
Securities Regulation

by John L. Latham*

This Article surveys significant cases decided by the Eleventh Circuit
Court of Appeals during 1985 and 1986 in the field of securities regula-
tion. This Article also examines selected Supreme Court decisions during
this period that affect Eleventh Circuit precedent.'

I. THE DEFINITION OF A SECURITY

The starting point for analyzing any case brought under the federal
securities laws is to determine whether the dispute actually concerns a
'security.' The existence of a security is a prerequisite to maintaining an
action under both the Securities Act of 1933 (Securities Act)' and the
Securities Exchange Act of 1934 (Exchange Act).8 A security is defined in
section 2(1)of the Securities Act' and section 3(a)(10) of the Exchange
Act' to encompass a wide variety of interests, including any instrument
commonly known as a security, 'investment contracts,'6 and other forms
of investment.7

* Partner in the firm of Smith, Gambrell & Russell, Atlanta, Georgia. University of To-
ledo (B.A. with Honors, 1976); Emory University (J.D., 1979). Member, State Bar of
Georgia.

1. Fifth Circuit decisions prior to October 1, 1981, are binding on the Eleventh Circuit
and serve as precedent until reversed by the Eleventh Circuit en banc. See Bonner v. City of
Prichard, 661 F.2d 1206, 1209 (11th Cir. 1981) (en banc).

2. Securities Act of 1933, 15 U.S.C. §§ 77a-77bbbb (1982 & Supp. III 1985).
3. Securities Exchange Act of 1934, 15 U.S.C. §§ 78a-78kk (1982 & Supp. III 1985).
4. Securities Act § 2(1), 15 U.S.C. § 77b(1).
5. Exchange Act § 3(a)(10), 15 U.S.C. § 78c(a)(10).
6. A significant amount of litigation has focused on whether a particular instrument ac-

tually constitutes a security. The majority of these cases focused on nontraditional invest-
ments that plaintiffs have attempted to characterize as 'investment contracts' in order to
bring these interests within the scope of the federal securities laws. See infra cases cited
note 21.

7. Despite the breadth of these definitions, the Acts subsequently designate certain in-
terests 'exempted securities,' which are, thus, outside the general purview of these Acts. See
Securities Act § 3(a), 15 U.S.C. § 77c; Exchange Act § 3(a)(12), 15 U.S.C. § 78c(a)(12).
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During the survey period, the most significant decision addressing what
constitutes a security was Landreth Timber Co. v. Landreth.' In that
case, the Supreme Court rejected the 'sale of business doctrine' and held
that the sale of all of the outstanding stock in a business constituted the
sale of a security within the meaning of the federal securities laws. 9 Prior
to 1985, a number of courts, including the Eleventh Circuit,10 held that
such a transaction did not, in reality, constitute the sale of a security;
rather, the transaction constituted the sale of a business."

The Eleventh Circuit adopted the 'sale of business doctrine' in 1982 in
King v. Winkler."2 The court characterized Winkler as a typical 'sale of
business' case, which concerned the sale of a one-owner business by the
transfer of the stock in the corporation from the seller to the purchaser.
The court, thus, affirmed the lower court's dismissal of the suit for lack of
subject matter jurisdiction." The court based its decision on its reading
of the Supreme Court's ruling in United Housing Foundation v. For-
man.14 United Housing concerned the sale of instruments called 'stock,'
which entitled purchasers to lease apartments in a housing cooperative."
The Supreme Court held that these instruments were not securities
within the meaning of the federal securities laws.16 According to the Elev-
enth Circuit, the Supreme Court enunciated a two-step test for ascertain-
ing whether an instrument is a security. First, the court must view the
instrument in terms of its substance rather than its form. Simply calling
an instrument 'stock' does not make it a security. A court must determine
whether the instrument has characteristics that, in the commercial world,
fall within the concept of stock. 7 Second, a court must examine "the eco-
nomic realities underlying the transaction" ' to determine whether a se-
curity exists.

According to the Eleventh Circuit, the 'economic reality test' replicated

8. 471 U.S. 681 (1985).
9. Id. at 697.

10. See King v. Winkler, 673 F.2d 341 (11th Cir. 1982).
11. Id. at 343.
12. 673 F.2d 342 (11th Cir. 1982).
13. Id. at 346.
14. 421 U.S. 837 (1975).
15. Id. at 842.
16. Id. at 859-60.
17. 673 F.2d at 344. The Eleventh Circuit stated:

The most common feature of stock . .. is the right to receive dividends contin-
gent upon an apportionment of profits. Other characteristics traditionally associ-
ated with stock are: they are negotiable; they can be pledged and hypothecated;
they can confer voting rights proportioned to the number of shares owned; and
they can appreciate in value.

Id. (citing United Housing, 421 U.S. at 851).
18. Id. at 344 (citing 421 U.S. at 849).
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the three-prong test used to determine what constitutes an 'investment
contract' under the securities acts."' In SEC v. W.J. Howey Co., 0 the Su-
preme Court held that a party must meet three criteria in order for a
court to characterize an instrument as an investment contract. The ele-
ments that must be present are (1) a contract, transaction, or scheme; (2)
an investment of money in a common enterprise; and, (3) an expectation
of profits derived solely from the efforts of the promoter or a third
party21 The Eleventh Circuit held that, since plaintiffs in Winkler pur-
chased all of the stock in the business, they clearly failed to satisfy the
third element of the economic reality test, which requires that profits be
derived from the efforts of others.22 The court noted that plaintiffs took
over management and control of the business and expected to derive a
profit solely from their own efforts.'3 The court concluded that "the 'sole
economic realities' of the transaction indicated not a security transaction,

19. Id. (citing 421 U.S. at 852).
20. 328 U.S. 293 (1946).
21. Id. at 298-99. In cases dealing with an alleged 'investment contract,' the focus is

usually on the second and third prongs of the test, i.e., whether a 'common enterprise' ex-
isted and whether plaintiff expected to realize profits from the efforts of the promoter or a
third party. For example, extensive litigation has focused on whether a discretionary trading
account maintained by a customer with a broker constitutes an investment contract when
the 'common enterprise' does not involve a pooling of investments among customers or 'hor-
izontal commonality.' There is currently a split of authority on this point. Some courts have
held that no 'common enterprise' is present under these circumstances, and therefore, no
investment contract exists. See, e4g., Curran v. Merrill Lynch, Pierce, Fenner & Smith, Inc.,
622 F.2d 216 (6th Cir. 1980), aff'd on other grounds, 456 U.S. 353 (1982); Hirk v. Agri-
Research Council, 561 F.2d 96 (7th Cir. 1977); Wasnowic v. Chicago Bd. of Trade, 352 F.
Supp. 1066 (M.D. Pa. 1972), aff'd, 491 F.2d 752 (3d Cir. 1973), cert. denied, 416 U.S. 994
(1974). Other courts simply require the existence of a relationship between the investor and
his broker, or 'vertical commonality.' This is currently the view in the Eleventh Circuit. See,
e.g., SEC v. Continental Commodities Corp., 497 F.2d 516 (5th Cir. 1974); see also Commer-
cial Iron & Metal Co. v. Bache & Co., 478 F.2d 39 (10th Cir. 1973); Booth v. Peavy Co.
Commodity Servs., 430 F.2d 132 (8th Cir. 1970); Meyer v. Thomas & McKinnon Auchincloss
Kohlmeyer, Inc., 686 F.2d 818 (9th Cir. 1972), cert. denied, 460 U.S. 1023 (1983). The Su-
preme Court refused to resolve the controversy when it denied certiorari in Mordaunt v.
Incomco, 469 U.S. 1115, 1115 (White, Burger & Brennan, JJ., dissenting from the denial of
certiorari). Considerable confusion also exists over the degree of effort the investor may
have contributed and still satisfy the third prong of Howey, 328 U.S. at 299. In SEC v.
Glenn W. Turner Enters., 474 F.2d 476 (9th Cir.), cert. denied, 414 U.S. 821 (1973), the
Ninth Circuit held that investor participation did not negate the finding of an investment
contract, if the promoter contributed the "essential managerial efforts" necessary to the
success or future of the enterprise. Id. at 483. The Fifth Circuit appears to have followed
this approach in SEC v. Koscot Interplanetary, Inc., 497 F.2d 473 (5th Cir. 1974). See also
Villeneuve v. Advanced Business Concepts Corp., 698 F.2d 1121, 1125 (11th Cir. 1983)
(Kravitch, J., dissenting). But see Villeneuve, 698 F.2d 1121, 1124. See generally Ribstein,
Securities Regulation, 36 MERCER L. Rv. 1321, 1321-26 (1985).

22. 673 F.2d at 345.
23; Id.
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but rather the sale and purchase of a business using stock merely as a
method of vesting [plaintiffs] with total ownership."1

In Landreth Timber Co. v. Landreth,'8 the Supreme Court held that
the 'economic reality' test is inapplicable when the instrument used to
effectuate the sale of a business is traditional stock, since stock is plainly
within the statutory definition of a security under the federal securities
laws." The Supreme Court stated that the 'economic reality' test only"
applies in situations concerning an unusual instrument that cannot easily
be characterized as a 'security.'21 The Court noted that

the Howey economic reality test was designed to determine whether a
particular instrument is an "investment contract," not whether it fits
within any of the examples listed in the statutory definition of 'security'
... [A]pplying the Howey test to traditional stock and all other types of

instruments listed in the statutory definition would make the Acts' enu-
meration of many types of instruments superfluous.35

No expression of congressional intent governed the Court; indeed, the
Court noted that there was no legislative history that would assist it in
resolving the issue 9 Rather, the Court seemed to be concerned primarily
with the practical difficulties that the 'sale of business' doctrine created.
The applicability of the doctrine depended on a case by case analysis of
whether control had passed to the purchaser.30 If control had passed, the
purchaser had to rely upon his own entrepreneurial or managerial efforts
to fulfill his expectation of profits. In some cases, admittedly, courts could
ascertain control easily. In other cases, however, trial courts would be re-
quired to undertake extensive fact finding to resolve this issue and to de-
termine whether the federal securities laws covered the transaction.31 Ac-
cordingly, the acts' coverage would depend upon the percentage of stock
transferred, the number of purchasers, the provisions for voting, and
other factors." The Court held that this degree of uncertainty concerning
the applicability of the federal securities laws was not in the best interest
of either party to the transaction."

