
NOTES

10b-5 Reliance Requirement in the
Eleventh Circuit After Kirkpatrick v. J.C.

Bradford & Co.

I. INTRODUCTION

In Kirkpatrick v. J.C. Bradford & Co.,' the Eleventh Circuit Court of
Appeals perpetuated the mystery and confusion surrounding the reliance
requirement in actions brought under Securities Exchange Commission
("S.E.C.") rule lOb-5.2 The case reached the court of appeals on interloc-
utory appeal of the district court's denial of class certification under Fed-
eral Rules of Civil Procedure 23(a)(4).1 In addition to holding "that the
named plaintiffs did not demonstrate that they would pursue the litiga-

1. 827 F.2d 718 (11th Cir. 1987), cert. denied, 105 S. Ct. 1220 (1988).
2. 17 C.F.R. § 240.10b-5 (1984). Rule 10b-5, promulgated by the Securities and Exchange

Commission ["SEC"] in 1942 under § 10(b) of the Securities Exchange Act of 1934, 15
U.S.C. § 78j(b) (1982), 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,

(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 mate-

rial fact necessary in order to make the statements made, in the light of the cir-
cumstances under which they were made, not 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.

17 C.F.R. § 240.10b-5 (1984).
3. 827 F.2d at 720. FaD. R Civ. P. 23(a)(4) states: "One or more members of a class may

sue or be sued as representative parties on behalf of all only if ... (4) the representative
parties will fairly and adequately protect the interests of the class."
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tion with sufficient vigor to protect the interest of the class,"' the district
court gave as an alternative basis for its decision that, as a matter of law,
plaintiffs had not satisfied the reliance requirement. The court of ap-
peals reversed, holding that plaintiffs' pleadings alleged "fraud on the
market" and, therefore, the law did not require plaintiffs to establish
reliance.s

Although the court reached a "correct" decision, it achieved that end
by using a mixed bag of legal devices designed to relax the often insur-
mountable reliance requirement. In addition to employing the "fraud on
the market"' theory to grant plaintiffs a presumption of reliance, the
court reinforced the distinction between 10b-5(1) and (3), and lOb-5(2),'
developed in Affiliated Ute Citizens v. United States.' The decision also
solidified the distinction in terms of the reliance requirement between se-
curities that would be unmarketable absent defendant's fraud, and those
that would have been marketable but at a lower price,10 first pronounced
in Shores v. Sklar.11 Finally, the court strained plaintiffs' allegations to
characterize the case as primarily one of nondisclosure instead of positive
misrepresentation, thus shifting the burden of proof on the reliance issue
to defendant under the Ute presumption.12 Guided by a sense of justice,
courts in every circuit have used these devices in some form to allow de-
serving plaintiffs to recover."'

Section II of this note examines the background and logical underpin-
nings of these nuances in the reliance requirement and discusses argu-
ments advanced for maintaining a stronger standard in 10b-5 actions.
Section III reviews the Eleventh Circuit's approach to the reliance issue
in Kirkpatrick v. J.C. Bradford & Co.1" Section IV suggests that although
courts generally reach equitable results by applying these various excep-

4. Sanders v. Robinson Humphrey/American Express, Inc., 634 F. Supp. 1048, 1064
(N.D. Ga. 1986), rev'd sub nom. Kirkpatrick v. J.C. Bradford & Co., 827 F.2d 718 (11th Cir.
1987).

5. 634 F. Supp. at 1064.
6. 827 F.2d at 721-25.
7. The "Fraud on the Market" theory, explained as the courts' response to the heavy

burden placed on plaintiffs to show reliance, is discussed infra at text accompanying notes
31-34. See Lipton v. Documentation, Inc., 734 F.2d 740, 742 (11th Cir. 1984), cert. denied,
469 U.S. 1132 (1985).

8. 827 F.2d at 722-25.
9. 406 U.S. 128 (1972). See infra notes 22-34 and accompanying text.

10. 827 F.2d at 722-23.
11. 647 F.2d 462 (5th Cir. 1981) (en banc), cert. denied, 459 U.S. 1102 (1983). See infra

notes 43-56 and accompanying text.
12. 827 F.2d at 722.
13. Sachs, The Relevance of Tort Law Doctrines to Rule 10b-5: Should Careless Plain-

tiffs Be Denied Recovery? 71 CORNELL L. Rav. 96, 100-01 (1985).
14. 827 F.2d at 718.
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tions, they run a risk of denying deserving claims because certain plain-
tiffs are unable to fit within the parameters of one of the exceptions, or
are unable to apply the convoluted logic. This note concludes by arguing
that the reliance requirement in 10b-5 cases should be streamlined so
that (1) the plaintiff is granted a presumption of reliance in all 10b-5
cases, (2) the distinction between marketable and unmarketable securities
the court developed in Shores is eliminated, and (3) the standard for jus-
tified reliance requires only that plaintiff did not intentionally avail him-
self of defendant's fraud.

