
SECURITIES
Few securities cases have been decided by the Fifth Circuit

during this survey period. At the same time, several of the cases
decided by the court during this period raised issues which will
continue to trouble both courts and practitioners in the securities
field. As a consequence, the focus of this article will be more issue-
oriented than case-oriented. The issues examined will involve prom-
issory notes as securities within the context of the Securities Ex-
change Act of 1934 (the 1934 Act) and will also involve the general
elements of a Rule 10b-5 suit.

The scope of this survey will be to examine the effect of the
surveyed cases on past Fifth Circuit pronouncements. In addition,
an attempt will be made to acquaint the reader with the impact of
these past Fifth Circuit decisions in other circuits dealing with the
same issues!'Finally, this survey will attempt to predict some trends
in the areas examined and offer constructive suggestions for the
future.

I. When Is a Note a Security?

Although the panel in Woodward v. Metro Bank' never actually
resolved the question of whether the promissory notes there involved
were securities,' this portion of the case is notable for two reasons.
First, certain inferences may be drawn from the panel's failure to
resolve this issue; and, second, the case introduces a discussion of
how other circuits have treated the Fifth Circuit's test for determin-
ing whether a particular promissory note is a security within the
scope of the 1934 Act. Woodward also invites an examination of the
validity of this test.

Woodward involved a Rule 10b-53 action brought against Metro
Bank of Dallas, one of its loan officers, and Starnes, the president
and controlling shareholder of Cosmetics International Corporation
(CIC).1 In late 1972 and early 1973 Starnes held various meetings
with the plaintiff, 'and, by gross misrepresentations about CIC's

1. 522 F.2d 84 (5th Cir. Nov., 1975) (the panel was made up of Judges Goldberg, who
authored the opinion, Ainsworth and Tom C. Clark, the latter sitting by designation).

2. Id. at 92. The panel was able to affirm the lower court on the ground that plaintiff
had failed to show the requisite degree of scienter on the part of defendants. Id. at 92-93.

3. 17 CFR § 240.10b-5 (1976) (for text of rule, see note 137 infra).
4. Woodward v. Metro Bank, 522 F.2d 84, 89 (5th Cir. Nov., 1975).
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glowing financial prospects, induced the plaintiff to co-sign a 90-day
note dated February 29, 1973 for $200,000.00 payable to Metro
Bank. This note was secured by a pledge of the plaintiffs stock
holdings valued at $185,000 and by a $50,000.00 non-interest bearng
certificate of deposit (CD) to be purchased with part of the funds
loaned.' The loan was made to Starnes personally with cross collat-
eral provisions that pledged the CD against other outstanding per-
sonal loans to Starnes from Metro Bank. As compensation for the
plaintiff's signature, Starnes agreed to make her a director of CIC
and to pay her $1250.00 per month for her "consulting services" over
the life of the loan. Although the stated purpose of the loan was to
provide working capital for CIC, $90,000.00 of the proceeds actually
went to pay off CIC's insufficient fund checks.6 At no time during
the negotiations leading up to the execution of the note did any of
the defendants inform the plaintiff of the true purposes of the loan.
Nor was the plaintiff informed of the true financial prospects of CIC,
even though those facts were known to all of the defendants.'

When the note came up for renewal the following May, Metro
Bank demanded that the plaintiff either reduce the principal or
provide additional collateral to cover the decline in the value of her
pledged stocks. The plaintiff sought to reduce the principal by ac-
cepting $25,000.00 in checks from Starnes payable to Metro Bank.
On the strength of this arrangement, the plaintiff signed a 90-day
renewal note in May. The checks were returned for want of suffi-
cient funds. In August 1973, CIC filed for a Chapter XI reorganiza-
tion.' Starnes did not pay off the renewal note when it fell due in
August, so Metro Bank first applied the CD to the earlier outstand-
ing personal loans to Starnes as directed by the security agreements.
Metro Bank then threatened to foreclose on the plaintiff's pledged
securities unless she paid off the $200,000.00 note.'

Plantiff filed suit in United States District Court against Metro
Bank, the loan officer who had handled the accounts in question and

5. Id. at 88. The stock pledged was plaintiffs valuable Texaco and Timken shares. Id.
6. Id.
7. Id. at 87-88. While Metro Bank and its loan officer were aware that CIC was in dire

financial straits, they were apparently unaware that CIC had a deficit net worth. Id. at 88
n.10.

8. Id. at 88-89. Prior to this occurrence, plaintiff had no knowledge of CIC's true finan-
cial situation although one of her monthly checks for $1250.00 had been returned for lack of
sufficient funds in June. Id.

9. Id. at 89.
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Starnes, charging violations of section 10(b) of the 1934 Act'0 and
Rule 10b-5." The plaintiff alleged that Starnes had devised a
scheme to defraud her, that Metro Bank and its loan officer knew
of CIC's failing financial status and the actual use to be made of the
proceeds from the note and that their failure to disclose these mate-
rial facts aided and abetted Starnes in the consumation of his fraud-
ulent scheme." The district court dismissed the suit on two grounds:
first, that the notes involved were not securities, because they fell
within the literal language of the short-term paper exemption of
section 3(a)(10) of the 1934 Act;'" and second, because the transac-
tion was essentially commercial rather than investive.4

When the case was appealed to the Fifth Circuit, Judge Gold-
berg, writing for the panel, dealt primarily with the liability of
Metro Bank and its loan officer for aiding and abetting a Rule 10b-
5 violation,'" thus refusing to base his decision on the security or
commercial nature of the notes.'" The panel dealt summarily with
the district court's first reason for dismissing the claim. In regard
to the lower court's conclusion that the notes fell within the express
language of the short-term paper exclusion of section 3(a)(10) of the
1934 Act, the panel merely stated that literal application of the
short-term paper exclusion clause was an "erroneous legal stan-
dard."'" Judge Goldberg addressed the district court's second reason
for dismissing the suit only in dictum. Speaking to the commercial-
investment dichotomy, he said that an investment transaction and
therefore a security might well be found in the plaintiff's investing
her credit in CIC by serving as an accomodation maker of Starnes'

10. 15 U.S.C. § 78j(b) (1970) (§ 106 of the 1934 Act).
11. Woodward v. Metro Bank, 522 F.2d 84, 89 (5th Cir. Nov., 1975).
12. Id.
13. 15 U.S.C. § 78c(a)(10) (1970). Section (3)(a)(10) provides in part:
The term "security" means any note ... but shall not include . . . any note...

which has a maturity at the time of issuance of not exceeding nine months exclusive
of days of grace, or any renewal thereof the maturity of which is likewise limited.

The note in Woodward had a duration of 90 days and the renewal note had a like duration.
522 F.2d at 88.

14. Woodward v. Metro Bank, 522 F.2d 84, 89-90 (5th Cir. Nov., 1975). An amended
complaint against Starnes was later served and the court retained jurisdiction over it. An
agreed judgment was thereafter entered against Starnes, thus only Metro Bank and its loan
officer were involved in the appeal. Id. at 89-90 n.13.

15. Id. at 92-93. The panel affirmed the district court's disposition of the case on the

ground that the plaintiff failed to meet the elements of an aiding and abetting claim. Id. See
part II of this article for a more detailed discussion of this facet of the case.

16. Id. at 92.
17. Id.
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notes. In other words, her accomodation would be a substitute for
the purchase of stocks or other securities. 8 Hence, according to
Judge Goldberg's dictum, the district court might also have erred
in holding the notes to be commercial and not investive.

Although the panel did not directly resolve the question of
whether the notes in Woodward were securities, the panel's treat-
ment of the issue raises a number of subsidiary issues which bear
close scrutiny. The issue whether particular notes are securities is
important because many recent cases raise the question and be-
cause many varying responses have been given. Six areas of inquiry
present themselves: Judge Goldberg's rejection of the literal word-
ing of section 3(a)(10) as an erroneous legal standard; the nature
and application of the commercial-investment dichotomy as devel-
oped by the Fifth Circuit prior to Woodward; the possible changes
that Woodward dicta may have wrought upon this dichotomy; the
fact that the short-term paper exclusion has been written out of the
statute by the dichotomy; how other circuits have amplified and
tried to clarify the Fifth Circuit's commercial-investment dichot-
omy; and, finally, whether there is a better alternative to the
commercial-investment dichotomy for resolving whether a given
note is a security.

A. Rejection of the Literal Wording of the Short-Term Note
Exclusion Clause

Section 3(a)(10) provides (in part):

The term "security" means any note . . . but shall not include
. . . any note. . . which has a maturity at the time of issuance of
not exceeding nine months exclusive of days of grace, or any re-
newal thereof the maturity of which is likewise limited."8

It is quite clear that the notes in Woodward with their 90-day matu-
rity fell within the literal wording of section 3(a)(10) of the 1934 Act.
However, Judge Goldberg, in stating that this particular rationale
of the district court was an erroneous legal standard,2" rejected an
express statutory standard. The foundations for Judge Goldberg's

18. Id. at 92 n.18.
19. 15 U.S.C. § 78c(a)(10) (1970). Henceforth notes maturing in nine months or less will

be referred to as short-term and those notes of long-term maturity will be referred to as long-
term.

20. Woodward v. Metro Bank, 522 F.2d 84, 92 (5th Cir. Nov., 1975).
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holding lie in the development of the commercial-investment di-
chotomy in the Fifth Circuit.

B. The Commercial-Investment Dichotomy in the Fifth
Circuit

The birth of the commercial-investment dichotomy can be
traced to the Fifth Circuit decision in Bellah v. First National
Bank." In Bellah the panel acknowledged that the note there in
question matured in less than nine months and hence fell within the
literal wording of the short-term paper exclusion clause. However,
this short-term maturity date did not conclusively exclude the note
from coverage by the 1934 Act.22 Instead, the court said, the critical
inquiry was whether the note in question was commercial
paper-and without the scope of the act-or investment paper cov-
ered by the act." Thus according to the court, the exclusion clause
of section 3(a)(10) of the 1934 Act only applies to short-term com-
mercial paper and not investment paper.2 4 Under this rationale the
panel held that the six month note before it fell outside the scope
of the 1934 Act because it was commercial.25 Yet, beyond making
one distinction, the panel declined to elaborate upon the difference
between commercial and investment paper. The panel distin-
guished between makers (sellers) and payees (buyers) of promissory
notes, and summarily stated that the commercial character of the
notes in question was evidenced by the fact that the plaintiffs were
makers.

2 1

The Bellah decision was a marked departure from prior Fifth
Circuit decisions on the question of whether a note was a security.
These earlier decisions had held that the literal wording of section
3(a) (10) applied, and therefore that a note maturing in nine months
or less was not a security and a note of greater than nine months
maturity was a security, "unless the context otherwise required. 2 7

21. 495 F.2d 1109 (5th Cir. 1974).
22. Id. at 1112.
23. Id.
24. Id. For a more extended analysis of this case, see Lipton and Katz, "Notes" Are

Not Always Securities, 30 Bus. LAw. 763 (1975); Hammett, Any Promissory Note: The Ob-
scene Security: A Search for the Non-Commercial Investment, 7 TEx. TECH L. REv. 25, 41-
45 (1975), (hereinafter Hammett); Survey, Securities-Fifth Circuit Symposium, 6 Txx.
TEcH L. REv. 697, 726-29 (1975) (hereinafter Securities Survey: 174-75).

25. Bellah v. First Nat'l Bank, 495 F.2d 1109, 1112-13 (5th Cir. 1974).
26. Id. at 1112 n.3.
27. E.g., Rekant v. Dresser, 425 F.2d 872, 878 (5th Cir. 1970).
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The Bellah panel relied on two cases for the proposition that the
short-term paper exclusion was not to be applied literally-Zeller v.
Bogue Electric Manufacturing Corp.2" and Sanders v. John Nuveen
& Co. 2

1 These two cases developed criteria or tests that were to aid
in resolving whether a short-term note falls within the exclusion
clause of section 3(a)(10). In Sanders the court set out four require-
ments for bringing short-term notes within the exclusion clause; the
paper must be:

(1) prime quality negotiable commercial paper (2) of a type
not ordinarily purchased by the general public, that is (3) paper
issued to facilitate well recognized types of current operational
business requirements and (4) of a type eligible for discounting by
Federal Reserve Banks."0

Judge Friendly in Zeller, on the other hand, held that (1) demand
notes which (2) were not prime quality commercial paper could not
fall within the short-term paper exclusion clause. 3'

While the Bellah panel relied on the factors suggested in Zeller
and Sanders, 3 2 it stated that the four Sanders criteria were not con-
clusive and the inquiry should be directed instead to the commercial
or investment nature of the transaction underlying the issuance of
the short-term note in question. 33 Yet the Bellah court neglected to
elaborate further on the distinctions between commercial paper on
the one hand and investment paper on the other or to adequately
define the two terms. 34

28. 476 F.2d 795 (2d Cir.), cert. denied, 414 U.S. 908 (1973).
29. 463 F.2d 1075 (7th Cir.), cert. denied, 409 U.S. 1009 (1972).
30. Id. at 1079.
31. Zeller v. Bogue Elec. Mfg. Co., 476 F.2d 795, 800 (2d Cir.), cert. denied, 414 U.S.