The decision in Landreth can be criticized as being too simplistic. At
the same time, however, the simplicity and ease of application of the

24. Id.
25. 471 U.S. 681 (1985).
26. Id. at 690.
27. Id. at 691.
28. Id. at 691-92 (emphasis by Court).
29. Id. at 694 n.7.
30. Id. at 694-95.
31. Id. at 695-97.
32. Id. at 696.
33. Id.

1344 [Vol. 38



SECURITIES REGULATION

Landreth decision should assist practitioners in cases concerning the sale
of a business. More importantly, it seems unwise to permit courts to dis-
regard literal definitions in a statute in the absence of clear legislative
history that undermines a literal approach.

In Phillips v. Kaplus," the Eleventh Circuit held that an attorney who
arranged for defendant's purchase of a limited partnership interest in re-
turn for a five percent interest in the partnership, had not made an in-
vestment in a security as contemplated by the securities acts."' According
to the Eleventh Circuit, the record contained no evidence that the attor-
ney's interest in the limited partnership resulted from an investment of
money or services with the hope of making a profit.36 The court found
that the attorney had received his interest merely "as compensation for
services rendered in purchasing plaintiffs' interest"37 on behalf of the de-
fendant. In reaching its conclusion, the Eleventh Circuit relied upon the
broad statement in United Housing that Congress enacted the securities
acts to curb abuses in connection with the sale of securities to raise capi-
tal for profit-making purposes." The court concluded that "[a]s broad as
the definition of a security may be, it was not intended to encompass a
transaction such as the one in issue here."3

The court appears to have decided Phillips incorrectly. It seems imma-
terial whether the contribution by the attorney was in the form of capital
or 'sweat equity.' In either event, the attorney surely expected to realize a
profit, as the trial court had found. It seems strange that the Eleventh
Circuit might have reached a different result if defendant had paid for his
attorney's services, and the attorney had turned around and used those
same funds to purchase the partnership interest. Furthermore, the court's
decision ignored facts that indicated that those plaintiffs who sold the
limited partnership interests were, in reality, passive investors, despite
their denomination as 'managing partners.' Characterizing the plaintiffs
as passive investors would have resulted in their interest being a secur-
ity.'0 The peculiar facts in Phillips, however, are likely to limit the prece-
dential value of the case.

34. 764 F.2d 807 (11th Cir. 1985), cert. denied, 106 S. Ct. 802 (1986).
35. The precise issue before the court was whether the interest constituted a security

under the Florida blue sky law. Since the definition of a security under the Florida statute
was the same as under the federal securities acts, the court relied on federal law to resolve
the issue. 764 F.2d at 815 n.8; see FLA. STAT. § 517.021 (1985).

36. 764 F.2d at 816.
37. Id.
38. Id. at 815 (citing United Housing, 421 U.S. at 849).

39. Id. at 817.
40. Id. at 816-17.
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II. APPLICATION OF RULE 10b-5

The federal securities laws contain a variety of 'antifraud' provisions.
Some of these antifraud provisions appear in the statutes; the SEC has
promulgated others pursuant to enabling statutes, such as section 10(b)
of the Exchange Act." The most widely utilized antifraud provision is
SEC rule 10b-5,42 which provides a significant means of enforcing the pol-
icy of disclosure that underlies the federal securities laws. The courts
handed down three significant decisions under rule 10b-5 during the sur-
vey period. The first decision concerned an accountant's duty to disclose
fraud on the part of the issuer."" The second decision concerned the avail-
ability of the common law defense of in pari delicto in suits by tippees
against their tippers." The final decision resolved the dispute over the
statute of limitations applicable to rule 10b-5 cases in Georgia.'4

41. Exchange Act § 10(b), 15 U.S.C. § 78j(b). 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... any manipulative or deceptive device or contrivance in contra-
vention of such rules and regulations as the Commission may prescribe as
necessary or appropriate in the public interest or for the protection of
investors.

Id. (emphasis added).

42. 17 C.F.R. § 240.10b-5 (1986). Rule 10b-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 any facility of
any national securities exchange,

(a) To employ any device, scheme, or artifice to defraud,

(b) 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 circumstances under which they were made, no misleading, or

(c) 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.

Id.

43. Rudolph v. Arthur Andersen & Co., 800 F.2d 1040 (11th Cir.), reh'g denied, 806 F.2d
1070 (11th Cir. 1986), petition for cert. filed, 55 U.S.L.W. 2264 (U.S. Nov. 11, 1986) (No. 86-
1274).

44. Bateman Eichler, Hill Richards, Inc. v. Berner, 472 U.S. 299 (1985).

45. Friedlander v. Troutman, Sanders, Lockerman & Ashmore, 788 F.2d 1500 (11th Cir.
1986).
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A. Accountant's Duty Under Rule 10b-5 to Disclose Knowledge of
Fraud

Rudolph v. Arthur Andersen & Co."6 presented an issue of first impres-
sion for the Eleventh Circuit. The issue was whether accountants for an
issuer had a duty under rule 10b-5 to disclose fraud on the part of the
issuer that the accountants learned about after rendering their audit
opinion, but during the offering period.'7 The Eleventh Circuit answered
this question in the affirmative. s

Rudolph concerned a putative class action suit arising from the travails
of auto magnate John DeLorean. When DeLorean's ill-fated sports car
production venture failed, investors in a limited partnership that
DeLorean had set up (DRLP) lost their investment. DRLP's trustee in
liquidation, along with one investor, filed suit against the accounting firm
of Arthur Andersen & Co. (Andersen) for securities fraud. Plaintiffs al-
leged that DeLorean had intentionally defrauded them and that Ander-
sen should be liable for the losses because it knew or should have known
of the fraud.' Plaintiffs' amended complaint alleged primary fraud and
aiding and abetting by Andersen under section 10(b) of the Exchange Act
and rule 10b-5. The primary issue on appeal was whether plaintiffs'
amended complaint stated a claim against Andersen under rule 10b-5.51

The allegations underlying the amended complaint are rather complex.
To summarize, on March 28, 1978, DeLorean issued a private placement
memorandum, offering DRLP partnership investments for sale. With An-
dersen's permission, the placement memorandum included audit reports
and other financial statements that Andersen had prepared. During the
course of the offering, DeLorean devised a scheme under which he
dropped the original purpose of the offering and instead diverted the
funds for other uses. The offering continued until on or about September
22, 1978, at which time DeLorean took down the funds.51 During the en-
tire period from the issuance of the placement memo to the takedown of
the funds, Andersen was performing substantial nonauditing services for
DeLorean entities. Plaintiffs alleged that, because of Andersen's business
relationship with DeLorean, Andersen knew or recklessly failed to learn
of DeLorean's intention to divert the partnership funds. Since DeLorean
did not formulate the fraudulent scheme until after the issuance of the

46. 800 F.2d 1040 (11th Cir.), reh'g denied, 806 F.2d 1070 (11th Cir. 1986) (en banc),
petition for cert. filed, 55 U.S.L.W. 2264 (U.S. Nov. 11, 1986) (No. 86-1274).

47. Id. at 1043.
48. Id. at 1045.
49. Id. at 1041.
50. Id. at 1042.
51. Id.
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placement memorandum, Anderson did not know of the scheme until af-
ter it had completed the audit and its reports and statements were in the
placement memorandum.5'

The Eleventh Circuit held that plaintiffs' amended complaint stated a
cause of action against Andersen for primary liability and aiding and
abetting under rule 10b-5."1 In reaching its decision, the Eleventh Circuit
recognized that courts have refused to hold accountants liable for failing
to disclose ordinary business information discovered after completion of
the report, when the information did not undermine the accuracy of the
report as of the date of issuance.14 The court reasoned that a contrary
result would impose too great a burden on the accountants, who would be
called upon "to make difficult and time consuming judgment calls about
the nature of routine facts and figures turned up after a report has been
completed.""

The court found, however, that when an issuer uses an accountant's
audit report in a placement memorandum, the accountant has a duty to
disclose actual fraud on the part of the issuer that the accountant learns
about during the offering." The court based its holding on its belief that
investors

might reasonably assume that an accounting firm would not permit the
inclusion of an audit report it prepared in a placement memo for an of-
fering the firm knew to be fraudulent, and that such a firm would let it
be known if it discovered to be fraudulent an offering with which it was
associated.'7

Under these circumstances, the burden to the accountant is minimal; the
accountant could simply inform the SEC of the fraud. The cost to the
investor of the nondisclosure was potentially enormous." The court held
that if plaintiffs were able to prove the allegations in the amended com-
plaint, they would also establish aiding and abetting liability under rule
10b-5 on the part of Andersen.59 In reviewing plaintiffs' aiding and abet-
ting claim, the court emphasized that plaintiffs had to prove their allega-
tion that Andersen knew of DeLorean's fraudulent scheme before it com-
pleted the DRLP sales, unless plaintiffs could establish that Andersen

52. Id.
53. Id.
54. Id. at 1044 (citing Ingenito v. Bermec Corp., 441 F. Supp. 525 (S.D.N.Y. 1977);

Hirsch v. duPont, 553 F.2d 750, 761-62 (2d Cir. 1977); In re North Am. Acceptance Corp.
Sec. Cases, 513 F. Supp. 608, 636 (N.D. Ga. 1981)).

55. Id. at 1044.
56. Id.
57. Id.
58. Id. at 1044-45.
59. Id. at 1045.
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had substantially assisted in a cover-up by DeLorean and, thus, had aided
and abetted a prior sale.60

Although Rudolph represents an extension of prior law in the Eleventh
Circuit, the decision should not come as a surprise. Courts have long held
that a duty of disclosure exists when "the law imposes special obligations,
such as for accountants, brokers, or other experts, depending upon the
circumstances of the case."' Moreover, the Second Circuit had previously
held that accountants "have a duty to take reasonable steps to correct
misstatements they have discovered in previous financial statements on
which they know the public is relying."' 2

The Eleventh Circuit attempted to limit the potential scope of the Ru-
dolph decision by inserting a footnote that emphasized that the court
based its holding upon its consideration of all the circumstances." The
court stated, "[We] do not hold that the mere fact that Andersen is al-
leged to have known its reports were being used in a fraudulent scheme is
by itself enough to establish a duty to disclose." 4 It seems, therefore, that
the court attached significance to plaintiffs' allegation that Andersen
learned of the fraud during the offering period. Future cases will un-
doubtedly resolve, for example, whether an accountant can stand by si-
lently, knowing that an issuer is utilizing the accountant's previous audit
reports and financials in a subsequent offering or as part of an ongoing
'fraud on the market' scheme.

