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The writer of the Fifth Circuit survey article covering decisions
in the area of federal securities laws during the 1973-74 survey pe-
riod rightly commented that it would be "deceiving to measure the
significance of the work . . . by the relatively small number of deci-
sions . . . ."I A year later, following the 1974-75 survey year, such
a standard of measure seems appropriate. Certainly the decisions of
the Fifth Circuit in the area of the federal securities laws during the
most recent survey year include no single opinion as important as
that in Smallwood v. Pearl Brewing Co.2 Nor do they include a series
of opinions that explored a single difficult issue, as did McClure v.
First National Bank,3 S.E.C. v. Continental Commodities Corp.,4

and S.E.C. v. Koscot Interplanetary, Inc.5 in their 1974 treatment
of the definition of "security."

Nevertheless, several cases decided in this survey period are
significant. One such case, McCormick v. Esposito,' involved a nar-
row point of law. There the court was propelled into "the esoteric
Wall Street world" of margin accounts.7 The plaintiff sued his bro-
ker for alleged violations of New York Stock Exchange Rules 431
and 432 which, among other things, require a customer of an Ex-
change member firm to maintain a margin of 25 percent of the
market value of all securities "long" (i.e., owned) in his margin
account. These rules also require member firms to compute daily
any necessary additional margin and to obtain that additional mar-
gin as promptly as possible from the customer. The rules are diffi-

*Attorney at Law, Dallas, Texas; A.B., Southern Methodist University, 1957; LL.B.,

Harvard, 1960.
1. Survey, Securities, Fifth Circuit Survey, 6 TEX. TECH L. REv. 706 (1975).
2. 489 F.2d 579 (5th Cir.), cert. denied, 419 U.S. 873 (1974). The fact that the Fifth

Circuit will continue to adhere to the Birnbaum rule, first adopted in Smallwood, was indi-
cated by the current decision of Lutgert v. Vanderbilt Bank, 508 F.2d 1035 (5th Cir. Feb.
1975).

3. 352 F. Supp. 454 (N.D. Tex. 1973), aff'd, 497 F.2d 490 (5th Cir. 1974), cert. denied,
420 U.S. 930 (1975).

4. 497 F.2d 516 (5th Cir. 1974).
5. 497 F.2d 473 (5th Cir. 1974).
6. 500 F.2d 620 (5th Cir. Sept. 1974).
7. Id. at 621.
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cult to understand and to apply, and they present many opportuni-
ties for unintentional violation by brokers. In McCormick, such a
violation apparently occurred when the plaintiff customer's account
was undermargined for 11 days, because of daily declines in the
market values of the securities without detection by the plaintiffs
broker. When the account was liquidated by the broker several
months later, a balance was due on the account.

The district court dismissed the plaintiffs claim on the ground
that no private right of action exists for violation of rules 431 and
432 of the New York Stock Exchange. Although the Fifth Circuit did
not endorse that "universal proposition,"' it did affirm the dis-
missal. In doing so, the court purported to follow its earlier decision
in Gordon v. duPont Glore Forgan, Inc. ,' which held that customers
who know their accounts are inadvertently undermargined, but who
remain silent, cannot recover from their brokers.'" Judge Goldberg's
opinion in McCormick, however, appears to go beyond Gordon, in
which the customer knew of the margin maintenance error about 3
months before the broker discovered it." In McCormick, the court
pointed out that the customer received a monthly statement, was a
lawyer, and had a long history of investments in the securities mar-
kets. Thus, McCormick apparently extended Gordon by holding
that the customer knew or should have known of the undermargined
condition of the account and, therefore, could not recover.'

This seems to be a fair result. The customer with the experience
and the intelligence to do so should have the duty to examine his
statements and point out errors to the broker. On the other hand, a
broker who permits an inexperienced or unsophisticated customer
to trade on margin should expect to be liable for its unintentional
maintenance computation errors. 3

8. Id. at 627.
9. 487 F.2d 1260 (5th Cir. 1973), cert. denied, 417 U.S. 946 (1974).
10. In Gordon, Judge Thornberry rightly disagreed with the opposite result reached by

the Second Circuit, over Judge Friendly's dissent, in Pearlstein v. Scudder & German, 429
F.2d 1136 (1970), cert. denied, 401 U.S. 1013 (1971).