II. EROSION OF THE STRICT RELIANcE REQUIREMENT

In a traditional 10b-5 action, the plaintiff has the burden of establish-
ing scienter, materiality, reliance in fact, and justified reliance."5 Although
in the past courts have focused on the scienter element as a means of
adjusting the scope of 10b-5 litigation," the reliance requirement has
dominated the judicial spotlight in recent years.1 7 The significance of the
requirement is easy to understand. The party laboring under the burden
of proof on the reliance issue faces an enormous task.' s In many cases, the
plaintiff either failed to investigate documents containing the alleged mis-
representations' or, because the fraud involved omissions,20 the plaintiff
did not become aware of the misconduct until the loss occurred. Since
piecing together chains of causation can be speculative at best (particu-
larly in cases of nondisclosure and indirect "open market" fraud), the
burden of proving or disproving reliance is virtually insurmountable."1

The Supreme Court moved to simplify the reliance requirement in Af-
filiated Ute Citizens v. United States.22 Defendants in Ute were market
makers and sales agents for the stock of a corporation established to dis-
tribute income from assets owned by members of the Ute Indian tribe.2'
Defendants not only failed to inform members who wanted to sell their
stock at the prevailing market price, but also failed to notify them that
because the stock represented partially undeveloped resources, it might

15. Dupuy v. Dupuy, 551 F.2d 1005, 1014 (5th Cir.), cert. denied, 434 U.S. 911 (1977).
16. See, e.g., Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976).
17. See, e.g., Shores v. Sklar, 647 F.2d 462 (5th Cir. 1981) (en banc), cert. denied, 459

U.S. 1102 (1983); Cavalier Carpets, Inc. v. Caylor, 746 F.2d 749 (11th Cir. 1984); Finkel v.
Docutel/Olivetti Corp., 817 F.2d 356 (5th Cir. 1987), cert. denied, 108 S. Ct. 1220 (1988).

18. See Shores, 647 F.2d at 475, 478.
19. Id. at 467.
20. See Affiliated Ute Citizens v. United States, 406 U.S. 128 (1972); Blackie v. Barrack,

524 F.2d 891 (9th Cir. 1975), cert. denied, 429 U.S. 816 (1976).
21. See Shores, 647 F.2d at 468.
22. 406 U.S. 128 (1972).
23. Id. at 136-39, 145-48, 153.

1989] 739
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not be beneficial to sell. 4 Defendants argued that plaintiffs must show
evidence of reliance on a material misrepresentation." The Court held
that the scope of 10b-5 was broader than mere misrepresentations; 10b-5
also covered nondisclosure and general courses of conduct designed to
deceive.26 Further, the Court held that in cases of nondisclosure, "positive
proof of reliance is not a prerequisite to recovery. All that is necessary is
that the facts withheld be material in the sense that a reasonable investor
might have considered them important in the making of ... [the deci-
sion to buy or sell.]" 27

Although the Court never spoke in terms of shifting the burden of
proof, this case now stands for the proposition that in cases of nondisclo-
sure plaintiff receives a rebuttable presumption of reliance.28 Subsequent
cases frequently hinged on whether the court characterized the factual
allegations as primarily coming under 10b-5(1) and (3), which courts have
termed cases of nondisclosure, or under 10b-5(2), which courts have held
covers positive misrepresentations.29 In cases of nondisclosure, the Ute
presumption substantially simplified plaintiffs' road to recovery. In cases
characterized as primarily concerning positive misrepresentations, plain-
tiffs' burden remained virtually insurmountable."0

Contemporaneous with the Ute decision, the courts developed a paral-
lel doctrine to relax the reliance requirement in cases arising from decep-
tion in open market transactions.2 1 Under the traditional reliance require-

24. Id. at 146-49.
25. Id. at 152.
26. Id. at 152-53.
27. Id. at 153-54.
28. See Cavalier Carpets, Inc. v. Caylor, 746 F.2d 749 (11th Cir. 1984); Dupuy v. Dupuy,

551 F.2d 1005 (5th Cir.), cert. denied, 434 U.S. 911 (1977); Finkel v. Docutel/Olivetti Corp.,
817 F.2d 356 (5th Cir. 1987), cert. denied, 108 S. Ct. 1220 (1988).

