Securities Regulation
by John L. Latham*

This Article reviews the significant decisions by the Eleventh Circuit
Court of Appeals during 1987 and 1988 in the field of securities regulation. This Article also examines selected Supreme Court decisions during
this period that affect Eleventh Circuit precedent.'
I.

THE DEFINITION OF A SECURITY

A significant amount of litigation over the years has focused on whether
a particular instrument actually constitutes a security.' The majority of
these cases focus on nontraditional investments which plaintiffs have attempted to characterize as "investment contracts" in order to bring the
investments within the scope of the federal securities laws. In Securities
* Partner in the law firm of Smith, Gambrell & Russell, Atlanta, Georgia. University of
Toledo (B.A., with Honors, 1976); Emory University (J.D., 1979). Member, State Bar of
Georgia. The author would like to express his appreciation to Susan M. Henderson for her
able assistance in this endeavor.
1. Fifth Circuit decisions prior to October 1, 1981, are binding on the Eleventh Circuit
and serve as precedent until the Eleventh Circuit reverses en bane. See Bonner v. City of
Prichard, 661 F.2d 1206, 1209 (11th Cir. 1981) (en banc).
2. 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, ch. 38, 48
Stat. 74 (codified as amended at 15 U.S.C. §§ 77a-77bbbb (1982 & Supp. III 1985) [hereinafter "Securities Act"l, and the Securities Exchange Act of 1934, ch. 404, 48 Stat. 881 (codified as amended at 15 U.S.C. §§ 78a-78kk (1982 & Supp. 11 1985) [hereinafter "Exchange
Act"]. A security is defined in § 2(1) of the Securities Act (codified as amended at 15 U.S.C.
§ 77b(1) (1982 & Supp. III 1985)), and § 3(a)(10) of the Exchange Act (codified as amended
at 15 U.S.C. §§ 78c(a)(10) (1982 & Supp. III 1985)), to encompass a wide variety of interests,
including any instrument commonly known as a security, "investment contracts" and other
forms of investment. Despite the breadth of these definitions, the Acts subsequently designate certain interests "exempted securities" which are, thus, outside the general purview of
these acts. See Securities Act (codified as amended at § 3(a) (codified as amended at 15
U.S.C. § 77c (1982 & Supp. I1 1985)); Exchange Act § 3(a)(12) (codified as amended at 15
U.S.C. § 78c(a)(12) (1982 & Supp. 111 1985)).
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Exchange Commission v. W.J. Howey Co.,s the Supreme Court estab-

lished the criteria that an investment must meet before a plaintiff can
prevail on this theory. In that case, the Court held that a plaintiff must
prove that he made (1) an investment of money (2) in a common enterprise (3) leading him to expect profits solely from the efforts of a third
party." The third element is generally the source of controversy., A substantial part of the controversy concerns whether courts should look beyond the four corners of the investment documents and to the reality of
the transaction in order to determine whether the investor, in fact, retained control over the investment.
In 1987, the Eleventh Circuit closely examined this aspect of the
Howey test. In Albanese v. FloridaNational Bank of Orlando,7 the Eleventh Circuit held that an investor's interest in an ice machine purchase
and lease back arrangement constituted a security, despite the degree of
control the investors purportedly retained under their contracts.' In that
case, plaintiffs purchased ice machines from Polar Chips International,
Inc. ("PCI").' Under the agreements, PCI would either manage or lease
back the ice machines from plaintiffs and place them in hotels, motels,
and other institutions.10 PCI was to contract with those institutions for
the placement of the ice machines, service of the machines, and collection
of the money from each machine for the investor." In reality, PCI was
selling nonexistent machines to new purchasers and using the proceeds to
pay its earlier investors." When plaintiffs uncovered the scheme, they
brought suit against a number of parties associated with the venture, including Florida National Bank of Orlando, alleging that these parties had
aided and abetted PCI13 in violation of section 10(b) of the Securities
Exchange Act of 1934 ("Exchange Act").1 4 The district court granted
summary judgment to the bank after finding that the investment did not
constitute a security, and therefore the court was without subject matter
jurisdiction over plaintiffs' claim.' 5
3. 328 U.S. 293 (1946).
4. Id. at 298-99.

5. Albanese v. Florida Nat'l Bank, 823 F.2d 408, 410 (11th Cir. 1987).
6. Id.
7. 823 F.2d 408 (l1th Cir. 1987).
8. Id. at 411.
9. Id. at 409.10.
10. Id. at 410,

11. Id.
12. Id. at 408.
13. Id.
14. Exchange Act § 10(b) (codified as amended at 15 U.S.C. § 78j(b) (1982 & Supp. III
1985)).

15. 823 F.2d at 410.
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In reaching its decision, the district court focused on the amount of
control that plaintiffs retained under their agreements with PCI. The
district court noted that plaintiffs had been given the option of signing a
management agreement, a lease agreement, or an equipment lease with
PCI.1 Under the terms of these agreements, PCI gave plaintiffs control
over the initial placement or relocation of the ice machines.' 8 Plaintiffs
were also given the opportunity to inspect PCI's records, and PCI was
obligated to provide plaintiffs with periodic reports on the profitability of
their machines. 1' The record also showed that potential investors were
able to buy ice machines without entering into any of these agreements,
and those that did sign the agreements were free to negotiate additional
terms.2 0 On the basis of those facts, the district court held that the investment did not constitute a security.2
On appeal, the Eleventh Circuit focused heavily on whether the third
prong of the Howey test was met." The court noted that, under existing
precedent,"3 "the crucial inquiry is the amount of control that the investors retain under their written agreements. ' 1" No security would exist if
the investor retained the ability to control the profitability of his
investment.' s
The Eleventh Circuit found that plaintiffs' control over their investment was insubstantial and illusory.26 Plaintiffs' ability to control the
placement of their ice machines was limited to the locations that PCI had
available.' 7 Even then, the investors were dependent upon PCI's expertise
and labor in arranging for that placement." Second, plaintiffs lacked the
ability to service or otherwise manage the machines, once PCI installed
them.2 The Eleventh Circuit found that none of the plaintiffs had any
experience in placing, managing, or servicing ice machines and that there
was no evidence in the record that there were other companies which they
could hire for this purpose.30 Accordingly, the Eleventh Circuit reversed
16. Id. at 410-11.
17.

Id. at 410.

18.
19.
20.
21.

Id.

22.
23.
24.
25.
26.
27.
28.
29.
30.

Id. at 411 n.4.
Id.
Id. at 411-12.
Id. at 410-11.
Williamson v. Tucker, 645 F.2d 404, 423-24 (5th Cir. 1981).
823 F.2d at 410 (citing Williamson, 645 F.2d at 423-24).
Id. at 420 (citing Gordon v. Terry, 684 F.2d 736 (11th Cir. 1982)).
Id. at 412.
Id.
Id.
Id.
Id. See Williamson, 645 F.2d at 424. The court stated that:
A general partnership or joint venture interest can be designated a security if the
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the trial court's grant of summary judgment and remanded the case for
further proceedings.,"
It appears that the promoter drafted the agreements in Albanese to
give the investors the degree of control necessary to prevent one from
viewing the investment as a security. In at least three circuits, this would
have prevented the court from treating the arrangement as a security."
The decision in Albanese confirms, however, that the Eleventh Circuit
will continue to look at the reality of the transaction. Promoters cannot
simply rely upon a carefully drafted document to circumvent the securities laws. 38 While this approach aids the unsophisticated investor, it does
make it more difficult for attorneys to advise their clients on whether a
security exists in a given situation.
The decision in Albanese did not resolve the ambiguity in the Eleventh
Circuit regarding the precise degree of control that an investor may retain
over an investment.34 In other words, there remains some question in the
Eleventh Circuit regarding whether the third prong of Howey-"soley"
from the efforts of others-is to be construed liberally or whether strict
construction is required. It is hoped that the court will resolve this issue
in the near future.
In Messer v. E.F. Hutton & Co.,35 the Eleventh Circuit addressed a
investor can establish, for example, that (1) an agreement among the parties
leaves so little power in the hands of the partner or venturer that the arrangement
in fact distributes power as would a limited partnership; or (2) the partner or
venturer is so inexperienced and unknowledgeable in business affairs that he is
incapable of intelligently exercising his partnership or venture powers; or (3) the
partner or venturer is so dependent on some unique entrepreneurial or managerial
ability of the promoter or manager that he cannot replace the manager of the
enterprise or otherwise exercise meaningful partnership or venture powers.