11. Gordon v. duPont Glore Forgan, Inc., 487 F.2d 1260, 1261 n.2 (5th Cir. 1973), cert.
denied, 417 U.S. 946 (1974).

12. McCormick v. Esposito, 500 F.2d 620, 628 (5th Cir. Sept. 1974).
13. The plaintiff also alleged extensions of credit illegal under Regulation T of the

Board of Governors of the Federal Reserve System, 12 C.F.R. § 220.1 et. seq. Regulation T
limits the amount of credit a broker may extend to a customer on the initial purchase of a
security. At issue was the question whether the proceeds of a sale of securities by a customer,
noted as a bookkeeping credit in a "special miscellaneous account" maintained in connection
with the customer's general margin account, represented "buying power" of the customer
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A second case of interest decided this survey period was Woolf
v. S.D. Cohn & Co. "1 The plaintiffs in this case alleged that they had
been induced to purchase convertible debentures in a private place-
ment by the defendants' misrepresentations and omissions of mate-
rial facts. The defendants responded that they had not in fact made
any misrepresentations or omitted any material facts, but that the
plaintiffs themselves had concealed from the defendants the mate-
rial fact that the plaintiffs secretly purchased the debentures for a
number of individuals in addition to themselves.

The defendants won at trial when the district judge made find-
ings of fact favorable to them on all specific allegations of misrepre-
sentation and omission. Although the Fifth Circuit reversed this
judgment and remanded the case, it did not do so on the basis that
those findings of fact were clearly erroneous. Instead, after disposing
of the defendants' contention that the plaintiffs were in pari delicto
with them,'5 the court held that rule 10b-5 may provide plaintiff
purchasers with a remedy

against the issuer or others involved in the distribution when the
issuer and its agents fail to conduct the distribution in such a
manner that it qualifies for the exemption from registration pro-
vided by § 4(2) of the Securities Act of 1933 .... 11

Although recognizing the current debate as to the extent of rule 10b-
5 liability," Judge Wisdom commented that

which increased the amount the broker could lend on the initial purchase of other securities.
Judge Goldberg held that such proceeds do constitute buying power which will increase the
broker's lending ceiling on initial purchases. This holding was in accord with the decision in
Manevich v. duPont, 338 F. Supp. 1124 (S.D.N.Y.), aff'd, 465 F.2d 1398 (2d Cir. 1972).

14. 515 F.2d 591 (5th Cir. July 1975), opinion on rehearing issued October 15, 1975.
15. Id. at 601-05. The decision on this point seems correct. It is difficult, however,

despite Judge Wisdom's valiant effort, to harmonize the Woolf pari delicto holding with the
result in James v. DuBreuil, 500 F.2d 155 (5th Cir. Sept. 1974), a case decided earlier during
the 1974-75 survey period. It is also difficult to divine from Woolf, DuBreuil, and the still
earlier decision in Kushnert v. Texstar Corp., 412 F.2d 700 (5th Cir. 1969), any guiding
principles in order to predict when the Fifth Circuit will permit the pari delicto defense to
be asserted successfully.

16. Id. at 601-05. Section 4(2) of the 1933 Act is the well known exemption for transac-
tions not involving any "public offering."

17. Id. at 606 n.8. The debate seems settled in Judge Wisdom's mind if the following
dictum from the opinion is to be taken literally:

The rule is broad enough to comprehend most causes of action for corporate mis-
management presently available chiefly under state business corporation and fidu-
ciary law, and more beside. And, of course, federal courts would not be constrained
by Erie from altering state law in the process to make it more congenial to the
purposes of the federal regulatory statutes that spawned the rule. Id. at 606 n.8.
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Under any view of how far 10b-5 should extend, the area of private
offerings of securities under the exemption offered by § 4(2) of the
1933 Act is so closely related to the fairness of the public and
private securities markets and the allocation of investment capital
that it must come within the scope of the rule."8 What matters...
here is whether . . . [defendants] violated § 5 of the 1933 Act by
selling unregistered securities, and this in turn depends upon
whether they and . . .the issuer . . . had a valid claim to the §
4(2) exemption.' 9

