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INTRODUCTION

During the survey period, the Fifth Circuit addressed several issues
of increasing importance in the area of securities law. In MCG, Inc.
v. Great Western Energy Corp., 1 the court limited the circumstances
under which a federal court may exercise subject matter jurisdiction
over foreign securities transactions. The court found no basis to acquire
federal jurisdiction over a foreign transaction where the plaintiff,
"through extensive machinations," carefully structured the transaction
in order to avoid federal securities laws.2 In Frye v. Paine, Webber,
Jackson & Curtis, Inc.,3 the court identified the circumstances under
which a party may waive a contractual right to arbitration.4 The timely
and controversial issue of whether an arbitration panel must state the
reasons for its decision in its award was addressed in Antwine v.

• Associate Professor of Law, Texas Tech University; B.M.E., Berklee College of Music,
1975; J.D., State University of New York at Buffalo, 1980.

I. 896 F.2d 170 (5th Cir. Mar. 1990).
2. [d. at 175.
3. 877 F.2d 396 (5th Cir. July 1989), cert. denied, __ U.S. __ , 110 S. Ct. 1318,

108 L. Ed. 2d 493 (1990).
4. See id. at 398-99.
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Prudential Bache Securities, Inc. s The court determined that under rule
42 of the Securities Arbitration Rules of the American Arbitration
Association, an arbitration panel is not required to state the reasons
for an award relating to statutory claims.6

In three cases, the Fifth Circuit focused on the definition of
"security" and "investment contract." The court applied the definition
crafted by the Supreme Court in SEC v. W.J. Howey CO.7 to determine
whether a limited partnership,s a warehouser,9 and a cattle-feeding
consulting agreement lO were securities or investment contracts. In de
nying a petition for rehearing in Long v. Shultz Cattle Co., 11 the Fifth
Circuit noted the frequent criticisms of the vertical commonality ap
proach which it had adopted in SEC v. Continental Commodities
Corp.12 The court stated that if it were presented with a case factually
more analogous to Continental Commodities, it would consider "taking
a fresh look at the policy issues raised in that case." 13

Finally, in Laird v. Integrated Resources, Inc.,14 the court held
that an investment adviser may violate rule lOb-5 by failing to disclose
a substantial conflict of interestY The court further held that because
an investment adviser is a fiduciary, he is held to a higher standard of
care: "an 'affirmative duty of utmost good faith to avoid misleading
clients."'16 It is unclear whether proof of fiduciary status can be used
by a plaintiff to offset a weaker showing of one or more elements of
a lOb-5 claim.

5. 899 F.2d 410 (5th Cir. Apr. 1990).
6. See id. at 412-13.
7. 328 U.S. 293 (1946).
8. See L & B Hosp. Ventures, Inc. v. Healthcare Int'I, Inc., 894 F.2d 150, 151-52 (5th

Cir. Feb. 1990), cert. denied, __ U.S. __ , III S. Ct. 55, 112 L. Ed. 2d 30 (1990).
9. See Crawford v. Glenns, Inc., 876 F.2d 507, 511-12 (5th Cir. July 1989).

10. See Long v. Shultz Cattle Co., 881 F.2d 129, 132-36 (5th Cir. Aug. 1989), aff'd per
curiam on denial of pet. for reh'g, 896 F.2d 85 (5th Cir. Feb. 1990).

II. 896 F.2d 85 (5th Cir. Feb. 1990), aff'g per curiam on denial of pet. for reh'g, 881
F.2d 129 (5th Cir. Aug. 1989).

12. 497 F.2d 516 (5th Cir. 1974); see 896 F.2d at 86-88.
13. 896 F.2d at 88.
14. 897 F.2d 826 (5th Cir. Apr. 1990). The court also decided Whiteside & Co. v. SEC,

883 F.2d 7 (5th Cir. July 1989), which was a petition for review of an order of the Securities
and Exchange Commission. Whiteside is not analyzed in this article.

15. 897 F.2d at 831-32.
16. [d. at 844 (Jones, J., concurring) (quoting the majority opinion).
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II. EXTRATERRITORIAL APPLICATION OF SECURITIES LAWS

The globalization of the securities market has triggered an increase
in international securities fraud. 17 Because the Securities Exchange Act
of 1934 does not definitively address the circumstances under which a
federal court has subject matter jurisdiction over foreign transactions, 18

courts have been required to "fill the void."19 The Second Circuit,
"the Mother Court" of securities law,20 often has been called upon to
define the limits of extraterritorial jurisdiction in securities fraud cases.
Generally, the Second Circuit has held that fraudulent conduct or
adverse impact upon a purchaser or seller, in whom the United States
has an interest, which arises within the United States in connection
with a foreign securities transaction provides sufficient basis for a
federal court to acquire jurisdiction over the subject matter. 21 In MCG,
Inc. v. Great Western Energy Corp.,22 the Fifth Circuit refused to
expand "the outer perimeter of American jurisdiction" over security
fraud claims arising out of foreign transactions.23 The court upheld the

17. In 1970, "roughly two-thirds of the aggregate value of the stocks traded on the
world's major exchanges" was traded on the United States stock market. Mahoney, Securities
Regulation by Enforcement: An International Perspective, 7 YALE J. ON REG. 305, 309 (1990)
(citing Shopkorn, Global Trading: The Current and Future Impact on United Stated Markets
and United States Portfolio Managers, 4 B.U. INT'L L.J., 25, 25 (1986». By September 30,
1989, the U.S. stock market was "less than one-third of the world market, and was less than
three-quarters the size of the Tokyo stock market." Id. (citing DATWA INST. OF RESEARCH
LTD., World Stock Markets (As of end September 1989), TOKYO STOCK MARKET Q. REV.,
Sept. 30, 1989, at 6).

18. The Securities Exchange Act of 1934 generally provides that federal courts have
exclusive jurisdiction over suits under the Act. 15 U.S.C. § 78aa (1988). Section 78dd(b)
provides that the 1934 Act "shall not apply to any person insofar as he transacts a business
in securities without the jurisdiction of the United States, unless he transacts such business in
contravention of such rules and regulations as the Commission may prescribe as necessary or
appropriate to prevent the evasion of this chapter." Id. § 78dd(b).

19. MCG, Inc. v. Great w. Energy Corp., 896 F.2d 170, 173 (5th Cir. Mar. 1990) (citing
Zoelsch v. Arthur Andersen & Co., 824 F.2d 27, 30 (D.C. Cir. 1987».

20. Continental Grain Ltd. v. Pacific Oilseeds, Inc., 592 F.2d 409, 413 (8th Cir. 1979).
21. See Bersch v. Drexel Firestone, Inc., 519 F.2d 974, 993 (2d Cir. 1975), cert. denied,

423 U.S. 1018 (1975); lIT v. Vencap, Ltd., 519 F.2d 1001, 1017-18 (2d Cir. 1975); Leasco
Data Processing Equip. Corp. v. Maxwell, 468 F.2d 1326, 1336-37 (2d Cir. 1972).