Id.
31. 823 F.2d at 412.
32. See, e.g., Matek v. Murat, 862 F.2d 720, 731 (9th Cir. 1988); Shultz v. Dain Corp.,
568 F.2d 612, 615-16 (8th Cir. 1978); Ballard & Cordell Corp. v. Zoller & Dannenberg Exploration, Ltd., 544 F.2d 1059, 1065 (10th Cir. 1976), cert. denied, 431 U.S. 965 (1977).
33. Indeed, in Albanese the court stated that: "Even if the agreements' words did grant
the investors sufficient potential control over their ice machines to prevent the agreements
from being securities, the record demonstrates that, in fact, any such control was illusory
because plaintiffs had no realistic alternative to allowing PCI to manage their investments."
823 F.2d at 412 (citing Gordon, 684 F.2d at 741; Williamson, 645 F.2d at 419-24).
34. Compare SEC v. Koscot Interplanetary, Inc., 497 F.2d 473, 480 (5th Cir. 1974)
(adopting a liberal interpretation of Howey), with Villeneuve v. Advanced Business Concepts, 698 F.2d (11th Cir. 1983) (finding Koscot to be inconsistent with Howey), on reh'g
730 F.2d 1403, 1404 n.2 (11th Cir. 1984) (en banc) (declining to reach the issue).
35. 847 F.2d 673 (11th Cir. 1988). This was the second appearance of the case before the
Eleventh Circuit. In the first appeal, the Eleventh Circuit held that plaintiff's nondiscretionary trading account did not constitute a security for purposes of rule 10b-5. Messer v. E.F.
Hutton & Co., 833 F.2d 909 (11th Cir. 1987). Discretionary accounts have been recognized as
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question of first impression, specifically whether T-bond futures constitute securities or commodities for the purposes of the federal securities
and commodities laws. Although courts have long deemed T-bonds to be
securities, the court concluded that the commodities laws govern trades
in T-bond futures and not the federal securities laws.3 6
In Messer, the plaintiff brought suit against E.F. Hutton for unauthorized trades that the firm entered into in order to protect plaintiff and
Hutton against further losses in plaintiff's margin account.37 Plaintiff
sued Hutton under the Exchange Act and asserted pendent state law
claims of breach of contract, breach of fiduciary duty, fraud, civil conversion, and violation of the Florida Securities Law Act.s At trial, the jury
found Hutton liable on all counts and awarded plaintiff $401,014.50 in
compensatory damages and $500,000 in punitive damages.3 9 The trial
court granted Hutton's motion to vacate the judgment, and plaintiff
appealed. 0
The Eleventh Circuit found that there was no violation by Hutton
under the federal securities law, since the commodities laws govern the
sale of T-bond futures."1 The court noted that the Securities and Exchange Commission ("SEC") regulates securities and the securities laws
govern them.42 The Commodity Futures Trading Commission ("CFTC")
on the other hand, regulates the commodities futures and the commodisecurities since control over the account is vested in the broker. See, e.g., Moody v. Bache &
Co., 570 F.2d 523, 526 (5th Cir. 1978); Taylor v. Bear Stearns & Co., 572 F. Supp. 667, 67071 (N.D. Ga. 1983).
36. 847 F.2d at 675-76.
37. Id. at 673. In a margin account, a customer purchases a specified amount of securities from a brokerage firm by advancing only a portion of the purchase price while the
brokerage firm either extends credit or makes a loan for the balance due. The firm maintains the securities as collateral for any such loan and charges interest on the balance of the
purchase price. See Regulation T, 12 C.F.R. pt. 220 (1988).
38. FLA. STAT. ANN. §§ 517.0112 - 517.32 (West Supp. 1988).
39. See Messer v. E.F. Hutton & Co., 833 F.2d 909, 913 (11th Cir. 1987) (first appeal
before the Eleventh Circuit).
40. The court found that although Hutton made the trades without Messer's permission,
it did so, at least partly, because Messer was not available to give the necessary authorization. Further, Messer was notified as soon as possible that the trades had been made and
was given the opportunity to restore the account to its original position by posting a margin.
Hutton also offered to waive its commission on the trades. Thus, the court surmised that no
reasonable juror could conclude that Hutton had acted to defraud or with deceit. 847 F.2d
at 680.
41. Id. at 675. The court found that there was no violation of the Commodities Exchange
Act, ch. 369, 42 Stat. 998 (1922) (codified as amended at 7 U.S.C. §§ 1-26 (1982)) [hereinafter "Commodities Act"], because no reasonable juror could have concluded that Hutton
made the unauthorized trades with intent to defraud or in reckless disregard for Messer's
best interest. Id. at 679-80.
42. Id. at 674.
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ties laws govern them.43 The issue in Messer was whether securities futures constitute securities and/or commodities for purposes of the respective regulatory acts."

The court noted that the issue concerned an inquiry into the congressionally set jurisdictional boundaries between the SEC and CFTC.4 After
reviewing the regulatory scheme, the court concluded that the CFTC had
exclusive jurisdiction over securities traded on futures exchanges.'
The Eleventh Circuit noted that two district courts have held that securities laws apply to T-bill futures. 7 The Eleventh Circuit disagreed
with the district courts' position in those cases. Instead, the Eleventh Circuit adopted the reasoning of the district court in Mallen v. Merrill
Lynch, Pierce, Fenner & Smith," in which that court held that stock
index futures did not fall within the ambit of the federal securities laws."
The Eleventh Circuit's decision in Messer appears to be correct, based
upon the present legislative scheme. A different result would have created
overlapping jurisdiction on the part of the SEC and the CFTC. This
would be contrary to the fundamental congressional design in revamping
the Commodity Exchange Act in 1974.50 Nonetheless, the present legisla43. Id.
44. Id.
45. Id. at 674-75.
46. Id. at 675. See 7 U.S.C. § 2 (1982).
47. 847 F.2d at 676 (citing Paine, Webber, Jackson & Curtis, Inc. v. Conaway, 515 F.
Supp. 202, 210 (N.D. Ala. 1981); Fisher v. Dean Witter Reynolds, Inc., 526 F. Supp. 558,
559-60 (E.D. Pa. 1981)).
48. 605 F. Supp. 1105 (N.D. Ga. 1985).
49. 847 F.2d at 676.
50. Commodity Exchange Act, ch. 369, 42 Stat. 998 (1922) (codified as amended at 7
U.S.C. §§ 1-26 (1982)). The legislative history confirms that Congress intended the CFTC to
preempt SEC regulation in commodity futures. The Senate Report states:
The House Bill provides for exclusive jurisdiction of the [CFTC) over all futures
transactions. However, it is provided that such exclusive jurisdiction would not
supersede or limit the jurisdiction of the Securities and Exchange Commission or
other regulatory authorities.
The Committee amendment retains the provisions of the House Bill but adds
three clarifying amendments. The clarifying amendments make clear that (a) the
[CFTC's] jurisdiction over futures contract markets or other exchanges is exclusive and includes the regulation of commodity accounts, commodity trading agreements, and commodity options; (b) the [CFTC's] jurisdiction where applicable supersedes State as well as Federal agencies; and (c) Federal and State courts retain
their jurisdiction.
S. RE,. No. 93-1131, 93d Cong., 2d Sess., 1974 U.S. CODE CONG. & ADMIN. Naws 5843, 5848.
The House Conference Report repeats this statement and adds that: "Under the exclusive
grant of jurisdiction to the [CFTC], the authority in the Commodity Exchange Act (and the
regulations issued by the [CFTC] would preempt the field insofar as futures regulation is
concerned." H. CONP. REP. No. 93-1383, 93d Cong., 2d Sess., 1974 U.S. CODE CONG. & ADMIN.
NEWS 5894, 5897.
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tive scheme has come under criticism and there are many who believe
that Congress should grant the SEC the authority to regulate the commodities markets. Critics of the CFTC accuse that agency of failing to
meet its enforcement responsibilities. The present investigation of the
Chicago Board of Trade is likely to renew the debate."'
II.