908 (1973). But see Comment, Commercial Notes and Definitions of Security Under Securi-
ties Exchange Act of 1934: A Note Is a Note Is a Note?, 52 NEB. L. REv. 478 (1973) (hereinafter
cited as A Note Is a Note Is a Note?), where the author argues that a note is commercial paper
and hence not covered by the 1934 Act if it (1) is payable on demand as opposed to at a fixed
time and (2) not issued pursuant to an investment contract. Id. at 522-23.

32. Bellah v. First Nat'l Bank, 495 F.2d 1109, 1113 (5th Cir. 1974).
33. Id. This view has also been adopted by other Fifth Circuit panels, e.g., SEC v.

Continental Commodities Corp., 497 F.2d 516, 525 (5th Cir. 1974), and by other district
courts, e.g., Thorpe Commercial Corp. v. Northgate Indus., Inc., [1974-75 transfer binder]
FED. SEC. L. REP. (CCH) 94,929 at 97,211 (D. Minn. 1974); Avenue State Bank v. Tourte-
lot, 379 F. Supp. 250, 255 (N.D. Ill. 1974). But see Welch Foods, Inc. v. Goldman Sachs &
Co., [1974-75 transfer binder] FED. SEc. L. REP. (CCH) 94,806 at 96,680 (S.D.N.Y. 30
Sept., 1974) which held that the Sanders test was conclusive without, going into the
commercial-investment dichotomy. Id. at 96,685.

34. See Hammett, supra note 24, at 42-43, 59-60. But see Hammet, supra note 24,
at 45-46.
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The second Fifth Circuit decision to use the commercial-
investment dichotomy was McClure v. First National Bank."5 In
McClure, unlike Be~lah, the court was faced with the question of
whether a long-term note (i.e. a note maturing in more than nine
months) was a security within the scope of the 1934 Act. Judge
Roney, writing for the panel, relied on Bellah to hold that whether
a long-term note is a security must be resolved much like the ques-
tion of whether a short-term note is a security-by looking to the
commercial or investment nature of the transaction .3 Thus the end
result of the Bellah and McClure decisions was to require use of the
commercial-investment dichotomy to determine the security status
of both long-term and short-term promissory notes.37

The McClure panel, in arriving at its holding that the note
there in question was not a security, continued the Bellah panel's
unfortunate practice of inadequately defining and distinguishing
between commercial and investment notes. The McClure panel sim-
ply set forth two factors which, while not exclusive, indicate the
investment nature of the transactions that underlie notes, thus
bringing the notes themselves under the definition of security. First,
notes offered to "some class of investors" or acquired for speculation
or investment are probably securities. 3 This reference to "some
class of investors" has been read by one observer to imply "that a
'numbers game' must be played and that the issuance of several
notes to several people is necessary in order for the note to be a
security. 3 19 Second, the court said, notes whose proceeds go directly
or indirectly to the acquisition of investment assets are also likely
to be securities10 Even with this analysis, McClure was still not an
adequate guide for courts or practitioners and the commercial-
investment dichotomy remained as vague as before. 4'

35. 497 F.2d 490 (5th Cir. 1974), cert. denied, 420 U.S. 930 (1975). For a more extended
analysis of this case, see Hammett, supra note 24, at 41-46; Securities Survey: 1974-75, supra
note 24 at 726-29, 731-33.

36. McClure v. First Nat'l Bank, 497 F.2d 490, 493-94 (5th Cir. 1974), cert. denied, 420
U.S. 930 (1975).

37. Id. at 494-95. Compare McClure with Bellah v. First Nat'l Bank, 495 F.2d 1109, 1113
(5th Cir. 1974).

38. McClure v. First Nat'l Bank, 497 F.2d 490, 493-94 (5th Cir. 1974), cert. denied, 420
U.S. 930 (1975).

39. Hammett, supra note 24, at 45. See also Great Western Bank & Trust v. Kotz, 532
F.2d 1252, 1258 (9th Cir. 1976).

40. McClure v. First Nat'l Bank, 497 F.2d 490, 493-94 (5th Cir. 1974), cert. denied, 420
U.S. 930 (1975).

41. Hammett, supra note 24, at 42, 60.
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The Bellah holding was later refined by the Fifth Circuit's
panel opinion in SEC v. Continental Commodities,"2 which, like
Be~lah, involved the question of whether a note maturing in less
than nine months was a security. The Continental Commodities
panel stated that it was immaterial whether a note fell within the
literal wording of the short-term paper exclusion of section 3(a)(10).
Instead, whether the note was covered by the 1934 Act turned upon
the commercial or investment nature of the note. If the note is
investment paper, it is a security within the meaning of section
3(a)(10), but commercial notes are excluded from the 1934 Act,
regardless of the length of time in which the note matures. 3

Continental involved a suit by the SEC on behalf of the defrauded
payees of notes issued by the defendant to some of its customers.
The notes were to reimburse these customers after Continental's
business of advising on trading in commodities options had been
suspended by the SEC." Unlike the Bellah panel, the Continental
panel concluded that the notes there involved were securities within
the section 3(a)(10) definition. Recognizing the apparent inconsis-
tency between the Bellah and McClure decisions and the result in
Continental,15 the Continental panel adopted the Bellah maker-
payee distinction to distinguish the case from Bellah. 11 According to
the court in Continental, the Bellah holding was limited to situa-
tions in which the maker seeks the protections of the 1934 Act, not
those in which the maker is being sued for failure to comply with
the Act.47 In light of this distinction, the court held that the notes
in question were investment paper and hence, were securities within
the scope of section 3(a)(10). 4

1 One commentator has inferred from
this maker-payee distinction that "a note's status as a security de-
pends in part on whether its maker is a plaintiff or a defendant [in
a 10b-5 action].' 4

While the Fifth Circuit did not give a concrete definition to
commercial or investment notes in Bellah, Continental

42. 497 F.2d 516 (5th Cir. 1974). For additional treatment of this case, see Hammett,
supra note 24, at 44, 46-50; Securities Survey: 1974-75, supra note 24, at 729-31.

43. Id. at 524-25.
44. Id. at 518-19.
45. See notes 21-25, 35-40 supra and accompanying text.
46. See note 26 supra and accompanying text.
47. SEC v. Continental Commodities Corp., 497 F.2d 516, 525 n.25 (5th Cir. 1974);

Hammett, supra note 24, at 44, 48.
48. Id. at 527.
49. Hammett, supra note 24, at 48. See Hammett, supra note 24, at 43-44.
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Commodities and McClure, it did point to several factors present
in each case that were indicative of the character of the notes as well
as the transactions underlying them.50 Nevertheless, these factors
contributed little to distinguishing commercial paper from invest-
ment paper and perhaps caused more confusion than necessary.

C. Changes in the Commercial-Investment Dichotomy after
Woodward

Judge Goldberg's comments in Woodward that the notes there
involved might be securities within the scope of section 3(a)(10)'
are dicta because he was able to affirm the district court decision
on other grounds.2 Nevertheless, one might infer that the comments
indicate a change in the Fifth Circuit's application of the
commercial-investment dichotomy. These comments deserve some
scrutiny because they may indicate a retreat53 from the Fifth Cir-
cuit's maker-payee distinction in Bellah" and the "numbers game"
approach of McClure.55

1. The Maker-Payee Distinction

The maker-payee distinction played an important role in sup-
porting the Bellah panel's holding that the notes there were not
securities." It apparently also influenced the court's decision in
McClure." Moreover the distinction served to distinguish
Continental Commodities from Bellah and to allow the former panel
to hold the notes involved were securities.58

The maker-payee distinction has been criticised as placing
banks and other lenders in a preferred position, because, as plain-
tiffs, they may invoke the protections of Rule 10b-5, and yet, in the
converse situation, as defendants, they are not subject to the rule's

50. See notes 26, 31-34, 38-40, 45-48 supra and accompanying text.
51. See note 18 supra and accompanying text.
52. Woodward v. Metro Bank, 522 F.2d 84, 92 (5th Cir. Nov., 1975). The panel found

that the defendant bank and its loan officer could not be held liable as aiders and abettors
for want of proof of the requisite degree of scienter. Id. at 92, 100. This particular aspect of
the opinion will be considered in part II-A of this survey.

53. Id. at 92.
54. See notes 26, 46-49 supra and accompanying text.
55. See notes 38-39 supra andaccompanying text.
56. Bellah v. First Nat'l Bank, 495 F.2d 1109, 1112 n. 3 (5th Cir. 1974); Hammett, supra

note 24, at 43-46, 48.
57. See McClure v. First Nat'l Bank, 497 F.2d 490, 493-94 (5th Cir. 1974), cert. denied,

420 U.S. 930 (1975); Hammett, supra note 24, at 43-46, 48.
58. SEC v. Continental Commodities Corp., 497 F.2d 516, 525 n.15 (5th Cir. 1974).
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liabilities.59 This result is hardly supported by the language of the
1934 Act and the rules promulgated thereunder."0

Woodward v. Metro Bank6 may signify a change in the reason-
ing of these prior Fifth Circuit cases." Under the maker-payee test,
Judge Goldberg should have affirmed the district court's holding
that the notes were not securities because the plaintiff was a co-
maker.63 Instead, Judge Goldberg thought it was possible that the
plaintiff's notes "were for investment." 4 If in fact this dicta signifies
that the maker-payee distinction has been discarded, the Fifth Cir-
cuit will stand aligned with the Second Circuit.65

2. The "Numbers Game".

As noted earlier, the McClure court seemed to rely on the num-
ber of notes issued and the number of persons purchasing the notes
in its attempts to distinguish between commercial and investment
paper. 66 The idea that a number of notes must have been issued for

59. Hammett, supra note 24, at 43-44, cf. Great Western Bank & Trust v. Kotz, 532
F.2d 1252 (9th Cir. 1976); in a concurring opinion, Judge Wright took the position that any-
time a bank takes a note in the context of its business as a lender, the Securities Acts should
not be applied. Id. at 1260-62. (concurring opinion).

60. See Hammett, supra note 24, at 43; cf. Exchange Nat'l Bank v. Touche Ross & Co.,
544 F.2d 1126, 1136-39 (2d Cir. 1976). Noting that attempts to develop a workable definitional
framework for the commercial-investment dichotomy have been singularly unsuccessful,
Judge Friendly agreed that an automatic exclusion of banks and other lending institutions
from the Securities Acts would provide a modicum of certainty; however, he continued, this
distinction would be unjustified from the language of the statute. Id. at 1136-37.

61. 522 F.2d 84 (5th Cir. Nov., 1976).
62. Id. at 88-89.
63. Id. at 92. See notes 26, 46-47 supra and accompanying text.
64. Id.
65. Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1136-38 (2d Cir. 1976).

Judge Friendly was actually speaking to the reverse situation. He first pointed to the Ninth
Circuit's opinion in Great Western Bank & Trust v. Kotz, 532 F.2d 1252 (9th Cir. 1976), in
particular Judge Wright's concurring opinion where the latter apparently proposed that the
Securities Acts are inapplicable to notes received by a bank, and hence a bank can not invoke
the protections of the Act because its superior access to information, superior bargaining
position and usual face-to-face dealing with makers places the bank in a position wholly
different from those investors sought to be protected by the Securities Acts. Id. at 1261-62.
This view was criticized by Judge Friendly because "there is ... nothing in the statutes that
would justify holding that the same note was a security when a borrower from a bank invoked
federal law and not a security when the bank asserted this," Exchange Nat'l Bank v. Touche
Ross & Co., 544 F.2d 1126, 1137 (2d Cir. 1976). In essence there is no statutory foundation
for any sort of maker-payee distinction, instead a long-term note is a security and a short-
term note is not a security "unless the context otherwise requires." Id. In addition, the Fifth
Circuit will have aligned itself with at least one commentator, Hammett, supra note 24 at
43-44, 48. See notes 59-60 supra and accompanying text.