29. See Shores v. Sklar, 647 F.2d 462, 468-69 (5th Cir. 1981) (en bane), cert. denied, 459
U.S. 1102 (1983). For the text of rule lOb-5, see supra note 2. The court in Shores uses
numbers (1), (2), and (3) rather than (a), (b), and (c) that appear in the original text of the
rule. See also Cavalier Carpets, 746 F.2d at 756-57 (plaintiff's allegations characterized as
10b-5(2) positive misrepresentations),

30. See Shores, 647 F.2d at 468.
31. See Note, The Fraud on the Market Theory: Efficient Markets and the Defenses to

an Implied 10b-5 Action, 70 IowA L. REv. 975, 978-81 (1985).
The efficient market hypothesis refers to the speed with which security prices

respond to new information announcements. In a free and actively traded market,
stock prices will reflect all available information about the corporation. The stock
market operates efficiently when professional investors compete to predict future
market values of individual securities. Accordingly, a stock's price is the best esti-
mate of the firm's intrinsic value. Attempts by the average investor to use availa-
ble information to locate a mispriced security and systematically "beat the mar-
ket" are futile because any information available about the firm, fraudulent or
otherwise, is immediately reflected in the price of the security. An investor

740 [Vol. 40
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ment, plaintiffs who purchased securities in the major exchanges faced
the almost impossible task of directly tracing their purchase to defend-
ant's fraudulent conduct. The courts recognized, however, that in the ma-
jor exchanges, investors based their decision to buy or sell largely on the
price set by a theoretically efficient market. "Emphasizing that the pur-
pose of the reliance requirement is to demonstrate that plaintiff's loss was
causally linked to defendant's deception, these early decisions found a
sufficient causal nexus if the defendant's deception was material. 32 Thus,
if defendant's fraudulent conduct inflated or deflated the market price of
the security, the court allowed plaintiffs to allege that defendant commit-
ted a "fraud on the market."33

In Blackie v. Barrack,34 the seminal "fraud on the market" case, plain-
tiffs sought certification for a class of investors who purchased over a two
year period during which defendant issuer failed to disclose information
of the corporation's general state of disrepair. Defendant sought to defeat
class certification by arguing that the various plaintiffs must prove the
specific deception upon which they based their individual investment de-
cisions83 Recognizing that such a requirement would effectively block
many class actions upon which 10b-5 enforcement is largely dependent,3

6

the court stated:

We think causation is adequately established in the impersonal stock
exchange context by proof of purchase and of the materiality of misrep-
resentations, without direct proof of reliance. Materiality circumstan-
tially establishes the reliance of some market traders and hence the infla-
tion in the stock price-when the purchase is made the causational chain
between defendant's conduct and plaintiff's loss is sufficiently estab-
lished to make out a prima facie case.8 '

The court held that once plaintiff establishes that defendant's deception
was material, the burden shifts to defendant to disprove causation.38 De-
fendant overcomes this presumption by showing either that the deception
was not material or that the plaintiff would have made the same invest-
ment decision even with full knowledge of the alleged fraud.8 ' Although

purchasing a security at a price distorted by fraudulent information is therefore
paying an artificial price.

Id. at 979-80.
32. Note, The Fraud-on-the-Market Theory, 95 H~Av. L. REv. 1143, 1146-47 (1982).
33. See supra note 7.
34. 524 F.2d 891 (9th Cir. 1975).
35. Id. at 902-06.
36. Id,
37. Id, at 906.
38. Id.
39. Id.

19891
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some courts have since held that the fraud on the market theory is lim-
ited to nondisclosure cases, 0 other courts have allowed the presumption
of reliance in both nondisclosure and positive misrepresentation cases."4

In Shores v. Sklar,42 the Fifth Circuit extended the fraud on the mar-
ket doctrine beyond the major exchanges to include cases of fraud involv-
ing new issues of securities.4' Shores centered around a misleading offer-
ing circular for an industrial development bond issue. By his own
admission, plaintiff never read the deceptive document." The court none-
theless allowed plaintiff to assert the fraud on the market theory to estab-
lish reliance.' In reaching its conclusion, the court stated: "The securities
laws allow an investor to rely on the integrity of the market to the extent
that the securities it offers to him for purchase are entitled to be in the
market place."'4 Thus, where a security would be unmarketable but for
defendant's fraud, plaintiff need not establish direct reliance on defend-
ant's conduct, but only reliance on the mere fact that the security is in
the market place at any price.4