"SELLER" LIABILITY UNDER SECTION

12

OF THE SECURITIES ACT

One of the most significant decisions during this survey period was
Pinter v. Dahl.s2 In that case, the Supreme Court rejected the "substantial factor" test that the Eleventh Circuit utilized to determine who was a
seller under section 12(1) of the Securities Act.53 The Court also addressed the applicability of the in pari delicto" defense under that section of the Securities Act.
Pinter, an oil and gas producer and registered securities dealer, sold
unregistered securities consisting of fractional undivided interests in oil
and gas leases to Dahl, who, in turn, touted the venture to others and
assisted in completing subscription agreement forms prepared by
Pinter." Dahl received no commission from Pinter in connection with
these sales.5s When the venture failed, the investors brought suit against
Pinter, seeking rescission under section 12(1) of the Securities Act for the
51. The Wall Street Journal, Feb. 13, 1989, at A3, col. 1; The Wall Street Journal, Feb.
22, 1989, at A3, col. 2.
52. 108 S. Ct. 2063 (1988).
53. Securities Act § 12(1) (codified as amended at 15 U.S.C. § 771(1)). Section 12(l)
provides that:
Sec. 12. Any person who(1) offers or sells a security in violation of section [51, or
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.
Section 5 provides, inter alia, that:
(a) Unless a registration statement is in effect as to a security, it shall be unlawful
for any person, directly or indirectly(1) to make use of any means or instruments of transportation or communication
in interstate commerce or of the mails to sell such security through the use or
medium of any prospectus or otherwise; ....
Securities Act § 5 (codified as amended at 15 U.S.C. § 77e (1982)).
54. 108 S. Ct. at 2066. 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, Hill Richards, Inc. v. Berner, 472 U.S. 299 (1985).
55. 108 S. Ct. at 2065.
56. Id.
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sale of unregistered securities.'" Pinter counterclaimed against Dahl, alleging that Dahl had fraudulently induced Pinter to sell and deliver the
securities by assuring Pinter that he would provide other qualified, sophisticated, and knowledgeable investors with all the information necessary for them to evaluate the investment." Pinter asserted that the common law defense of in pari delicto barred Dahl's suit.5 ' Following a bench
trial, the district court held that Pinter had not proven that the oil and
gas interests were entitled to the private-offering exemption from registration."0 Accordingly, the trial court entered judgment for the plaintiff
investors.' 1
A divided panel of the Fifth Circuit affirmed the trial court's decisions"
In reaching its decision, the Fifth Circuit held that the defense of in pari
delicto was not available under section 12(1), because that section creates
a "strict liability defense" rather than liability based on intentional misconduct." The Fifth Circuit thereby distinguished the Supreme Court's
recent decision in Bateman Eichler, Hill Richards, Inc. v. Berner," in
which the Court recognized the viability of the defense in actions under
section 10(b) of the Exchange Act."5 The Fifth Circuit also held that Dahl
was not a "seller" for purposes of section 12(1)." Even though Dahl was a
"substantial factor"' 7 in the sales to plaintiffs, the court found that he
was not "motivated by a desire to confer a direct or indirect benefit on
someone other than the person he has advised to purchase.""
On certiorari, the Supreme Court addressed whether Dahl was a
"seller" for purposes of section 12(1). 69 In reaching its decision, the Court
57. d. at 2068.
58. Id.
59. Id. at 2069.
60. See id. at 2068 n.4. The party claiming the exemption has the burden of proof on
this issue at trial. Pharo v. Smith, 621 F.2d 656, 665 n.3 (5th Cir. 1980); Lawler v. Gilliam,
569 F.2d 1283, 1291 (4th Cir. 1978).
61. 108 S. Ct. at 2083.

62. Dahl v. Pinter, 787 F.2d 985 (5th Cir. 1986).
63.
64.

Id. at 988.
472 U.S. 299 (1985).

65. 787 F.2d at 988-89.
66.

Id. at 990.

67. Id. Prior to Dahl, the Eleventh Circuit held that a person may be a seller if that
person's actions were a "substantial factor" in causing the transaction to take place and the
injury to the plaintiff flowed "directly and proximately" from that person's action. See
Pharo, 621 F.2d at 667; Junker v. Crory, 650 F.2d 1349, 1360 (5th Cir. 1981); Foster v. Jesup

& Lamont Sec. Co., 759 F.2d 838, 844 (11th Cir. 1985).
68. 787 F.2d at 991.
69. 108 S. Ct. at 2075. The Court did not take a position on the scope of a statutory
seller for purposes of section 12(2). 108 S. Ct. at 2076 n.20. There does not appear to be any
reason, however, for applying a different test under that subsection of the Securities Act.
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rejected the "privity requirement" adopted by several jurisdictions,"0 as
well as the Eleventh Circuit's "substantial factor" test.71 The SEC, in its
amicus brief, espoused the "participation" test but the court rejected it
also.7' The Court concluded that the
language and purpose of § 12(1) suggest that liability extends only to the
person who successfully solicits the purchase, motivated at least in part
by desire to serve his own financial interests or those of the securities
owner. If he had such motivation, it is fair to say that the buyer "purchased" the security
from him and to align him with the owner in a re7
scission action.

3

The Court rejected the substantial factor test on the grounds that it "divorces the analysis of seller status from any reference to the applicable
statutory language and from any examination of § 12 in the context of the
total statutory scheme. '74 The Court noted that "[nione of the courts employing the approach has articulated what measure of participation qualifies a person for seller status, and logically sound limitations would be
difficult to develop. As a result, decisions are made on an ad hoc basis,
7
offering little predictive value to participants in securities transactions. 1
The Court found that it was unlikely that Congress would have imposed
7
strict liability on such an "unpredictably defined class of defendants. 1
The Supreme Court thus resolved the conflict among the circuits over
the proper definition of a "seller" for purposes of section 12(1). In its
opinion, the Court made it clear that securities professionals, such as ac70. 108 S. Ct. at 2077. 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).
71. 108 S. Ct. at 2079-80 n.25. See Hill York Corp. v. American Int'l Franchises, Inc., 448
F.2d 680, 693 (5th Cir. 1971); Lewis v. Walston & Co., 487 F.2d 617, 622 (5th Cir. 1973). A
number of courts have followed this view. See Lawler v. Gilliam, 569 F.2d 1283, 1287.88 (4th
Cir. 1978) (applying § 12(1)); Adalman v. Baker, Watts & Co., 807 F.2d 359, 363 (4th Cir.
1986) (§ 12(2)); Davis v. Avco Fin. Serv., Inc., 739 F.2d 1057, 1067 (6th Cir. 1984) (§ 12(2)),
cert. denied, 470 U.S. 1005 (1985); Stokes v. Lokken, 644 F.2d 779, 785 (8th Cir. 1981) (§ 12
generally); Foster v. Jesup & Lamont Sec. Co., 759 F.2d at 834-44 (§ 12 generally). The
Ninth Circuit imposed section 12 liability on any person whose acts were both necessary to
and a substantial factor in the transaction. See Anderson v. Aurotek, 774 F.2d 927, 930 (9th
Cir. 1985); SEC v. Rogers, 790 F.2d 1450, 1456 (9th Cir. 1986).
72. 108 S. Ct. at 2081 n.27. The SEC argued that all persons who "participate in soliciting the purchase" should be deemed sellers under § 12(1). The Court rejected this broad
approach as inconsistent with the language of § 12(1). However, the Supreme Court frequently has adopted the SEC's arguments in recent years. See, e.g., Shearson/American Express, Inc. v. McMahon, 107 S. Ct. 2332, 2341 (1987); Basic, Inc. v. Levinson, 108 S. Ct. 978,
987 (1988).
73. 108 S. Ct. at 2079.
74. Id. at 2080.

75. Id.
76.

Id. at 2080 n.26.
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countants and lawyers, whose involvement is limited to the performance
of their professional responsibilities, are not sellers for purposes of section
12(1).