While the decision in Rudolph appears correct, courts should be cau-
tious not to over expand the potential liability of accounting firms. A sig-
nificant number of securities suits against accountants have occurred in
recent years. In many lawsuits, plaintiffs target the accountants and other
professionals involved in the offering because, inter alia, they are the
'deep pockets,' and, thus, are the only realistic source of recovery. Al-
though some of the suits appear to be warranted, increased litigation

60. Id. at 1047.
61. Woodward v. Metro Bank of Dallas, 522 F.2d 84, 97 n.28 (5th Cir. 1975).
62. 800 F.2d at 1043 (citing IT v. Cornfeld, 619 F.2d 909, 927 (2d Cir. 1980), and citing

with approval Fischer v. Kletz, 266 F. Supp. 180 (S.D.N.Y. 1967)). The district court in
Klet: stated:

Where it gives an opinion or certified statements, an auditing firm publicly as-
sumes a role that carries this special relationship of trust vis-a-vis the public. The
auditor in such a case holds itself out as an independent professional source of
assurance that the audited company's financial presentations are accurate and re-
liable.. . .The importance of the act of certifying is such that a continuing duty
to disclose has been imposed where the auditor learns facts revealing that a certi-
fication believed correct when issued was actually unwarranted.

Id. at 188.
63. 800 F.2d at 1045 n.5.
64. Id.
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against accountants will make more difficult and costly the ability to ob-
tain accounting and auditing services. This will have an adverse impact
upon an issuer's earnings and ability to raise capital. In addition, the
number of new offerings may decrease, since new offerings have greater
risk and present greater potential for suits against the accountants. Alter-
natively, increased litigation against accountants may force new issuers to
use less costly, but less experienced, accountants to bring their offerings
to market. If these things occur, the securities laws' objective of insuring
full disclosure without unduly inhibiting capital formation will not be ad-
vanced, but will be subtly hampered.

B. Application of the In Pan Delicto Defense in Tipper-Tippee Litiga-
tion Under Rule 10b-5

In Bateman Eichler, Hill Richards, Inc. v. Berner,6 ' the Supreme
Court held that the common law defense of in pari delicto"s did not nec-
essarily bar a tippee from bringing suit against a tipper who allegedly
provided the tippee with false and misleading 'inside information.' 7

Plaintiffs in Bateman Eichler filed suit in federal district court alleging
that they incurred substantial trading losses after their broker and an
officer of a corporation fraudulently induced plaintiffs to purchase stock
in the corporation by divulging false information to them on the pretext
that it was accurate 'inside information.'" The district court dismissed
plaintiffs' complaint for failure to state a claim, after concluding that
plaintiffs were in pari delicto with the broker and the corporate officer.6'
The Ninth Circuit reversed,70 relying in large part upon the Supreme
Court's restriction of the availability of the defense in antitrust actions."
Finding that the lower courts were divided over the proper scope of
the defense in securities litigation,7 2 the Supreme Court granted

65. 472 U.S. 299 (1985).
66. Generally speaking, in pari delicto is a common law defense that precludes a party

from recovering the requested relief if he is at equal fault with his opponent. See generally
Bateman Eichler, id. at 306.

67. Id. at 315.
68. Id. at 301.
69. Id. at 304.
70. Berner v. Lazzaro, 730 F.2d 1319, 1324 (9th Cir. 1984).
71. See Perma Life Mufflers, Inc. v. Intl Parts Corp., 392 U.S. 134 (1968).
72. See Tarasi v. Pittsburgh Nat'l Bank, 555 F.2d 1152 (3d Cir.), cert. denied, 434 U.S.

965 (1977) (allowing defense); Malamphy v. Real-Tex Enters., 527 F.2d 978 (4th Cir. 1975)
(per curiam) (sustaining submission of defense to jury); Woolf v. S.D. Cohn & Co., 515 F.2d
591, 601-05 (5th Cir.), on rehearing, 521 F.2d 225 (1975), vacated and remanded on other
grounds, 426 U.S. 944 (1976) (rejecting defense on facts of case); Kuehnert v. Texstar Corp.,
412 F.2d 700 (5th Cir. 1969) (allowing defense); Kirkland v. E.F. Hutton & Co., 564 F. Supp.
427, 433-37 (E.D. Mich. 1983) (rejecting defense on motion for summary judgment); Grumet
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certiorari.s
In affirming the Ninth Circuit ruling, the Supreme Court relied heavily

on its conclusion in Perma Life Mufflers, Inc. v. International Parts
Corp.4 an antitrust case in which the Court held that courts should nar-
rowly define the concept of equal fault in litigation arising under the fed-
eral regulatory statutes. 5 The Court found that holding to be fully appli-
cable to claims arising under the federal securities laws.7 s The Court
rejected Bateman Eichler's contention that the holding in Perma Life did
not apply to plaintiffs' rule 10b-5 claim since their right of action was
implied rather than express.77 In reaching their conclusion, the justices
stated that they "repeatedly have emphasized that implied private ac-
tions provide 'a most effective weapon in the enforcement' of the securi-
ties laws and are 'a necessary supplement to Commission action.' ""

Relying upon two other recent Supreme Court decisions,9 the Court
noted that in the context of insider trading, the liability of the tippee is
derivative of the party providing the inside information."0 Accordingly,
the Court concluded that "[ijn the context of insider trading, we do not
believe that a person whose liability is solely derivative can be said to be
as culpable as one whose breach of duty gave rise to that liability in the
first place." ' The Court found that denying the in pari delicto defense
under these circumstances would advance the primary objective of the
federal securities laws through the promotion of a "high standard of busi-
ness ethics ... in every facet of the securities industry.""

Bateman Eichler contended that this approach would grant tippees an

v. Shearson/American Express, Inc., 564 F. Supp. 336 (D.N.J. 1983) (allowing defense);
Xaphes v. Shearson, Hayden, Stone, Inc., 508 F. Supp. 882, 884-87 (S.D. Fla. 1981) (re-
jecting defense on motion to dismiss); Moholt v. Dean Witter Reynolds, Inc., 578 F. Supp.
451 (D.D.C. 1979) (rejecting defense on motion for summary judgment); In re Haven Inds.,
462 F. Supp. 172, 177-80 (S.D.N.Y. 1978) (allowing defense in tippee-tipper action); Nathan-
son v. Weis, Voisin, Cannon, Inc., 325 F. Supp. 50 (S.D.N.Y. 1971) (rejecting defense); Wohl
v. Blair & Co., 50 F.R.D. 89 (S.D.N.Y. 1970) (denying motion to strike defense); Silverberg
v. Paine, Webber, Jackson & Curtis, Inc., 710 F.2d 678, 691 (11th Cir. 1983) (rejecting de-
fense); Mallis v. Bankers Trust Co., 615 F.2d 68, 76 (2d Cir. 1980), cert. denied, 449 U.S.
1123 (1981) (rejecting defense); Can-Am Petroleum Co. v. Beck, 331 F.2d 371, 373 (10th Cir.
1964) (rejecting defense).

73. 469 U.S. 1105 (1986).
74. 392 U.S. 134 (1968).
75. 472 U.S. at 308 (citing 392 U.S. at 145 (White, J., concurring)).
76. Id. at 310.
77. Id.
78. Id. (quoting J.I. Case Co. v. Borak, 377 U.S. 426, 432 (1964)).
79. Dirks v. SEC, 463 U.S. 646 (1983); Chiarefla v. United States, 445 U.S. 222 (1980).
80. 463 U.S. at 659, 664; 445 U.S. at 230 n.12.
81. 472 U.S. at 313 (emphasis added).
82. Id. at 315 (citing SEC v. Capital Gaines Research Bureau, 375 U.S. 180, 186-87

(1963)).

19871 1351



MERCER LAW REVIEW

'enforceable warranty:' If the tip were correct, the tippee would reap il-
licit profits; if the tip failed to yield expected returns, the tippee could
sue to recover damages.,The Court contended that the 'enforceable war-
ranty' theory was overstated.8s First, to recover, a tippee still had to prove
scienter on the part of the tipper. Second, tippees who acted on inside
information exposed themselves to the threat of substantial civil and
criminal penalties if their conduct was illegal.'

Bateman Eichler clearly does not stand for the proposition that the in
pari delicto defense can never bar a tippee's claims8 5 Bateman Eichler
does mean, however, that, absent unusual circumstances, a tippee is not
at 'equal fault' with a tipper who supplies him with inside information."

As a result of Bateman Eichler, claims by tippees generally will not be
subject to a motion to dismiss, since the plaintiff's factual allegations are
likely to be inadequate to support such a ruling. Nonetheless, tippers
should continue to assert the defense, when applicable, since the facts
may subsequently establish that the tippee was truly in pari delicto.
Since Bateman Eichler sought reversal only on the grounds that the
plaintiffs were in pari delicto with Bateman Eichler's employee, the
Court did not have an opportunity to decide whether the defense was
available to the brokerage firm whose liability was derivative of its repre-
sentative. Thus, this question remains open. Accordingly, defendants
whose liability is derivative of the tipper, such as controlling persons,
should also raise the defense and may want to move to dismiss the claims
against them on the ground that the defense is available based upon the
pleadings.

C. The Applicable Statute of Limitations Under Rule 10b-5

Prior to 1985, a considerable dispute arose over which statute of limita-
tions was applicable to actions under section 10(b) and rule 10b-5. Since
no federal statute provides a specific statute of limitations for these
claims, federal courts borrowed the most appropriate statute of limita-
tions of the forum state."' The Eleventh Circuit had attempted to deter-
mine the applicable statute of limitations on a claim-by-claim basis. The
court looked at the facts of the specific claim and the relief requested to
determine whether the claim more closely resembled the forum state's

83. Id. at 318.
84. Id.
85. 472 U.S. at 314. "Absent other culpable actions by a tippee that can fairly be said to

outweigh these violations by insiders and broker-dealers, we do not believe that the tippee
properly can be characterized as being of substantially equal culpability as his tippers." Id.

