud
period.2 56 The trend seems to be in the direction of adopting the local
blue sky period. 5 7 The Fifth Circuit was one of three classified under the
'unclear' category.25 8 The Fifth Circuit continued to merit that reputation
during the survey period. In Wood v. Combustion Engineering, Inc.,259

the court stated that "a court should apply the period which the forum
state applies to the state cause of action bearing the closest substantive
resemblance to the implied cause of action arising under the federal se-
curities laws.'"26° The court applied the Texas general fraud statute rather
than the blue sky period and reasoned that the fraud cause of action was
more similar to the rule 10b-5 remedy, since both of these, unlike the
blue sky statute, require proof of reliance or scienter as a prerequisite to
liability.261 On the other hand, in White v. Sanders262 the court applied
the Alabama blue sky statute of limitations despite the fact that that
statute, unlike rule 10b-5, permitted liability without proof of scienter.
The court distinguished Wood on the ground that the Alabama blue sky
law was more similar to rule 10b-5 than the Texas blue sky law and that
the Alabama fraud cause of action was more dissimilar than the Texas

251. SEC Rule 506(b)(2)(ii); 17 C.F.R. § 230.506(b)(2)(ii) (1982).
252. For a good discussion of the cases on this issue, see Schneider, supra note 250, at

811.
253. 642 F.2d at 102-03.
254. Note, Statutes of Limitation for l1b-5, 39 WASH. & LEM L. Rav. 1021 (1982).
255. These are the Fourth, Sixth, Seventh, Eighth, and District of Columbia Circuits. Id.

at 1025.
256. These are the Second, Ninth, and Tenth Circuits. Id. at 1026.
257. Id. at 1025.
258. Id. at 1026. The other circuits in this category are the First and Third.
259. 643 F.2d 339 (5th Cir. Apr. 24, 1981).
260. Id. at 342 (quoting McNeal v. Paine, Webber, Jackson & Curtis, Inc., 598 F.2d 888,

891 (5th Cir. 1979)).
261. 643 F.2d at 344-45.
262. 650 F.2d 627 (5th Cir. July 13, 1981).
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cause of action. "

The best solution to this problem is obviously the adoption of a statute
of limitations for rule 10b-5. The proposed Federal Securities Code in-
cludes a one year statute that runs from the date of discovery but with a
five year absolute cutoff.2 1

6

263. Id. at 632. The Second Circuit, however, has applied the Texas blue sky law to rule
lOb-5 causes of action.

264. FED. SEc. CODE § 1727 (Proposed Official Draft 1978).
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