66. McClure v. First Nat'l Bank, 497 F.2d 490, 493-94 (5th Cir. 1974), cert. denied, 420
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the notes to be investment paper has been adopted as a relevant,
though not exclusive, factor by several other circuits," as well as by
several commentators .1

In Woodward v. Metro Bank," there was only one payee of the
notes-Metro Bank-and there were only two notes-the original
note and its renewal (in essence, a single note). In light of these facts
Judge Goldberg's statement that it was possible that the plaintiff's
notes "were for investment," 0 seems to indicate a retreat from the
Fifth Circuit's prior position in McClure.7 Thus if the Woodward
dicta is accorded any weight, the number of notes issued and the
number of payees will no longer be weighty considerations in the
commercial-investment inquiry.

The "numbers game" factor is appealing because of its cer-
tainty and ease of application; however, it has no support in the
statutory language of the Securities Acts or Supreme Court cases
construing this language.7" Moreover it may also be unrealistic 3

because under the accepted definition of investment (reliance upon
the efforts of others)7

... it would be hard to think of a situation where profits in the
shape of interest are more dependent upon the "efforts of others"
than a bank's unsecured short-term personal loan to an individual

75

In addition, one can readily imagine a situation arising under Rule
10b-5 where, through fraudulent inducements, a defendant places

U.S. 930 (1975). See notes 38-40 supra and accompanying text.
67. See, e.g., Great Western Bank & Trust v. Kotz, 532 F.2d 1252, 1258 (9th Cir. 1976);

C.N.S. Enterprises, Inc. v. G. & G. Enterprises, Inc., 508 F.2d 1354, 1361 (7th Cir.), cert.
denied, 423 U.S. 825 (1975); SEC v. Fifth Ave. Coach Lines, Inc., 289 F.Supp. 3, 38 (S.D.N.Y.
1968), a/f'd on other grounds, 435 F.2d 510 (2d Cir. 1970).

68. See, e.g., A Note Is a Note Is a Note, supra note 31, at 518-20. Both the number of
notes issued as well as the number of payees are relevant factors in determining whether the
notes in question are securities. Id. at 520. But see Hammett, supra note 24, at 45, n. 96.

69. 522 F.2d 84 (5th Cir. Nov., 1975).
70. Id. at 92.
71. McClure v. First Nat'! Bank, 497 F.2d 490, 493-94 (5th Cir. 1974), cert. denied, 420

U.S., 930 (1975), see notes 38-39 supra and accompanying text.
72. Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1136-37 (2d Cir. 1976).

Hammett, supra note 24 at 45-46.
73. See Exhange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1136-37 (2d Cir.

1976); El Khadem v. Equity Sec. Corp., 494 F.2d 1224, 1229-30 (9th Cir.), cert. denied, 419
U.S. 900 (1974).

74. SEC v. W.J. Howey & Co., 328 U.S. 293, 298-300 (1946).
75. Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1136-37 (2d Cir. 1976).
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a single note in a large sum for the promotion of a new corporation
with a single investor-clearly an investment transaction. Yet under
the numbers test, the defendant would have a plausible argument
that the transaction is commercial instead of investment in nature,
because there was a single note and a single investor. Hopefully,
Judge Goldberg's dicta will have the ultimate effect of removing the
"numbers" test from the list of relevant criteria for determining
whether a note is a security.

D. The Demise of the Short-Term Paper Exclusion

Even though the Fifth Circuit has never adequately defined or
explained the commercial-investment dichotomy, it has nonetheless
used the same dichotomy to write the express short-term exclusion
of section 3(a)(10) out of the 1934 Act.

It will be recalled, as previously mentioned, Judge Goldberg
rejected the express language of the short-term paper exclusion
clause as it was applied by the district court as an erroneous legal
standard." Ample support for Judge Goldberg's cavalier treatment
of the statutory language of section 3(a)(10) exists in the earlier
Fifth Circuit note cases. Both the Bellah and Continental
Commodities courts held that the literal wording of the short-term
paper exclusion clause was immaterial, and that the question of
whether a short-term note is covered by the 1934 Act must be re-
solved with the commercial-investment dichotomy." The McClure
court, on the other hand, held that the commercial-investment di-
chotomy is the proper one for resolving whether a long-term note
falls within the scope of the 1934 Act.7 8 Summarizing these holdings,
Judge Roney admitted by way of dicta in McClure that:

[W]e realize our holding today that the [1934] Act does not
apply to commercial notes of a longer duration than nine months,
taken with the decisions voiding the short-term exemption as to
investment paper, virtually writes that exemption out of the law.79

76. Woodward v. Metro Bank, 522 F.2d 84, 92 (5th Cir. Nov., 1975).
77. SEC v. Continental Commodities Corp., 497 F.2d 516, 524-25 (5th Cir. 1974); Bellah

v. First Nat'l Bank, 495 F.2d 1109, 1112 (5th Cir. 1974). See notes 21-25, 42-45 supra and
accompanying text.

78. McClure v. First Nat'l Bank of Lubbock, 497 F.2d 490, 493-94 (5th Cir. 1974), cert.
denied, 420 U.S. 930 (1975). See text accompanying notes 35-37, supra.

79. McClure v. First Nat'l Bank, 497 F.2d 490, 494 (5th Cir. 1974), cert. denied, 420
U.S. 930 (1975).
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Thus the Fifth Circuit itself realized that the application of the
commercial-investment dichotomy to both short-term and long-
term notes renders meaningless an express provision of the 1934 Act.
Judge Goldberg, by stating in Woodward that the short-term paper
exemption is an erroneous legal standard,8 has simply followed
Fifth Circuit precedent.

The question remains, however, whether this deletion of the
express statutory language of the short-term paper exemption out
of the 1934 Act is correct. To be sure, the Supreme Court, like the
Fifth Circuit, has rejected the literal approach to determining what
constitutes a security for purposes of the 1934 Act,8 ' as have all the
other circuits. 2 The Supreme Court directed in United Housing
Foundation, Inc. v. Forman13 that "form should be disregarded over
substance and the emphasis should be on economic reality."" It
could be argued that this admonition gives tacit approval to the
Fifth Circuit decisions which write the short-term paper exclusion
out of the 1934 Act. 5 The better view, however, is that the Court
did not go so far, because it seems unlikely that Congress would
have drafted the short-term paper exclusion if it had intended it to
be without function or meaning.

E. The Spread of the Commercial-Investment Dichotomy to
Other Circuits

In the wake of Bellah and McClure, at least three other cir-
cuits" and several district courts 7 have expressly adopted the

80. Woodward v. Metro Bank, 522 F.2d 84, 92 (5th Cir. Nov., 1975).
81. United Hous. Foundation, Inc. v. Forman, 421 U.S. 837, 848-50 (1975).
82. Id. at 849. The Court noted that every . . . circuit, except the Second Circuit, has

rejected the literal approach. Id. See, e.g., C.N.S. Enterprises, Inc. v. G. & G. Enterprises,
Inc., 508 F.2d 1354, 1359 (7th Cir.), cert. denied, 423 U.S. 825 (1975); Zabriskie v. Lewis, 507
F.2d 546, 550-51 (10th Cir. 1974); McClure v. First Nat'l Bank, 497 F.2d 490, 494-95 (5th Cir.
1974), cert. denied, 420 U.S. 930 (1975); Lino v. City Investing Co., 487 F.2d 689, 694-95 (3d
Cir. 1973). The Second Circuit has now also accepted, with some reluctance, the rejection of
the literal approach, Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1137 (2d
Cir. 1976).

83. 421 U.S. 837 (1975).
84. Id. at 848. The question facing the Court was whether shares in a semi-public

housing co-op, despite being expressly denominated as "stock", fell within the definition of
"security" of section 3(a)(10) of the 1934 Act. The Court held that they did not. Id.

85. See Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1136 (2d Cir. 1976).
86. Great Western Bank & Trust v. Kotz, 532 F.2d 1252 (9th Cir. 1976), relying on

McClure, the court expressly adopted the commercial-investment dichotomy, id. at 1256-57;
C.N.S. Enterprises, Inc. v. G. & G. Enterprises, Inc., 508 F.2d 1354 (7th Cir.), cert. denied,
423 U.S. 825 (1975); Zabriskie v. Lewis, 507 F.2d 546 (10th Cir. 1974), relying on McClure
and Bellah, the court expressly adopted the commercial investment dichotomy. Id. at 551.

19771 1223



TEXAS TECH LAW REVIEW

commercial-investment dichotomy. Because Bellah and McClure
failed to set adequate guidelines for the application of the
commercial-investment dichotomy, other circuits and commenta-
tors have developed more comprehensive criteria. An examination
and critique of these other circuits' decisions may help Fifth Circuit
practitioners remedy the short-comings of the Fifth Circuit opinions
and give substance to this test. An examination may also indicate
the weakness inherent in the dichotomy.

The Tenth Circuit in Zabriskie v. Lewis" developed a three-
step test for applying the commercial-investment dichotomy. The
first step is to examine the use of the proceeds of the note. Where
the proceeds are used to acquire consumer goods or services, the
note is commercial and the inquiry ends, but where the proceeds go
to business purposes, it indicates that investment paper may be
involved and an examination of the second and third factors is
necessary.89 The second and more persuasive factor is whether stock
is usually given in a transaction of the type underlying the note. 0

The final factor the court considered was the plaintiff-payee's rela-
tive lack of investment expertise, which together with an affimative
finding on the second factor, militate in favor of the note being a
security according to the Zabriskie court.9

A comment published shortly after -the district court's opinion
in McClure v. First National Bank," and devoted in part to an
analysis of that case, set forth six possible criteria to aid courts with
the commercial-investment dichotomy.' 3 These six criteria were re-
lied upon by the Seventh Circuit in C.N.S. Enterprises, Inc. v. G.
& G. Enterprises, Inc."1 to hold that notes given to finance the pdir-
chase of the assets of a business were commercial paper. 5 The Sev-
enth Circuit listed the six criteria as follows:

87. E.g. Tri-County State Bank v. Hertz, [1976] FED. SEc. L. REP. (CCH) 95,772
(N.D. Pa. 1976). Thorpe Commercial Corp. v. Northgate Indus., Inc., [1974-1975 transfer
binder] FED. SFc. L. REP. (CCH) 94,929 (D. Minn. 1974); Avenue State Bank v. Tourtelot,
379 F. Supp. 250 (N.D. 111. 1974).

88. 507 F.2d 546 (10th Cir. 1974).
89. Id. at 551.
90. Id.
91. Id.
92. 352 F. Supp. 454 (N.D. Tex. 1973), aff'd 497 F.2d 490 (5th Cir. 1974), cert. denied,

420 U.S. 930 (1975).
93. A Note Is a Note Is a Note?, supra note 31, at 510-24.
94. 508 F.2d 1354 (7th Cir.), cert. denied, 423 U.S. 825 (1975).
95. Id. at 1362-63.
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•* (1) how is the instrument characterized by the business
community? (2) how are the proceeds to be used (if for consumer
goods or particular business goods-not covered, but if for general
financing of borrower's enterprise-covered)? (3) extent of reliance
on efforts of others (placing funds at great risk, giving note payee
extensive collateral rights, making repayment of funds contingent
on some event, all tend to indicate security rather than loan); (4)
number of notes issued, number of payees, dollar amount of trans-
action [the "numbers game": the greater the amount or numbers,
the greater the likelihood that a note is a security]; (5) payable
on demand or if payable at a fixed time, how long is the time
between issuance and maturity [the longer the time, the more
likely a note is a security]? and (6) characterization of the notes
on relevant financial statements."