86. 472 U.S. at 314.
87. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 210 n.29 (1976); Diamond v. Lamotte, 709

F.2d 1419, 1421-22 (11th Cir. 1983).
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cause of action for common law fraud, violation of its blue sky laws, or
some other claim. This approach resulted in the application of more than
one limitation period to rule 10b-5 claims in a given state. In Georgia, for
example, the courts applied the state's two-year statute of limitations for
violations of the Georgia blue sky law to certain rule 10b-5 claims, while
applying the four-year common law fraud statute of limitations to other
claims.as This uncertainty over the applicable limitation period generated
considerable litigation.6 '

In its 1986 decision in Friedlander v. Troutman, Sanders, Lockerman
& Ashmore,'0 the Eleventh Circuit rejected the 'claim-by-claim' approach
and held that the one most appropriate statute of limitations must be
selected in each state for all section 10(b) and rule 10b-5 claims. 91 The
court relied upon the Supreme Court's ruling in Wilson v. Garcia," in
which the Court held that a single limitations period must be selected to
apply to all claims arising under 42 U.S.C. § 1983 in a given state." The
Supreme Court noted that "'[flew areas of the law stand in greater need
of firmly defined, easily applied rules than does the subject of periods of
limitations."'" Applying the test set forth in Wilson, the Eleventh Cir-
cuit concluded that the Georgia Securities Act" was the Georgia statute
most analogous to section 10(b) and rule 10b-5. Accordingly, a two-year
statute of limitations now applies to all rule 10b-5 claims brought in the
state of Georgia.

Based upon the test adopted by the Eleventh Circuit in Friedlander, it
appears that a two-year limitation period also will apply to claims under
rule 10b-5 brought in Alabama" and Florida.97 Despite this new ap-
proach, a number of different time periods will still be available in the
United States for bringing a claim under rule 10b-5. One district court

88. Compare Diamond, 709 F.2d 1419, 1421-22 (applying two-year limitation period
under Georgia Securities Act to claim by purchaser for rescission) with McNeal v. Paine
Webber, Jackson & Curtis, Inc., 598 F.2d 888 (5th Cir. 1979) (applying four-year common
law fraud limitation period to churning claim for damages against broker).

89. See Friedlander v. Troutman, Sanders, Lockerman & Ashmore, 788 F.2d 1500, 1504
(11th Cir. 1986) and cases cited therein.

90. 788 F.2d 1500 (11th Cir. 1986).
91. Id. at 1504.
92. 471 U.S. 261 (1985).
93. 788 F.2d at 1505 (citing 471 U.S. at 275 n.34).
94. 471 U.S. at 266 (Rehnquist, J., dissenting) (quoting Chardon v. Fumero Soto, 462

U.S. 650, 657 (1983)).
95. O.C.G.A. §§ 10-5-1 to -24 (1982).
96. See Hunt v. American Bank & Trust Co., 783 F.2d 1011, 1013 n.2 (11th Cir. 1986)

(citing White v. Sanders, 650 F.2d 627, 629 (5th Cir. June 13, 1981) (Unit B) (applying two-
year limitation period set forth in the Alabama Blue Sky Law, ALA. CODE § 8-6-19(e) (1984).

97. See Byrne v. Gulfstream First Bank & Trust Co., 528 F. Supp. 692 (S.D. Fla. 1981),
affd, 720 F.2d 686 (11th Cir. 1983).
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has observed that no fewer than five different limitation periods exist
(ranging from one to six years), and that in several states, the question of
the applicable limitations period is unsettled." The wisdom in having va-
rious limitation periods apply to a federal claim of this nature is difficult
to find, and thus, a legislatively adopted limitation period would appear
to be in order."

III. UNDERWRITER NOT A SELLER PER SE UNDER SECTION 12(2) OF
THE SECURITIES ACT

Section 12(2) of the Securities Act provides an express remedy against
any person who offers or sells a security by a prospectus or oral communi-
cation that is false or misleading.100 An individual who sells a security
directly to a purchaser and is in privity with the purchaser is obviously a
'seller' within the literal language of section 12(2). In the Eleventh Cir-
cuit, however, the courts may deem other parties to be sellers for pur-
poses of this statute. The court of appeals has held that a person may be
a seller if that person's actions were a "substantial factor" 101 in causing

98. Sanders v. Robinson Humphrey/American Express, Inc., 634 F. Supp. 1048, 1066
(N.D. Ga. 1986).

99. One of the author's partners, Edward C. Brewer, III, has suggested that the one/
three year limitation period set forth in § 13 of the Securities Act, 15 U.S.C. § 77m, should
apply to all securities claims in order to promote uniformity and reduce forum shopping.

100. Securities Act § 12, 15 U.S.C. § 771(2). Section 12 states:
Any person who-

(2) offers or sells a security (whether or not exempted by the provisions
of section 3, other than paragraph (2) of subsection (a) thereof, by the use
of any means or instruments of transportation or communication in inter-
state commerce or of the mails, by means of a prospectus or oral communi-
cation, 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 pur-
chaser not knowing of such truth 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
either at law or in equity in any court of competent jurisdiction, to recover the
consideration paid for such security with interest thereon, less the amount of any
income received thereon, upon the tender of such security, or for damages if he no
longer owns the security.

Id.
101. Pharo v. Smith, 621 F.2d 656, 667 (5th Cir. 1980). See also Junker v. Crory, 650

F.2d 1349 (5th Cir. 1981). In Junker, the court imposed section 12 liability on a lawyer who
promoted a merger between two related companies. The court found sufficient evidence to
establish that the lawyer was a "key participant" and an "active negotiator" in the transac-
tion, thereby bringing him within the scope of the 'seller' definition under section 12(2). Id.
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the transaction to take place,'10 and the injury to the plaintiff flowed "di-
rectly and proximately"103 from that person's actions. In Foster v. Jesup
& Lamont Securities Co.,104 however, the Eleventh Circuit held that an
underwriter of an issue is not a 'seller' with respect to each purchaser of
that issue. Thus, an underwriter is not liable to a purchaser under section
12(2) of the Securities Act solely by virtue of its status as an
underwriter.105

In Foster, the brokerage firm of Jesup & Lamont had agreed to under-
write on a 'best efforts basis' an oil and gas limited partnership that the
issuer was to sell. ' " Jesup & Lamont apparently failed to discover certain
material matters during its original due diligence review. It later con-
cluded that the partnership interests were not marketable and rescinded
its sales agency agreement with the issuer.17 Plaintiff Foster had bought

at 1360. In Croy v. Campbell, 624 F.2d 709 (5th Cir. 1980), the court declined to hold a tax
lawyer liable as a seller when a real estate investment he recommended failed to produce tax
benefits. Id. at 715.

102. Several courts require strict privity in order to impose primary liability under sec-
tion 12(2). See, e.g., Cady v. Murphy, 113 F.2d 988, 990-91 (1st Cir.), cert. denied, 311 U.S.
705 (1940); Collins v. Signetics Corp., 605 F.2d 110, 113-14 (3d Cir. 1979).

103. Hill York Corp. v. American Int'l Franchises, 448 F.2d 680, 693 (5th Cir. 1971). In
Hill York, the court imposed section 12 liability on defendants who engineered a franchise
sales scheme. Even though defendants did not sell to plaintiffs, the court deemed defend-
ants to be 'sellers,' since they were the "motivating force" behind the scheme, Id.

104. 759 F.2d 838 (11th Cir. 1985).
105. Id. at 845-46. While section 12(2) bears some resemblance to the antifraud provi-

sion in rule lob-5, there are significant differences. First, section 12(2) does not impose lia-
bility on an individual who purchases a security by means of a false or misleading communi-
cation. Compare Securities Act § 12(2), 15 U.S.C. § 771(2), with rule lOb-5, 17 C.F.R. §
240.10b-5 (1986). Second, the injured party can recover only from his 'seller' under section
12(2), as the case law has defined that term. The circuits are currently split on whether
liability can exist under section 12(2) for aiding and abetting. See generally Comment, Sec-
ondary Liability Under Section 12(2) of the Securities Act of 1933, 78 Nw. U.L. Rv. 832
(1983). The Fifth Circuit specifically rejected this basis for imposing secondary liability
under section 12(2) in Croy v. Campbell, 624 F.2d 709, 713-14 (5th Cir. 1980). It is also
unclear whether conspiracy liability is available under section 12(2). Compare SEC v. Sea-
board Corp., 677 F.2d 1289, 1294-95 n.4 (9th Cir. 1982) (rejecting conspiracy theory);
Kramer v. Scientific Control Corp., 452 F. Supp. 812, 814 (E.D. Pa. 1978) (rejecting conspir-
acy theory) with In re Ceasar's Palace Sec. Litigation, 360 F. Supp. 366, 378-83 (S.D.N.Y.
1973). Under appropriate circumstances, however section 12(2) has significant advantages
over rule 10b-5. First, a 'seller' under section 12(2) is strictly liable to his purchaser for a
false or misleading communication, unless the seller sustains the burden of proof that he did
not know, and in the exercise of reasonable care could not have known, of the untruth or
omission. Under rule 10b-5, the plaintiff must prove that the other party acted with 'scien-
ter.' Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976). Moreover, the plaintiff need not
prove reliance under section 12(2), as he must under rule lob-5. See Hill York Corp. v.
American Int'l Franchises, 448 F.2d 680, 695 (5th Cir. 1971).