7

One cannot deem these individuals, in any meaningful way, to

have "solicited" the purchase, even though they are motivated by a desire
to serve their own financial interests and those of the promoter. The narrow definition of a "seller" should reduce the number of claims brought
against lawyers, accountants, consultants, and persons providing similar
services as part of a securities offering. It will also make it easier to resolve section 12(1) claims through summary judgment, since the inquiry
generally will be less fact
intensive than under the previous test utilized
7
Circuit.
Eleventh
the
in
The Supreme Court decision does not address whether civil liability for
aiding and abetting is available under section 12(1). Thus, it remains an
open issue. 79 In light of the Supreme Court's adoption of the narrow test
for determining who is a seller, however, it is doubtful that the Court will
expand section 12(1) by recognizing a cause of action for aiding and
abetting."0
In addressing the in pari delicto defense, the Supreme Court rejected
the Fifth Circuit's "narrow vision" of the applicability of Bateman Eich77. Id. at 2081 n.27.
78. The Eleventh Circuit recently has taken a somewhat expansive view of the issue of
when a sale occurs for the purposes of measuring the statute of limitations for section 12(1)
of the Securities Act (codified as amended at 15 U.S.C. § 77 (1982)). Section 13 of the Securities Act provides a one year statute of limitations for alleged violations of section 12(1).
Securities Act § 13 (codified as amended at 15 U.S.C. § 77m (1980)). In Raiford v. Buslease,
Inc., 825 F.2d 351 (11th Cir. 1987), the court held that the one year limitation period begins
to run from the last use of the mail or of interstate commerce to complete any "integral
stage" of the sale: "Consequently, we have construed section 5(a)(1) of the Securities Act to
prohibit the use of the mail or interstate commerce to complete any integral stage of the
sale of any unregistered security, including remittance of the funds for the purchase." 825
F.2d at 355. Accordingly, the court held a complaint was timely when the plaintiffs filed
within one year of the date on which the defendants "made use of instruments of interstate
commerce to transfer the purchase price of securities from the escrow account. . . and from
the . . . securities accounts." Id.
79. There is a split of authority on the subject. Compare Comment, Attorneys and Participant Liability Under § 12(2) of the Securities Act of 1933, 1982 Aaiz. ST. L.J. 529, 55077 (endorsing aiding and abetting liability under section 12(2)); Ruder, Multiple Defendants in Securities Fraud Cases: Aiding and Abetting, Conspiracy, In Pan Delicto, Indemnification and Contribution,120 U. PA. L. Rav. 597, 620-44 (1973), with Abrams, The Scope
of Liability Under Section 12 of the Securities Act of 1933: "Participation"and the Pertinent Legislative Materials, 15 FoRD. & URw. L.J. 877, 942-47 (1987) (disapproving secondary
liability under section 12); O'Hara, Erosion of the Privity Requirement in Section 12(2) of
the Securities Act of 1933: The Expanded Meaning of Seller, 31 UCLA L. REv. 921, 9791002 (1984) (disapproving of any form of participant liability under section 12(2)).
80. Because of the similarities between the "substantial factor" test and the test for aiding and abetting, this would permit a plaintiff to do indirectly what he cannot do directly.
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ler .81 The Court held that nothing in Bateman Eichlersuggested that the
in pari delicto defense is limited to section 10(b) claims, nor did the opinion suggest that the doctrine applies only when the plaintiff's fault is intentional or willful."s The Court stated that, under Bateman Eichler, "a
defendant cannot escape liability unless, as a direct result of the plaintiff's own actions, the plaintiff bears at least substantially equal responsibility for the underlying illegality." s Second, the defendant must demonstrate that the application of the defense
does not offend the underlying
8'
case.
the
in
involved
policies
statutory
In order for a defendant to satisfy the first prong of the Batemran Eichler test in the context of a section 12(1) claim, the defendant must prove
that "the plaintiff is at least equally responsible for the actions that
render the sale of the unregistered securities illegal-the issuer's failure
to register the securities before offering them for sale, or his failure to
conduct the sale in such a manner as to meet the registration exemption
provisions."" In order for the plaintiff to be in equal fault, the defendant
must prove more than simply that the plaintiff knew that the securities
were unregistered."s If the plaintiff and defendant cooperated in developing and carrying out the scheme to distribute unregistered securities or
the plaintiff induced the defendant not to register, "he well might be precluded from obtaining § 12(1) rescission" under this common law
doctrine.67
The Court then examined the second prong of the Bateman Eichler
test, specifically whether preclusion of suit offends underlying statutory
policies." The Court concluded that the in pari delicto defense would
significantly interfere with the enforcement of the securities laws when
the plaintiff is acting primarily as an investor."s On the other hand, the
Securities Act would not be frustrated if the in pari delicto defense was
81. 108 S. Ct. at 2071.
82. Id. The Supreme Court noted that among the Courts of Appeals that have addressed
the issue, the Fifth Circuit is alone in concluding that the defense is unavailable. Id. (citing
Lawler v. Gilliam, 569 F.2d 1283, 1294 (4th Cir. 1978); Woolf v. S.D. Cohn & Co., 515 F.2d
591, 604 (5th Cir. 1975), vacated and remanded on other grounds, 426 U.S. 944 (1976);
Malamphy v. Real-Tex Enter., Inc., 527 F.2d 978, 980 (4th Cir. 1975); Katz v. Amos Treat &
Co., 411 F.2d 1046, 1054 (2d Cir. 1969); Can-Am Petroleum Co. v. Beck, 331 F.2d 371, 37374 (10th Cir. 1964)). See generally Ruder, supra note 79, at 662-63; Note, In Pari Delicto
Under the Federal Securities Laws: Bateman Eichler, Hill Richards, Inc. v. Berner, 72
CORNELL L. REv.345, 359-62 (1987).
83. 108 S.Ct. at 2072-73.
84. Id. at 2074.
85. Id. at 2073.
86. Id.
87. Id. at 2074.
88. Id.
89. Id.
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applied in situations in which the plaintiff's role in the offering is primarily as a promoter.' In making this determination, the courts may examine a number of factors, including the extent of the plaintiff's financial
involvement compared to that of third parties solicited by the plaintiff,
the incidental nature of the plaintiff's promotional activities, the benefits
the plaintiff received from his promotional activities, and the extent of
the plaintiff's involvement in the planning stages of the offering.9 1
III.

RELIANCE NOT AN ELEMENT OF SECTION

12(2)

CLAIM

In Currie v. Cayman Resources Corp.," the Eleventh Circuit reaffirmed
that reliance is not an element under section 12(2) of the Securities Act,"
and thus "plaintiffs need not prove that they relied in any way on the
alleged misrepresentations or omissions. 4 A plaintiff need only establish
that the misrepresentation or omission was "material" in his decision to
invest."5
Currie is consistent with the prior law in this circuit, which was based
on the Fifth Circuit decision in Hill York v. American International
Franchises, Inc.'" It is also consistent with the prevailing view in the
area.'9
IV. No

PRIVATE CAUSE OF ACTION UNDER SECTION 17(A)

In Currie,the Eleventh Circuit also held that there was no private right
of action for an alleged violation of section 17(a) of the Securities Act."
90. Id.

91. Id.
92. 835 F.2d 780 (11th Cir. 1988).
93.

Securities Act § 12(2) (codified as amended at 15 U.S.C. § 77 1(2) (1982 & Supp. III

1985)).
94. 835 at 782 (quoting Hill York Corp. v. American Int'l Franchises, Inc., 448 F.2d at
695).
95. Id. at 783.
96. 448 F.2d 680 (5th Cir. 1971). See supra note 1.
97. See Austin v. Loftsgarden, 675 F.2d 168, 176 (8th Cir. 1982); Sanders v. John
Nuveen & Co., 619 F.2d 1222, 1225 (7th Cir. 1980), cert. denied, 450 U.S. 1005 (1981): Gilbert v. Nixon, 429 F.2d 348, 356 (10th Cir. 1970); John Hopkins Univ. v. Hutton, 422 F.2d
1124, 1129 (4th Cir. 1970).
98. 835 F.2d at 784-85. Section 17(a) provides:
(a) It shall be unlawful for any person in the offer or sale of any securities by the
use of any means or instruments of transportation or communication in interstate
commerce or by the use of mails, directly or indirectly(1) to employ any device, scheme or artifice to defraud, or
(2) to obtain money or property by means of any untrue statement of a
material fact or any omission to state a material fact necessary in order to
make the statements made, in light of the circumstances under which they
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The Eleventh Circuit noted that the Supreme Court has declined to address the issue," and that there are several circuits holding that there is
an implied private right of action under section 17(a). 1" Nonetheless, the
court found the Fifth Circuit's decision in Landry v. All American Assurance Co.' 01 to be persuasive. 1 "2In that case, the Fifth Circuit applied the
Supreme Court's four-part test in Cort v. Ash,"" and concluded that "section 17(a) of the Securities Act of 1933 points away from the implication
of a private cause of action."'"
The Eleventh Circuit's refusal to permit a private right of action under
section 17(a) appears to be correct. Under the current law, scienter must
be proven under section 17(a)(1), but not under section 17(a)(2) or (3). 105
Thus, an implied right of action would allow a purchaser to recover without proof of scienter under 17(a)(2) and (3). As a result, rule 10b-5(a)(2)
and (3) would be superfluous. There is no reason to believe that Congress
ever intended this approach regardless of whether it intended a private
right of action under section 17(a).
V. THE
A.

APPLICATION OF

RuLE 10B-5

Materiality of PreliminaryMerger Negotiations

In Basic, Inc. v.Levinson,'" the United States Supreme Court examined when preliminary merger discussions are material for purposes of
were made, not misleading, or
(3) to engage in any transaction, practice, or course of business which operates or would operate as a fraud or deceit upon the purchaser.
Securities Act § 17(a) (codified as amended at 15 U.S.C. § 77q(a) (1982)).

99. 835 F.2d at 784 n.8 (citing Bateman Eichler, Hill Richards, Inc. v. Berner, 472 U.S.
299, 304 n.9; Herman & MacLean v. Huddleston, 459 U.S. 375, 378 n.2 (1983); International
Bhd. of Teamsters v. Daniel, 439 U.S. 551, 567 n.9 (1979); Blue Chip Stamps v. Manor Drug
Stores, 421 U.S. 723, 734 n.6 (1975)).

100. Id. (citing Kirshner v. United States, 603 F.2d 234, 241 (2d Cir. 1978), cert. denied,
442 U.S. 909 (1979); Newman v. Prior, 518 F.2d 97, 99 (4th Cir. 1975); Kellman v. ICS, Inc.,
447 F.2d 1305, 1308-09 (6th Cir. 1971)). Additionally, several circuits have indicated a will.
ingness to re-examine the issue. See, e.g., Teamsters Local 282 Pension Trust Fund v.
Angelos, 762 F.2d 522, 530-31 (7th Cir. 1985); Yoder v. Orthomolecular Nutrition Institute,
Inc., 751 F.2d 555, 559 n.3 (2d Cir. 1985); SEC v. American Realty Trust, 586 F.2d 1001,
1006-07 (4th Cir. 1978).
101.