22. 896 F.2d 170 (5th Cir. Mar. 1990).
23. In United States v. Cook, 573 F.2d 281 (5th Cir.), cert. denied, 439 U.S. 836 (1978),

the Fifth Circuit for the first time focused on the extraterritorial application of securities law.
Because the challenged fraudulent scheme in Cook was "so far within the jurisdiction of the
American courts as to give [the court) little pause," the Fifth Circuit deferred "an attempt to
formulate the outer perimeter of American jurisdiction." Id. at 283.
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district court's dismissal (for lack of subje~ matter jurisdiction) of
claims relating to a purchase of stock on a foreign exchange, by a
foreign corporation, in a foreign offering that disqualified American
purchasers.24

The court noted that its analysis began and ended "with the
district court's finding that [the plaintiffs] sought, through extensive
machinations, to avoid the application of the federal securities laws
and their attendant obligations in order to facilitate their investment
in a foreign offering from which they were disqualified, doing so
without the knowledge of the defendants."25 The transaction involved
the sale of shares of common stock in a Texas corporation, Great
Western Resources, on the London Stock Exchange.26 The shares were
foreign securities and were not registered with the Securities and
Exchange Commission.27 As foreign securities, they could be offered
only to investors who were not citizens, residents, nationals or chartered
residents of the United States.28 Each stock certificate bore a legend
that described the restrictions.29 Purchasers were also required to sign
a declaration acknowledging compliance with the restrictions.30

Rodney Dockery, the owner of MCG and other plaintiff-corpo
rations, learned of the London offering of Great Western stock through
his frequent business dealings with Great Western.3l To circumvent the
restriction on sales to American investors, Dockery arranged for the
purchase of securities through a shell corporation organized in Hong
Kong solely for the purchase of the foreign stock.32 The transaction
was consummated without the defendants' knowledge. 33

The Second Circuit has developed two tests to determine whether
a federal court has jurisdiction over a transaction involving foreign
securities. Under the "effects" test, a federal court may exercise

24. See 896 F.2d at 171-73.
25. [d. at 175.
26. [d. at 172.
27. [d.
28. [d.
29. [d.
30. [d.
31. [d. at 173. This version of the facts was upheld by the Fifth Circuit and is based on

the district court's findings of fact, which credited the defendant's version of the transaction.
See id.

32. [d. No records showed the ownership of Great Western Stock by MCG, Inc. or any
other American corporation owned by Dockery. [d.

33. [d.
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jurisdiction based on "conduct occurring outside the United States that
has an effect on the American securities markets or American inves
tors."34 The Fifth Circuit refused to apply the "effects" test to the
Great Western transaction "[b]ecause Great Western was not registered
on any American exchange, and because no American individual or
corporate entity . . . invested in the London offering. "35 The second
test-the "conduct" test-allows a federal court to acquire jurisdiction
over acts which occurred in the United States, but whose impact is felt
outside the court's territorial boundaries.36 Apparently, the Fifth Circuit
did not consider the "conduct" test to be applicable because no
fraudulent conduct occurred in the United States.37

The Fifth Circuit distinguished MCG, Inc. from prior extraterri
torial jurisdiction cases. The critical fact which distinguished MCG,
Inc. was that, without the knowledge of the defendants, the plaintiffs
sought to avoid the application of federal securities law so that they
could invest in a foreign offering from which they were otherwise
disqualified.38 The court ruled:

Having gone to such lengths to structure a transaction not burdened
by the securities laws, plaintiffs cannot expect to wrap themselves
in their protective mantle when the deal sours.... We do not view
this as the type of transaction toward which "Congress would have
wished the precious resources of the United States courts and law
enforcement agencies to be devoted. . . .' '39

34. [d. at 174. See Schoenbaum v. Firstbrook, 405 F.2d 200, 208 (2d Cir.), modified,
405 F.2d 215 (2d Cir. 1968), cert. denied, 395 U.S. 906 (1969).

35. MCG, Inc. v. Great W. Energy Corp., 896 F.2d 170, 174 (5th Cir. Mar. 1990).
36. See lIT v. Vencap, Ltd., 519 F.2d 1001, 1017 (2d Cir. 1975); Leasco Data Processing

Equip. Corp. v. Maxwell, 468 F.2d 1326, 1336 (2d Cir. 1972).
37. 896 F.2d at 174. The court also refused to consider three policy reasons generally

examined by courts when confronted with the issue of whether to give extraterritorial application
to United States securities laws. [d. The first policy reason is "to avoid creating a haven
within the United States for persons who would defraud foreign investors." [d. The second
policy consideration involves extraterritorial reciprocity in the application of foreign securities
laws. [d. Under this concept, if the United States offers the benefit of U.S. securities laws to
foreign investors, presumably foreign governments will reciprocate. [d. A third policy reason
is "to 'elevate the standard of conduct in securities transactions.' .. [d. (quoting Continental
Grain (Australia) Pty. Ltd. V. Pacific Oilseeds, Inc., 592 F.2d 409, 421 (8th Cir. 1979». The
court found the policy considerations to be irrelevant based on the unique facts of the present
case. [d. at 175.

38. [d.
39. [d. at 175-76 (citing Royal Air Properties, Inc. v. Smith, 312 F.2d 210, 213-14 (9th

Cir. 1962) ("The purpose of the Securities Exchange Act is to protect the innocent investor,
not one who loses his innocence and then waits to see how his investment turns out before
he decides to invoke the provisions of the Act."».
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MCG, Inc. was the second decision rendered by the Fifth Circuit
that dealt with the extraterritorial application of federal securities law.
In United States v. Cook,40 the court applied the "conduct" test to
acquire jurisdiction over a case involving a fraudulent Ponzi scheme
in which Americans, operating in the United States, defrauded Euro
pean investors.41 In Cook, the Fifth Circuit concluded: " 'We do not
think Congress intended to allow the United States to be used as a
base for manufacturing fraudulent security devices for export, even
when these are peddled only to foreigners.' "42 The facts in United
States v. Cook compelled the court to exercise jurisdiction.

In contrast, the facts in MCG, Inc. were "more tenuous than
those in Cook.' '43 In MCG, Inc., the stocks were sold on a foreign
stock exchange and were purchased by a foreign corporation which
was wholly owned by an American corporation.44 The foreign corpo
ration was organized for the sole purpose of purchasing the foreign
securities.4' By carefully structuring the transaction to avoid federal
securities law, MCG encroached the outer boundary of federal juris
diction and lost the protection of United States securities law.46 MCG,
Inc. and Cook represent opposite ends of the jurisdictional spectrum:
Cook represents cases which fall squarely within the federal courts'
jurisdiction, while MCG, Inc. represents cases which fall far outside
the boundaries of federal jurisdiction because the plaintiffs structured
the transaction in a way that circumvented the application of federal
securities law. By intentionally avoiding federal securities laws, the
plaintiffs forfeited their right to seek the protection of the law "when
the deal sour[ed)."47

III. ARBITRATION OF SECURITIES DIsPUTES

A. Waiver of Contractual Right to Arbitration
on the Basis of Delay

In Frye v. Paine, Webber, Jackson & Curtis, Inc.,48 the Fifth
Circuit ruled that the defendants waived their contractual right to

40. 573 F.2d 281 (5th Cir. 1978). cert. denied, 439 U.S. 836 (1978).
41. [d. at 282-83.
42. [d. at 284 (quoting lIT v. Vencap, Ltd., 519 F.2d 1001, 1017 (2d Cir. 1975».
43. MCG, Inc. v. Great W. Energy Corp., 896 F.2d 170, 174 n.l (5th Cir. Mar. 1990).
44. [d. at 172.
45. [d.
46. [d. at 173.
47. [d. at 175.
48. 877 F.2d 396 (5th Cir. July 1989), cert. denied, _ U.S. _, 110 S. Ct. 1318,

108 L. Ed. 2d 493 (1990).
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arbitration by their failure to move to compel arbitration during their
active participation in two-and-a-half years of judicial proceedings.49

The plaintiff commenced litigation in June, 1983.50 The defendants
participated in extensive discovery and an aborted trial. 51 In April,
1985, the defendants demanded arbitration based on the Supreme
Court decision issued one month earlier in Dean Witter Reynolds,
Inc. v. Byrd,52 which rejected the doctrine of intertwining and held
that arbitrable pendent claims must be arbitrated.53 The district court
granted the defendants' motion to compel arbitration and stayed all
proceedings pending arbitration.54 The basis for the lower court's
ruling was that "any attempt to compel arbitration of [the plaintiff's]
claims prior to Byrd would have been 'futile' and that defendants
had promptly moved for arbitration after that decision.' '55 The
arbitration panel ruled in favor of the defendants and the district
court confirmed the panel's decision and dismissed the plaintiff's
claims.56