106. 759 F.2d at 840.
107. Id. at 841.
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a partnership interest from Minick, the sole shareholder and president of
the corporation that served as the general partner in the limited partner-
ship."$ Nonetheless, Foster brought suit against Jesup & Lamont, alleg-
ing that the firm was a 'seller' within the ambit of section 12(2).le" Foster
testified that the placement memorandum he received showed Jesup &
Lamont as the underwriter of the offering, and that he purchased the
partnership interest in partial reliance on that representation.110 Testi-
mony also showed that Jesup & Lamont had reassured Foster's account-
ant about Minick, even after Jesup & Lamont had withdrawn from the
offering. The trial court submitted the case to the jury on special inter-
rogatories, which the jury answered unfavorably to the underwriter.'
The jury specifically found that Jesup & Lamont had "materially aided in
the sale of unregistered securities to Foster, and that Jesup & Lamont's
activities were a substantial factor in the sale of a security to Foster.M1 2

In overturning the verdict, the Eleventh Circuit held that as a matter
of law, the facts were not sufficient to find that the underwriter was a
'seller' within the meaning of section 12(2).1s In reaching its decision, the
Eleventh Circuit examined the relationship between sections 11114 and
12(2) of the Securities Act and determined that Congress did not intend
to make underwriters liable under section 12(2) "simply because they
were underwriters."' ' 0 Section 11116 imposes liability on an underwriter in

108. Id. at 840.
109. Id. at 842.
110. Id. at 843.
111. Id. n.10.
112. Id. at 849.
113. Id. at 845-46 (citing Securities Act § 12(2), 15 U.S.C. § 771(2)).
114. Securities Act § 11, 15 U.S.C. § 77k.
115. 759 F. Supp. at 845.
116. Securities Act § 11, 15 U.S.C. § 77k. Section 11 provides:

(a) In case any part of the registration statement, when such part became effec-
tive, contained an untrue statement of a material fact or omitted to state a mate-
rial fact required to be stated therein or necessary to make the statements therein
not misleading, any person acquiring such security (unless it is proved that the
time of such acquisition he knew of such untruth or omission) may, either at law
or in equity, or in any court of competent jurisdiction, sue-

(5) every underwriter with respect to such security ....

(e) ... In no event shall any underwriter (unless such underwriter shall have
knowingly received from the issuer for acting as an underwriter some benefit, di-
rectly or indirectly, in which all or other underwriters similarly situated did not
share in proportion to their respective interests in the underwriting) be liable in
any suit or as a consequence of suits authorized under subsection (a) for damages
in excess of the total price at which the securities underwritten by him and dis-
tributed to the public ....



7 SECURITIES REGULATION

connection with false or misleading statements in a registration state-
ment.1 7 The liability, however, is generally limited to the aggregate
amount sold by the underwriter.'"

The Eleventh Circuit concluded that it would be inconsistent to limit
the liability of underwriters under section 11 to the aggregate amount of
their sales, while imposing unlimited liability on underwriters under sec-
tion 12(2)." s The court found its view to be in keeping with district court
cases decided under section 12(2), in which courts have held that when
there is more than one underwriter of an issue, each underwriter is liable
only to the plaintiff-purchaser who purchased securities from that
underwriter.8 0

Since Jesup & Lamont was not a seller solely by virtue of its status as
an underwriter, the court next turned to whether the remaining acts by
Jesup & Lamont were a 'substantial factor' in causing Foster to purchase
the limited partnership interest. The court resolved this question in the
negative, despite the jury's contrary finding on this precise issue.'"1

Although the court cited no legislative history in support of limiting the
liability of underwriters under section 12(2), the court's view of the in-
tended interrelationship between section 11 and section 12(2) appears
correct. Both section 11 and section 12(2) allow a defendant (other than
an issuer under section 11) to avoid liability by establishing that it rea-
sonably did not know of the untruth or omission.12 Neither statute im-
poses liability for "pure omissions.""' Similarly, both section 11 and sec-

Id.
117. Id.
118. 759 F.2d at 845-46.
119. Id. at 845 (citing In re Itel Sec. Litigation, 89 F.R.D. 104, 121 (N.D. Cal. 1981) and

Unicorn Field, Inc. v. The Cannon Group, 60 F.R.D. 217, 222-23 (S.D.N.Y. 1973)).
120. Id. at 846.
121. Id.
122. Securities Act §§ 11, 12(2), 15 U.S.C. §§ 77k, 771(2). Specifically, section

11(b)(3)(B)(1) permits any person, other than the issuer, to avoid liability if he sustains the
burden of proving that

he had, after reasonable investigation reasonable ground to believe and did be-
lieve, at the time such part of the registration statement became effective, that the
statements therein were true and that there was no omission to state a material
fact required to be stated therein or necessary to make the statements therein not
misleading ....

Id. (emphasis added). Section 12(2) exculpates a seller who sustains 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." Id. (emphasis added). While courts arguably could impose liability
under section 11, when the underwriter did not know of the untruth or omission because, in
fact, it undertook no reasonable investigation, this distinction, although subject to debate,
presents too fine a basis for substantially differentiating between the purposes of the two
statutes.

123. See H.R. REP. No. 152, 73d Cong., 1st Sss. 26 (1933); L. Loss, FUNDAMENTALS OF
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tion 12(2), by their terms, impose certain limitations on either the
amount of damages or the class of persons who are subject to liability. If
an underwriter can be liable for an untruth or omission under section
12(2) to all purchasers of an offering based on a written or oral communi-
cation, then the section 11 provision that generally limits the under-
writer's damages for a false registration statement to the total price of the
securities it underwrites would have no real effect. Plaintiffs could bypass
the liability limitation under section 11 simply by bringing suit under sec-
tion 12(2).

Under the appropriate facts, an underwriter may still be liable to all
purchasers of an issue. This liability arises under section 11 if the under-
writer receives some special benefit that is different from other similarly
situated members of the underwriting syndicate.1 2 4 Liability also arises
under section 12(2) if the underwriter's activities are a substantial factor
in the sale to all purchasers and are the proximate cause of the plaintiff's
injuries. 1 2 In a standard underwriting, these facts are not present. Facts
similar to those in Foster, however, may be sufficient to establish primary
or secondary liability against an underwriter under rule 10b-5, assuming
the court finds the requisite scienter.

IV. IMPLIED CAUSES OF ACTION UNDER THE WILLIAMS ACT

In 1968, Congress enacted the Williams Act"2 to insure that sellers pro-
vide adequate information to investors during tender offers for the stock
in their corporations.'2 7 The provisions of the Williams Act appear in sec-
tions 13(d), 14(d), 14(e), and 14(f) of the Exchange Act and are collec-
tively known as the Williams Act Amendments. 2 8 Section 13(d)129 of the
Exchange Act requires that anyone who obtains more than five percent of
any class of equity securities must file a Schedule 13D statement setting
forth: "'(1) the background and identity of the purchaser; (2) the source
of the funds used to purchase the securities; and (3) the purpose of the
acquisition and the purchaser's future plans and intentions with respect

SECURITIES REGULATION 1023 (1983).
124. Securities Act § 11, 15 U.S.C. § 77k.
125. Id. § 12(2), 15 U.S.C. § 771(2).
126. See Exchange Act (Williams Act Amendments) §§ 13(d), 14(d)-(f), 15 U.S.C. §§

78m(d), 78n(d)-(f).
127. Piper v. Chris-Craft Indus., 430 U.S. 1, 26-37 (1977); Florida Commercial Banks v.

Culberhouse, 772 F.2d 1513, 1515 (11th Cir. 1985). See generally S. REP. No. 550, 90th
Cong., 1st Sess. 3 (1967); H.R. REP. No. 1711, 90th Cong., 2d Sess. 3, reprinted in 1968 U.S.
CODE CONG. & ADMIN. NEws 2811, 2813.

128. See supra note 126; Florida Commercial, 772 F.2d 1513, 1515 (11th Cir. 1985).
129. Exchange Act § 13(d), 15 U.S.C. § 78m(d).
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to the issuer.' ,,0 Section 14(d) 1 1 requires that tender offerors disclose
certain specified information to the SEC, including all of the information
required in a Schedule 13D statement.1 32 Section 14(e)' 33 is a broad an-
tifraud provision applicable to tender offers and is virtually identical to
rule 10b-5. 1" Section 14(f)"I imposes disclosure requirements when new
corporate directors are chosen as a result of a tender offer. The Williams
Act does not provide an express cause of action for investors, target com-
panies, or any other private party.13"

In 1984, the Eleventh Circuit held that a target company, which alleged
violations of sections 13(d), 14(d), and 14(e) by the tender offeror, did not
have a private right of action to force the defendant tender offeror to
divest itself of holdings of the target company's stock and to refrain from
voting its shares or otherwise exercising its rights pending divestiture.13'
The court, in Liberty National Insurance Holding Co. v. Charter Co.,""
focused on the fact that Congress enacted the Williams Act Amendments
primarily for the protection of investors; not to give management an un-
fair advantage over tender offers and take-over battles. 3 ' The court con-
cluded that the divestiture remedy requested by plaintiff would tend to
thwart the purposes of the Williams Act by tilting the balance too heavily
in favor of management.1

40

A year later, in Florida Commercial Banks v. Culverhouse, '4 the Elev-

130. Florida Commercial, 772 F.2d 1513, 1515 (11th Cir. 1985) (quoting Liberty Nat'l
Ins. Holding Co. v. Charter Co., 734 F.2d 545 (11th'Cir. 1984)). The purchaser must file the
schedule with the SEC, the company, and any exchanges on which the stock is traded. Ex-
change Act § 13(d), 15 U.S.C. § 78m(d).

131. Exchange Act § 14(d), 15 U.S.C. § 78n(d).
132. Id.; Florida Commercial, 772 F.2d 1513, 1515 (11th Cir. 1985).
133. Exchange Act § 14(e), 15 U.S.C. § 78n(e).
134. Section 14(e) provides:

It shall be unlawful for any person to make any untrue statement of a material
fact or to omit any material fact necessary in order to make the statement made,
in light of the circumstances under which they are made, not misleading, or to
engage in any fraudulent, deceptive or manipulative acts or practices in connec-
tion with any tender offer ....

Id. See generally Schreiber v. Burlington N., Inc., 472 U.S. 1 (1985). In Schreiber, the Su-
preme Court held that the 'antifraud' provisions of the Exchange Act do not per se prohibit
manipulative acts, and that a plaintiff must prove misrepresentation or nondisclosure in
order to state a claim. Id. at 5-8.