688 F.2d 381 (5th Cir. 1982).

102. 835 F.2d at 784.
103. 422 U.S. 66 (1975).
104. 688 F.2d at 391.
105.
106.

Aaron v. SEC, 446 U.S. 680, 698 (1980).
108 S. Ct. 978 (1988).
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section 10(b) 07 and SEC rule lOb-5.10 The Court held that the discussions would be material, if there was a substantial likelihood that a reasonable investor would have considered their disclosure significant.'" The
Court rejected defendant's contention that this type of information is not
material until there has been an "agreement-in-principle" between the
parties regarding the price and structure of the proposed merger.110
In 1978, Combustion Engineering, Inc. and Basic, Inc. entered into a
merger agreement.' In the preceding two years, the companies held various meetings and conversations regarding the possibility of the merger. 12
During this period, Basic made three public statements denying that any
merger negotiations were taking place or that it knew of any corporate
developments that would account for heavy trading activity in its
stock. 1 Plaintiffs, who had sold their stock in Basic after the company
denied that there were any merger discussions, alleged that Basic's statements were false and misleading, in violation of rule 10b-5. "1 ' Plaintiffs
contended that Basic's denial of the negotiations caused them to sell their
107. Exchange Act, § 10(b) (codified as amended at 15 U.S.C. § 78j(b) (1982)). 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 contravention of such rules and regulations as the Commission may prescribe as
necessary or appropriatein the public interest or for the protection of
investors.
Id. (emphasis added).
108. 17 C.F.R. § 240. 10b-5 (1988). SEC rule lob-5 states:
It shall be unlawful for any person, directly or indirectly, by the use of any means
or instrumentality of interstate commerce, or 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
material fact necessary in order to make the statements made, in the light
of the circumstances 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.

Id.
109.
(1976)).
110.
111.
112.
113.
114.

108 S. Ct. at 983 (citing TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438, 449
Id. at 986.
Id. at 981.
Id.
Id.
id.
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stock at prices artificially depressed by those statements.1 15 Plaintiffs alleged that Basic created a "fraud on the market" which created a rebuttable presumption that all investors who sold during this period relied on
Basic's material misrepresentations. " ' The district court, however,
granted summary judgment in favor of defendants, after finding that the
7
preliminary merger discussions were not material as a matter of law."
On appeal, the Sixth Circuit reversed the district court's grant of summary judgment.118 The court found that Basic's denial of the negotiations
was misleading. The Sixth Circuit also joined a number of other circuits
in adopting the "fraud on the market theory."'
The Supreme Court granted certiorari to resolve a split among the circuits regarding the standard of materiality applicable to preliminary
merger discussions and the propriety of the "fraud on the market theory." In affirming the decision by the Sixth Circuit, the Supreme Court
rejected the "agreement-in-principle" approach that the Third Circuit
had previously adopted. 120 Under this approach, preliminary merger discussions would not become material until the parties reached an "agreement-in-principle" regarding the price and structure of the proposed
merger. The Court noted that there existed three rationale in support of
the "agreement-in-principle" test. First, merger discussions are inherently
tentative. As a result, disclosure of preliminary merger negotiations could,
itself, mislead investors and foster false optimism."" Second, the "agreement in principle" test helps preserve the confidentiality of merger discussions. Third, the test provides a "usable, bright-line rule for determin115. Id.
116. Id.
117. Id. at 982.
118. Id. (citing Levinson v. Basic, Inc., 786 F.2d 741 (6th Cir. 1986)).
119. Id. See, e.g., Peil v. Speiser, 806 F.2d 1154, 1161 (3d Cir. 1986); Harris v. Union
Elec. Co., 787 F.2d 355, 367 & n.9 (8th Cir. 1986), cert. denied, 107 S. Ct. 94, 93 (1986);
Lipton v. Documation, Inc., 734 F.2d 740 (11th Cir. 1984), cert. denied, 469 U.S. 1132
(1985); T.J. Raney & Sons, Inc. v. Fort Cobb, Oklahoma Irrigation Fuel Auth., 717 F.2d
1130, 1332-33 (10th Cir. 1983), cert. denied sub noma.
Linde, Thomson, Fairchild, Langworthy, Cohn & Van Dyke v. T.J. Raney & Sons, Inc., 465 U.S. 1026 (1984); Panzirer v. Wolf,
663 F.2d 365, 367-68 (2d Cir. 1981), cert. grantedsub noma.
Price Waterhouse v. Panzirer,
458 U.S. 1105, judgment vacated and complaint dismissed, 459 U.S. 1027 (1982); Ross v.
A.H. Robins Co., 607 F.2d 545, 553 (2d Cir. 1979), cert. denied, 446 U.S. 946 (1980); Blackie
v. Barrack, 524 F.2d 892, 905-08 (9th Cir. 1985), cert. denied, 429 U.S. 816 (1986).
120. 108 S.Ct. 984 (citing Greenfield v. Heublein, Inc., 742 F.2d 751, 757 (3d Cir. 1984),
cert. denied, 469 U.S. 1215 (1985)). This standard has also been adopted by the Second
Circuit in Reiss v. Pan Am. World Airways, Inc., 711 F.2d 11, 13-14 (2d Cir. 1983) and by
the Seventh Circuit in Flamm v. Eberstadt, 814 F.2d 1169, 1174-79 (7th Cir.), cert. denied,
108 S.Ct. 157 (1987).
121. 108 S.Ct. at 984.
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ing when disclosure must be made."'"
The Court refused to adopt any of these rationale. The Court viewed
the first rationale, protection of the investor, as patronizing. "It assumes
that investors are nitwits, unable to appreciate-even when told-that
mergers are risky propositions up until the closing. ' 1 1 3 The second argument, preservation of confidentiality, was rejected as being unrelated to
the question of materiality. The Court also rejected the contention that
the "agreement-in-principle" test should be adopted because it provided
a bright line rule that was easier to follow. The Court declined to follow
this approach, in favor of a flexible standard of materiality. 124 In reaching
its decision, the Court relied, in part, on a study by the Advisory Committee on Corporate Disclosure that cautioned the SEC against administratively confining materiality to a rigid formula.1 2 5 The Court concluded
that the question of whether merger discussions are material depends
upon the facts in a given case. This includes an analysis of the probability
that the merger will occur, at the time the party allegedly made the misleading statement. s6
The Supreme Court's decision on the materiality of merger negotiations
appears to be correct. A company should not be permitted to deny the
existence of merger discussions that it knows to be ongoing. The decision
does not mean, however, that a company must automatically make public
the existence of any and all merger discussions. Absent a duty to speak, a
company may still refuse to comment on the existence of any such
1 7
discussions. 2

122. Id. (citing Greenfield, 742 F.2d at 757).
123. Id. (quoting Flamm, 814 F.2d at 1175).
124. Id. at 985-86.
125. Id. at 986. See Report of the Advisory Committee on Corporate Disclosure to the
Securities and Exchange Commission 327 (House Committee on Interstate and Foreign
Commerce, 95th Cong., 1st Sess.) (Comm. Print) (1977).
126. The Supreme Court stated that:
Whether merger discussions in any particular case are material therefore depends
on the facts. Generally, in order to assess the probability that the event will occur,
a factfinder will need to look to indicia of interest in the transaction at the highest
corporate levels. Without attempting to catalog all such possible factors, we note
by way of example that board resolutions, instructions to investment bankers, and
actual negotiations between principals or other intermediaries may serve as indicia
of interest. To assess the magnitude of the transaction to the issuer of the securities allegedly manipulated, a factfinder will need to consider such facts as the size
of the two corporate entities and of the potential premiums over market value. No
particular event or factor short of closing the transaction need be either necessary
or sufficient by itself to render merger discussions material.
108 S. Ct. at 987.
127. Id. at 987 n.17.
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B. Fraud on the Developed Market
The most significant aspect of the Basic decision was the Supreme
Court's adoption of the "fraud on the market theory." As the Court
noted:
The fraud on the market theory is based on the hypothesis that, in an
open and developed securities market, the price of a company's stock is
determined by the available material information regarding a company
and its business .... Misleading statements will therefore defraud pur-

chasers of stock even if the purchasers do not directly rely on misstatements .... The causal connection between the defendants' fraud and

the plaintiffs' purchase of stock in such a case is no less significant than
in a case of direct reliance on misrepresentations.126
The theory had been used to create a presumption that purchasers relied
on the integrity of the market in establishing securities prices.20 The
court created the presumption of reliance in order to facilitate class certification, by attempting to remove reliance as an individual element. The
Court concluded that
[r]equiring a plaintiff to show a speculative state of facts, i.e., how he
would have acted if omitted material information had been disclosed...
or if misrepresentation had not been made ...would place an unnecessarily unrealistic evidentiary burden on the Rule 10b-5 plaintiff who has
traded on an impersonal market.'38
The Court noted that "nearly every court that has considered the proposition had adopted the fraud on the developed market theory..... The
Court held, however, that "[a]ny showing that severs the link between the
alleged misrepresentation and either the price received (or paid) by the
plaintiff, or his decision to trade at a fair market price, will be sufficient
to rebut the presumption of reliance. 1118 Thus, a defendant could rebut

the presumption, for example, if a defendant could show that the plaintiffs were aware of the true facts or if the decision to sell was based on
3
unrelated factors.