In a strong dissent expressing concern over the erosion of the reliance
requirement, Justice Randall gave several policy arguments for maintain-
ing the traditional standard. The dissent favored the reliance requirement
as a means of certifying that the conduct of defendant actually caused
plaintiff's injury.4s Next, based on the premise that the purpose of securi-
ties regulation is "merely to ensure the free flow of complete and accurate
information within the Nation's securities markets,'4 9 the dissent as-
serted hat by removing the requirement that plaintiff show direct reli-
ance, the court, in effect, creates a "scheme of investors' insurance."'
The suggestion is that if investors can make decisions without regard to
potential deceptions, they have a type of guarantee against bad invest-
ments in the form of recovery from defendants. As a corollary to this
proposition, the dissent argued that a weaker reliance requirement
defeats a fundamental objective of securities laws by discouraging due

40. See Finkel v. Docutel/Olivetti Corp., 817 F.2d 356, 362 (5th Cir. 1987), cert. denied,
108 S. Ct. 1220 (1988).

41. See Peil v. Speiser, 806 F.2d 1154, 1161-63, (3d Cir. 1986) (fraud on the market the-
ory pertains to rule 10b-5(b) claims as well as claims brought under clauses (a) and (c));
Blackie v. Barrack, 524 F.2d 891 (9th Cir. 1975), cert. denied, 429 U.S. 816 (1976).

42. 647 F.2d 462 (5th Cir. 1981) (en banc), cert. denied, 459 U.S. 1102 (1983).
43. 647 F.2d at 468-70.
44. Id. at 468.
45. Id. at 468-70.
46. Id. at 471.
47. See Docutel, 817 F.2d at 361-62.
48. 647 F.2d at 472 (Randall, J., dissenting).
49. Id. at 482.
50. Id.

[Vol. 40
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diligence.51 The dissent stated:

The reliance requirement is intended to encourage investors to base
their investment decisions on information required by the securities laws
to be disclosed. In short, the federal securities laws are intended to put
investors into a position from which they can help themselves by relying
upon disclosures that others are obligated to make .... If we say that a
plaintiff may recover in some circumstances even though he did not read
and rely on the defendants' public disclosures, then no one need pay at-
tention to those disclosures and the method employed by Congress to
achieve the objective of the 1934 Act is defeated."'

Further, the dissent believed that stare decisis firmly favors a more strin-
gent reliance standard than the majority established."

At least two other reasons support adherence to the traditional reliance
requirement. First, 10b-5 is loosely based on common law deceit. Reliance
is a fundamental requirement of common law deceit." Second, and per-
haps most persuasive of all the arguments, is an evolving general trend
towards limiting the scope of 10b-5 liability." By enforcing a stricter reli-
ance standard, courts succeed in narrowing the field of potential
plaintiffs.

III. RELIANCE IN THE ELEVENTH CIRcuIT AFTER Kirkpatrick v. Bradford

&Co.

A. Factual Background of the Case

Between 1970 and 1984, approximately 180,000 investors purchased
three billion dollars in Petro-Lewis securities, either directly from Petro-
Lewis or from various brokerage houses throughout the country.ss Petro-
Lewis traded none of their securities in the open market, but rather buy-
ers acquired them in "face to face" transactions." The securities' key sell-

51. Id. at 483.
52. Id.
53. Id. at 484-85.
54. Sachs, supra note 13, at 137-40.
55. See, e.g., Woodward v. Metro Bank of Dallas, 522 F.2d 84 (5th Cir. 1975); Japhe v.

A-T-0, Inc., 481 F.2d 366 (5th Cir. 1973); Branham v. Material Systems Corp., 354 F. Supp.
1048 (S.D. Fla. 1973); Herpich v. Wallace, 430 F.2d 792 (5th Cir. 1970), in which the court
stated: "Without further delineation, civil liability is formless, and the area of proscribe
activity becomes so great that the beneficial aspects of the rule would not warrant the pro-
scription." 430 F.2d at 804.

56. Sanders v. Robinson Humphry American Express, Inc., 634 F. Supp. 1048, 1050
(N.D. Ga. 1986), rev'd sub nom. Kirkpatrick v. J.C. Bradford & Co., 827 F.2d 718 (11th Cir.
1987).

57. Id.

1989)
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ing points included low risk to investors, the company's receiving certain
tax breaks from drilling and exploration, and the company's financial
soundness."