135. Exchange Act § 14(0, 15 U.S.C. § 78n(f).
136. Liberty Nat'l, 734 F.2d 545, 554 (11th Cir. 1984); Florida Commercial, 772 F.2d

1513, 1515 (l1th Cir. 1985).
137. Liberty National, 734 F.2d 545, 561-70 (11th Cir. 1984).
138. 734 F.2d 545 (11th Cir. 1984).
139. Id. at 561-70.
140. Id.
141. 772 F.2d 1513 (11th Cir. 1985).
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enth Circuit held that a target company had a private right of action
under the Williams Act to obtain corrective disclosures from a tender of-
feror who had filed false and misleading tender offer materials with the
SEC and had disseminated these materials to the shareholders of the tar-
get corporation.1 4 In reaching its decision, the court of appeals applied
the four-pronged test set forth by the Supreme Court in Cort v. Ash 143 to
determine whether a statute creates an implied right of action. '4 Apply-
ing the Cort analysis, the Eleventh Circuit had little difficulty in finding
an implied right of action.'4 The court quickly concluded that the regula-
tion of tender offers was relegated to federal law, and thus, implying a
private action would not interfere with traditional state interests."41

The Eleventh Circuit noted that the central inquiry under Cort, how-
ever, is legislative intent.'47 To determine the legislative intent behind the
Williams Act Amendments, the court "examine[d] (1) whether the legisla-
ture has specifically indicated the intent to create or preserve such a right
of action, and (2) whether the purposes of the Williams Act would be
furthered or thwarted by the creation of a private right of action." 45 Al-
though the legislative history is silent, the Eleventh Circuit noted that
prior to 1977, when Congress last amended the Act,"14 numerous courts
had interpreted the Williams Act to provide a private right of action on
behalf of target corporations.50 The court concluded "that Congress' fail-
ure to eliminate these rights of action legislatively is evidence that Con-
gress intended the Williams Act to create private rights of action on be-
half of target corporations."'' 5 The court also found that providing a right

142. Id. at 1519.
143. 422 U.S. 66, 78-85 (1975).
144. 772 F.2d at 1517. Under the Cort v. Ash analysis, a court must examine:

(1) whether the plaintiff is a member of the class for whose especial benefit the
statute was enacted;
(2) whether there is any indication of legislative intent, explicit or implicit, either
to create such a remedy or to deny one;
(3) whether it is consistent with the underlying purposes of the legislative scheme
to imply such a remedy for the plaintiff; and
(4) whether the cause of action is one traditionally relegated to state law, so that it
would be inappropriate to infer a cause of action based on federal law.

772 F.2d at 1517 (citing Cort v. Ash, 422 U.S. at 78-85).
145. Id. at 1517-19.
146. Id. at 1517.
147. Id. (citing Touche Ross & Co. v. Redington, 442 U.S. 560, 575-76 (1978)).
148. Id.
149. Id. at 1518 n.1.
150. See, e.g., General Aircraft Corp. v. Lampert, 556 F.2d 90 (1st Cir. 1977); Missouri

Portland Cement Co. v. H.K. Porter Co., 535 F.2d 388 (8th Cir. 1976); GAF Corp. v. Mil-
stein, 453 F.2d 709 (2d Cir. 1971), cert. denied, 406 U.S. 910 (1972); Bath Indus. v. Blot, 427
F.2d 97 (7th Cir. 1970).

151. 772 F.2d at 1518 (citing Liberty Nat'1, 772 F.2d at 563; Indiana Nat'l Corp. v. Rich,
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of action would further the purpose of the Williams Act, which was to
insure that adequate information regarding the intentions and financial
ability of the offering party was available to the shareholders.15'

The decision in Florida National presents some potential for abuse.
Creating an implied right of action on behalf of the target company in-
sures increased litigation in connection with tender offers. Managers of a
target company who seek to entrench themselves will undoubtedly view
injunctive relief as another weapon to stall or prevent takeovers. Courts
should be cognizant of this potential for abuse and should quickly and
carefully scrutinize these actions by management. Nonetheless, the target
company is generally better able to determine whether the information
the offeror has disclosed is accurate and will have greater resources than
the target shareholders to pursue the claim. Assuming courts maintain a
proper balance, the decision to imply a private right of action should fur-
ther Congress' intent to insure that offerors provide adequate information
to investors.

V. ARBITRATION

A significant amount of litigation was generated during this survey pe-
riod concerning the arbitrability of federal securities law claims pursuant
to a predispute arbitration agreement. These agreements commonly ap-
pear in customer agreements or new account opening documents that cus-
tomers execute when opening accounts with brokerage firms.'" The arbi-
tration agreements generally require that the parties submit any dispute
relating to the account to an arbitration panel pursuant to the rules of
the National Association of Securities Dealers, the New York Stock Ex-
change, the American Stock Exchange, or the American Arbitration
Association.

712 F.2d 1180, 1184 (7th Cir. 1983)).
152. Id.
153. A typical arbitration agreement provides:

Any controversy between us arising out of or relating to this contract or the
breach thereof, shall be settled by arbitration, in accordance with the rules then
obtaining, of either the Arbitration Committee of the New York Stock Exchange,
American Stock Exchange, National Association of Securities Dealers or where ap-
propriate, Chicago Board of Option Exchange or Commodities Futures Trading
Commission as I may elect. I authorize you if I do not make such election by
registered mail addressed to you at your main office within fifteen (15) days after
receipt of notification from you requesting such election, to make such election in
my behalf. Any arbitration hereunder shall be before at least three arbitrators and
the award of the arbitrators, or of a majority of them, shall be final, and judgment
upon the award rendered may be entered in any court, state or federal, having
jurisdiction.

PaineWebber Client's Agreement.
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Courts have long held that a party can be compelled to arbitrate com-
mon law claims, such as fraud, negligence, and breach of fiduciary duty,'"
assuming, of course, that an enforceable prearbitration agreement exists.
An arbitration agreement may be unenforceable on the grounds of adhe-
sion, unconscionability, waiver of judicial remedies without notice, lack of
mutuality of obligation, or fraud.'" When enforceability is in question,
the focus is on the arbitration agreement itself and the circumstances sur-
rounding its execution. A court will not declare an arbitration agreement
unenforceable, simply because the customer alleges that she was fraudu-
lently induced to open the account or sign documents that contained the
arbitration agreement.'" A claim of this nature is left to the arbitration
panel for resolution.' 17 To compel arbitration, the broker must, of course,
establish that an arbitration agreement exists.'" Despite the existence of
a prearbitration agreement, the parties are free to reject arbitration, if
they mutually agreed to the rejection. Since arbitration panels rarely
award punitive damages in securities cases, 15 brokerage firms virtually
always elect to enforce the agreement.'" Under the Federal Arbitration

154. See, eg., Wilko v. Swam, 346 U.S. 427 (1953).
155. See Prima Paint Corp. v. Flood & Conklin Mfg. Co., 388 U.S. 395 (1967); CanCanon

v. Smith, Barney, Harris Upham & Co., 805 F.2d 998 (11th Cir. 1986); Brown v. Dean Witter
Reynolds, Inc., 804 F.2d 129 (11th Cir. 1986); Miller v. Drexel, Burnham Lambert, Inc., 791
F.2d 850 (11th Cir. 1986).

156. Coleman v. Prudential-Bache Sec., Inc., 802 F.2d 1350, 1352 (11th Cir. 1986).
157. Id. But see CanCanon v. Smith Barney, Harris, Upham & Co., 805 F.2d 998 (11th

Cir. 1986). In CanCanon, the Eleventh Circuit refused to enforce an arbitration agreement
that appeared in securities account opening documents. Plaintiffs, who did not speak Eng-
lish, alleged that they did not intend to open a securities account; rather, they intended to
open a money market account that did not contain an arbitration clause. Under these cir-
cumstances, the Eleventh Circuit found that when the misrepresentation of the character or
essential terms of the proposed contract occurs, assent to the contract is impossible, render-
ing any arbitration agreement unenforceable. The Eleventh Circuit reversed the portion of
the district court order compelling arbitration and remanded the case for trial on the issue
of whether plaintiffs gave effective assent to the securities agreement. Id. at 1000-01.

158. See Benoay v. Prudential-Bache Sec., Inc., 805 F.2d 1437, 1441 (11th Cir. 1986)
(remanded for proof that the parties had executed an agreement).

159. The author is aware of only one reported decision, an appeal from an arbitration
award, in which a court awarded punitive damages. See Baker v. Sadick, 162 Cal. App. 3d
618, 208 Cal. Rptr. 676 (1984), in which the California Court of Appeal affirmed an award of
punitive damages in a medical malpractice arbitration. Under New York law, however, arbi-
trators may not award punitive damages. Garrity v. Lyle Stuart, Inc., 40 N.Y.2d 354, 353
N.E.2d 793, 386 N.Y.S.2d 831 (1976); see also Willis v. Shearson/American Express, Inc.,
569 F. Supp. 821 (M.D.N.C. 1983). If awarding punitive damages becomes more prevalent in
arbitration, brokers may attempt, if applicable, to stipulate that New York law applies.

160. Punitive damages are not uncommon in securities cases tried by a jury. See, e.g.,
Arceneaux v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 767 F.2d 1498 (11th Cir. 1985)
(jury awarded $46,675 in compensatory damages, and $15,000 and $300,000 in punitive dam-
ages against broker and firm respectively).
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Act, district courts may set aside awards on a number of limited
grounds, for instance, that the award was procured by corruption, fraud,
or undue means.'62 Courts may also set aside an award for "manifest dis-
regard for the law,'"1 a judicially created ground not found in the Fed-
eral Arbitration Act.

The greatest amount of litigation during the survey period focused on
whether brokers may compel customers to arbitrate claims arising under
the federal securities laws. In its 1953 decision in Wilko v. Swann,' the
Supreme Court held that a defendant could not compel a plaintiff to arbi-
trate claims arising under the Securities Act.' 6" In Wilko, the brokerage
firm had moved to stay judicial proceedings, pending arbitration of plain-
tiff's damage claim under section 12(2) of the Securities Act.'" The Su-
preme Court ruled that section 14 of the Securities Act'61 prohibited the
Court from compelling arbitration, since section 14 voided any "condi-
tion, stipulation, or provision binding"'16 the securities purchaser to
waive compliance with any terms of the act.1e9 The Court concluded that
enforcement of the prearbitration dispute would result in a waiver of the
customer's express right under section 12(2) to resolve his dispute in a
judicial forum.170 The Court also expressed concern over the adequacy of
arbitration as a means of resolving a customer's securities law claims. The
federal courts subsequently extended the holding in Wilko to claims
brought under section 10(b) of the Exchange Act and rule 1lb-5. 1m In
1976, the Fifth Circuit sanctioned this extension in Sibley v. Tandy
Corp. 172

In its 1982 decision in Belke v. Merrill Lynch, Pierce, Fenner & Smith,

161. 9 U.S.C. §§ 1-208 (1982).
162. Id. § 10.
163. See Merrill Lynch, Pierce, Fenner & Smith, Inc. v. Bobker, 808 F.2d 930 (2d Cir.