128. Id. at 988-89 (quoting Peil v. Speiser, 806 F.2d 1154, 1160-61 (3d Cir. 1986)).
129. Id. at 990 (citing In re LTV Sec. Litig., 88 F.R.D. 134, 143 (N.D. Tex. 1980); Peil,
806 F.2d at 1161; Blackie v. Barrack, 524 F.2d 891, 908 (9th Cir. 1975)).
130. Id. (citations omitted).
131. Id. at 991. See cases cited supra note 119; see also Black, Fraudon the Market: A
Criticism of Dispensingwith the Reliance Requirement in Certain Open Market Transactions, 62 N.C.L. REv. 435 (1984); Note, The Fraudon the Market Theory, 95 HARv. L. Rv.

1143 (1982); Note, Fraud On The Market: An Emerging Theory of Recovery Under SEC
Rule l1b-5, 50 GEo. WASH. L. REV. 627 (1982).
132. 108 S. Ct. at 992.
133. The Court stated that the presumption could be rebutted if "news of merger discus-
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The Court's adoption of the "fraud on the market theory" was far from
unanimous. Only Justices Brennan, Marshall, and Stevens joined Justice
Blackmun, who wrote the opinion for the Court, in adopting the theory.
Justices White and O'Connor dissented from that portion of the opinion,
while Chief Justice Rehnquist and Justices Scalia and Kennedy took no
part in the consideration or decision of the case. There is some speculation, therefore, that had all the justices participated in the ruling, the
issue might have been resolved differently. Nonetheless, the Supreme
Court has approved the fraud on the developed market theory and it is
binding on the circuits.
The battle now turns on the application of the "fraud on the market
theory" in the context of a new issue of securities. A number of courts
have refused to extend the theory to situations that do not involve a
fraud on a developed market. The issue is presently before the Eleventh
Circuit en banc in Ross v. Bank South.""' The fraud on the "new issue"
market had its genesis in the Fifth Circuit's original decision in Shores v.
Sklar."" Although a number of courts have applied the theory rather
broadly, a panel of the Fifth Circuit in Abell v. Potomac Insurance Co. 183
has recently applied it in a much narrower fashion. Critics argue that the
"fraud on the market theory" has no applicability in the new issue context, since there is not a developed market to ensure the efficient transmission of information about a security. 1 7
Unless the Eleventh Circuit en banc rejects this permutation of the
doctrine set forth in the original Shores opinion, it will remain the law in
this circuit. In Kirkpatrick v. J.C. Bradford & Co.,8 8 a panel of the Eleventh Circuit applied the doctrine in certifying a plaintiff class. A panel in
the recent decision of Shores v. Sklar entered a similar ruling.' 8 9
sions credibly entered the market and dissipated the effects of the misstatements," or if a
shareholder sold because of "potential antitrust problems, or political pressures to divest
from shares of certain businesses . . . ." Id.
134. 837 F.2d 980 (11th Cir. 1988), reh'g granted, 848 F.2d 1132 (11th Cir. 1988). Oral
argument in the case was held on October 19, 1988. The parties are now awaiting a ruling
from the court.
135. 647 F.2d 462 (5th Cir. 1971) (en banc), cert. denied, 459 U.S. 1102 (1983).
136. 858 F.2d 1104, 1122-23 (5th Cir. 1988), reh'g denied, 863 F.2d 882 (5th Cir. 1988).
In that case, the court held that the theory could only be applied where the offering was a
sham.
137. The author has submitted a brief in Ross v. Bank South on behalf of the Securities
Industry Association in opposition to the fraud on the market theory in the new issue
context.
138. 827 F.2d 718 (11th Cir. 1987). The panel was comprised of Circuit Judges Vance
and Kravich and Senior Circuit Judge Brown.
139. 844 F.2d 1485 (11th Cir. 1988), reh'g granted, 855 F.2d 722 (11th Cir. 1988). This
panel was comprised of Circuit Judges Fay and Kravich and Senior District Judge Atkins,
who was sitting by designation. Justice Kravich authored the panel decision in Shores and
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C. Aiding and Abetting Liability Under Rule 10b-5
In Schneberger v. Wheeler,"" the Eleventh Circuit examined a bank's
potential liability for aiding and abetting a fraudulent scheme involving
oil and gas limited partnerships. In that case, the Buckeye Petroleum
Company sold limited partnership interests to potential investors. In order to facilitate the investment, Buckeye arranged a letter of credit loan
program with U.S. Trust. When the partnerships failed, plaintiffs alleged
that U.S. Trust aided and abetted Buckeye in the fraud. In support of
their position, plaintiffs pointed to the following facts:
(1)U.S. Trust knew that the credit loan program would make the investment more attractive to potential investors;
(2)U.S. Trust had Buckeye's financial statements which raised questions
about the financial solidity of Buckeye;
(3) U.S. Trust knew that Buckeye had been sued by an investor and a
supplier; and
(4) U.S. Trust required potential investors to execute acknowledgment
letters whereby they waived any claims against U.S. Trust.""
The court recognized that "[a] person may be held as an aider and
abetter only if. . . the accused party had general awareness that his role
was part of an overall activity that is improper, and if the accused aiderabetter knowingly and substantially assisted the violation."", In
Schneberger, the court held that U.S. Trust had no duty to disclose
Buckeye's financial condition or the existence of pending suits, based on
its role as a lender. The question, therefore, was whether U.S. Trust possessed a sufficient degree of scienter, in light of its slight level of participation in the alleged wrongdoing, to impose aiding and abetting liability.
In reviewing the evidence before it, the court concluded that plaintiffs
had not met their burden of proof on this issue. The court held that
knowledge of Buckeye's weak financial condition neither created a duty
8
to disclose nor constituted knowledge of a fraud."1
The Schneberger decision appears to be correctly decided, as a court
should be careful about imposing liability under rule 10b-5 on banks and
professionals who are collateral to the fraudulent scheme. A contrary approach would force them out of the market or make the cost of their services prohibitive. Neither result would benefit the securities markets or
individual investors.
Kirkpatrick.
140. 859 F.2d 1477 (11th Cir. 1988).
141. Id. at 1480.
142. Id. (quoting Woodward v. Metro Bank of Dallas, 522 F.2d 84, 94-95 (5th Cir. 1975);
see also Woods v. Barnett Bank of Fort Lauderdale, 765 F.2d 1004, 1009 (11th Cir. 1985)).
143. Id. at 1481.

MERCER LAW REVIEW

1382

[Vol. 40

D. Statute of Limitation Under Rule 10b-5
There is no express statute of limitation set forth under rule 10b-5. In
order to determine the applicable limitations period, and in reliance on
certain Supreme Court precedent in other areas,"" the courts have borrowed from analogous state statutes.' 4 In 1987, the United States Supreme Court rejected this approach when used to ascertain the applicable
statute of limitation for a RICO action. In Agency Holding Corp. v. Malley-Duff & Associates, Inc.,' the Court held that the four year statute of
limitations for the Clayton Act,147 another federal statute, "offers a far
closer analogy to RICO than any state law alternative.""8 In In re Data
Access Systems Securities Litigation,''" the Third Circuit adopted the
reasoning in Malley-Duff and held that the limitations period for rule
10b-5 claims should be borrowed from the analogous limitations period
for express causes of action under the Exchange Act, rather than the most
analogous state statute of limitations. "Accordingly, . . . the proper period of limitations for a complaint charging violation of section 10(b) and
Rule 10(b)-5 is one year after the plaintiff discovers the facts constituting
the violation, and in no event more than three years after such
violation. '' 60

In Durham v. Business Management Associates, T' the Eleventh Circuit had an opportunity to adopt the approach taken by the Third Circuit
in In re Data Access, but declined to do so. Instead, the court reiterated
its belief that courts are to apply the state limitations period "which
bears the closest resemblance" to the federal claim." Applying this approach, the court held that the statute of limitations for a rule 10b-5 action in Alabama is two years.153 In deciding the issue, the court did not
address the holding or the rationale of In re Data Access.
The approach taken by the Third Circuit in In re Data Access is preferable to the approach reiterated by the Eleventh Circuit in Durham.
144. DelCostello v. International Bhd. of Teamsters, 462 U.S. 151 (1983); Wilson v. Gar-

cia, 471 U.S. 261 (1985).
145. One district court has noted that no fewer than five different limitations periods
appear to exist (ranging from one year to six years) and that in several states the question of
the applicable limitations period is still unsettled. Sanders v. Robinson Humphrey/American Express, Inc., 634 F. Supp. 1048, 1066 (N.D. Ga. 1986).
146. 107 S. Ct. 2759 (1987).