The original opinion in Woolf, issued in July, 1975, was suscep-
tible of two readings. On the one hand, that opinion as a whole can
be read to limit the circumstances in which private placement pur-
chasers may sue under 10b-5 for violations of section 5 of the Securi-
ties Act of 1933 (1933 Act) to instances in which there is no satisfac-
tion of the "cardinal" requirement that the purchasers "have accu-
rate information regarding the state of affairs in the corporation in
which their investment is solicited."' " Or, put another way, it ap-
peared that such a 10b-5 action could be limited to situations in
which the seller failed to qualify for the section 4(2) private place-
ment exemption because of "a lack of disclosure of information
regarding the investment opportunity that registration would have
revealed. "21

Such a reading of the initial opinion in Woolf is supported by
the fact that with its particular doubts concerning the availability
of the exemption, the emphasis was upon matters that were quite
specific. For example, the court stressed whether or not there had
been disclosure of the uses to which the proceeds of the debentures
were to be put and whether or not the offerees received financial
statements from the issuer.2 2 Furthermore, Judge Wisdom specifi-
cally pointed out that, even if the defendants should be unable to
carry their burden to establish the availability of the section 4(2)
exemption on remand, the plaintiffs might fail to recover if they are
unable to show the materiality of "the omissions or misrepresen-
tations" that make the exemption unavailable. 2

Unfortunately, several statements in the opinion cast shadows

18. Id. at 607.
19. Id. at 613.
20. Id. at 607.
21. Id. at 608.
22. Id. at 613-14.
23. Id. at 614.
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on such a reading of Woolf in its original state. Judge Wisdom
commented that the court could not tell "how many other offerees
there were in this transaction."" The last substantive sentence of
the opinion stated that "[i]t may develop on remand that the
exemption is unavailable even though . . . defendants disclosed to
plaintiffs all the information registration would have revealed.""5

The opinion did not state what effect such a result would have on
the 10b-5 theory the court has erected. Furthermore, Judge Wisdom
specifically based the cause of action upon the third clause of the
rule ("act, practice, or course of business")," although he recognized
that a failure to disclose could violate other clauses, including the
second one ("untrue statements or omissions to state material
facts") .7

The Fifth Circuit wisely chose to clarify the original opinion, in
its opinion denying a petition for rehearing issued October 15, 1975.
This per curiam opinion appears clearly to justify the more narrow
reading of the earlier opinion in Woolf. Thus, the Court pointed out
that:

Not every failure to qualify for the Section 4(2) exemption rises to
the level of a violation of Rule 10b-5.2

Rather, whether or not a violation of 10b-5 has occurred will depend
upon the amount and materiality of the information defendants fail
to disclose in private offering transactions. Thus, Woolf seems to
stand for no more than the proposition that, under certain condi-
tions, a plaintiff who has pleaded and attempted unsuccessfully to
prove allegations of misrepresentation or omission that are too nar-
row may be granted a second opportunity to litigate the issue by a
sympathetic appellate court.

In addition to the McCormick and Woolf decisions, the cases
decided during the 1974-75 survey year point up a serious deficiency
in the civil remedies provisions of the Texas Securities Act.29 Of the
six cases before the Fifth Circuit during this survey year which
involved allegations of securities fraud, three could not have been
brought under the Texas Securities Act because they involved alle-

24. Id.
25. Id.
26. Id. at 608.
27. Id. at 608 n.10.
28. Woolf v. S.D. Cohn & Co., 521 F.2d 225, 228 (5th Cir. Oct. 1975).
29. TEX, REV. CIv. STAT. ANN. art. 581, § 33 (1957).
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gations of fraud upon a seller of securities. Although only one of
these three cases, Spector v. L. Q. Motor Inns, Inc., 3 arose in Texas,
the other two,3' had they arisen in Texas, would also have failed to
qualify as causes of action under the Texas Securities Act for the
same reason.