The most recent appellate opinion concerning the commercial-
investment dichotomy is the Ninth Circuit's opinion in Great West-
ern Bank & Trust v. Kotz."7 In Great Western, the court, relying on
a number of earlier cases," developed six guidelines for determining
whether a note is commercial or investment paper. The first and
most important indicator is the duration of the note; demand or
short-term notes are generally commercial, while long-term notes
are usually investment paper." A second consideration is
"collateralization." Where the payee is not secured or his security
is minimal the notes are more likely to be investment paper than
where the payee is fully secured. In other words, a commercial note
is generally secured by collateral to its full face amount, but where
the note is unsecured the payee is more dependent upon the efforts
of others and an investment is more likely present.' °" The third
factor, "form of the obligation," bears upon and may explain the
fourth-the "circumstances of issuance."'1' In essence, these two
factors involve the number of payees on the note and the number

96. Id. at 1361.
97. 532 F.2d 1252 (9th Cir. 1976).
98. Among the more important cases which the court relied on were: C.N.S. Enter-

prises, Inc. v. G. & G. Enterprises, Inc., 508 F.2d 1354 (7th Cir.), cert. denied,423 U.S. 825
(1975); SEC v. Continental Commodities Corp., 497 F.2d 516 (5th Cir. 1974); McClure v. First
Nat'l Bank, 497 F.2d 490 (5th Cir. 1974), cert. denied, 420 U.S. 930 (1975); El Khadem v.
Equity Securities Corp., 494 F.2d 1224 (9th Cir.), cert. denied, 419 U.S. 900 (1974); Zeller v.
Bogue Elec. Mfg. Corp., 476 F.2d 795 (2d Cir.), cert. denied, 414 U.S. 908 (1973); Sanders v.
John Nuveen & Co., 463 F.2d 1075 (7th Cir.), cert. denied, 409 U.S. 1009 (1972).

99. Great Western Bank & Trust v. Kotz, 532 F.2d 1252, 1257-58 (9th Cir. 1976).
100. Id. at 1258 (emphasis in original).
101. Id. (emphasis in original).
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of notes issued-the greater the number, the greater the likelihood
that a note will be deemed a security. The fifth consideration is the
"relationship" between the amount of the note and the size of the
makers business: "the larger the relative amount, the greater...
the risk of the lender" and the more probable the investment char-
acter of the note. 02 The final factor is the "contemplated use of the
proceeds. "103 According to the Great Western court, proceeds used
to promote a business or for capital formation indicate an invest-
ment contract. The court ended its catalogue of indicia by refusing
to assign any relative weights to them or to given any instructions
for their application. The court also mentioned that still other rele-
vant factors might be developed.104

Zabriskie, C.N.S. Enterprises and Great Western provide some
insight into the mysteries of the commercial-investment dichotomy
and its application to promissory notes. Perhaps the Fifth Circuit
will have occasion to expressly adopt some of the criteria mentioned
in the foregoing cases when faced with the issue of whether a note
is a security. However, the better course of action if this issue should
arise again, would be abandon the commercial-investment in favor
of the analytical framework developed by Judge Friendly in
Exchange National Bank v. Touche Ross & Co. o'

F. The "Context" Test-"Unless the Context Otherwise
Requires"

Judge Friendly in Touche Ross concluded that the commercial-
investment dichotomy was an inappropriate analytical framework
for resolving whether a note is a security. He gave two reasons for
his conclusion.

First, the commercial-investment dichotomy is by its very na-
ture a vague and ill-defined test; therefore it is conveniently
mouthed with little or no expression of reasoning.06 Moreover, at-
tempted clarifications of the test have evinced major short-comings.
The courts have often developed confusing, indefinite and seem-
ingly contradictory criteria without assigning relative weights or
distinguishing between them.107 The upshot of all this is that a factor

102. Id. (emphasis in original).
103. Id. (emphasis in original).
104. Id.
105. 544 F.2d 1126 (2d Cir. 1976).
106. Id. at 1136-37. Hammett, supra note 24 at 42, 59-60.
107. See Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1136-37 (2d Cir.

1976). Compare, e.g., Zeller v. Bogue Elec. Mfg. Corp., 476 F.2d 795 (2d Cir.), cert. denied,
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which indicates a note's investment character in one circuit may
well indicate its commercial nature in another circuit. Similarly, a
factor important in one circuit will be given little weight in an-
other.0 1 This situation, in Judge Friendly's words, ". . . is scarcely
helpful to hard pressed district judges or to counsel.""' Judge
Friendly also took issue with the substance of some of the criteria.
As an example of an erroneous criterion, he noted little difference
between notes issued by a business in the promotional stage and
notes issued by a going concern." 0 In addition, Judge Friendly
criticized the particular criterion derived from an element of the
SEC v. W.J. Howey Co."' test. That element-"profit to come
from . . . the efforts of others""-so often used to indicate the in-
vestment nature of a transaction, is present in any situation where
notes are issued, whether the notes are commercial or investive."3

The second part of Judge Friendly's attack on the commercial-
investment dichotomy was that the language of the statute does not
support the use of that test and, in fact provides a better test.",
Thus, he concluded, the plain language of section 3(a)(10) and the
introductory clause to section 3(a) "[tlhe term 'security' means
any note . . .; but shall not include. . . any note. . . which has a

414 U.S. 908 (1973), (demand note is indicia of security) with Great Western Bank & Trust
Co., 532 F.2d 1252 (9th Cir. 1976) (demand note is indicia of commercial paper) and Bellah
v. First Nat'l Bank, 495 F.2d 1109 (5th Cir. 1974) (maker of note can not invoke protection
of 1934 Act against a payee-bank) with Great Western Bank & Trust v. Kotz, 532 F.2d 1252
(9th Cir. 1976) (payee-bank can't invoke protections of 1934 Act against a maker, but appar-
ently a maker can) (opinion of Judge Wright concurring) with SEC v. Continental Commodi-
ties Corp., 497 F.2d 516 (5th Cir. 1974) (payee can invoke protections of 1934 Act, maker
cannot). Compare El Khadem v. Equity Sec. Corp., 494 F.2d 1224, 1225, 1229 (9th Cir.), cert.
denied, 419 U.S. 900 (1974) and Zabriskie v. Lewis, 507 F.2d 546, 551 (10th Cir. 1974) (number
of payees or notes apparently not relevant-single payees allowed to recover, notes involved
were securities) with Great Western Bank & Trust v. Kotz, 532 F.2d 1252, 1258 (9th Cir.
1976), C.N.S. Enterprises, Inc. v. G. & G. Enterprises, Inc., 508 F.2d 1354, 1361 (7th Cir.),
cert. denied, 423 U.S. 825 (1975), and McClure v. First Nat'l Bank, 497 F.2d 490, 493-94 (5th
Cir. 1974), cert. denied, 420 U.S. 930 (1975)(number of notes and payees demed relevant
criteria).

108. See note 107 supra.
109. Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1137 (2d Cir. 1976).
110. Id.
111. 328 U.S. 293 (1946).
112. Id. at 301. An investment contract, i.e., a security, is present where "... the

scheme involves an investment of money in a common enterprise with profits to come from
the efforts of others. Id. This test is present in various forms in most of the commercial-
investment dichotomy cases. E.g., C.N.S. Enterprises, Inc. v. G. & G. Enterprises, Inc., 508
F.2d 1354, 1361 (7th Cir.), cert. denied, 423 U.S. 825 (1975).

113. Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1136-37 (2d Cir. 1976).

114. Id. at 1137; Hammett, supra note 24, at 434-44, 59-60, 74-75.

1977] 1227



TEXAS TECH LAW REVIEW

maturity at the time of issuance of not exceeding nine months
. . .")Y should control and should be applied "unless the context

otherwise requires.""' The plain language of the section results in
the following analytical framework within which to decide whether
a particular promissory note is a security: "[A] party asserting that
a note of more than nine months maturity is not within the 1934 Act
(or that a note with a maturity of nine months or less is within it)
. . . has the burden of showing that the 'context otherwise
requires'.""' 7 The statute seems to set up two presumptions. The
first presumption is that where a note matures in nine months or
less, it will be deemed not to be a security according to the literal
language of section 3(a)(10). However, this presumption may be
rebutted by a showing that the context of the transaction underlying
the issuance of the note requires otherwise. The second presumption
if that where a note matures in more than nine months, it is a
security, unless the party asserting the contrary can introduce suffi-
cient evidence to prove that the "context otherwise requires." Thus
a judge must accept the literal language of the section unless the
opposing party introduces sufficient evidence of the nature of its
underlying transaction to rebut the presumption.

This test is preferable to the commercial-investment dichotomy
developed and used by the Fifth Circuit because it follows the plain
language and framework of the statute. It is therefore consistent
with congressional intent as expressed in this plain language." 8 The
"context" test is also compatible with the familiar rule of statutory
construction that where the language of a statute is unambiguous
and the statute is constitutional, the courts must seek the meaning
of the statute from its language alone."'

115. 15 U.S.C. § 78 c(a)(10)(1970).
116. Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1137 (2d Cir. 1976),

citing 15 U.S.C. § 78 c(a) (1970). The clause ". . . unless the context otherwise requires..."
prefaces the definitional section such that the definitions of § 3(a) are to be applied "unless
the context otherwise requires." Id.

117. Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1137-38 (2d Cir. 1976)
(quotation and emphasis in original).

118. This mode of analysis-looking to the plain meaning of a statute as the best
expression of congressional intent-has been approved and used by the Supreme Court in
other cases involving the 1934 Act and the rules promulgated thereunder. Cf. Ernst & Ernst
v. Hochfelder, 425 U.S. 185 (1976) (Rule 10b-5 requires a plaintiff to plead and prove scienter
in a private civil action for damages); Foremost-McKesson, Inc. v. Provident Sec. Co., 423
U.S. 232 (1976) (a stockholder must be a beneficial owner before initiating a purchase/sale
short-swing transaction to be subject to liability under section 16(b) for profits realized on
the transaction).

119. Hammett, supra note 24, at 56-57, citing Barr v. United States, 324 U.S. 83, 90
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Judge Friendly's context test, despite its recognition of the
plain meaning of the section, does little violence to the Supreme
Court's trend away from a literal interpretation of "security" as
expressed in Forman.'10 Under Judge Friendly's analysis, the plain
language of the statute itself contains a safety valve. Therefore its
application is consistent with the Supreme Court's economic reali-
ties test as set out in Forman. Judge Friendly's mandate that the
express language of section 3(a)(10) applies "unless the context oth-
erwise requires" permits a court to look to substance over form,
concentrating upon economic realities to determine whether the
context requires that the literal language of the section not apply
in a given instance.' 2 ' Under the context test the short-term paper
exclusion clause, so unfortunately written out of the Act by the Fifth
Circuit,'2 2 is preserved. Yet, at the same time, the context test is
flexible enough to provide for coverage of certain short-term notes
should the context require.

In addition, Judge Friendly's context test has other advantages.
First, it provides some procedural guidelines because it contains an
allocation of the burden of proof'-something missing from the
commercial-investment dichotomy cases. Finally, the context test
is not likely to be automatically applied by courts as a means to
disregard the literal language of section 3(a)(10) without explana-
tion or reasoning.' 2 The context test requires a thorough examina-
tion of the transaction in order to disregard the express language of
section 3(a)(10), whereas the commercial-investment dichotomy
automatically disregarded the statutory language without even a
pretense of following it. Adoption of the context test will clarify for
practitioners the probable approach of a court in deciding whether
a particular promissory note is a security. The context test will also
confine the courts to a regularized procedural framework which,
aside from providing certainty, will also be fairer to litigants.