On appeal, the Fifth Circuit rejected the district court's conclu
sion that "no waiver had occurred because 'prior to the Byrd
decision, a motion to compel arbitration would have been "fu
tile." , "57 The court noted that it had previously rejected the argu
ment in Price v. Drexel Burnham Lambert, Inc. 58 In Price, the Fifth
Circuit explained:

We do not accept Drexel's contention that such a motion would
have been futile, and therefore, that a finding of waiver is
unjustified in this case.... Drexel's argument is undercut by the
Byrd decision itself, since the decision would never have reached
the Supreme Court but for the defendant's insistence on arbitra
tion in the face of the intertwining doctrine. Moreover, Drexel's
futility argument assumes that the Prices would have objected to
arbitration had it been raised ab initio.59

49. Id. at 399.
50. Id. at 397.
51. Id. at 398.
52. 470 U.S. 213 (1985).
53. Id. at 277.
54. 877 F.2d at 398.
55. Id.
56. Id.
57. Id.
58. 791 F.2d 1156 (5th Cir. 1986).
59. Id. at 1163.
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Based on Price, the court held: "The district court erred by finding
that the intertwining doctrine rejected in Byrd justified defendants'
delay in seeking arbitration of [the plaintiff's] claims."60

The Fifth Circuit observed that H[a] trial court's finding that a
party has waived its right to arbitration is subject to de novo review,
but the factual findings underlying that conclusion may not be
overturned unless clearly erroneous. "61 The strong presumption in
favor of arbitrability does not preclude a party from waiving its right
to arbitration.62 However, the party who claims that waiver has
occurred bears a heavy burden.63 "[W]aiver will be found when the
party seeking arbitration substantially invokes the judicial process to
the detriment or prejudice of the other party."64

Factors used by the court to determine whether a party has
waived its right to arbitration include the extent of the delay and
participation in the judicial proceedings by the party seeking arbitra
tion and the prejudice to the party opposing arbitration.6.S In Price,
the Fifth Circuit held that the plaintiffs had been sufficiently prej
udiced where the defendant participated in litigation, initiated dis
covery, filed motions to dismiss and for summary judgment, and
delayed seventeen months before seeking arbitration.66 The court
concluded that the mounting attorneys' fees, the seventeen-month
delay, and the disclosure which resulted from extensive discovery was
sufficient prejudice to support a finding that the defendant waived
its right to compel arbitration.67

In Frye, the Fifth Circuit rejected the defendants' attempt to
distinguish Price and held that the defendants had waived the right
to arbitration.68 Undisputed evidence had been presented to prove
sufficient prejudice to the plaintiff.69 Such prejudice included the

60. Frye v. Paine, Webber, Jackson & Curtis, Inc., 877 F.2d 396, 399 (5th Cir. July
1989), cert. denied, __ U.S. _, 110 S. Ct. 1318, 108 L. Ed. 2d 493 (1990).

61. [d. at 398.
62. [d.
63. [d.
64. Price v. Drexel Burnham Lambert, Inc., 791 F.2d 1156, 1158 (5th Cir. 1986) (quoting

Miller Brewing Co. v. Fort Worth Distrib. Co., 781 F.2d 494, 497 (5th Cir. 1986».
65. Frye v. Paine, Webber, Jackson & Curtis, Inc., 877 F.2d 396, 399 (5th Cir. July

1989), cert. denied, _ U.S. _, 110 S. Ct. 1318, 108 L. Ed. 2d 493 (1990).
66. See 791 F.2d at 1159.
67. 877 F.2d at 399.
68. [d.
69. [d.
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(1) defendants' use of judicial discovery procedures not available
in arbitration; (2) substantial attorneys' fees and costs incurred
during pretrial proceedings and an aborted trial; (3) the time and
expense of defending against defendants' claims for affirmative
relief, including a cross-claim and a motion for directed verdict;
and (4) the passage of approximately two-and-a-half years time.70

The Fifth Circuit reversed the ·trial court's decision and remanded
the case for trial.71

The Fifth Circuit's decision in Frye follows the general rule that
the right to arbitration may be waived if the party seeking to compel
arbitration has extensively participated in litigation and, as a result,
the rights of the party opposing arbitration have been prejudiced.
Although doubts must be resolved in favor of arbitration, in cases
such as Frye where delay by the party seeking arbitration results in
extreme prejudice to the party who opposes arbitration, a court may
rule that a contractual right to arbitration has been waived.

B. Refusal to Vacate an Arbitration A ward for Failure to
Disclose Reasons Underlying the A ward

Strict standards govern the vacation of arbitration awards.72

Reviewing courts normally will not inquire into the substantive basis
for an arbitration award. An award may be vacated if it was procured
by corruption, fraud, or undue means, or where the arbitrator was
guilty of misconduct or corruption.73 Federal courts also may vacate
an award "[w]here the arbitrators exceeded their powers, or so
imperfectly executed them that a mutual, final, and definite award
... was not made."74

In Antwine v. Prudential Bache Securities, Inc., 75 the Antwines
sought to vacate an arbitration panel's award because the panel did
not include in its award the reasons for the panel's decision.76 The
Antwines relied on rule 42 of the American Arbitration Association's
Securities Arbitration Rules." The rule requires an arbitration award

70. Id.
71. Id.
72. See 9 U.S.C. § 10 (1988).
73. Id.
74. Id. § 100d).
75. 899 F.2d 410 (5th Cir. Apr. 1990).
76. Id. at 412.
77. Id.
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to include a "statement" regarding the disposition of any statutory
claims.78 The Antwines interpreted rule 42 as requiring a written
statement of the panel's rationale for its decision.79 They contended
that the fact that the award did not include a statement of the
panel's reasons required the vacation of the award because "the
arbitrators so imperfectly executed their powers that a mutual, final
and definite award was not made."so

The Fifth Circuit rejected the Antwines' contentions, stating that
"[i]t has long been settled that arbitrators are not required to disclose
or explain the reasons underlying an award. "81 The court continued:
"The policy behind such a rule is manifest. If arbitrators were
required to issue an opinion or otherwise detail the reasons underlying
an arbitration award, the very purpose of arbitration-the provision
of a relatively quick, efficient and informal means of private dispute
settlement-would be markedly undermined."82

The court rejected the Antwines' ill-founded argument that the
newer version of American Arbitration Association ("AAA") Rule
42 favors comprehensive development of the rationale for the award
over expediency and economy.83 The court refused to read into the
unambiguous language of rule 42 a requirement that the panel
articulate its reasons for the award. The court noted that even if
rule 42 required a panel to provide written reasons underlying the
disposition of statutory claims, the facts presented by the Antwines
would be insufficient to warrant judicial intervention.84 The court
found that "[t]he award and statement provided by the arbitrators
. . . was clear and concise. It lacked any hint of ambiguity. "8'
Therefore, the court concluded that "a mutual, final and definite

78. Id.
79. Id.
80. Id. at 413.
81. Id. at 412 (citing United Steel Workers v. Enterprise Wheel & Car Corp., 363 U.S.

593 (1960».
82. Id.
83. The "old" version of rule 42 appeared in the AAA's Commercial Arbitration Rules

while the "new" version is part of the Securities Arbitration Rules. Id. The older version
provided: "The award shall be in writing and shall be signed by a majority of the arbitrators.
It shall be executed in the manner required by law." Id. The newer version adds the following
language: "The award . . . shall include a statement regarding the disposition of any statutory
claims." Id.