It seems inappropriate that a controversy like that in Spector,
which grew out of a divorce settlement which contained a number
of terms that did not involve any security, should be the subject of
federal litigation. The same observation might be made with respect
to one of the non-Texas cases, Dupuy v. Dupuy,32 which involved a
dispute between brothers concerning the stock of a very closely held
corporation. Why the plaintiff seller in Dupuy chose to pursue a
federal remedy is not clear, but it seems fairly certain why the
plaintiff in Spector made that election. He did so because, regard-
less of his rights under the common law in Texas, it was apparent
that his claim could not have been asserted under section 33A(2) of
the Texas Securities Act, which grants a cause of action to purchas-
ers against their sellers, but which, unlike rule 10b-5, does not grant
a cause of action to defrauded sellers against their purchasers. This
anomaly has long bothered Texas securities lawyers, but it has be-
come much more troublesome in light of the recent "going private"
trend in which issuers have offered to purchase their outstanding
securities from the public.

Judge Wisdom's opinion in Woolf, which anchors the rule 10b-
5 claim in the case to the third clause of that rule, illustrates yet
another deficiency in the civil remedies provided by the Texas Se-
curities Act. Section 33A(2) permits a cause of action against those
who make untrue statements of material fact or who omit state-
ments of material fact. The section, however, does not deal with
securities frauds occasioned by a device, scheme, or artifice to de-
fraud. It is apparent, of course, that significant securities frauds can
occur through schemes which do not involve specific misrepresen-
tations or omissions. Thus, it is apparent that recent Fifth Circuit
securities decisions may serve to illustrate some serious shortcom-
ings in the Texas Securities Act.

Completely aside from the issues raised in current Fifth Circuit

30. 517 F.2d 278 (5th Cir. Aug. 1975).
31. Dupuy v. Dupuy, 511 F.2d 641 (5th Cir. Apr. 1975); James v. DuBreuil, 500 F.2d

155 (5th Cir. Sept. 1974).
32. 511 F.2d 641 (5th Cir. Apr. 1975).

[Vol. 7:515



SECURITIES

securities cases, a number of other questions should be raised about
the adequacy and fairness of section 33 of the Texas Securities Act.
For example: What are the proper standards of scienter? What de-
fenses or limitations upon liability, if any, should be available to
non-issuer defendants, such as underwriters and experts? Is the
rescission-type measure of actual damages sufficient? Should the
Act continue to permit an award of exemplary damages? Should the
period of limitations for an action for violation of the registration
provisions be different from the period applicable to a fraud claim?

Regardless of the manner in which these questions may ulti-
mately be answered, it is obvious that the principal civil remedies
section of the Texas Securities Act is deficient in many respects and
often precipitates unfair results in litigation. It should be a matter
of urgency for the Texas securities bar, acting as in the past through
the State Bar of Texas, 33 to propose for legislative enactment a
completely revised approach to civil liabilities and remedies in the
area of securities law.

Survey

A paucity of federal securities cases were decided by the Fifth
Circuit during the current survey year. Those that were decided
dealt with certain jurisdictional issues, with the defense of in part
delicto, and with rule 10b-5 as a vehicle to remedy violations of the
Securities Act of 1933.'

I. JURISDICTION

Rule 10b-5 and its implementing statute, section 10(b) of the
Securities Exchange Act of 1934 (1934 Act),' proscribe certain acts
done "in connection with" the purchase or sale of a security "by the

33. See Bateman & Dawson, The 1975 Amendments to the Texas Business Corporation
Act and the Texas Securities Act, 6 TEX. TECH L. Rxv. 951 (1975).

1. Securities cases decided by the Fifth Circuit but not discussed in this survey are
Associated Builders, Inc. v. Alabama Power Co., 505 F.2d 97 (5th Cir. Dec. 1974) (prospectus
not misleading as a matter of law), and McCormick v. Esposito, 500 F.2d 620 (5th Cir. Sept.
1974) (action against stockbroker for allegedly illegal extension of credit to a customer on his
margin account).

2. 15 U.S.C. § 78j (1970).
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