When the price of oil began to decline in 1981 and 1982, Petro-Lewis
started borrowing funds to pay partnership distributions, service debt,
and promote the sale of additional programs.' These practices, combined
with the continued slide of oil prices, led to disaster for Petro-Lewis. In
February 1984, the company revealed its dire financial straits for the first
time and announced that it would begin implementing drastic fiscal mea-
sures, including cutting partnership distributions by as much as fifty per-
cent and selling between one-fourth and one-third of its reserves.' Nu-
merous lawsuits against Petro-Lewis and the brokerage houses that
distributed Petro-Lewis securities followed."1

B. The District Court's Decision

In the consolidated action of Sanders v. Robinson Humphrey/Ameri-
can Express, Inc.,"2 plaintiffs sought class certification alleging that de-
fendant brokerage houses and certain individuals committed several vio-
lations of securities laws, including The Securities Act of 1933,"3 The
Securities Exchange Act of 1934," and various state statutes" and com-
mon law." Plaintiffs claimed to represent individuals who purchased, re-
invested, or otherwise acquired from defendants limited partnership in-
terests in Petro-Lewis programs from January 1, 1981, to February 6,
1984.'7

Plaintiffs alleged that in selling Petro-Lewis securities, defendants
made numerous uniform statements of fact and verbal assurances to
plaintiffs to the effect that Petro-Lewis' public statements were worthy of
belief, that the company was operating soundly, and that its limited part-
nership interests were sound investments from which plaintiffs could ex-
pect long term yields at minimal risks." Plaintiffs claimed that defend-

58. Id. at 1053.
59. Id. at 1050.
60. Id.
61. Id. Petro-Lewis, on behalf of itself and its subsidiaries, settled with the class mem-

bers for $23.5 million ($10 million in cash plus 720,000 trust units valued at $13.5 million).
The release did not contemplate the release of any of the broker-dealers involved in the sale
of the securities. Id. at 1051.

62. Id. at 1048.
63. 15 U.S.C. §§ 77a-o (1982).
64. Id. §§ 78(a)-t.
65. 634 F. Supp. at 1054.
66. Id. at 1052-54.
67. Id. at 1052.
68. Id. at 1053.

[Vol. 40
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ants made these representations despite either having knowledge of their
falsehood, or recklessly disregarding information that would have dis-
closed the financial difficulties of Petro-Lewis and its partnership
interests.9

The district court denied plaintiffs' motion for class certification on al-
ternative grounds. First, the court held that plaintiffs did not satisfy the
standard of adequate representation required by Federal Rules of Civil
Procedure section 23(a)(4)70 because plaintiffs did not demonstrate that
they would pursue the litigation with sufficient vigor to protect the inter-
ests of the entire class. 71

Alternatively, the court held that even if plaintiffs met the standard of
23(a)(4), they did not satisfy the 23(b) 71 requirements that questions of
law or fact common to the members of the class predominate over ques-
tions affecting only individual members, and that a class action is supe-
rior to other available methods for the fair and efficient adjudication of
the controversy. 7" The court predicated this holding on the fact that de-
fendants' alleged statements, upon which plaintiffs relied, were primarily
oral rather than written, and were misrepresentations rather than omis-
sions. Since all the members of the class could not have relied on the
same oral statements or misrepresentations, questions of individual reli-
ance predominated over questions of reliance common to the entire
class.7 4 Also, since plaintiffs' allegations were primarily positive misrepre-
sentations, the court would not infer reliance but, instead, plaintiffs had
the burden of establishing that element of the 10b-5 action."' In addition,
since plaintiffs' complaint failed to allege that the securities could not
have been sold absent defendants' deceptions, or that defendant traded
the securities in an open market, the court rejected plaintiffs' attempt to
use the fraud on the market theory to establish reliance.70

C. The Eleventh Circuit's Decision

The court of appeals summarily rejected the district court's holding

69. Id.
70. Id. at 1057-59. See FED. R Civ. P. 23(a)(4).
71. 634 F. Supp. at 1057-59.
72. FED. R. Civ. P. 23(b)(3) states in part:

An action may be maintained as a class action if the prerequisites of subdivision
(a) are satisfied, and in addition: ... (3) the court finds that the questions of law
or fact common to the members of the class predominate over any questions af-
fecting only individual members, and that a class action is superior to other avail-
able methods for the fair and efficient adjudication of the controversy ....

73. 634 F. Supp. at 1059-64.
74. Id. at 1060-61.
75. Id. at 1061.
76. Id. at 1063-64.