Perhaps the only drawback of Judge Friendly's test is that at
first blush, it seems to suffer from the same lack of clarity as
plagued the commercial-investment dichotomy. Judge Friendly

(1945) and Camminetti v. United States, 242 U.S. 470, 485 (1916).
120. Exchange Nat'i Bank v. Touche Ross & Co., 544 F.2d 1126, 1136-37 (2d Cir. 1976).
121. Id. at 1137-38.
122. See notes 76-80, supra, and accompanying text.
123. Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1137-38 (2d Cir. 1976).
124. See, e.g., McClure v. First Nat'l Bank, 497 F.2d 490, 493-94 (5th Cir. 1974), cert.

denied, 420 U.S. 930 (1975); see notes 35-41, 106-13, supra and accompanying text.
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seems to advocate proceeding on a case by case basis to determine
whether notes are securities.'2 ' He does, however, provide some ex-
amples of notes falling beyond the definition of security:

. . . the note delivered in consumer financing, the note secured by
a mortgage on a home, the short-term note secured by a lien on a
small business or some of its assets, the note evidencing a
"character" loan to a bank customer, short-term notes secured by
an assignment of accounts receivable, or a note which simply final-
ized an open-account debt incurred in the ordinary course of busi-
ness (particularly if, in the case of the customer or a broker, it is
collateralized). When a note does not bear a strong family resembl-
ance to these examples and has a maturity exceeding nine months,
§ 10(b) of the 1934 Act should generally be held to apply.'2'

This practical approach of the context test is illustrated by its
use in Fund of Funds, Ltd. v. Vesco. 1 The Vesco case involved a
complex series of alleged sham or wash transactions where three
promissory notes, payable on demand and aggregating $60 million,
were executed by the plaintiff subsidiary corporation-a mutual
fund-at the inducement of the parent corporation controlled by the
defendants. These notes were converted into cash after having been
transfered to banks outside the country and the proceeds were di-
verted to the defendants' own use.'2 ' The defendants moved to dis-
miss the suit on the ground that the notes involved were not securi-
ties. "'

The district court, applying the context test, 30 denied the mo-
tion, holding, inter alia, that defendants had failed to meet their
burden of proving that the context of the transaction required that
the notes be excluded from the definition of a security. 3' The court
stated that the notes in question bore no strong resemblance to
those listed by Judge Friendly in Exchange National Bank, 3 and
were therefore not typical mercantile transactions, but were instead

125. See Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126, 1138 (2d Cir. 1976).
126. Id. (quotes in original, footnote omitted); see Hammett, supra note 24, at 72-74.
127. FED. SEc. L. REP. (CCH) $ 95,644 at 90,193-95 (S.D.N.Y. 12 July, 1976).
128. Id. at 90,191-92.
129. Id. at 90,192.
130. Id. 90,193-95.
131. Id. at 90,195. The court in Vesco never considered whether demand notes were

short or long term, it simply assumed they were long-term. Id.
132. See note 126 supra and accompanying text.
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securities. 3 3 Thus Judge Friendly's test has survived its first bap-
tism of fire and has shown that it can be practically applied.

G. Conclusion

To conclude this portion of this survey article, it suffices to say
that the criteria used by the Fifth Circuit to determine whether a
note is a security should be reexamined and abandoned in favor of
the context test as developed by Judge Friendly. This latter test has
support in at least one Fifth Circuit case which antedates the adop-
tion of the commercial-investment dichotomy. In it, while speaking
to a literal interpretation of section 3(a)(10), the Fifth Circuit ac-
tually employed the context approach due to its recognition that
any long-term note is a security unless the context otherwise re-
quires.'34 The commercial-investment dichotomy as used by this
circuit has occasioned more uncertainty and confusion than it has
cured. Moreover, it is not in keeping with the language of section
3(a)(10) of the 1934 Act, nor, apparently, the congressional intent
behind the section.' 35 Perhaps when the opportunity arises in the
future in this circuit, the court will adopt Judge Friendly's analyti-
cal framework.

II. General Rule 10b-5 Elements

This portion of the Survey will examine three of the elements
of a 10b-5 action: scienter, materiality, and reliance. Not only will
recent Fifth Circuit decisions dealing with these elements be dis-
cussed, but cases from other circuits and the Supreme Court will be
examined for their effect upon the Fifth Circuit cases.

A. Scienter

The question of whether proof of scienter was necessary in a
Rule 10b-5 action arose in one Fifth Circuit case decided during the
survey period. The major issue confronting the court in Woodward
v. Metro Bank 3 and the issue which proved dispositive of the ap-
peal was the degree of culpability which must be shown to hold a

133. Fund of Funds, Ltd. v. Vesco, [1976] FaD. SEc. L. REP. (CCH) 95,644 at 90,195
(S.D.N.Y. 12 July, 1976).

134. See Rekant v. Dresser, 425 F.2d 872 (5th Cir. 1970). See note 27 supra and accom-
panying text.

135. Hammett, supra note 24, at 72-74.
136. 522 F.2d 84 (5th Cir. Nov., 1975). For a more complete statement of the facts of

this case, see text accompanying notes 3-12 supra.
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particular defendant liable under Rule 10b-5'37 as an aider and abet-
tor.' 38 This issue will be examined in the broader context of the
scienter requirement of the Rule. The focus of this examination will
be three-fold: first, to develop the nature of the scienter requirement
in the Fifth Circuit through Woodward; second, to examine the
impact of the Supreme Court's recent decision in Ernst & Ernst v.
Hochfelder;', 3 9 and finally, to examine questions left open by Ernst
& Ernst, especially as they pertain to the Fifth Circuit.

1. Woodward v. Metro Bank

In Woodward, the plaintiff alleged that the defendants, Metro
Bank and its loan officer, were aware of CIC's dismal financial
prospects, of the actual use of the proceeds of the notes plaintiff had
cosigned and of Starnes' misrepresentations. The plaintiff further
alleged that these facts were material and that Metro Bank and its
loan officer, by their failure to disclose them, aided and abetted
Starnes' fraudulent scheme."10

Judge Goldberg approached the proper standard of culpability
for aiding and abetting liability under Rule 10b-5 by stating the
Fifth Circuit view concerning the three elements and their sub-
elements to be proved in a Rule 10b-5 action."'

The first element, according to the Woodward panel, is
"conduct by the defendants proscribed by the rule.""' This ele-
ment, the court said, comprehends three sub-elements. First, the
plaintiff must show fraud in the special 10b-5 context."' In addition,
scienter defined as something more than mere negligence must be
proven."' And finally, in cases involving an omission of a material

137. Securities Exchange Commission (SEC) Rule 10b-5, 17 C.F.R. § 240.10b-5 (1975)
provides in part:

It shall be unlawful for any person, directly or indirectly.
(1) To employ any device, scheme, or artifice to defraud,
(2) 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

(3) 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 a security.
138. Woodward v. Metro Bank, 522 F.2d 84, 92-93 (5th Cir. Nov., 1975).
139. 425 U.S. 185 (1976).
140. 522 F.2d 84, 89 (5th Cir. Nov., 1975).
141. Id. at 93-94.
142. Id. at 93.
143. Id.
144. Id.
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fact, plaintiff must prove materiality; that is, "a reasonably prudent
person would attach importance to the information."'45

The second element to be pleaded and proved in a 10b-5 suit is
"a purchase or sale of securities by the plaintiffs 'in connection with'
such proscribed conduct.""'4 This element is divided into two sub-
parts. First, the plaintiff must be a purchaser or seller of securi-
ties.' Second, concerning the connection between plaintiff and de-
fendant, there must be some sort of privity, nexus or relationship
between the parties. Judge Goldberg did recognize that the broad
sweep of this requirement has brought within the scope of 10b-5
apparently unconnected parties like tippees, aiders and abettors.1'4

The last element crucial to recovery under Rule 10b-5 is a show-
ing of injury to plaintiff.'49

To bring the plaintiff's suit in Woodward into this framework,
Judge Goldberg reasoned that because the plaintiffs alleged invest-
ment contract was with CIC, instead of Metro Bank, and because
her complaint was directed to the defendants' aiding Starnes in the
consummation of his fraudulent scheme, defendants could be liable
only as aiders and abettors.'59 The court, before addressing the ac-
tual elements of an aiding and abetting claim, noted that the stan-
dards in this area were, as yet, unclear. However, the elements of
an aiding and abetting claim have their foundation in the scienter
sub-element and the "in connection with" or causation sub-
elements.' 5 To formulate its test for aiding and abetting, the panel
relied primarily on two other appellate opinons dealing with this
issue: Strong v. France'2 and SEC v. Coffey.' 3

The first prong of an aiding and abetting claim, the court said,
is proof that a person, other than the alleged aider and abettor, has
violated the securities laws.' 54 The other elements of an aiding and
abetting claim are: ". . . [2] [that] the accused party had general
awareness that his role was part of an overall activity that is impro-

145. Id. at 94 (emphasis in original).
146. Id.
147. Id.
148. Id.
149. Id. at 93.
150. Id. at 94.
151. Id. at 93-95.
152. 474 F.2d 747 (9th Cir. 1973).
153. 493 F.2d 1304 (6th Cir. 1974), cert. denied, 420 U.S. 908 (1975).
154. Woodward v. Metro Bank, 522 F.2d 84, 94-95, 97 (5th Cir. Nov., 1975), citing, SEC

v. Coffey, 493 F.2d 1304, 1316 (6th Cir. 1974), cert. denied, 420 U.S. 908 (1975).
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per, and [3] [that] . . . the accused aider-abettor knowingly and
substantially assisted the violation.' 1 55 These two latter elements
occasioned most of the panel's concern. Both speak to scienter of one
sort or another.

The second element of an aider-abettor claim-awareness of
one's role in the improper activity-requires knowledge by the
aider-abettor of both the 10b-5 violation and the fact that he is
playing a part in that violation. However, according to the court, the
degree of scienter or awareness required will vary according to the
context of the transaction and the expectations of the parties.5 '
Thus, Judge Goldberg's analysis results in a sliding scale for testing
the degree of knowledge necessary to hold an aider-abettor liable.
The most important factors in the scale are the nature of the secu-
rity involved and the existence of a special duty imposed upon the
accused party.'57 Under this analysis, once it is shown that the al-
leged aider-abettor is aware of the activity in question, if ordinary
securities are involved and/or a special duty exists, the degree of
knowledge required to satisfy the scienter element is minimal. How-
ever, where the activity in question only remotely involves a secu-
rity, the degree of knowledge or scienter required increases consider-
ably. '8 Further, according to the panel, the knowledge requirement
generally is the crucial factor which negates the imposition of strict
liability. The court would infer knowledge from reckless conduct,
but it appears that mere negligence would not give rise to the same
inference. 59

The last element of an aiding-abetting claim-knowing and
substantial assistance-was troublesome because the court ques-
tioned whether silence and inaction on the part of the accused would
suffice for the assistance.6 0 The panel, combining the tests set forth
in Coffey'' and Strong,' developed another sliding scale to measure

155. Woodward v. Metro Bank, 522 F.2d 84, 94-95 (5th Cir. Nov., 1975), quoting SEC
v. Coffey, 493 F.2d 1304, 1316 (6th Cir. 1974), cert. denied, 420 U.S. 908 (1975).

156. Woodward v. Metro Bank, 522 F.2d 84, 95 (5th Cir. Nov., 1975).
157. Id. at 95-96.
158. Id.
159. Id. at 96.
160. Id.
161. SEC v. Coffey, 493 F.2d 1304 (6th Cir. 1974), cert. denied, 420 U.S. 908 (1975).

Liability may be imposed "only where it is shown that the silence of the accused aider and
abettor was consciously intended to aid the securities law violation." Id. at 1317.

162. Strong v. France, 474 F.2d 747 (9th Cir. 1973). No liability for aiding and abetting
will result by way of silence or inaction unless a "duty to disclose has arisen." Id. at 752.
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the degree of scienter necessary to impose liability. Under this slid-
ing scale, where there is no duty to disclose and the transaction and
assistance are but ordinary business activities, "scienter of the high
'conscious intent' variety" must be shown for liability to be im-
posed.6 3 On the other hand, where a duty to disclose is present and
the transaction or assistance is atypical with a security clearly in-
volved, scienter may be inferred and a lesser showing of knowing
assistance suffices.1 4

Considering the facts alleged and proven by the plaintiff in
Woodward, the panel held that the plaintiff had not met her burden
of showing either substantial assistance or the requisite degree of
culpability on the part of defendants Metro Bank or its loan offi-
cer.6 5 Judge Goldberg found that the information the bank held
concerning Starnes and CIC was confidential and privileged, and
further, that there was no duty to disclose it.' In essence, the
bank's knowledge of its principal debtor's financial difficulty did
not impose a duty to disclose this information to a potential accom-
modation maker.'67 This finding of no duty, coupled with the con-
text of the transaction (it was an ordinary business loan and a
security was but remotely involved) led the court to conclude that
the plaintiff, in order to prevail, would have had to show a high
degree of scienter (intent to defraud).6 8 This the plaintiff could not
do-and in no way, according to the court, could scienter be inferred
from the facts.' Hence plaintiff was denied recovery. 70

In Woodward, the Fifth Circuit performed the valuable service
of setting standards and bringing some certainty to the area of aid-
ing and abetting. Judge Goldberg's view that scienter is a crucial
requirement for aiding and abetting liability has been subsequently
borne out by the Supreme Court.

2. Ernst & Ernst v. Hochfelder

In Ernst & Ernst, also an aiding and abetting case, the Su-
preme Court held that proof of scienter is necessary to recovery

163. Woodward v. Metro Bank, 522 F.2d 84, 97 (5th Cir. Nov., 1975) (quotes in origi-
nal).

164. Id. at 97, n.29.
165. Id. at 100.
166. Id. at 98-99.
167. Id.
168. Id. at 98-100.
169. Id. at 100.
170. Id.

19771 1235



TEXAS TECH LAW REVIEW

under Rule lOb-5.'7' However, Ernst & Ernst may well have ren-
dered the whole aiding and abetting doctrine academic in the secur-
ities field. At the very least it has wrought some important changes
in the area and in Judge Goldberg's analytical approach to the issue.