84. Id. at 413.
85. Id.
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award was made and, thus, the district court did not err in denying
the Antwines' motion to vacate the award."86

The court's ruling in Antwine is inconsistent with the AAA's
position on written awards concerning statutory issues. Rule 42
requires an award to "include a statement regarding the disposition
of any statutory claims."87 The court rejected the Antwines' conten
tion that with respect to statutory claims, the AAA has made the
articulation of the arbitrators' rationale paramount to the production
of an expeditious, inexpensive award.as Yet, the AAA has clearly
stated otherwise:

Except when requested by the parties, the AAA does not encourage
arbitrators to submit written opinions. Only when statutory rights
are being determined, do the rules require the arbitrators [to]
specify their grounds for deciding an issue. Rule 42. Otherwise,
it is thought prudent to limit the award to a determination of
how much the losing 'party should pay the winner.89

The Antwine award was clear and to the point: "All claims
submitted by Mr. & Mrs. H.M. Antwine are denied.... This Award
is in full settlement of all claims submitted to this Arbitration."90
Contrary to the AAA's stated policy, the award did not "specify the
grounds for deciding an issue. "91 However, as the Fifth Circuit
observed, even if rule 42 requires a written statement, "any perceived
error in this case does not rise to the level which would warrant
judicial intervention. Judicial review of an arbitration award is ex
traordinarily narrow and this Court should defer to the arbitrator's
decision when possible."92

The issue of whether arbitrators should be required to state the
reasons for their awards has arisen with increasing frequency since
the Supreme Court's decision in Shearson/American Express, Inc. v.
McMahon.93 The SEC recently initiated the reform of arbitration
procedures utilized by self-regulatory organizations.94 In May 1989,

86. Id.
87. Id.
88. Id. at 412 n.2.
89. Coulson, Securities Arbitration at the American Arbitration Association, in SECURITIES

A1uIlTRAnON 1989 at 683, 696 (1989).
90. Antwine v. Prudential Bache Securities, Inc., 899 F.2d 410, 411 (5th Cir. Apr. 1990).
91. Coulson, supra note 89, at 696.
92. 899 F.2d at 413.
93. 482 U.S. 220 (1987).
94. See Wallace, Securities Arbitration After McMahon, Rodriguez, and the New Rules:

Can Investors' Rights Really Be Protected?, 43 VAN». L. REv. 1199, 1220 (1990).
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the SEC approved proposed rules submitted by the New York Stock
Exchange, Inc. ("NYSE"), the National Association of Securities
Dealers, Inc. ("NASD") and the American Stock Exchange, Inc.
("AMEX").9' The rules do not require an award to contain a specific
statement of the reasons for the arbitration panel's decision.96

The Securities and Exchange Commission evaluated the need for
a written statement of a panel's reasoning and decided not to require
a statement:

After careful consideration of whether awards ought to include
reasons for arbitrators' awards, . . . we have concluded that it
would not be appropriate at this time to require the inclusion of
written opinions in awards.

We believe that it would be in the public interest ... to await
any independent development on the part of the arbitrators them
selves to develop written opinions.9'1

Among the reasons cited by the SEC for refusing to require awards
to contain the panel's reasons for the decision "were the fear that
requiring written opinions would slow the arbitration process consid
erably and discourage potential arbitrators from serving, and the fact
that arbitration awards are more often a product of consensus and
compromise among the panel members than a reflection of the
specific views of the arbitrators."98

One securities arbitrator has noted that many arbitrators
prefer not to produce written opinions because they realize the
arbitration decisional process does not involve strict, consistent
application of pertinent legal principles. In fact, arbitrators are
most likely not to perform in-depth legal research. Their bases
for awards generally rest on what is "fair," "just," or "sensible"
under the circumstances.

95. [d.
96. The rules provide:

The award shall contain the names of the parties, a summary of the issues in
controversy, the damages and/or other relief requested, the damages and/or other
relief awarded, a statement of any other issues resolved, the names of the arbitrators,
the date the claim was filed and the award rendered, the location of the hearing,
and the signatures of the arbitrators concurring in the award.

N.Y. STOCK EXCH., INC., A1lBrI'RAnoN RULES, Rule 627(3), reprinted in 2 N.Y.S.E. Guide
(CCH) 1 2637 (May 10, 1989).

97. 54 Fed. Reg. 21,144, 21,151 (1989).
98. Klein & Moyer, Securities Arbitration: McMahon, Rodriguez, and Beyond, 22 Rev.

Sec. & Comm. Reg. (S & P) No. 20, 215, at 218 (Nov. 22, 1989).
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Perhaps ironically, and certainly in most of the smaller cases,
this approach to decision making probably works to the benefit
of the complaining investor.99

The SEC's position has been criticized. One;author has observed:
Arbitrators are unlikely to make themselves targets for the courts
by independently writing opinions. A mere record of the proceed
ing is not enough for an appellate court to apply the "manifest
disregard" standard necessary to overturn an arbitration award.
Requiring written opinions would eliminate emotionally-driven
equitable awards, and would also show what standard of law the
panel applied in reaching this decision. A written opinion is
necessary to appeal an award. The SEC should have required
written opinions. 1oo

In June 1990, the Securities Industry Conference on Arbitration,
in which the NYSE, NASD, and AMEX participate, agreed that in
large, complex cases, a unilateral request for the panel to render
written findings of fact and conclusions of law will be honored. lol If
an arbitrator is reluctant to render a written decision, the arbitrator
will be replaced. 102 The procedural changes only apply to large,
complex cases:

The changes will not affect prOCedures for routine, non-complex
arbitration proceedings. Thus, [in smaller cases] a party also can
request special services. However, the other party and the arbitra
tors in the proceeding must agree to the request. For example,
arbitration parties in all [noncomplex] proceedings may request a
written opinion, but arbitrators cannot be compelled to provide
one.'03

Similar rules for large, complex cases have been adopted by the
American Arbitration Association. I04

The dichotomy between the treatment of large, complex cases
and smaller ones may appear irreconcilable. However, the policy is
in keeping with traditional reasons for utilizing arbitration-expedi
ency and expense. If awards are required to contain reasons, the cost

99. Wallace, supra note 94, at 1248-49 (footnote omitted).
100. Note, Arbitration of Securities Disputes: Rodriguez and New Arbitration Rules Leave

Investors Holding a Mixed Bag, 6S IND. L.J. 697, 71S (1990).
101. Rules Chonged to Make Written Findings Easier to Obtain in Larger Arbitrations, 22

Sec. Reg. &; L. Rep. (DNA) No. 22, at g16 (June I, 1990).
102. Id.
103. Id.
104. Coulson, supra note 89, at 696.
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of arbitration, as well as, the length of time needed to render the
award, will increase. Generally, larg~, complex cases will be neither
expedient nor inexpensive and t~e, benefit of .a written award may
outweigh the inconvenience of a· minor additional delay caused by
the issuance of the award.

IV. APPLICATION OF SEC v. W.J. HOWEY Co. lOS

A. Defining a Security

After the Supreme Court's decision in Pinter v. Dahl,l06 the
Fifth Circuit "reformulated the test for 'seller' status under section
12(2)" of the Securities Act of 1933.107 The Fifth Circuit applied the
reformulated test in Crawford v. Glenns, Inc. IOS to determine whether
a warehouser was a "seller," as defined by section 12(2), of units
of a pork commodity fund-limited partnership.l09

The Des Moines Cold Storage Company ("DMCS") operated a
warehouse used by pork brokers to store meat until sold. IIO Glenns,
Inc. ("Glenns") was a pork broker that stored pork in the DMCS
warehouse. III DMCS provided financing for seventy-five percent of
the cost of the pork stored by Glenns and took a security interest in
the pork. 1I2 When the pork was sold, Glenns would pay to DMCS
the storage fees and the amount financed, plus interest. 1I3

Deryle Glenn, the president of Glenns, offered to B.J. Crawford,
a poultry broker, an opportunity to invest in a share of Glenns' new
commodity fund-limited partnership.1I4 Glenn advised Crawford that
the "investors' funds would be used to supply twenty-five percent
of the purchase price of pork bought for the fund and that DMCS

105. 328 U.S. 293 (1946).
106. 486 U.S. 622 (1988).
107. Crawford v. Glenns, Inc., 876 F.2d 507. 510 (5th Cir. July 1989). In Abell v. Potomac

Insurance Co., the Fifth Circuit concluded that the analysis applied by the Supreme Court in
Pinter v. Dahl under § 12(1) was also applicable to § 12(2). 858 F.2d 1104. 1115 (5th Cir.
1988).