147. Clayton Act, ch. 323, 38 Stat. 730 (1914) (codified as amended at 15 U.S.C. § 15b
(1982)).
148. 107 S. Ct. at 2764.
149. 843 F.2d 1537 (3d Cir. 1988) (en banc).

150. Id. at 1550.
151.

847 F.2d 1505 (11th Cir. 1988).

152. Id. at 1508.
153. Id.
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Having five different statutes of limitations apply to a single federal cause
of action serves no legitimate purpose. The present situation promotes
forum shopping and creates uncertainty in attempting to determine when
liability ceases. It is hoped that the Supreme Court will adopt the approach taken by the Third Circuit, or that Congress will adopt a uniform
limitations period.
VI.

DAMAGES

There were two significant decisions involving damages during the survey period. In Rousseff v. E.F. Hutton & Co.,"5 4 the Eleventh Circuit held
that tax benefits are not to be deducted when calculating a rescissionary
award under section 12(2) of the Securities Act.155 Although section 12(2)
provides that any "income received" from an investment must be subtracted from a damage award, the court concluded that tax benefits do
not constitute "income received" for purposes of section 12(2).'"
In Pidcock v. Sunnyland America, Inc.,157 the court held that, under

certain circumstances, a defrauded party may measure his damages by
the amount of profit the defendant receives. In that case, Pidcock and
Harvard each owned fifty percent of Sunnyland. Pidcock sold his stock to
Harvard's son for $2.2 million, based on the representation that there was
no third party interested in buying the company.'" In reality, the
Harvards had been negotiating with at least two parties who were interested in purchasing the company for between $14-$16 million.' ss These
154. 843 F.2d 1326 (11th Cir. 1988).
155. Id. at 1330. Section 12(2) provides that:
Any person who (2) offers or sells a security ... by the use of any means or instruments of
transportation or communication in interstate commerce or of the mails, by
means of a prospectus or oral communication, which includes an untrue
statement of a material fact or omits to state a material fact necessary in
order to make the statements, in the light of the circumstances under which
they were made, not misleading (the purchaser not knowing of such untruth
or omission), and who shall not sustain the burden of proof that he did not
know, and in the exercise of reasonable care could not have known, of such
untruth or omission, shall be liable to the person purchasing such security
from him, who may sue 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.
Securities Act § 12(2) (codified as amended at 15 U.S.C. § 77(I)(2) (1982 & Supp. III 1985)).
156. 843 F.2d at 1330.
157. 854 F.2d 443 (11th Cir. 1988).
158. Id. at 444.
159. Id. at 445.
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proposed sales did not take place, and the company was ultimately sold
to a third party for $7.3 million.160 Pidcock subsequently filed an action
under rule 10b-5 seeking to recover the difference between the true fair
market value of his stock and what he received. Since the ultimate purchaser was not one of the individuals with whom the Harvards were negotiating when Pidcock sold his interest in the business, the district court
concluded that Pidcock failed to prove that his damages were proximately caused by the misrepresentations. 161
On appeal, the Eleventh Circuit held that the district court erred in not
considering the disgorgement remedy available under Janigan v. Taylor" 2 and its progeny. The Eleventh Circuit held that:
[Ilt may ... be entirely speculative whether, had plaintiffs not sold, the
series of fortunate occurrences would have happened in the same way,
and to their same profit. However, there can be no speculation but that
the defendant actually made the profit and, once it is found that he acquired the property by fraud, that the profit was the proximate consequence of the fraud, whether foreseeable or not. It is more appropriate to
give the defrauded party the1 3 benefit even of windfalls than to let the
fraudulent party keep them.

The court of appeals held that Pidcock was entitled to a presumption
that the damages he suffered as a result of the fraud were equal to the
profits the Harvards realized upon the sale of Sunnyland. 1 ' The presumption required defendants to come forward with evidence showing
that the profit was attributable to causes other than their fraudulent
purchase of Pidcock's stock. 1"
The result in Pidcock appears to be correct. It seems patently unfair to
permit a party who engages in a fraud to benefit from his fraud simply
because subsequent events occurred in a manner that was not originally
foreseen. By the same token, the rebuttable nature of the presumption in
Pidcock gives the defendant an opportunity to show that the profit was
based upon his managerial efforts, for example, rather than the inherent
value of the stock.
VII. ARBITRATION
Once again, there was a significant amount of litigation during the survey period over the enforceability of pre-dispute arbitration agree160.
161.
162.
163.
164.
165.