Like Woodward, Ernst & Ernst v. Hochfelder 2 involved, origi-
nally, the proper standard of culpability required to hold a second-
ary party liable under Rule 10b-5 as an aider and abettor. However,
the impact of Ernst & Ernst extends far beyond the narrow area of
liability under Rule 10b-5 for aiding and abetting, because the
Court held that no private cause of action for damages will lie under
the Rule absent allegations and proof of scienter, " Noting the dis-
parity between the various conceptual formulations of those courts
that have imposed the scienter requirement,' the Court gave the
term a concrete definition: ". . . 'scienter' refers to a mental state
embracing intent to deceive, manipulate, or defraud."''

The Ernst & Ernst Court grounded its holding primarily upon
the wording of section 10(b),'79 its legislative history' and upon
Rule 10b-5.7 1 According to Justice Powell, writing for the majority,
the use of the language "manipulative or deceptive" coupled with
"device or contrivance" in both the statute and the rule connoted
that "intentional or willful conduct designed to deceive investors"
was a necessary element of any 10b-5 violation.' The Court thought

171. 425 U.S. 185, 193 (1976).
172. Id. at 190-91.
173. Id. at 193 (emphasis added). See also, Note, Scienter Must Be Alleged to Main-

tain a Civil Damages Action Under Section 10(b) of the Securities Exchange Act of 1934 and
Rule lob-5 of the Security and Exchange Commission, 8 TEx. TECH L. Rav. 539 (1976).This
note gives a far more indepth treatment of Ernst & Ernst and its implications than will be
possible here.

174. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 n.12 (1976). See, e.g., Sargent v.
Genesco, Inc., 492 F.2d 750, 761 (1974); Smallwood v. Pearl Brewing Co., 489 F.2d 579, 606
(5th Cir.), cert. denied, 419 U.S. 878 (1974) ("... some culpability, beyond mere negligence,
is required.").

175. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193-94 n.12 (1976).
176. 15 U.S.C. § 78 j(b)(1970). This section empowers the Securities and Exchange

Commission (SEC) to make such rules as are necessary to protect the public and investors
from the use of "manipulative or deceptive devices ... in connection with the purchase or
sale of any security." Id. Under this express authorization, the SEC promulgated Rule lOb-
5.

177. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 201-06 (1976).
178. Id. at 197-201.
179. Id. See I L. Loss, SECURrmEs REGULATION, 1766 (2d ed. 1961) (supports court's

view). "One gags at stretching § 10(b)'s [and Rule lOb-5's] 'manipulative or deceptive device
or contrivance' to cover any material misstatement or omission on a strict liability basis."
VI L. Loss, SECuRrrEs REGULATION, 3885 (1969 Supp.).
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the legislative history of the 1934 Act unilluminating, but certainly
found nothing to indicate that Congress intended to impose any
standard of culpability weaker than scienter. 11 To further bolster its
holding, the Court noted that in both the 1933 and 1934 Acts, Con-
gress, when it intended to impose a mere negligence standard of
culpability, did so expressly.' 8'

3. Questions left Open by Ernst & Ernst v. Hochfelder

With the decision of Ernst & Ernst the Supreme Court has
clarified one issue regarding scienter in 10b-5 actions; however, the
Court left open three very important questions that are certain to
arise in the near future in the Fifth Circuit. These questions must
be discussed in light of the effect of Ernst & Ernst on existing Fifth
Circuit law.

Three relatively recent Fifth Circuit cases have considered the
standard of culpability required for liability under Rule 10b-5 in a
private action for damages. In Sargent v. Genesco, Inc.'82 and
Smallwood v. Pearl Brewing Co. 113 the Fifth Circuit, although pre-
sented with the opportunity "to make a definitive pronouncement"
on the standard of culpabilty required under Rule 10b-5, declined
to take that opportunity.'84 Instead, in both cases, the court confined
itself to holding that something beyond mere negligence was re-
quired to impose liability.'85 Shortly after Sargent and Smallwood
the Fifth Circuit shed a bit more light on the scienter issue in Vohs
v. Dickson. 86 In Vohs the court adopted a scienter standard devel-
oped by the Second Circuit. Under that standard the plaintiff must
prove that the defendant knew that he was misstating or omitting
material facts and should have been aware of their significance, or
that defendant acted in reckless disregard of easily ascertainable
facts. ' 8 Even with Vohs on record, Judge Goldberg in Woodward v.

180. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 201-02 (1976).
181. Id. at 207-11.
182. 492 F.2d 750 (5th Cir. 1974).
183. 489 F.2d 579 (5th Cir.), cert. denied, 419 U.S. 878 (1974).
184. Survey: Securities (1973-74), supra note 24, at 711, citing Smallwood v. Pearl

Brewing Co., 489 F.2d 579, 605-06 (5th Cir.), cert. denied, 419 U.S. 878 (1974).
185. Sargent v. Genesco, Inc., 492 F.2d 750, 761 (5th Cir. 1974); Smallwood v. Pearl

Brewing Co., 489 F.2d 579, 606 (5th Cir.), cert. denied, 419 U.S. 878 (1974).
186. 495 F.2d 607 (5th Cir. 1974).
187. Id. at 622, citing Cohen v. Franchard Corp., 478 F.2d 115, 123 (2d Cir.), cert.

denied, 414 U.S. 857 (1973); see Survey: Securities (1973-74), supra note 24, at 715.
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Metro Bank's merely rearticulated the vague and nebulous stan-
dard of culpability expressed in Sargent and Smallwood.' 9

Prior to the Supreme Court's decision in Ernst & Ernst v.
Hochfelder, 110 one observer stated that the major problem with im-
posing a scienter requirement in private actions for damages under
Rule 10b-5 was a lack of consistent definition, or in some cases, the
complete lack of a definition of scienter.5 ' Professor Loss had noted
that scienter had been defined as anything from "knowing falsity
with an implication of mens rea," to recklessness or strict liability.'92

The Fifth Circuit cases dealing with this issue, though not as ex-
treme, are symptomatic of these criticisms. The Supreme Court in
Ernst & Ernst, by holding that proof of scienter is necessary to
recovery in private damage suits9 3 and by defining scienter as
"intent to deceive, manipulate or defraud," '194 has resolved a conflict
among the circuits,' and has also brought order to an important
area of securities law.

The Supreme Court's holding that scienter is a necessary ele-
ment for recovery in private actions for damages under Rule 10b-
5's1 has little impact in the Fifth Circuit because the Fifth Circuit
has expressly required scienter since Vohs v. Dickson. ' Rather, it
is in the definition of scienter that the impact of Ernst & Ernst will
be felt. It has substituted "intent to manipulate, deceive or de-
fraud"'' 8 for the Fifth Circuit's "something more than ordinary neg-
ligence."' 99 Perhaps the knowledge requirement of Vohs v. Dickson °°

188. 522 F.2d 84 (5th Cir. Nov., 1975).
189. Id. at 93, citing, Sargent v. Genesco, Inc., 492 F.2d 750, 761 (5th Cir. 1974);

Smallwood v. Pearl Brewing Co., 489 F.2d 579, 606 (5th Cir.), cert. denied, 419 U.S. 878
(1974).

190. 425 U.S. 185 (1976).
191. Bucklo, Scienter and Rule lOb-5, 67 Nw. L. REv. 562, 567 (1972).
192. I1 L. Loss, SECURIS REGULATION, 1432 (2d ed. 1961).
193. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 194 (1976).
194. Id.
195. Id. at 194 n.12.
196. Id. at 193.
197. 495 F.2d 607 (5th Cir. 1974); see Survey: Securities (1973-74), supra note 24, at

715. Cf. Woodward v. Metro Bank, 522 F.2d 84, 93 (5th Cir. Nov., 1975) ("... this Circuit
recognizes some continuing validity of the scienter requirement, at least to the extent that
something more than ordinary negligence is required for 10b-5 liability.") Id., citing Sargent
v. Genesco, Inc., 492 F.2d 750, 761 (5th Cir. 1974); Smallwood v. Pearl Brewing Co., 489 F.2d
579, 606 (5th Cir.), cert. denied, 419 U.S. 878 (1974).

198. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 (1976).
199. Woodward v. Metro Bank, 522 F.2d 84 (5th Cir. Nov., 1975). See also note 197

supra.
200. 495 F.2d 607, 622 (5th Cir. 1974).
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will remain unaffected in its practical application for intent may be
inferred from knowledge.20 '

However, the effect of Ernst & Ernst on that portion of the Vohs
opinion which seems to hold that a showing of gross negligence or
recklessness will meet the scienter requirement ' is far from clear.
The Supreme Court expressly left open the question of whether
recklessness might be sufficient.230 One observer has implied that
the Court left this question unanswered to cope with a potential
problem, if it arises. It is possible that too many defrauded investors
will be foreclosed from recovery for inability to meet the stringent
standard of intent to manipulate, deceive or defraud under Ernst &
Ernst. 204 If so, the Supreme Court has an option to hold recklessness
a sufficient scienter showing. A gross negligence or recklessness
standard may well be appropriate for the flexibility it would allow
the courts in balancing the often competing interests of investors
and those of the securities industry.20

1

Yet another question expressly left open by the Supreme Court
in Ernst & Ernst which may be of some interest to practitioners in
the Fifth Circuit is whether scienter is a necessary element in an
action for injunctive relief or an SEC enforcement action.20

° The
landmark case of SEC v. Texas Gulf Sulphur Co. 207 held that a mere
negligence standard of culpability under Rule 10b-5 was sufficient
to sustain injunctive relief in a SEC enforcement action. 28 And the
Supreme Court, itself, has said that not all the elements necessary
in a suit for damages are required in a suit for injunctive relief.209

201. See 25 EMORY L. J. 465, 470-71 (1976); Lanza v. Drexel, 479 F.2d 1277, 1304-05 (2d
Cir. 1973); Shemtob v. Shearson, Hammill & Co., 448 F.2d 442, 445 (2d Cir. 1971); Katz v.
Realty Equities Corp., 406 F. Supp. 802, 805 (S.D.N.Y. 1976).

202. Vohs v. Dickson, 495 F.2d 607, 622 (5th Cir. 1974).
203. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 n.12 (1976).
204. 8 TEx. TECH L. REv. 539, 551 (1976); 25 EMORY L. J. 465, 471 (1976), (... the

intent language in section 10(b)-'manipulative or deceptive device or contrivance'-may
indicate that mere reckless conduct would be insufficient [for lOb-5 liability]). Id.

205. Note, Scienter Must Be Alleged to Maintain a Civil Damages Action Under Sec-
tion 10(b) of the Securities Exchange Act of 1934 and Rule 10b-5 of the Securities and
Exchange Commission, 8 Tax. TECH L. REv. 539 (1976) [hereinafter cited as Note].

206. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 n.12 (1976).
207. 401 F.2d 833 (2d Cir.)(en banc), cert. denied, 394-U.S. 976 (1969).
208. Id. at 854-55.
209. SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 193 (1963). This case

dealt with the Investment Advisors Act of 1940 but its rationale seems applicable to 10b-5
actions, 25 EMORY L. J. 464, 472 (1976). The case held that the SEC may obtain an injunction
under the Investment Advisors Act of 1940, 15 U.S.C. §§ 80b-6(2), 80b-9(e)(1970) without a
showing of scienter, SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 193 (1963).
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The Court's statement has led at least one observer to predict that
the demise of the Texas Gulf Sulphur rule that scienter is unneces-
sary for SEC enforcement actions is unlikely. 10

The better view, however, is that scienter will probably be re-
quired in equitable or SEC enforcement actions brought under Rule
10b-5.21

1 In fact, the Southern District of New York so held in SEC
v. Bausch & Lomb, Inc., 2 2 a case decided shortly after Ernst &
Ernst. In Bausch & Lomb, the SEC sought an injunction against
continued tipping by defendant insiders .2 1 The court noted the
holding in Ernst & Ernst that the language of section 10(b) and Rule
10b-5 compelled the scienter requirement in private damage ac-
tions, 2  and it also noted the Supreme Court's rejection of the policy
considerations advanced by plaintiffs militating against scienter.2 1

5

It concluded that only policy considerations serve to distinguish
SEC enforcement actions from private actions under the Rule. 26

Therefore, the Bausch & Lomb court concluded that scienter should
be required in SEC enforcement actions just as it is in private ac-
tions.