108. 876 F.2d 507 (5th Cir. -July 1989).
109. Id. at 50s.
110. Id.
111. Id.
112. Id.
113. Id.
114. Id. at 509.
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would finance the remaining seventy-five percent of the COSt."1IS
Crawford purchased four units of the commodity fund-limited

partnership.1I6 Hemailedfourchecksof$25.OOOeachtoDMCS.1l7
Upon receipt of the checks, the president of DMCS called Crawford
who told him to deposit the money into Glenns' account. 1I8 The
checks were cashed and DMCS deposited the money. 119

Instead of financing seventy-five percent of the purchase price,
Glenn negotiated with DMCS to obtain ninety percent financing. l20

Glenn instructed Muelhaupt, the president of DMCS "not to tell
Crawford of the changed margin requirement . . . but Muelhaupt
later sent Crawford a 'recap' sheet showing that Crawford's $100,000
had been used to buy $992,062.07 worth of pork products."121
Crawford and Glenn requested DMCS to stop sending reports to
Crawford, and all subsequent reports were sent by Glenn to Craw
ford. l22

Glenns paid $22,693.18 to Crawford as "profits" and "interest"
on his investment. l23 When Crawford received a report indicating
that his profit was $64,000, he directed Glenn to sell, but Glenn did
not. l24 Later, Glenn defaulted on payment due to DMCS for pork
stored in the warehouse, whereupon DMCS foreclosed on the collat
eral. l 2$ At the time of foreclosure, "none of the inventory purchased
with Crawford's funds remained in storage. "126

Crawford sued Glenn, Glenns, Inc., DMCS, and Muelhaupt. 127

The district court held that, as "sellers," Glenn and Glenns, Inc.
were liable under section 12(2) and were also liable under rule lOb
5. 128 The lower court also held that DMCS and Muelhaupt were not
"sellers" and did not violate or aid and abet Glenn's and Glenns,

115. Id.
116. Id.
117. Id.
118. Id.
119. Id.
120. Id.
121. Id.
122. Id.
123. Id.
124. Id.
125. Id.
126. Id.
127. Id.
128. Id.
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Inc. 's violation of the antifraud provisions. l29 Crawford appealed,
alleging, inter alia, that the district court erred in holding that DMCS
and Muelhaupt were not "sellers" of a security.uo

The Fifth Circuit focused on two questions that had been framed
by the court earlier in Abell v. Potomac Insurance CO.13I "(1) Who
passed title to the plaintiff [Crawford] or solicited the transaction in
which title passed; and (2) from whom did the plaintiff [Crawford]
buy the security?"132 The court noted that "[t]hese questions focus
on the seller as being either one who owns a security and transfers
it for consideration or one who successfully promotes or solicits the
purchase 'motivated at least in part by a desire to serve his own
financial interests or those of the securities owner.'" 133

First, the panel considered whether the commodity fund-limited
partnership was a security under the test set forth in SEC v. W.J.
Howey CO.134 In Howey, the Supreme Court defined an investment
contract as

a contract, transaction or scheme whereby a person invests his
money in a common enterprise and is led to expect profits solely
from the efforts of the promoter or a third party, it being
immaterial whether the shares in the enterprise are evidenced by
formal certificates or by nominal interests in the physical assets
employed in the enterprise. m

The court concluded that with respect to Crawford, the com
modity fund met the Howey test because "Crawford invested money
in a common enterprise expecting to earn profits solely from the
efforts of others. "136 However, with respect to DMCS and Muel
haupt, the court held that the fees derived from storing and financing
the meat products were "not 'profits' in the sense contemplated in
Howey."137 Under Howey, the term "profits" refers to "capital
appreciation of the initial investment or participation in the earnings

129. [d.
130. [d. at 510.
131. 858 F.ld 1104 (5th Cir. 1988).
132. Crawford v. Glenns. Inc.• 876 F.ld 507, 510 (5th Cir. July 1989) (quoting 858 F.ld

at 1114).
133. [d. at 510-11 (quoting Pinter v. Dahl, 486 U.S. 622, 647 (1988».
134. 328 U.S. 293 (1946).
135. [d. at 298-99.
136. 876 F.ld at 511.
137. [d.
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of the enterprise. "138 Although DMCS acted as an entrepreneur by
financing the pork. it was not an investor. 139 The court observed that
"DMCS generated profits from its own efforts; it did not put its
capital at risk with the expectation of earning a profit solely from
the efforts of others"' I40 Since DMCS and its president. Muelhaupt.
did not have the expectation of profit required by Howey. they were
not sellers of an investment contract. 141

B. Defining Investment Contracts

The Fifth Circuit decided two other cases which dealt with the
definition of an investment contract under Howey. In L & B Hospital
Ventures, Inc. v. Healthcare International, Inc.•142 the Fifth Circuit
considered whether a limited partnership was an investment contract.
In Long v. Shultz Cattle Co.•143 the court analyzed cattle-feeding
consulting agreements under Howey.

The defendants in L & B Hospital moved for summary judgment
on the ground that there could be no violation of the securities laws
because the limited partnership interests at issue were not securities. l44

The district court found that there was no genuine issue of material
fact and granted the motion for summary judgment. The plaintiffs
appealed. 14s

The Fifth Circuit noted that. generally. limited partnerships are
investment contracts. l46 In United Housing Foundation, Inc. v. For
man. 147 the Supreme Court restated the Howey definition of an
investment contract as "an investment in a common venture premised
on a reasonable expectation of profits to be derived from the entre
preneurial or managerial efforts of others"' I48 Subsequently. in Wi/-

138. Id.
130. Id. at S12.
140. Id.
141. Id.
142. 894 F.2d 150 (5th Cir. Feb. 1990), cert. denied, _ U.S. _, 111 S. Ct. 55, 112

L. Ed. 2d 30 (1990).
143. 881 F.2d 129 (5th Cir. Aug. 1989), q//'d per curiam on denial of pet. for reh'g, 896

F.2d 85 (Sth Cir. Feb. 1990).
144. 894 F.2d at lSI.
14S. Id.
146. Id. See Williamson v. Tucker, 645 F.2d 404, 423-24 (5th Cir. May), cert. denied,454

U.S. 897 (1981).
147. 421 U.S. 837 (197S).
148. Id. at 8S2.
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liamson v. Tucker,149 the Fifth Circuit broadened the Howey and
United Housing Foundation definitions of investment contracts and
indicated that the securities laws protect investors in entities where
the " 'efforts made by those other than the investor are the unde
niably significant ones, those essential managerial efforts which affect
the failure or success of the enterprise.' "150 The Williamson court
concluded that "a partnership can be an investment contract only
when the partners are so dependent on a particular manager that
they cannot replace him or otherwise exercise ultimate control."lsl

In L & B Hospital, the Fifth Circuit reversed the lower court
and held that a genuine issue of material fact existed as to whether
the limited partners had managerial powers or were dependent upon
the managerial efforts of the general partner. 1S2 The court considered
the limited partnership agreement, which provided

that the limited partners do not have the capacity to participate
in the management or control of the partnership nor are they
capacitated to transact any business for the partnership. When it
comes to management, ultimate and sole control is in the province
of the general partner. The agreement also provides that the
general partner has the exclusive authority to manage the operation
and affairs of the partnership and to make all decisions regarding
the business of the partnership . . ..U3

The court also considered testimony of the limited partners that it
was not their intention to be involved in the day-to-day operations
of the limited partnership and that they were dependent on the
general partner with respect to the management of the partnership.ls4
The Fifth Circuit concluded that the evidence showed that the limited
partners neither "exerted nor had capacity to exert essential mana
gerial efforts. "155 Because a genuine issue of material fact existed,
the court reversed the summary judgment and remanded the case for
trial. 156

149. 645 F.2d 404 (5th Cir. May), cert. denied, 454 U.S. 897 (1981).
150. [d. at 418 (quoting with approval SEC v. Glen W. Turner Enters., Inc.• 474 F.2d

476, 482 (9th Cir.), cert. denied, 414 U.S. 821 (1973».
151. [d. at 424.
152. L & B Hosp. Ventures, Inc. v. Healthcare Int'l, Inc., 894 F.2d 150, 153 (5th Cir.