1989]
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that the named plaintiffs would not pursue the litigation with adequate
vigor to protect the interest of the class as a whole.7 The court of appeals
indicated that the purpose of 23(a)(4) is to protect the legal rights of the
absentee class members.71 The court noted that the generally accepted
criteria for determining the adequacy of the named plaintiffs as class rep-
resentatives include the degree of plaintiffs' counsel's qualification and
whether the named plaintiffs have interests antagonistic to those of the
rest of the class.7 Because of the "economics of the classification," plain-
tiffs' counsel often has more financially at stake in the outcome than do
the individual members of the class, thus helping to insure adequate
vigor."' Therefore, either the named plaintiffs or plaintiffs' counsel can
supply the necessary vigor to pursue the claim. Further, allowing coun-
sel's financial interest to supplement the interest of plaintiffs for the pur-
pose of establishing adequate vigor helps further enforcement of securi-
ties laws by encouraging such litigation.81

In its decision, the court of appeals spent considerably more time criti-
cizing the district court's treatment of plaintiffs' burden to establish reli-
ance in a 10b-5 action than disposing of the question of adequate vigor.
Citing Cavalier Carpets v. Caylor82 and Huddleston v. Herman &
MacLean,'$ the court of appeals agreed with the district court that plain-
tiffs did not properly characterize its claims as omissions because "de-
fendants did not stand mute in the face of a duty to disclose as did the
defendants in Ute."" At best, plaintiffs' complaint alleged mixed in-
stances of misrepresentations and omissions, and plaintiffs, therefore,
were not entitled to the Ute presumption of reliance. s5

The court of appeals, however, rejected the district court's denial of
plaintiffs' fraud on the market theory." The court of appeals read the
complaint to allege that, like the complaint in Shores, Petro-Lewis' part-
nership interests could not have been marketed but for defendant's
fraud. 7 The court of appeals characterized the district court's rejection of

77. 827 F.2d 718, 726-28 (l1th Cir. 1987), cert. denied, 108 S. Ct. 1221 (1988).
78. 827 F.2d at 726.
79. Id.
80. Id. at 727.
81. Id.
82. 746 F.2d 749 (11th Cir. 1984).
83. 640 F.2d 534 (5th Cir.), modified on other grounds, 650 F.2d 815 (5th Cir. 1981),

aff'd in part & rev'd in part on other grounds, 459 U.S. 375 (1983).
84. 827 F.2d at 722 (citing Cavalier Carpets, Inc. v. Caylor, 746 F.2d 749, 757 n.22 (11th

Cir. 1984) (quoting Huddleston, 640 F.2d at 548)).
85. Id.
86. Id. at 722-24.
87. Id. at 722. The district court, however, stated that "The case at bar does not fall

under the realm of the Fraud on the Market theory of Shores or Lipton. In the current
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plaintiffs' fraud on the market theory as being "based upon nothing other
than the [district] court's assessment of plaintiff's likelihood of success on
the claims. This is an improper basis for deciding the propriety of a [mo-
tion for class certification]." 8

The court of appeals also reversed the district court's holding that the
fraud on the market claims are inappropriate for class treatment because
evidence may indicate that the named plaintiffs relied on the advice of
their brokers rather than soley on the integrity of the market." The court
of appeals stated that such reasoning only applies to open market cases in
which "[t]he issue of reliance on an open market. . . turns on a matter of
degree-the price of the security-and not, as in Shores, the absolute
question of whether the security was worthy of being issued."' The court
emphasized that reliance in cases in which the security would be unmar-
ketable absent defendant's fraud is nothing more than an investor's rely-
ing on the integrity of the market in the "but for" sense required by
Shores.'"

The court of appeals did agree with the district court's assessment that
10b-5(2) oral misrepresentations are not suitable for class treatment be-
cause they involve questions of individual reliance." The court, however,
held that common sense outweighed individual issues of reliance because
defendants "engaged in a common course of conduct to misrepresent, by
affirmative acts and by omission, the financial condition of Petro-
Lewis."' 3 Thus, while plaintiffs could not gain a presumption of reliance
under 10b-5(2), the complaint sufficiently alleged 10b-5(1) and (3) non-
disclosures that are adequate for the fraud on the market presumption."

IV. ANALYSIS

At this point it is helpful to summarize the current state of the reliance
requirement in the Eleventh Circuit. First, the fraud on the market the-
ory is clearly available to shift the burden of disproving reliance to the
defendant in open market transaction cases involving 10b-5(1) and (3)
"nondisclosure" type misconduct." After Kirkpatrick, however, it is less
clear whether the fraud on the market presumption is available for open

action the plaintiffs do not allege that the securities would not have been sold had the mis-
representations not been present ... " 634 F. Supp. at 1063.

88. 827 F.2d at 723.
89. Id.
90. Id.
91. Id.
92. Id.
93. 827 F.2d at 724.
94. Id. at 724-25.
95. Id.
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market cases primarily involving 10b-5(2) "positive misrepresentations."
The court of appeals seemed to concur with the lower court that fraud on
the market was inappropriate for cases concerning oral and other positive
misrepresentations, basing its reversal instead on a more liberal reading
of plaintiffs' complaint to include allegations of 10b-5(3) "course of con-
duct."96 If this interpretation is correct, however, the Eleventh Circuit
would in effect be reversing its holding in Lipton v. Documentation,
Inc.9 7 that expressly stated that fraud on the market was available for
positive misrepresentation cases. 8 Because the court had another basis
for its holding in Kirkpatrick, one can consider its analysis of the distinc-
tion between 10b-5(1) and (3), and 10b-5(2) dicta. One can only hope for
a clarification of this issue in future cases.