1986), in which the Second Circuit provided a good discussion of this ground for vacating an
award under rule 10b-4.

164. 364 U.S. 427 (1953).
165. Id. at 434-39.
166. Id. at 429.
167. Securities Act § 14, 15 U.S.C. § 77n.
168. Id.
169. 346 U.S. at 430.
170. Id. at 434-38.
171. See De Lancie v. Birr, Wilson & Co., 648 F.2d 1255, 1257-58 (9th Cir. 1981); Mans-

bach v. Prescott Ball & Turben, 598 F.2d 1017, 1030 (6th Cir. 1979); Merrill Lynch, Pierce,
Fenner & Smith, Inc. v. Moore, 590 F.2d 823, 825-29 (10th Cir. 1978); Weissbuch v. Merrill
Lynch, Pierce, Fenner & Smith, Inc., 558 F.2d 831, 834-36 (7th Cir. 1977); Ayrers v. Merrill
Lynch, Pierce, Fenner & Smith, Inc., 538 F.2d 532, 536-37 (3d Cir.), cert. denied, 429 U.S.
1010 (1976).

172. 543 F.2d 540, 542-43 (5th Cir. 1976), cert. denied, 434 U.S. 824 (1977).
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Inc.,"' the Eleventh Circuit adopted the 'intertwining doctrine,' holding
that federal courts should deny arbitration of state claims that are "inex-
tricably intertwined" 174 with federal claims so that resolution of the state
claims by arbitration might have a preclusive effect on the judicial pro-
ceedings. 1" Although a number of other circuits adopted the 'intertwining
doctrine,' there was a substantial split of authority concerning its
propriety. 

1 7

In 1985, the Supreme Court rejected the 'intertwining doctrine.' The
Court held in Dean Witter Reynolds, Inc. v. Byrd 17

7 that the Federal Ar-
bitration Act 1 s requires courts to compel arbitration of state law claims
pursuant to a valid free predispute arbitration agreement.7 The Court
found that the lower courts' concern over the preclusive effects of an arbi-
tration award on the federal securities claim was overstated, since the de-
cision to apply collateral estoppel was left to the sound discretion of those
courts.

180

In Greenblatt v. Drexel Burnham Lambert, Inc.,151 the Eleventh Cir-
cuit subsequently confirmed that, under the appropriate circumstances, a
court may give "collateral estoppel effect to all of the factual determina-
tions which were necessary and critical to the arbitration panel's ultimate
award."' 82 In Greenblatt, the parties conducted the arbitration pursuant
to the arbitration rules of the New York Stock Exchange. 83 Counsel rep-
resented the parties and presented argument, cross-examined witnesses,
and introduced relevant evidence. Moreover, the arbitration panel pre-
served a complete record of the proceedings.' 8 Since the procedures uti-

173. 693 F.2d 1023 (11th Cir. 1982).
174. Id. at 1026.
175. Id.
176. The Fifth, Ninth, and Eleventh Circuits had adopted the 'intertwining doctrine.'

See Byrd v. Dean Witter Reynolds, Inc., 726 F.2d 552, 554 (9th Cir. 1984), rev'd, 470 U.S.
213 (1985); Belke v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 693 F.2d 1023, 1026 (11th
Cir. 1982); Miley v. Oppenheimer & Co., 637 F.2d 318, 335 (5th Cir. 1981). The Sixth, Sev-
enth, andthe Eighth Circuits, however, had rejected the doctrine. See Surman v. Merrill
Lynch, Pierce, Fenner & Smith, Inc., 733 F.2d 59, 62 (8th Cir. 1984); Liskey v. Oppenheimer
& Co., 717 F.2d 314, 317-20 (6th Cir. 1983); Dickinson v. Heinhold Sec., Inc., 661 F.2d 638,
644-45 (7th Cir. 1981).

177. 470 U.S. 213 (1985).
178. 9 U.S.C. §§ 1-208.
179. 470 U.S. at 217. See also Moses H. Cone Memorial Hosp. v. Mercury Constr. Corp.,

460 U.S. 1, 24-25 (1983), and Mitsubishi Motors Corp. v. Soler Chrysler-Plymouth, Inc., 105
S. Ct. 3346, 3354-55 (1985) (courts should resolve doubts as to the arbitrability of a claim in
favor of arbitration).

180. 470 U.S. at 216-21.
181. 763 F.2d 1352 (11th Cir. 1985).
182. Id. at 1361.
183. Id.
184. Id.
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lized by the New York Stock Exchange 65 are virtually identical to the
procedures adopted by the National Association of Securities Dealers,'
the American Stock Exchange,' s7 and the Municipal Securities Rule Mak-
ing Board,'" courts adopting the Greenblatt rationale should generally
give the decisions of those panels collateral estoppel effect to all of the
factual determinations that were necessary and critical to the panel's ulti-
mate award.

The decision of the Supreme Court in Byrd, however, had ramifications
far beyond its express holding. In a footnote, the majority opinion called
into question the applicability of the holding in Wilko to claims arising
under the Exchange Act, and specifically to claims arising under section
10(b) and rule lOb-5.' s s In a concurring opinion, Justice White argued
that Wilko should not prohibit arbitration of section 10(b) and rule 10b-5
claims:

Wilko's reasoning cannot be mechanically transplanted to the 1934
Act. While § 29 of that Act, 15 U.S.C. § 78cc(a), is equivalent to § 14 of
the 1933 Act, counterparts of the other two provisions are imperfect or
absent altogether. Jurisdiction under the 1934 Act is narrower, being re-
stricted to the federal courts. 15 U.S.C. § 78aa. More important, the

185. N.Y.S.E. Guide (CCH) 2600 (1984).
186. N.A.S.D. Manual (CCH) 1 3701 (1983).
187. Am. Stock Ex. Guide (CCH) 9540 (1984).
188. M.R.S.B. Manual (CCH) 3671 (1977).
189. 470 U.S. at 215-16 n.1. The Court stated in the footnote:

In Wilko v. Swann, 346 U.S. 427 (1953) this Court held that a predispute agree-
ment to arbitrate claims that arise under § 12(2) of the Securities Act. . . was not
enforceable. The Court pointed to language in § 14 of the Securities Act ...
which declares "void" any "stipulation" waiving compliance with any "provision"
of the Securities Act, and held that an agreement to arbitrate amounted to a stip-
ulation waiving the right to seek a judicial remedy, and was therefore void ....
Years later, in Scherk v. Alberto Culver Co., 417 U.S. 506 (1974) this Court ques-
tioned the applicability of Wilko to a claim arising under § 10(b) ... or under
Rule 10b-5, because the provisions of 1933 and 1934 Acts differ, and because, un-
like § 12(2) of the 1933 Act, § 10(b) of the 1934 Act does not expressly give rise to
a private cause of action .... The Court did not, however, hold that Wilko
would not apply in the context of a § 10(b) or Rule l0b-5 claim, and Wilko has
retained considerable vitality in the lower federal courts. Indeed, numerous Dis-
trict Courts and Courts of Appeals have held that the Wilko analysis applies to
claims arising under Section 10(b) ... and that agreements to arbitrate such
claims are therefore unenforceable .... Dean Witter and amici representing the
securities industry urges us to resolve the applicability of Wilko to claims under
Section 10(b) and Rule 10b-5. We decline to do so. In the District Court, Dean
Witter did not seek to compel arbitration of the federal securities claims. Thus,
the question whether Wilko applies to § 10(b) and Rule 10b-5 claims is not prop-
erly before us.
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cause of action under § 10(b) and Rule 10b-5 involved here, is implied
rather than express. The phrase "waive compliance with any provision of
this chapter" 15 U.S.C. § 78cc(a), is thus literally inapplicable. More-
over, Wilko's solicitude for the federal cause of action-the "special
right" established by Congress... is not necessarily appropriate where
the cause of action is judicially implied and not so different from the
common law action.

The Court has expressed these reservations before. I reiterate them to
emphasize that the question remains open, and the contrary holdings of
the lower courts must be viewed with some doubt.'90

Reliance upon Justice White's concurring opinion created turmoil in the
federal judiciary, as many federal district courts held that claims under
section 10(b) and rule 10b-5 were now arbitrable. 1 ' The federal courts of
appeal, however, were not as easily swayed. Five of the seven appellate
courts that considered the issue, including the Eleventh Circuit in its en
banc decision in Wolfe v. E.F. Hutton,19 2 reaffirmed that claims arising
under the Exchange Act are not arbitrable.' 93

190. 470 U.S. at 224-25 (White, J., concurring) (citations omitted) (emphasis by Court).
191. See, e.g., Yedor v. Oppenheimer, No. 86 C-137, slip op. (N.D. Ill. July 23, 1986);