Feb. 1990), cert. denied, __ U.S. __, III S. a. 55, ll2 L. Ed. 2d 30 (1990).
153. [d.
154. [d.
155. [d.
156. [d.
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A similar issue was addressed in Long v. Shultz Cattle CO.IS7
There, the Fifth Circuit analyzed cattle-feeding consulting agreements
to determine whether the Howey definition of "profits" had been
met. m The third prong of the Howey test requires "profits to come
solely from the efforts of others. "159 The cattle-feeding consulting
agreements required each investor to represent that "by experience,
education or other means [the investor] is or has become knowl
edgeable about the cattle feeding business and that he will exert
substantial and significant control over, and will, exercising inde
pendent judgment, make all principal and significant management
decisions concerning his cattle feeding operations."I60 The investors
contended that the representation was simply '''window dressing'
designed to comply with IRS regulations." 161 They argued that they
were wholly dependent on the promoters who exercised essential
managerial efforts. l62

The Fifth Circuit noted that in Williamson v. Tucker,l63 it had
held that formal powers bestowed upon an investor "did not auto
matically preclude a finding that the investor relied solely on the
efforts of others."I64 The court continued:

Rather, consistent with the principle that substance must govern
over form, we held that even where an investor formally possesses
substantial powers, the third prong of the Howey test may be met
if the investor demonstrates that he "is so inexperienced and
unknowledgeable" in the field of business at issue that he is
"incapable of intelligently exercising" the rights he formally pos
sessed under the agreement. 165

Applying the principles to the plaintiffs in Long, the Fifth Circuit
found that the investors did not exercise their formal powers. Instead,

157. 881 F.2d 129 (5th Cir. Aug. 1989), qff'd per curiam on denial of pet. for reh'g, 896
F.2d 85 (5th Cir. Feb. 1990).

158. The plaintiffs signed cattle-feeding consulting agreements in which the defendant
"agreed to provide advice regarding the purchase, feeding, and sale of the investor's cattle."
[d. at 130-31. The investment "enable[d] investors to deduct prepaid feed and other costs
associated with raising cattle as business expenses, thus deferring income until the following
year for tax purposes" [d. at 131.

159. SEC v. W.J Howey Co., 328 U.S. 293, 301 (1946).
160. 881 F.2d at 131.
161. [d. at 133.
162. [d.
163. 645 F.2d 404 (5th Cir. May), cert. denied, 454 U.S. 897 (1981).
164. Long v. Shultz Cattle Co., 881 F.2d 129, 133 (5th Cir. Aug. 1989), qff'd per curiam

on denial of pet. for reh'g, 896 F.2d 85 (5th Cir. Feb. 1990).
165. [d. at 133-34.
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they relied on the managerial efforts of the promoters. The court
further found that the investors "lacked the experience necessary to
care for, feed, and market their cattle."I66 The court concluded that
the third prong of the Howey test had been met. 167

Next, the court considered whether the second prong of the
Howey test had been met. The second prong requires the existence
of a common enterprise. l68 The court noted that differing approaches
have been adopted by the circuit courtS. I69 The Third, Sixth, and
Seventh Circuits require a showing of "horizontal commonality," or
a pooling of investors, to meet the common enterprise test. 170 In
contrast, the Fifth, Ninth, and Eleventh Circuits have adopted a
standard of "vertical commonality" between the investors and the
promoter .171 Under the vertical commonality approach, "[t]he critical
factor is not the similitude or coincidence of investor input, but
rather the uniformity of impact of the promoter's efforts."I72

The Ninth Circuit approach is more stringent than the Fifth
Circuit standard. Under the Ninth Circuit approach, "there must be
a direct correlation between the promoter's success or failure and
the investors' profits or losses. "173 A flat commission would not be
sufficient to meet the definition of common enterprise under the
Ninth Circuit standard. 174

The Fifth Circuit standard, as articulated in SEC v. Continental
Commodities Corp., m is a more relaxed approach. An interdepend-

166. [d. at 135.
167. The court also considered whether the plaintiffs' independent decision to hedge half

of their cattle was sufficient to defeat the Howey requirement that profits "come solely from
the efforts of others." [d. at 139 (citing SEC v. W.J. Howey Co., 328 U.S. 293, 301 (1946».
The court ruled that evidence of the plaintiffs' complete reliance on the defendant's managerial
skills was sufficient to meet the third prong of Howey. [d.

168. [d. at 140.
169. [d.
170. See, e.g., Salcer v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 682 F.2d 459, 460

(3d Cir. 1982); Hart v. Pulte Homes of Mich. Corp., 735 F.2d 10(H, 1004 (6th Cir. 1984);
Milnarik v. M-S Commodities, Inc., 457 F.2d 274, 276 (7th Cir.), cert. denied, 409 U.S. 887
(1972).

171. See, e.g., SEC v. Koscot Interplanetary, Inc., 497 F.2d 473, 478-79 (5th Cir. 1974);
Villeneuve V. Advanced Business Concepts Corp., 698 F.2d 1121, 1124 (11th Cir. 1983), tiff'd
en bane, 730 F.2d 1403, 1404 (11th Cir. 1984); SEC v. Glenn W. Turner Enters., Inc., 474
F.2d 476, 482-83 (9th Cir. 1973), cert. denied, 414 U.S. 821 (1973).

172. 497 F.2d at 478.
173. Long V. Shultz Cattle Co., 881 F.2d 129, 140 (5th Cir. Aug. 1989), aff'd per curiam

on denial of pet. for reh'g, 896 F.2d 85 (5th Cir. Feb. 1990).
174. [d. (citing Brodt V. Bach & Co., 595 F.2d 459, 461 (9th Cir. 1978».
175. 497 F.2d 516 (5th Cir. 1974).
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ence between the investors and promoter must be shown, but the
interdependence can "be demonstrated by the investors' collective
reliance on the promoter's expertise even where the promoter receives
only a flat fee or commission"176 and does not share in the profits
of the business venture. The court applied a relaxed "vertical com
monality" test in Long and determined that the second prong of
Howey had been met. 177

The court recognized that under its standard, "the second and
third prongs of the Howey test may in some cases overlap to a
significant degree" 178 and acknowledged that its approach had been
criticized for that reason. 179 However, the court expressed its reluc
tance to overrule Continental Commodities:

Moreover, we are not convinced that it would be desirable to
adopt a rigid requirement that profits and losses be shared on a
pro rata basis among investors, or that the promoter's fortunes
correlate directly to the profits and losses of investors. Howey
sought to establish a standard which would "embod[y] a flexible
rather than a static principle, one that is capable of adaptation
to meet the countless and variable schemes devised by those who
seek the use of the money of others on the promise of profits."
It may be that in declining to adopt the rigid formulae of other
circuits, our standard comports more fully with Howey's desire
to fulfill the remedial purposes of the federal securities laws. ISO

The court reversed the judgment of the district court.
The promoters requested "an en banc rehearing to allow the

Fifth Circuit to reconsider Continental Commodities and its approach
to the 'common enterprise' component of the Howey test for an
investment contract. "181 The promoters criticized the Fifth Circuit
"approach as a broad form of 'vertical commonality' that 'effectively
eliminates entirely the second prong of the Supreme Court's three
part Howey test.' "182

176. 881 F.2d at 140-41.
177. [d.
178. [d. at 141.
179. see, e.g., Kaplan v. Shapiro, 6SS F. Supp 336, 340 (S.D.N.Y. 1987); Savino v. E.F.

Hutton & Co., S07 F. Supp. 122S, 1237-38 n.ll (S.D.N.Y. 1981).
180. 881 F.2d at 141-42 (citation omitted) (quoting SEC v. W.J. Howey Co., 328 U.S.