Id.
Id.
344 F.2d 781, 786 (1st Cir.), cert. denied, 382 U.S. 879 (1965).
845 F.2d at 446 (citing Janigan, 344 F.2d at 786).
Id. at 448.
Id.
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ments." A substantial amount of the litigation arose as a result of the
Supreme Court's 1987 decision in Shearson/American Express, Inc. v.
McMahon.167 In a five to four decision, the Court in McMahon held that
claims arising under the Exchange Act were arbitrable.' In reaching its
decision, the Supreme Court found that its holding in Wilko v. Swan "
was not controlling. In Wilko, the Court held that claims arising under
the Securities Act were non-arbitrable. The Court in Wilko pointed to the
language in section 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 stipulation waiving the
right to seek a judicial remedy, and was therefore void.170 Five of the
seven appellate courts that had considered the issue since Wilko, including the Eleventh Circuit in its en banc decision in Wolfe v. E.F. Hutton, 71 had held that claims arising under the Exchange Act were not
172
arbitrable.
166. A typical arbitration clause might provide that:
[it] is understood that the following agreement to arbitrate does not constitute a
waiver of the right to seek a judicial forum where such a waiver would be void
under the federal securities laws. The undersigned agrees, and by carrying an account for the undersigned you agree, that except as inconsistent with the foregoing sentence, all controversies which may arise between us concerning any transaction or the construction, performance, or breach of this or any other agreement
between us, whether entered into prior, on or subsequent to the date hereof, shall
be determined by arbitration. Any arbitration under this agreement shall be determined pursuant to the arbitration laws of the State of New York, before the
American Arbitration Association, or before the New York Stock Exchange or arbitration facility provided by any other exchange or the National Association of
Securities Dealers, Inc. and in accordance with its rules then obtaining. The undersigned may elect in the first instance whether arbitration shall be by the American Arbitration Association or by the New York Stock Exchange or other exchange or market facility, but if the undersigned fails to make such election, by
registered letter or telegram addressed to you at your main office before the expiration of five days after receipt of a written request from you to make such election, then you may make such election. The award of the arbitrators, or of the
majority of them, shall be final, and judgment upon the award rendered may be
entered in any court, state or federal, having jurisdiction.
167. 107 S. Ct. 2332 (1987).
168. Id. at 2337.
169. 346 U.S. 427 (1953).
170. Dean Witter Reynolds, Inc. v. Byrd, 470 U.S. 213, 215 n.1 (1985).
171. 827 F.2d 695 (11th Cir. 1987) (en banc).
172. The Second, Third, Fifth, Ninth, and Eleventh Circuits held that the claims were
nonarbitrable. See McMahon v. Shearson/American Express, Inc., 788 F.2d 94, 98 (2d Cir.
1986), rev'd, 107 S. Ct. 2332 (1987); Jacobson v. Merrill Lynch, Pierce, Fenner & Smith,
Inc., 797 F.2d 1197, 1201-02 (3d Cir. 1986), cert. granted, 107 S. Ct. 3204 (1987); 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);
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In its amicus brief, the SEC argued in McMahon that claims under the
Exchange Act and the Securities Act should be subject to arbitration
before regulatory agencies under the auspices of the SEC."' Since Shearson had not challenged the arbitrability of McMahon's Securities Act
claims, the Court did not rule on that issue. In early 1989, the Supreme
Court, in Rodriguez v. Shearson-American
Express, extended its ruling
17 4
to claims under the Securities Act.
A number of the post-McMahon decisions focused on attempts by parties to avoid arbitration or its results. For example, in Adrian v. Smith
Barney, Harris, Upham & Co., 1 " the Eleventh Circuit held that a customer could not rely on former SEC rule 15c2-2(a) 17 to avoid arbitration.
The rule made it a fraudulent, manipulative, or deceptive act for a broker
or dealer to enter into an arbitration agreement that was contrary to the
existing law. The court noted that rule 15c2-2(a) was rescinded effective
October 21, 1987 and, in any event, was inconsistent with the Supreme
Court's ruling in McMahon."'
In Suarez-Valdez v. Shearson-Lehman-American Express, Inc.,17 8 the
broker moved to stay the action filed by its customer, pending arbitra17
tion. The district court stayed the trial, but refused to stay discovery. 9
On appeal, the Eleventh Circuit held that discovery proceedings must
also be stayed pending arbitration. Even if the customer claimed to have
some "special need" for discovery, that argument was undermined by the
Supreme Court's decision in McMahon.1 80 The Eleventh Circuit held that
Wolfe v. E.F. Hutton & Co., 800 F.2d 1032, 1038 (11th Cir. 1986), cert. granted, 107 S. Ct.
3205 (1987). The First and Eighth Circuits held that the claims were arbitrable. See Page v.
Moseley, Hallgarten, Estabrook & Weeden, Inc., 806 F.2d 291 (1st Cir. 1986); Phillips v.
Merrill Lynch, Pierce, Fenner & Smith, Inc., 795 F.2d 1393, 1396 (8th Cir. 1986).
173. Amicus Brief of the Securities Exchange Commission at 13-18, McMahon, 107 S.
Ct. at 2341 n.3.
174. 109 S. Ct. 1917 (1989).
175. 841 F.2d 1059 (11th Cir. 1988).
176. Rule 15c2-2(a) stated that:
It shall be a fraudulent, ma'iipulative or deceptive act or practice for a broker or
dealer to enter into an agreement with any public customer which purports to
bind the customer to the arbitration of future disputes between them arising
under the federal securities laws, or to have in effect such an agreement, pursuant
to which it effects transactions with or for a customer.
17 C.F.R. § 240.15c2.2(a) (1987). Rule 15c2-2 was rescinded effective October 21, 1987. See
52 Fed. Reg. 39, 216 (1987).
177. Even prior to McMahon, at least one district court in the Eleventh Circuit had
refused to apply rule 15c2-2(a) to avoid binding arbitration. del Castillo v. PaineWebber,
Fed. Sec. L. Rep. (CCH) 1 92,826 (N.D. Ga. Dec. 12, 1985).
178. 858 F.2d 648 (11th Cir. 1988).
179. Id. at 649.
180. Id. at 649 n.1. Additionally, Representative Rick Boucher (D-Va.) has introduced a
bill in the House of Representatives which would bar predispute arbitration clauses from
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the district court had no discretion in determining which arbitration
agreements should be enforced or the extent of the stay that must be
granted."'1
The Eleventh Circuit dealt with the power of the courts to vacate an
arbitration award on two occasions during the survey period. In Bonar v.
Dean Witter Reynolds, Inc.,182 the Eleventh Circuit held that perjury by
the investor's expert witness required the court to vacate the arbitrator's
punitive damage award. In reaching its decision, the court relied on section 10(a) of the Federal Arbitration Act'8s that provides that an award
may be vacated "[w]here the award was procured by corruption, fraud or
undue means." ' 4 The court rejected the contention by Dean Witter, however, that the award of punitive damages should be vacated because arbitrators lack power to award punitive damages. In making this argument,
Dean Witter relied on the fact that the arbitration agreement was governed by New York law, which prohibits arbitrators from awarding punitive damages. The court found that the choice of law provision in the
arbitration clause merely designated which substantive law the arbitrators were to apply in determining
whether the parties' conduct warranted
8
an award of punitive damages. '
The Eleventh Circuit also rejected Dean Witter's contention that the
customer waived his right to recover punitive damages by signing the customer agreement. The court held that the agreement never explicitly
mentioned punitive damages and so the court was unwilling to find a
waiver. 1" Under Bonar, a brokerage firm can presumably avoid punitive
damages simply by stating in the arbitration clause that the parties waive
their right to recover punitive damages from each other.
The brokerage firm was less successful in overturning the arbitration
award in O.R. Securities, Inc. v. ProfessionalPlanningAssociates, Inc.187
In that case, twenty financial planners transferred their licenses from
being used as a precondition to opening a brokerage account. The Securities and Exchange
Commission has voted to oppose this legislation. See Sac. REG. & L. REP., Vol. 20, No. 27, p.
1053.
181. 858 F.2d at 650.
182. 835 F.2d 1378 (11th Cir. 1988).
183. Federal Arbitration Act, ch. 392, 61 Stat. 670 (1947) (codified as amended at 9
U.S.C. §§ 1-15 (1982)).
184. 835 F.2d at 1383. The court concluded that "[tJhere is no doubt that perjury constitutes fraud within the meaning of the Arbitration Act." Id. at 1383 n.7 (citing Dogherra v.
Safeway Stores, Inc., 679 F.2d 1293, 1297 (9th Cir.), cert. denied, 459 U.S. 990 (1982); cf.
Harre v. A.H. Robins, 750 F.2d 1501, 1503 (11th Cir. 1985) (perjury constitutes fraud under

FED. R. Civ. P. 60(b)(3)).
185. Id. at 1387 (citing Willoughby Roofing & Supply Co. v. Kajima Int'l, Inc., 598 F.2d
353, 359 & n.11 (N.D. Ala. 1984), afl'd, 776 F.2d 269 (11th Cir. 1985)).

186. Id.
187. 857 F.2d 742 (11th Cir. 1988).
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WZW to Professional Planning Associates ("PPA"), a newly formed broker-dealer. A dispute developed over the amount of commissions owed to
the financial planners by WZW. When WZW refused to pay the commission, PPA brought an arbitration proceeding against it. PPA added O.R.
Securities as an additional party because WZW had transferred "substantially all of its assets" to O.R. Securities.'"
O.R. Securities then moved to dismiss the arbitration proceedings on
the grounds that it was not liable to PPA, because it had never assumed
WZW's liabilities. The arbitration panel did not decide that motion and
ultimately entered an award in favor of PPA against O.R. Securities.
Thereafter, O.R. Securities filed a complaint and application in the district court to vacate the arbitration award. O.R. Securities alleged that
the award "reflected manifest disregard of the law, was arbitrary and capricious, was irrational and was plainly contrary to public policy because
it had made O.R. Securities liable for WZW's obligations to PPA when
O.R. Securities had no legal liability whatsoever to PPA. ' "' O.R. Securities also contended that the award was procured by fraud. Finally, it
sought discovery of certain matters from the arbitrators."90
On appeal, the Eleventh Circuit upheld the district court's dismissal of
the claim. Procedurally, the court noted that a motion to vacate an arbitration award cannot be brought in the form of a complaint because the
burden of dismissing the complaint would then be on the "wrong" party,
specifically the one defending the arbitration award. Accordingly, the
court treated the pleading as a motion to vacate.191
On the substantive issue, the court held that the arbitration panel did
not exhibit a "manifest disregard of the law" which, in the court's view,
meant "more than error or misunderstanding with respect to law." 92 Instead, manifest disregard "may be found when arbitrators understand
and correctly state the law, but proceed to disregard the same."' 9" The
court noted that the issue of successor liability was presented to the arbitrators, who declined to state the reasons for their ruling. The court held
that an arbitration panel is not required to state the reasons for its
award." The court also rejected the attempt by O.R. Securities to conduct discovery of the arbitrators. The Eleventh Circuit held that
188. Id. at 744.
189. Id.
190. Id.
191. Id. at 745.
192. Id. at 746-47 (quoting Merrill Lynch, Pierce, Fenner & Smith, Inc. v. Bobker, 808
F.2d 930, 933 (2d Cir. 1986)).
193. Id. at 747 (quoting Stroh Container Co. v. Delphi Indus., Inc. 783 F.2d 743, 750 (8th
Cir.), cert denied, 476 U.S. 1141 (1986)).
194. Id.
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"[courts have repeatedly condemned efforts to depose members of an arbitration panel to impeach or clarify their awards." 1 6 The court also rejected the attempts by O.R. Securities to set aside the award on the
grounds of fraud. The court found the alleged perjury by the President of
WZW to be insufficient to vacate the award.196
The ruling in O.R. Securities will undoubtedly reduce the amount of
litigation which would otherwise follow the entry of arbitration awards. If
the Eleventh Circuit had required an arbitration panel to set forth the
reasons for its award or had permitted discovery to be conducted against
the arbitrators, the challenges to arbitration awards would increase dramatically and the summary nature of the proceeding would be essentially
eliminated. Such a requirement would also reduce the willingness of some
individuals to serve as arbitrators.
VIII.

CONCLUSION

Several decisions by the Supreme Court and the Eleventh Circuit have
made a significant impact in the field of securities regulation over the
past two years. The trend, it appears, is to limit the liability of peripheral
parties, while expanding the ability of the investor to go against the primary wrongdoer. Cases during the next survey period will undoubtedly
decide, inter alia, whether the "fraud on the market theory" can be applied in the new issue context, and whether a federal statute of limitation
should apply to claims under rule 10b-5.

195. Id. at 748.
196. Id.