Arent v. Shearson American Express, Inc., [1985-1986 Transfer Binder] Fed. Sec. L. Rep.
(CCH) l 92,523 (D. Mass. 1986); Schriner v. Bear, Stearns & Co., 635 F. Supp. 373 (N.D.
Cal. 1986); Gregory v. Merrill Lynch, Pierce, Fenner & Smith, Inc., No. 84-1647, slip op.
(M.D. Fla. March 9, 1985) (compelling arbitration of § 10(b) claims); Johnson v. Kidder
Peabody, No. 85-178, slip op. (N.D.N.Y. July 29, 1985); Sevinor v. Merrill Lynch, Pierce,
Fenner & Smith, Inc., No. 84-3240, slip op. (D. Mass. July 19, 1985); Dees v. Distenfield, 618
F. Supp. 123 (C.D. Cal. 1985); Willis v. Prudential-Bache Sec., Inc., No. 85-0059, slip op.
(N.D. Ind. July 15, 1985); Greist v. Merrill Lynch, Pierce, Fenner & Smith, Inc., No. 83-
6826, slip op. (S.D. Fla. Aug. 26, 1985); Raiford v. Merrill Lynch, Pierce, Fenner & Smith,
Inc., [1985-86 Transfer Binder] Fed. Sec. L. Rep. (CCH) 92,269 (N.D. Ga. 1985); Mann v.
Foster & Marshall, No. 84-925, slip op. (W.D. Wash. June 3, 1985); Coonly v. Rotan Mosle,
Inc., 630 F. Supp. 404 (W.D. Tex. 1985); Jarvis v. Dean Witter Reynolds, Inc., 614 F. Supp.
1146 (D. Vt. 1985); Sapa v. Prudential Bache Sec., Inc., No. 85-1292, slip op. (S.D. Cal. Aug.
1985); Byrd v. Dean Witter Reynolds, Inc., [1985-1986 Transfer Binder] Fed. Sec. L. Rep.
(CCH) 92,225 (C.D. Cal. 1985); Walch v. Dean Witter Reynolds, Inc., [1985-1986 Transfer
Binder] Fed. Sec. L. Rep. (CCH) 92,060 (M.D. Fla. 1985); Niven v. Dean Witter Reynolds,
Inc. [1985-1986 Transfer Binder] Fed. Sec. L. Rep. (CCH) 1 92,257 (M.D. Fla. 1985); Sigvar-
sten v. Smith Barney Harris Upham & Co., No. 84-540, slip op. (M.D. Fla. May 31, 1985);
Westwind Transp. v. Merrill Lynch, Pierce, Fenner & Smith, No. 84-734, slip op. (M.D. Fla.
March 9, 1985); West v. Drexel Burnham Lambert, Inc., 623 F. Supp. 26 (W.D. Wash. 1985);
Ross v. Mathis, 624 F. Supp. 110 (N.D. Ga. 1985); Peele v. Kidder, Peabody & Co., 620 F.
Supp. 61 (W.D. Mo. 1985); Ilan v. Shearson/American Express, Inc., 632 F. Supp. 886
(S.D.N.Y. 1985).

192. 800 F.2d 1032 (11th Cir. 1986) (en banc), petition for cert. filed, 55 U.S.L.W. 37
(U.S. Dec. 29, 1987) (No. 86-1218).

193. The Second, Third, Fifth, Ninth, and Eleventh Circuits have held that the claims
are not arbitrable. See McMahon v. Shearson/American Express, Inc., 788 F.2d 94, 98 (2d
Cir.), cert. granted, 107 S. Ct. 60 (1986); Jacobson v. Merrill Lynch, Pierce, Fenner & Smith,
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The Supreme Court granted certiorari from the Second Circuit's deci-
sion in McMahon v. Shearson American Express, Inc.194 to resolve this
issue. In McMahon, the Supreme Court was also asked to rule on whether
a RIC0 196 claim is arbitrable when the predicate acts are based upon al-
leged violations of the federal securities laws. The Eleventh Circuit held
such claims were nonarbitrable.9 s

The SEC filed an amicus curiae brief in McMahon in which it urged
the Court not to rule on the arbitrability of claims under rule 10b-5 on
the basis of any distinction between express and implied remedies. This
distinction between remedies was at the heart of Justice White's discus-
sion concerning the arbitrability of section 10(b) claims in his concurring
opinion in Byrd.1 7 As the SEC correctly pointed out, the Supreme Court
has regularly indicated that express and implied rights of action stand on
equal footing.'s The Supreme Court reaffirmed the importance of im-
plied rights of action in the regulatory scheme of the federal securities
laws as recently as 1985.'"

To the surprise of many observers, however, the SEC argued that
claims under the Exchange Act and the Securities Act should be subject
to arbitration before regulatory agencies under the auspices of the SEC.21

Inc., 797 F.2d 1197, 1201-02 (3 Cir. 1986); Smoky Greenhaw Cotton Co. v. Merrill Lynch,
Pierce, Fenner & Smith, Inc., 785 F.2d 1274, 1281 (5th Cir. 1986); Conover v. Dean Witter
Reynolds, Inc., 794 F.2d 520, 527 (9th Cir. 1986); Wolfe v. E.F. Hutton & Co., 800 F.2d 1032,
1038 (11th Cir. 1986) (en banc), petition for cert. filed, 55 U.S.L.W. 37 (U.S. Dec. 29, 1987)
(No. 86-1218). The First and Eighth Circuits have held that the claims are arbitrable. Page
v. Mosely, Hallgarten, Estabrook and Weeden, Inc., No. 86-1021, slip op. (1st Cir. Nov. 26,
1986); Phillips v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 795 F.2d 1393, 1396 (8th Cir.
1986).

194. 788 F.2d 94 (2d Cir.), cert. granted, 107 S. Ct. 60 (1986). The Second Circuit fol-
lowed the majority view and held that claims under rule lob-5 were nonarbitrable. 788 F.2d
at 98.

195. Racketeer Influenced and Corrupt Organizations Act (RICO), 18 U.S.C. §§ 1961-
1966 (Supp. II 1985). See generally Sedima, S.P.R.L. v. Imrex Co., 105 S. Ct. 3275 (1985).

196. Tashea v. Bache, Halsey, Stuart, Shields, Inc., 802 F.2d 1337, 1338-39 (11th Cir.
1986). This decision is in accordance with the rulings of the Second Circuit in McMahon,
788 F.2d at 98-99, and the Third Circuit in Jacobson, 797 F.2d 1197, 1203 (3d Cir. 1986).
The Fifth Circuit originally held that such RICO claims were not arbitrable, but then re-
manded the issue for full briefing. See Smoky Greenhaw Cotton Co. v. Merrill Lynch,
Pierce, Fenner & Smith, Inc., 785 F.2d 1274, 1280-81 (5th Cir. 1986).

197. 470 U.S. at 229 (White, J., concurring).
198. Amicus Brief for the Securities Exchange Commission at 25-26, McMahon (No. 86-

44).
199. Bateman Eichler, Hill Richards, Inc. v. Berner, 472 U.S. 299 (1985). In that case,

the Court stated that "implied private actions provide 'a most effective weapon in the en-
forcement' of the securities laws and are 'a necessary supplement to Commission action.'"
Id. at 310 (quoting J.I. Case Co. v. Borak, 377 U.S. 426, 432 (1964)); see also Blue Chip
Stamps v. Manor Drug Stores, 421 U.S. 723, 730 (1975).

200. Amicus Brief for the Securities Exchange Commission at 13-21, McMahon (No. 86-
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To support its position, the SEC claimed that the Supreme Court's deci-
sion in Wilko was largely premised upon the Court's apprehension over
the viability of arbitration proceedings in 1953.201 The SEC claimed that
arbitration proceedings administered by self-regulatory organizations gov-
erned by the SEC provided adequate procedural safeguards to insure en-
forcement of the federal securities laws.202 The SEC contended that the
provisions of the Securities Act and the Exchange Act that prohibited the
waiver of any provision of those acts pertained only to substantive provi-
sions and not the procedural aspects of the securities laws.203 The SEC
also asserted that Congress knew of the Supreme Court's earlier expres-
sion of concern in Sherk v. Alberto Culver'04 over the arbitrability of sec-
tion 10(b) claims when Congress made sweeping revisions to the Ex-
change Act in 1975, and that Congress purposefully rejected an
opportunity to remove that concern through the amendments.*0 Con-
versely, the Eleventh Circuit in Wolfe concluded that Congress endorsed
Wilko when it enacted the 1975 amendments.2"

On June 8, 1987, the Supreme Court reversed the Second Circuit in
McMahon.207 In a 5-4 decision, the Court held that claims under rule 10b-
5 are subject to compulsory arbitration.2" The arguments relied on by
Justice O'Connor in the majority opinion are virtually identical to those
urged by the SEC in its amicus brief.2 "9 Chief Justice Rehnquist and Jus-
tices White, Powell, and Scalia joined in the opinion of the Court.210 The

44).
201. Id. at 13.
202. Id. at 16-20.
203. Id. at 9-12.
204. 417 U.S. 506 (1974).
205. See generally Securities Act Amendments 1975: Hearings on S. 249 Before the

Subcomm. on Sec. of the Senate Comm. on Banking, Hous. and Urban Affairs, 94th Cong.,
1st Sess. 1, reprinted in 1975 U.S. CODE CONG. & ADMIN. NEws 179.

206. 800 F.2d at 1037. The Eleventh Circuit referred to a Conference Report accompany-
ing the 1975 amendments that stated: "It was the clear understanding of the conferees that
this amendment did not change existing. law as articulated in Wilko v. Swann, 346 U.S. 427
(1953), concerning the effect of arbitration proceeding provisions in agreements entered into
by persons dealing with members and participants of self-regulatory organizations." H.R.
Rsp. No. 229, 94th Cong., 1st Ses. 91, 111, reprinted in 1975 U.S. CODE CONG. & ADMIN.
News 179, 321. As part of the 1975 amendments, Congress provided that all federal securi-
ties claims between securities professionals were arbitrable, including claims arising under
the Securities Act. 15 U.S.C. § 78bb(b) (1982). See generally Halliburton & Assocs. v. Hen-
derson, Few & Co., 774 F.2d 441 (11th Cir. 1985) (upholding the arbitrability of claims
under the Securities Act and the Exchange Act between municipal bond dealers).

207. Shearson v. American Express, Inc. v. McMahon, No. 86-44 Westlaw slip op. (U.S.
June 8, 1987).

208. d. at printed page 11.
209. Id. at printed pages 3-11.
210. Id. at printed page 3.
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Court also upheld the arbitrability of RICO claims in which the predicate
acts are comprised of securities law violations. 1 Justices Blackman,
Brennan, Marshall, and Stevens dissented from that portion of the major-
ity opinion which held that claims under the Exchange Act were arbitra-
ble. In doing so, they adopted the rationale offered by the Second Circuit
in McMahon and the Eleventh Circuit in Wolfe .21

Since the arbitrability of McMahon's Securities Act claims was not
before it, the Court did not expressly rule on the continued vitality of
Wilco. Nonetheless, it is obvious from the opinion that Wilco would have
been overturned if the issue had been raised by Shearson.'

The Supreme Court's decision in McMahon is viewed as a major vic-
tory by the securities industry. The victory may be short-lived, however. I
predict that McMahon will be "overruled" by Congress. Until then, self-
regulatory organizations like the NYSE, AME, and the NASD must find
a way to handle the flood of securities claims that will now be referred to
arbitration.

211. Id. at printed page 13.
212. Id. at printed pages 14-32.
213. See id. at printed pages 8-11.
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