27

While the reasoning in Bausch & Lomb has some appeal, there
is a more attractive rationale for requiring scienter in suits for in-
junctive relief and in SEC enforcement actions. If, as the Supreme
Court seems to intimate in Ernst & Ernst, the Rule is founded upon
intent to deceive, manipulate or defraud,2 1

8 it cannot comprehend a
negligence standard of culpability as well. Moreover, the status of
a particular plaintiff or the type of relief sought ought not to justify
a change in the interpretation of the rule's language because the rule
itself does not make any of these distinctions. 25

210. 25 EMORY L. J. 465. 472-73 (1976). See Mutual Shares Corp. v. Genesco, Inc., 384
F.2d 540 (2d Cir. 1967). The court held that plaintiffs seeking injunctive relief under Rule
lob-5 need not meet the Birnbaum Rule: plaintiff in a private action for damages must be a
purchaser or seller of securities or have contracted to purchase or sell to have standing under
Rule lOb-5, id. at 547. This may be analogous to requiring scienter in private damage actions
and not requiring it in suits for injunctive relief.

211. Note, supra note 205, at 552.
212. 420 F. Supp. 1226 (S.D.N.Y. 1976).
213. Id. at 227-28.
214. Id. at 1240, citing Ernst & Ernst v. Hochfelder, 425 U.S. 185, 194-214 (1976).
215. Id. at 1241, citing Ernst & Ernst v. Hochfelder, 425 U.S. 185, 214 n.33 (1976).
216. Id. at 1241, citing SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 868 (Friendly,

C.J., concurring) (2d Cir.) (en banc), cert. denied, 394 U.S. 976 (1969).
217. Id. at 1240-41.
218. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 194 n.12, 199-201 (1976).
219. See Note, supra note 205, at 552. Cf. II L. Loss, SECURrrIEs REGULATION, 1442 (2d

ed. 1961), (After noting that Rule lOb-5 is derived in large part from section 17(a) of the
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The final issue left unresolved by the Court in Ernst & Ernst is
perhaps the issue with the most impact on Woodward v. Metro
Bank. 20 This question is whether, after Ernst & Ernst, any cause of
action remains for aiding and abetting under Rule 10b-5 and, if so,
what the required elements are.2' In pre-Ernst & Ernst days, Profes-
sor Ruder noted an increase in the number of suits under Rule 10b-
5 against parties whose action was collateral or secondary to the
primary wrong.22 He also noted the then current trend away from
scienter in cases involving primary wrongdoers and argued that a
knowledge or scienter requirement in aiding and abetting cases
would serve to distinguish the culpability of secondary parties from
that of primary wrongdoers.223 Professor Ruder concluded that with-
out this increased standard of scienter, the imposition of liability on
secondary parties would be unreasonable.22 ' In fact, the test for aider
and abettor liability developed by Judge Goldberg in Woodward v.
Metro Bank225 and the formulations of aider and abettor liability in
the cases26 he relied upon bear a striking resemblance to Professor
Ruder's standard. Professor Ruder's formulation of the elements for
aiding and abetting liability is three pronged: (1) the party primar-
ily liable must have violated the securities laws; (2) the alleged
aider-abettor must have knowledge of the violation; and (3) there
must be substantial assistance by the aider-abettor.22

1

Certainly the imposition of a stringent Ernst & Ernst require-
ment on all defendants in private damage actions under Rule 10b-5
destroys one of two major distinctions between aiding and abetting
liability and regular liability under the Rule. To be sure, the whole

Securities Act of 1933, 15 U.S.C. § 77g(a) (1970), Professor Loss reasons that the rationale of
the decisions which have required scienter in criminal prosecutions under section 17(a) ought
to apply equally to suits of injunctive relief as well as other civil suits based on section 17(a)
and its counter parts in the rules, e.g. Rule 10b-5.) Id.

220. 522 F.2d 84 (5th Cir. Nov., 1975).
221. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 191 n.7 (1976). The Court expressly

declined to comment on this issue. Id.
222. Ruder, Multiple Defendants in Securities Law Fraud Cases: Aiding and Abetting,

Conspiracy, In Pari Delicto, Indemnification, and Contribution, 120 U. PA. L. REv. 597, 599
(1972), (hereinafter cited as Ruder).

223. Id. at 631-33.
224. Id. at 638.
225. 522 F.2d 84, 95-97 (5th Cir. Nov., 1976), citing Ruder, note 222, supra at 600, 630-

36. See notes 154-64 supra and accompanying text.
226. See SEC v. Coffey, 493 F.2d 1304, 1316 (6th Cir. 1974), cert. denied, 420 U.S. 908

(1975); Strong v. France, 474 F.2d 747, 752 (9th Cir. 1973).
227. Ruder, supra note 222, at 620-38. See 9 CRmorroN L. REv. 775, 780-85 (1976).
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rationale of distinguishing between secondarily liable parties on one
hand and primary violators on the other, due to the former's lesser
degree of wrongful participation, 2 8 remains attractive. Yet the Su-
preme Court's requirement that "intent to deceive, manipulate or
defraud" be shown before any 10b-5 defendant-primary or second-
ary-can be held liable2 9 makes it difficult to distinguish between
primary and secondary defendants on the basis of scienter require-
ments.230 The courts may, of course, retreat from the stringent
"intent" type scienter requirement of Ernst & Ernst and permit
imposition of liability on a showing of recklessness. Should this
expansion of the scienter requirement occur, a showing of nothing
less than an intent to defraud might be a required element of an
aiding and abetting claim, while a recklessness standard might suf-
fice to hold a primary violator liable. In this way aiders and abettors
should be distinguished from other Rule 10b-5 defendants. How-
ever, until this expansion of the present scienter requirement oc-
curs, no distinction can be made between Rule 10b-5 defendants on
the basis of the degree of scienter required, unless a practical line
can be drawn between knowledge of falsity and a conscious intent
to defraud. This would seem difficult at best,2 3' in the context of
aiding and abetting.

Under the present stringent scienter requirement, the sliding
scales devised by Judge Goldberg in Woodward v. Metro Bank 2

seem to be invalid. Under the Woodward scales, the degree of scien-
ter necessary increases as the degree of duty imposed on the aider-
abettor and the resemblance of the particular transactions to securi-
ties transactions decrease.2 33 The Supreme Court's definition of
scienter as "intent to. . .defraud,"' 4 on its face, permits no sliding
scales or differentiation in degree of scienter, unless it is practicable
to distinguish between intent and mere knowledge.

The very existence of a cause of action under Rule 10b-5 against
aiders and abettors is in doubt.2 35 However, it seems advisable, if
Rue 10b-5 liability for aiding and abetting is to continue, to differen-

228. Woodward v. Metro Bank, 522 F.2d 84, 95-97 (5th Cir. Nov., 1975); Ruder, supra
note 222, at 600, 630-31, 638.

229. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193-94 (1976).
230. 25 EMORY L. J. 464, 474-75 (1976).
231. Id.
232. 522 F.2d 84 (5th Cir. Nov., 1975).
233. Id. at 95-97.
234. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 (1976).
235. Id. at 191 n.7.
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tiate between aiders and abettors and other Rule 10b-5 defendants.
If the view is accepted that aiders and abettors-secondarily liable
parties-are less culpable and more remote from the fraud, 236 they
can still be distinguished from primary Rule 10b-5 violators. The
"in connection with" element of Rule 10b-5 requires that there be
some sort of connection between the plaintiff's injury and a defen-
dant's actions for liability to attach. This requirement is expressed
in the words of Judge Clark in Sargent v. Genesco, Inc. :237 "..

[t]he requisite causal connection [between defendant's conduct
and plaintiff's injury] can . . .be established by . . .proving a
nexus between plaintiff and defendant .... *"238 In the aiding and
abetting situation, this "nexus" is at best attenuated.2 39 The re-
quirement imposed in Woodward v. Metro Bank'40 that the aider-
abettor's assistance to the primary violator be both knowing and
substantial4' would seem to satisfy the "nexus" requirement and,
in addition, distinguish the aider-abettor from other Rule 10b-5
defendants. Thus, the substantial assistance element of aiding and
abetting announced by Judge Goldberg in Woodward24 may well
have retained its vitality and have some application in the future.
The aider-abettor doctrine itself may not have been totally emascu-
lated by the Supreme Court. On the other hand, it is equally possi-
ble that only a showing of primary liability will be necessary to hold
a defendant liable. In other words, aiders and abettors could be
treated like primary violators within Rule 10b-5. Unless this writer's
view that Woodward has retained some of its vitality, in that a
plaintiff must establish a nexus between his injuries and defen-
dant's conduct by showing that defendant substantially assisted the
violation is accepted, there seems to be no way to distingish between
secondarily and primarily liable parties-a distinction which ought
to be made.

236. Woodward v. Metro Bank, 522 F.2d 84, 95 (5th Cir. Nov., 1975); Ruder, supra note
222, at 600, 630-31, 638.

237. 492 F.2d 750 (5th Cir. 1974).
238. Id. at 761.
239. See Woodward v. Metro Bank, 522 F.2d 84, 95-97 (5th Cir. Nov., 1975); Ruder,

supra note 222, at 628-38.
240. 522 F.2d 84, 95-97 (5th Cir. Nov., 1975). E.g., SEC v. Coffey, 493 F.2d 1304, 1316

(6th Cir. 1974), cert. denied, 420 U.S. 908 (1975); Ruder, supra note 222, at 628-38; A.
BROMBERG, SEcuRIEs LAW FRAuD SEC RuLE 10b-5, § 8.5(530)(1976), [hereinafter cited as

BROMBERG].
241. ' Woodward v. Metro Bank, 522 F.2d 84, 97 (5th Cir. Nov., 1975) (emphasis added).
242. Id.
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B. Materiality

The requirement that a plaintiff must prove the materiality of
misstatements or omissions upon which he founds his Rule 10b-5
suit was discussed in two cases during this past survey period.

The first of these cases, Woodward v. Metro Bank,243 dealt with
the issue cursorily. The panel confined itself to the mere statement
that proof of the materiality of the misstatements or omissions is
required to impose liability on a defendant for violation of Rule 10b-
5 .2" The panel then defined materiality to mean that "a reasonably
prudent person would attach importance to the information." ' '

The issue of materiality again arose in Wheat v. Hall.248 The
controversy in Wheat basically stemmed from a failure by the de-
fendants to disclose certain adverse information to the plaintiff.
Defendant Hall, an officer of defendant Fairchild-Pola Interna-
tional, Inc. (FPI), resigned his position and asked that his FPI stock
be purchased, because he was concerned with FPI's deteriorating
finances and was at loggerheads with the defendant president of
FPI.247 The president of FPI approached plaintiff, a minority share-
holder in FPI, about purchasing Hall's shares. The plaintiff was
induced to make the purchase on the basis of misstatements con-
tained in the FPI balance sheet and the president's assurance that
the plaintiff would incur no financial liability as a result of the
purchase. Hall, though aware of these negotiations, never informed
the plaintiff of the true state of affairs. Plaintiff, in consideration
for the FPI shares, agreed to assume Hall's liability on a number of
notes.248 Thereafter FPI's financial situation worsened to the point
that each of the directors (which included plaintiff) was assessed
$5000.00 to keep FPI afloat. This attempt failed and creditors levied
on FPI's assets.2 49

Plaintiff then brought suit in federal district court under Rule
10b-5, seeking recission of his stock purchase agreements and his
assumptions of the Hall notes. The district court found for the

243. 522 F.2d 84 (5th Cir. Nov., 1975). For a statement of the facts see text accompany-
ing notes 3-12 supra.