293, 299 (1946».
181. Long v. Shultt cattle Co., 896 F.2d 8S, 86 (Sth Cir. Feb. 1990), tifl'g per curiam on

denial of pet. for reh'g, 881 F.2d 129 (Sth Cir. Aug. 1989).
182. [d.
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The court agreed that Continental Commodities "seemed to hold
that a particularly strong showing of the third prong of the Howey
test could compensate for a weak showing of the second prong."183
However, because the particular facts of the case did not compel
reevaluation, the court refused to. reconsider the approach taken in
Continental Commodities. l84 The Fifth Circuit described the cattle
feeding consulting agreements as "quintessential Howey security
transactions"18S and noted that "[u]nder any circuit's definition of
common enterprise,"I86 the consulting agreements would be deemed
investment contracts. The court observed that "any attempt to use
the facts of this case to overhaul our circuit's definition of common
enterprise would only further confound an already perplexing and
controversial area of securities law." 187 However, the court left the

. door open for reevaluation of Continental Commodities: "In a
factual context more analogous to that of Continental Commodities,
[the court] would consider taking a fresh look at the policy issues
raised in that case. "188 Thus, it appears that given the right facts and
circumstances, the Fifth Circuit may abandon the "resilient
standard"189 enunciated in Continental Commodities.

V. STANDARD OF DISCLOSURE FOR INVESTMENT ADVISERS UNDER

RULE 10b-S

In Laird v. Integrated Resources, Inc., 190 the Fifth Circuit ana
lyzed the duty owed to trustees of a profit-sharing plan by an
investment adviser registered under the Investment Advisers Act of
1940. The court held "that for the purpose of rule [lOb-S], an
investment adviser is a fiduciary and therefore has an affirmative
duty of utmost good faith to avoid misleading clients. "191 The duty
requires an investment adviser to disclose to his client all material
facts and possible conflicts of interest. l92 However, the failure of an

183. [d. at 86 n.1.
184. [d. at 87-88.
185. [d. at 88.
186. [d. (emphasis in original).
187. [d.
188. [d.
189. [d. at 86 n.!.
190. 897 F.2d 826 (5th Cir. Apr. 1990).
191. [d. at 835.
192. [d.
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investment adviser to comply with the disclosure requirements of the
Investment Advisers Act is not a per se violation of rule IOb-5. 193

Plaintiffs must prove all of the elements of a 10b-5 claim, including
that they acted with due diligence and in good faith. l94

Trustees of the LEM Profit Sharing Plan and Trust ("Plan")
retained Planning Ahead, through its president, Jack Sorcic, an
investment adviser, to provide investment advice to the Plan and to
make recommendations regarding the allocation of Plan assets for
investment. 195 Pursuant to the investment agreement, Sorcic was paid
on an hourly basis. l96 The trustees had agreed to an hourly rate based
on Sorcic's representation: " '[H]e did not want to have to be in a
position to get [the Plan] to buy something in order to make a
commission' "197

The investment portfolio structured by Sorcic, and apparently
implemented by the Plan, incurred substantial 10sses.l98 After the
investment agreement expired, the trustees discovered that Sorcic was
a registered representative of Integrated Resources, which either
sponsored or approved all of the securities Sorcic recommended and
sold to the Plan. l99 As a registered representative of Integrated
Resources, Sorcic earned a commission on the sales of securities to
the Plan.200 The trustees commenced litigation in state court on
numerous grounds including breach of fiduciary duty, breach of
contract, common law fraud and violation of various Texas sta
tutes.201 Later, the trustees sued Sorcic, Integrated Resources and
Planning Ahead in federal court for violation of rule IOb-5, RICO
and the Investment Advisers Act of 1940.202

The federal court granted a motion for summary judgment in
favor of Sorcie and Planning Ahead.203 Although the district court

193. [d. at 835-36.
194. [d. at 837.
195. [d. at 828.
196. [d.
197. [d. at 829 (quoting from notes of Sorcie's interview taken by a Plan representative).
198. [d.
199. [d.
200. [d.
201. [d.
202. See id. The trustees also sued Integrated Resources for common law fraud, recission

of the investments and violation of the Texas Deceptive Trade Practices Act. [d.
203. [d. at 843. Integrated Resources did not seek summary judgment. [d.
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did not file an opinion, the Fifth Circuit discerned three reasons for
the lower court's ruling:

First, the parol evidence rule barred consideration of Sorcic's
alleged statements that he did not receive commissions because'
Sorcic made those statements prior to the signing of the contract.
Second, Sorcic and Planning Ahead's disclosures were adequate
as a matter of law because: (I) various authorization forms and
confirmation slips sent to the plaintiffs stated that Sorcic was a
registered representative of Integrated Resources; and (2) the pro
spectuses sent to the plaintiffs stated that the registered represen
tative received a commission for the sale of the particular
investment. Based on these latter two factors, the district court
reasoned that the plaintiffs should have realized that Sorcic re
ceived commissions for the investments he recommended. Finally,
the court dismissed the plaintiff's RICO counts reasoning that
they were based on Sorcic's alleged failure to disclose under rule
[IOb-S).204

The district court ruled that "Sorcic and Planning Ahead were
entitled to summary judgment as a matter of law."w The Fifth
Circuit reviewed the district court's decision de novo and reversed
and remanded the case.206

First, the Fifth Circuit determined that the parol evidence rule
cannot be used to exclude evidence of rule 10b-5 fraud. 207 Because
an action under lOb-5 is based on fraud, the parol evidence rule is
inapplicable. The court noted that the "[a]pplication of the parol
evidence rule to rule [10b-5] is ... inimical to rule [lOb-5's] purpose,
the elimination of fraud in securities transactions, and would evis
cerate the protection the Act affords to the investing public."208 The
court remanded the case and instructed the lower court to consider
all parol evidence concerning the execution of the contract.209

Next, the Fifth Circuit held that the evidence of misrepresenta
tion which improperly had been barred by the parol evidence rule
was crucial to the element of material misrepresentation under rule

204. [d. at 829-30.
205. [d. at 830.
206. [d. at 843. The appeUate court affirmed the lower court's award of costs and its

ruling with respect to a rule II claim. [d.
207. [d. See Grainger v. State Security Life Ins. Co., 547 F.2d 303, 306 (5th Cir. 1977),

cert. denied, 436 U.S. 932 (1978).
208. Laird v. Integrated Resources, Inc., 897 F.2d 826, 831 (5th Cir. Apr. 1990).
209. [d.
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10b-S.:UO In order to state a claim under lOb-Sf "the plaintiff must
prove (l) a material misrepresentation or omission by the defendant.
(2) scienter on the part of the defendant. (3) reliance. and (4) due
diligence by the plaintiff to pursue his or her own interest with care
and good faith." 211 The court noted that "[t]he standard for misrep
resentation is whether the information disclosed. understood as a
whole. would mislead a reasonable potential investor.··212 Among the
factors evaluated are "the relative status and sophistication of the
parties. "213

In SEC v. Capital Gains Research Bureau. Inc.•214 the Supreme
Court recognized the fiduciary status of an investment adviser. The
Court stated:

The Investment Advisers Act . . . reflects a congressional recog
nition "of the delicate fiduciary nature of an investment advisory
relationship," as well as a congressional intent to eliminate. or at
least expose. all conflicts of interest which might incline an in
vestment adviser-consciously or unconsciously-to render advice
which was not disinterested.2U

Subsequently. in Transamerica Mortgage Advisors, Inc. v. Lewis.216

the Supreme Court held that the antifraud provision of the Investment
Advisers Act of 1940 "establishes 'federal fiduciary standards' to
govern the conduct of investment advisers. "217