Second, the fraud on the market presumption is available in open mar-
ket transactions when the plaintiff asserts that the securities in question
would have been unmarketable absent defendant's deception, regardless
of whether the courts characterize the case as primarily one of nondisclo-
sure or one of positive misrepresentation." This "unmarketable security"
exception also allows the plaintiff to plead fraud on the market in cases
involving lesser developed markets.

Third, in cases involving face to face transactions that courts character-
ize as primarily nondisclosure under 10b-5(1) and (3), the Ute presump-
tion is available to cause the same shift of the reliance burden to defend-
ant resulting from the fraud on the market theory.0 0 Thus, it appears
that the Ute presumption essentially mirrors the fraud on the market
theory for cases arising outside the open market, with the exception that
the courts have not yet allowed plaintiffs use of the marketable-unmar-
ketable dichotomy when alleging positive misrepresentation in face to
face transactions.

Finally, in cases arising from face to face transactions, and perhaps
even open market transactions characterized as primarily positive misrep-
resentations under 10b-5(b), plaintiff has the burden of establishing reli-
ance. 10 ' This last group of plaintiffs has the particularly onerous task of
proving, in addition to reliance in fact, justified reliance. The definition of
justified reliance has varied among the circuits, but it appears that the
Eleventh Circuit employs a negligence standard. 10 2 In other words, the
plaintiff must show that he acted as a reasonably prudent investor in re-

96. Id.
97. 734 F.2d 740 (11th Cir. 1984), cert. denied, 469 U.S. 1132 (1985).
98. Id. at 745.
99. 827 F.2d at 723.

100. Id. at 722-23.
101. Id. at 724.
102. 746 F.2d at 754.
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lying on defendant's misrepresentations.0 " Thus, a defendant who inten-
tionally deceives an investor can defeat an action by showing that the
investor failed to exercise due diligence in making the investment
decision.

A closer look at some of these devices shows that the courts have
patched but not yet solved the reliance problem. The Shores dichotomy
between unmarketable securities and those marketable but at a lower
price is perhaps the most mysterious creation. Both Shores and subse-
quent decisions have left ambiguous, the line that marks the point at
which a security becomes unmarketable. A literal approach would mean
that the security would be unmarketable only when it is completely with-
out value, since a security with any residual value would be marketable at
whatever that residual value might be. It is unclear, however, whether the
courts use worthlessness as the standard because neither of the courts in
Shores nor Kirkpatrick declared whether the securities would have had a
residual market value absent defendant's fraud.104

The very existence of this "unmarketable security" exception may be
more troubling than the lack of a clear standard for its application. It is
difficult to understand the difference between the faith a person places in
the price set by the market and the belief that the security has a right to
be in the market at all. At least in terms of the degree to which an inves-
tor relies on either proposition in making the decision to purchase or sell,
it is a distinction without a difference. If a seller deceives an investor into
buying a security that would have some residual value absent the defend-
ant's fraud, that investor is no less deserving of a right to recover than
the investor who by chance buys a security that satisfies the "unmarket-
able" standard. Yet, courts have given the latter a decidedly easier road
to recovery.

The arbitrary nature of the current state of reliance in the Eleventh
Circuit is also readily apparent if one considers the difference in position
between two hypothetical investors, one who by chance purchases a se-
curity tainted by an omission and the other who purchases a security
tainted by a positive misrepresentation. If the situation is like the vast
majority of nonprofessional investors, neither investor read the document
that failed to disclose necessary information or the document that con-
tained the false information. The investor fortunate enough to purchase
the security effected by an omission, gains a presumption of reliance ei-
ther under the fraud on the market theory or under the Ute presumption,
depending on the type of market in which the transaction was made. In

103. At least some courts have allowed the individual investor's level of sophistication to
be taken into account for purposes of determining whether the investor's reliance was justi-
fied. See Blackie v. Barrack, 524 F.2d 891, 905-06 (9th Cir. 1975).

104. Shores v. Sklar, 647 F.2d 462 (1981); Kirkpatrick v. Bradford, 827 F.2d 718 (1987).
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all likelihood, the defendant will offer to settle because disproving reli-
ance is nearly as insurmountable a requirement as proving positive reli-
ance. The unlucky investor who by chance bought the security effected by
a positive misrepresentation clearly loses because failure to read available
investment literature would almost certainly be a failure to exercise due
diligence.10s Indeed, the potential plaintiff facing this particular situation
would never bring suit.'

At first glance, it may appear that the number of potential plaintiffs
who would not qualify for one of the burden shifting devices is slight. An
enormous number of transactions, however, occur outside the developed
markets.107 Arguably, these transactions may be even more fundamental
to a healthy economy than transactions taking place across the major ex-
change. Huge, publically traded corporations have little difficulty raising
funds or disposing of assets. Small, closely held corporations, on the other
hand, often depend on flexible financing afforded by issuing new securi-
ties and on the willingness of investors to make new capital available.
Requiring investors to exercise a heightened degree of due diligence man-
dated by the current reliance standard s discourages the free flow of new
capital into the market place. While many plaintiffs do manage to take
advantage of the presumption shifting devices, courts deny recovery to
other equally deserving plaintiffs.'"

Policies supporting the reliance requirement fail to justify such an arbi-
trary treatment. The concern that a uniform simplified reliance standard
will create a "scheme of insurance" 0 overlooks the claims restricting ef-
fect of the scienter requirement. For 10b-5 liability to accrue, defendant
must have acted intentionally, not merely negligently. Potential defend-
ants can protect themselves by avoiding fraudulent statements, omis-
sions, and courses of conduct, and thus have no legitimate need for the
additional buffer currently provided against some 10b-5 plaintiffs. The

105. Sachs, supra note 13, at 99-100.
106. An argument in favor of placing the burden of proving reliance on plaintiff in such

cases may be made via analogy to basic contract law's duty to read. Even this appealing
reasoning, however, loses its force in the light of modern approaches: "There is appeal in the
argument that, as one court expressed it, the fact that the fraud worked because the victim
was 'careless .. .did not render it any less a fraud."' _. FARNSWORTH, CONTRAcTS 248
(1982) (quoting Schupp v. Davey Tree Expert Co., 235 Mich. 268, 271, 209 N.W. 85, 86
(1926)).

107. Securities traded outside major open markets include most syndicated limited part-
nership interests, securities qualifying under Regulation D "safe Harbor," unlisted "pink
sheet" stocks, and sales of interests in closely held corporations.

108. See text accompanying supra note 98.
109. See Cavalier Carpets, Inc. v. Caylor, 746 F.2d 749 (1984); Ernst & Ernst v.

Hochfelder, 425 U.S. 185 (1976).
110. Shores, 647 F.2d at 474-75 (Randall, J., dissenting).
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concern that a relaxed reliance standard will discourage thorough investi-
gation prior to investment decisions is naive."' It makes the false as-
sumption that most investors currently perform in depth inquiries, or
would be capable of understanding the sea of complicated information
necessary to make an informed decision if they had the inclination. In
fact, the immense complexity of financial information is a justification for
relaxing the reliance standard so that investors can operate under the
good faith assumption that public information is trustworthy.

In addition, many argue that the scope of 10b-5 is too great and that it
imposes formless liability."' Admittedly, the reliance requirement does
restrict the reach of 10b-5. The major force of this restriction, however, is
felt by a small portion of the total number of plaintiffs, namely, those
bringing complaints that courts characterize as primarily cases of positive
misrepresentation under 10b-5(2). Since plaintiffs in this group are no
more or less worthy of recovery than those whose claims courts character-
ize as ones of omission, it is arbitrary and unjust to single out that partic-
ular group for the purpose of limiting the scope of liability under the rule.

Finally, the lopsided standard tempts courts to apply results-oriented
justice by characterizing complaints as primarily ones of positive misrep-
resentation or primarily ones of omission to reach a particular decision. 1"8

Knowing that a case may be determined by which party carries the reli-
ance burden, equal and uniform treatment under the law may be ad-
vanced only by abandoning this characterization and leaving the ultimate
decision of which party carries the burden to the courts' discretion.

V. CONCLUSION

The courts should streamline the reliance requirement so that plaintiffs
under the various derivations of the rule have equal burdens. The courts
should accomplish this goal by (1) granting the plaintiff a presumption of
reliance in all 10b-5 actions, (2) discarding the distinction between mar-
ketable and unmarketable securities developed in Shores and, (3) adopt-
ing as the standard for justified reliance that plaintiff did not intention-
ally avail himself of defendant's fraud to create a cause of action.

W. SCOTT LASETER
PHILLIP EDWARD FRIDUSS

111. Id. at 483.
112. See supra text accompanying note 54.
113. See Cavalier Carpets, 746 F.2d at 756.
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