The Fifth Circuit relied on SEC v. Blavin218 and Zweig v. Hearst
Corp.219 to hold that for the purpose of rule 10b-S. an investment
adviser. as a fiduciary. is required to disclose any possible conflicts
of interest. In Blavin. the Sixth Circuit held that "[a]s a fiduciary.
the standard of care to which an investment adviser must adhere
imposes 'an affirmative duty of utmost good faith and full and fair
disclosure to all material facts,' .. as well as an affirmative obligation

210. [d. at 837.
211. see id. at 832 n.13 (quoting Stephenson v. Paine Webber Jackson &. Curtis, Inc., 839

F.2d 1095, 1098 (5th Cir.), cen. denied, 488 U.S. 926 (1988).
212. [d. at 832.
213. [d.
214. 375 U.S. ISO (1963) (footnote omitted).
215. [d. at 191-92.
216. 444 U.S. 11 (1979).
217. [d. at 17.
218. 760 F.2d 706 (6th Cir. 1985).
219. 594 F.2d 1261 (9th Cir. 1979).
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"to employ reasonable care to avoid misleading" his clients.22o The
Fifth Circuit held that with respect to rule 10b-5 "an investment
adviser is a fiduciary and therefore has an affirmative duty of utmost
good faith to avoid misleading clients. This duty includes disclosure
of all material facts and all possible conflicts of interest.' '221

The Fifth Circuit rejected the plaintiff's claim that violation of
the antifraud provision of the Investment Advisers Act is sufficient
to satisfy the fraud element of rule 10b-5.222 The court held that
noncompliance "with the disclosure regulations of the Investment
Advisers Act does not create per se liability under rule [lOb-5]....
[A]lthough failure to satisfy the applicable regulations could create
liability under the Investment Advisers Act, a rule [lOb-5] claim still
requires proof of the requisite elements. "223

The court was careful to articulate the limits of its ruling. The
ruling does not "create a private cause of action under the Investment
Advisers Act. Instead, it only requires considering the fiduciary status
of investment advisers in assessing liability under rule [lOb-5]."224

The Fifth Circuit briefly discussed the rule lOb-5 requirement
that the plaintiff prove its due diligence, care and good faith. 22S The
court noted that the Fifth Circuit had defined the standard for due
diligence in Stephenson v. Paine Webber Jackson & Curtis, IncY.6
The standard is whether the plaintiff has "intentionally refused to
investigate in disregard of a risk known to him or so obvious that
he must be taken to have been aware of it, and so great as to make
it highly probable that harm would follow. "227 Courts must examine
various factors, including the existence of a fiduciary relationship,
when determining whether plaintiffs have acted with due diligence.228

Relying on the standard enunciated in Stephenson, the Fifth Circuit

220. 760 F.2d at 711-12 (quoting SEC v. Capital Gains Research Bureau, Inc., 375 U.S.
180, 194 (1963».

221. Laird v. Integrated Resources, Inc., 897 F.2d 826, 835 (5th Cir. Apr. 1990).
222. See 15 U.S.C. § 80-b6(3) (1988); 17 C.F.R. § 275.206(3)-2 (1990).
223. 897 F.2d at 836.
224. [d. at 837. The court also noted that it avoided different results under state and

federal law by referring to the federal fiduciary standard. [d. Adoption of the federal standard
also promotes uniformity because it "allows courts to illuminate the design of federal rule
1O(b)-5 [sic) instead of accommodating the idiosyncrasies of State Law." [d.

225. [d. at 837-38.
226. 839 F.2d 1095, 1098 (5th Cir.), cert. denied, 488 U.S. 926 (1988).
227. [d. (quoting Dupuy v. Dupuy, 551 F.2d 1005, 1020 (5th Cir. 1977».
228. Laird v. Integrated Resources, Inc., 897 F.2d 826, 838 (5th Cir. Apr. 1990).
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remanded the case and instructed the trial court to consider Sorcie's
fiduciary status as an investment adviser in determining whether a
violation of IOb-S, RICO or the Investment Advisers Act of 1940
had occurred.:u9

Judge Jones filed a concurring opinion.230 She explained that
because the parties had not urged the broad rule adopted by the
majority, she would have issued a more narrow ruling. "While I do
not quarrel with the general propositions of § 1O(b) liability stated
by the majority, I fear they are untested against the much narrower
facts of this case and may create the misimpression that this opinion
is opening new vistas of Securities Act liability. "231 She disagreed
with the majority's decision to go further than necessary in order to
"hold that because an investment adviser is a fiduciary, he therefore
has an 'affirmative duty of utmost good faith to avoid misleading
clients.' "232 Judge Jones stated:

[W]hat, if anything, this language portends beyond the usual fact
specific predicates for § 1O(b) liability, I am not sure. In particular,
I do not know whether the majority would suggest that this
fiduciary standard may reduce the threshold levels of scienter or
materiality, or weaken the requirement that a fraudulent disclosure
or omission be made in connection with the purchase or sale of
securities or that reasonable reliance and due diligence are required
of the investor.23]

229. /d. at 843. The district court had rejected the plaintiffs' RICO claims and claims
based on the antifraud provision of the Investment Advisers Act. /d. at 838. The Fifth Circuit
reversed and remanded the claims. /d. The court instructed the lower court to consider the
evidence of Sorcic's misrepresentations, disclosures and status as a fiduciary, and to "measure
the adequacy of his disclosures against these and other relevant factors." /d. The court held
that rule 10b-S violations. including churning. are predicate acts under RICO. /d. The Fifth
Circuit also held that the plaintiffs stated a valid claim based on § 80b-6(2) of the Investment
Advisers Act. /d.

Furthermore. the court the rejected the argument made by Sorcic and Planning Ahead
that the plaintiffs could not pursue the claims raised pursuant to the Investment Advisers Act
because they sought recission of the securities transactions instead of recission of the investment
agreement. The Investment Advisers Act does not offer the remedy of recission of each
transaction. The court stated that the plaintiffs properly pled an 80b-6 claim. The court
commented that even if the plaintiffs had requested the wrong relief. under rules 8(a)(3) and
S4(c) of the Federal Rules of Civil Procedure, plaintiffs' request for "an improper remedy is
not fatal." /d. at 841. The plaintiffs' request for recission of each transaction does not bar
their claim for recission of the investment agreement.

230. /d. at 843-44.
231. /d. at 844.
232. /d.
233. /d.
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As Judge Jones noted, it is unclear whether the Fifth Circuit
meant to imply that a finding that the defendant was an investment
adviser and fiduciary may justify a weaker showing of materiality,
reliance or due diligence. Under certain circumstances, a reduced
requirement of proof of the elements of a 10b-5 violation may be
warranted. When pension trustees, such as the plaintiffs in Laird,
allocate certain of their fiduciary duties to a cofiduciary such as an
investment adviser, it is reasonable to require that the cofiduciary
act according to a higher duty of good faith and loyalty since his
actions are also governed by the fiduciary duties specified in the
Employee Retirement Income Security Act of 1974.234 The relationship
between the investment adviser and a pension fund client is partic
ularly delicate and demands utmost good faith and loyalty. It logically
follows that where a person is bound by a strict fiduciary duty, a
weaker showing of other lOb-5 elements such as materiality or due
diligence would not necessarily bar recovery. The Fifth Circuit did
not state that by proving the existence of a fiduciary relationship,
the plaintiff becomes entitled to present a weaker showing of 10b-5
elements. However, the court's ruling invites such an argument in a
future case.

VI. CONCLUSION

The Fifth Circuit touched upon a wide range of securities law
issues during the survey period. The court resolved several issues that
it had not yet had the opportunity to address, such as the limits of
extraterritorial jurisdiction and the requirement for a written award
under American Arbitration Association Rule 42. However, the court's
decisions left unresolved several important questions: Will the vertical
commonality approach adopted in Continental Commodities be mod
ified? Will the Laird decision permit a weaker showing of the elements
of a lOb-5 claim where a fiduciary relationship has been proven?
Perhaps the questions will be answered during the next term.

234. See 29 U.S.C. § II000a)(I) (1988). It is unclear why the plaintiffs did not allege a
cause of action under ERISA.