244. Id. at 93-94.
245. Id., quoting Smallwood v. Pearl Brewing Co., 489 F.2d 579, 603-04 (5th Cir.), cert.

denied, 419 U.S. 878 (1974) (emphasis added).
246. 535 F.2d 874, 876 (5th Cir. July, 1976).
247. Id. at 875.
248. Id.
249. Id. at 876.
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plaintiff.250

On appeal to the Fifth Circuit, one of the defendant's conten-
tions was that the misstatements and omissions in question were not
material.2 5' The panel, in affirming the judgment of the district
court, held that "the test of materiality is whether a reasonable man
would attach importance to the fact misrepresented in determining
his course of action. 251 2 Judge Ainsworth, speaking for the court,
also noted that plaintiff was entitled to the protections of Rule 10b-
5 despite his sophistication and knowledge of the internal workings
of the company.25 3

It is undisputed that materiality is a necessary element to any
suit under Rule 10b-5.2 4 The problem lies in formulating the proper
test to apply this requirment; variations are common.255 Professor
Bromberg, while admitting that the materiality requirement calls
for the formulation of "[s]ome sort of reasonable-man, objective
test of investment judgment, intrinsic value, or . . . significant
market effect ' 2 6 argues that the infusion of subjective criteria in
cases involving less stringent tests may be appropriate in cases in-
volving "affirmative misrepresentations, conscious deception or
face to face transactions. 2 7 Implicit in Judge Ainsworth's articula-
tion of a totally objective materiality test in Wheat v. Hall 58 is a
rejection of Professor Bromberg's proposals, for Wheat involved not
only face to face dealings but consciously deceptive conduct as
well. 259

Some support for the totally objective materiality test can be
found in the Supreme Court's opinion in TSC Industries, Inc. v.
Northway, Inc.2 10 While TSC involved a claim under Rule 14a-
9(a), 0' that rule is directed towards material misrepresentations
and omissions and is couched in language very similar to Rule 10b-
5 .22 And as noted by the Court, there has been substantial cross

250. Id. at 875.
251. Id. at 876.
252. Id., quoting John R. Lewis, Inc. v. Newman, 446 F.2d 800, 804 (5th Cir. 1971).
253. Id.
254. BROMBERG, supra note 240, § 8.3, at 199.
255. Id.
256. Id.
257. Id. at 199-200.
258. 535 F.2d 874, 876 (5th Cir. July, 1976).
259. See notes 247-49 supra and accompanying text.
260. 426 U.S. 438 (1976).
261. Id. at 441-43.
262. Rule 14a-9(a), 17 C.F.R. § 240.14a-9(a)(1976), provides in part:
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pollenation between cases formulating the materiality requirement
under Rule 10b-5 and those formulating it under Rule 14a-9(a). 2 3

Thus in TSC the Court, after stating that the issue of materiality
was objective, 2 ' held that "an omitted fact is material if there is a
substantial likelihood that a reasonable shareholder would consider
it important in deciding how to vote. 2 5 This standard parallels that
standard enunciated by the Fifth Circuit in Wheat v. Hall 2  and in
fact was relied upon by that court. 27 Thus the Fifth Circuit will
continue to employ a totally objective formulation of the materiality
test.

C. Reliance

Originally, reliance upon the misstatements or omissions in
issue was a required element to be established by a plaintiff in a
private action for damages under Rule 10b-5.25 Of late, however, the
area has become somewhat confused 29 due to the Supreme Court's
holding in Affiliated Ute Citizens v. United States. 0 There it was
held that positive proof of reliance is not required in cases involving
primarily nondisclosure of material facts where defendants have a
duty to disclose.Y'

The Fifth Circuit considered a facet of the reliance issue in
Mason v. Marshall,272 a short per curiam opinion affirming and
adopting, with an explanation, the opinion of the district court.23

No solicitation subject to this regulation shall be made by means of any proxy
statement, form of proxy, notice of meeting or other communication, written or
oral, containing any statement which, at the time and in light of the circumstances
under which it is made, is false or misleading with respect to any material fact, or
which omits to state any material fact necessary in order to make the statements
therein not false or misleading ....

Compare with Rule 10b-5, 17 C.F.R. § 240.10b-5, see note 137 supra.
263. TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438, 445 n.8 (1976).
264. Id. at 445.
265. Id. at 449.
266. 535 F.2d 874, 876 (5th Cir. July, 1976).
267. Id., citing TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976).
268. Globus v. Law Research Serv., Inc., 418 F.2d 1276, 1291-92 (2d Cir. 1969), cert.

denied, 397 U.S. 913 (1970); List v. Fashion Park, 340 F.2d 457, 462-63 (2d Cir.), cert. denied,
382 U.S. 811 (1965); BROMBERG, supra note 240, § 8.6(1), at 209-10.

269. Sharp v. Coopers & Lybrand, 70 F.R.D. 544, 547 (E.D. Pa. 1976); see Vohs v.
Dickson, 495 F.2d 607, 622 (5th Cir. 1974); Simon v. Merrill, Lynch, Pierce, Fenner & Smith,
Inc., 482 F.2d 880, 883-85 (5th Cir. 1973); BROMBERG, supra note 240, § 8.6 at 420.7 (1975
Supp.).

270. 406 U.S. 128 (1972).
271. Id. at 153-54.
272. 531 F.2d 1274 (5th Cir. May, 1976).
273. Id. at 1274-75.
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In Mason the plaintiffs were airline pilots who had purchased frac-
tional undivided interests in an oil and gas drilling venture from the
defendant drillers.Y' In the portion of their suit 5 alleging violations
of section 12(2)27 of the 1933 Act and Rule 10b-5, the plaintiffs
alleged that the defendants had induced them to purchase the
shares on the basis of both material misrepresentations and omis-
sions.27 As one of its reasons for dismissing this portion of plaintiffs'
claim, the district court held that "even if there had been full disclo-
sure of all [the material] facts relating to [the subject of plaintiffs'
investment] . . .plaintiffs' investment decision would have re-
mained the same."' 8

On appeal, the panel expressly approved the district court's
application of the reliance requirement.29 Relying on an opinion by
the Second Circuit, Titan Group, Inc. v. Faggen,21

0 the panel rea-
soned that the Supreme Court in Affiliated Ute had not done away
with reliance as a required element in 10b-5 suits. Instead, it per-
mitted reliance to be inferred from a showing of materiality. 8' How-
ever, this inference could be rebutted by a showing that plaintiffs
did not rely upon the omissions or misstatements in question and
relied upon other sources.2 1

2

This decision aligns the Fifth Circuit with the Second, Third
and Fourth Circuits. Both the Third and Fourth Circuits have held
that, regardless of whether the Rule 10b-5 violation involves omis-
sions or misrepresentations, the defendant has the burden of prov-
ing non-reliance and if he discharges this burden, the plaintiffs case
will fail .2  The Second Circuit, on the other hand, still draws a

274. Mason v. Marshall, 412 F. Supp. 294, 297 (N.D. Tex. 1974), aff'd, 531 F.2d 1274

(5th Cir. May, 1976).
275. Plaintiffs also sought recission of their purchases under section 12(1) of the 1933

Act, 15 U.S.C. §77L, alleging that the fractional interests were unregistered securities sold
in violation of section 5 of the 1933 Act, 15 U.S.C. § 77e (1970). 412 F. Supp. at 299-301. This
portion of the case is beyond the scope of this survey and will not be considered.

276. 15 U.S.C. § 77L(2)(1970).
277. Mason v. Marshall, 412 F. Supp. 294, 301 (N.D. Tex. 1974).
278. Id. at 301-02.
279. Mason v. Marshall, 531 F.2d 1274, 1274 (5th Cir. May, 1976).
280. 513 F.2d 234, 238-39 (2d Cir.), cert. denied, 423 U.S. 840 (1975).
281. Mason v. Marshall, 531 F.2d 1274, 1274-75 (5th Cir. May, 1976).
282. Id. at 1275.
283. Thomas v. Duralite Co., Inc., 524 F.2d 577, 585 (3d Cir. 1975) (Semble); Carras v.

Bums, 516 F.2d 251, 257 (4th Cir. 1975); Rochez Bros., Inc. v. Rhoades, 491 F.2d 402, 410
(3d Cir. 1974) (Semble), cert. denied, 425 U.S. 993 (1973). But see McClean v. Alexander,
[1976] FED. SEC. L. REP. (CCH) 95,725 at 90,546-47 (D. Del. 19 Feb. 1976). In McClean
the court held that there is a distinction between nondisclosure cases on one hand and
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distinction between cases involving involving affirmative misrepre-
sentations of material facts and those involving a failure to disclose
material facts.18' Under the Second Circuit's analysis a crucial ele-
ment of plaintiffs case under Rule 10b-5 is causation in fact; plain-
tiff must establish a nexus between defendant's conduct and his
injury.2 8 Materiality and reliance are the two component elements
of ausation.16 Thus in cases involving non-disclosure, proof of ma-
teriality permits an inference of reliance," 7 which the defendant
may rebut by a showing of non-reliance.2 88 But in misrepresentation
cases, to meet the causation requirement, a plaintiff must show that
the misrepresentations were material and that he relied upon them
to enter the transaction.2 8

The approach taken to the reliance requirement by the Second
Circuit conforms to the Supreme Court's holding in Affiliated Ute
by distinguishing between non-disclosure and misstatement cases.

affirmative misrepresentation cases on the other. In the former type of case, plaintiff need
not prove reliance; it is a presumption which may be rebutted by defendant's proof of non-
reliance. However in cases involving material misrepresentations, plaintiff must prove reli-
ance. Id., citing Kohn v. American Metal Climax, Inc., 458 F.2d 255, 269, 288 (3d Cir.), cert.
denied, 409 U.S. 874 (1972). Accord, Sharp v. Coopers & Lybrand, 70 F.R.D. 544, 547 (E.D.
Pa. 1976). But, some recent cases have held that reliance is no longer a part of plaintiff's case
notwithstanding the nature of the fraud. E.g., Resort-Car Rental Systems, Inc. v. Chuck
Rinwart Chevrolet, Inc., 519 F.2d 317, 321 (10th Cir. 1975).

284. Titan Group, Inc. v. Faggen, 513 F.2d 234, 238-39 (2d Cir.), cert. denied, 423 U.S.
840 (1975); Schlick v. Penn-Dixie Cement Corp., 507 F.2d 374, 380-81 (2d Cir. 1974), cert.
denied, 421 U.S. 976 (1975). See also Clegg v. Conk, 507 F.2d 1351, 1361-62 (10th Cir. 1974),
cert. denied, 422 U.S. 1007 (1975); Marx v. Computer Sciences Program, 507 F.2d 485, 491
n.9 (9th Cir. 1974), ("...reliance is a predicate to a private claim . . .", id.); Herzfeld v.
Laventhol, Krekstein, Horwath & Horwath, 378 F. Supp. 112, 127-28 (S.D.N.Y. 1974),
modified, 540 F.2d 27 (2d Cir. 1976).

285. Titan Group, Inc. v. Faggen, 513 F.2d 234, 238-39 (2d Cir.), cert. denied, 423 U.S.
840 (1975); Hertzfeld v. Laventhol, Krekstein, Horwath & Horwath, 378 F. Supp. 112, 127-
28 (S.D.N.Y. 1974), modified on other grounds, 540 F.2d 27 (2d Cir. 1976); see: Schlick v.
Penn-Dixie Cement, 507 F.2d 374, 380-81 (2d Cir. 1974), cert. denied, 421 U.S. 976 (1975).

286. Titan Group, Inc. v. Faggen, 513 F.2d 234, 238-39 (2d Cir.), cert. denied, 423 U.S.
840 (1975).

287. Id. at 239.
288. Id. at 238.
289. Schlick v. Penn-Dixie Cement Corp., 507 F.2d 374, 380 (2d Cir. 1974), cert. denied,

421 U.S. 976 (1975). But see Competitive Assoc., Inc. v: Laventhol, Krekstein, Horwath &
Horwath, 516 F.2d 811 (2d Cir. 1975) (limiting Penn-Dixie to cases involving pure misstate-
ments where no material omissions are alleged. Id. at 814); Hertzfeld v. Laventhol, Krekstein,
Horwath & Horwath, 540 F.2d 27 (2d Cir. 1976) (holding that plaintiff must show that de-
fendant's misrepresentations, while not the sole cause of his entering the transaction, were a
substantial cause; in other words, plaintiff must prove substantial reliance. Id. at 33-34). It
is this writer's view that the panels of the Second Circuit are not reading each other's opin-
ions.
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Similarly, decisions which have refused to do away with the reliance
requirement even in non-disclosure cases, have instead shifted the
burden of proof to the defendant, thereby retaining some indicia of
causation. Yet, the preferable mode of analysis of the role of the
reliance requirement in 10b-5 actions is found in several Fifth Cir-
cuit decisions. In Simon v. Merril, Lynch, Pierce, Fenner & Smith' 90

the panel stated that the Supreme Court's holding in Affiliated Ute
was limited to non-disclosure cases where defendant owed plaintiff
a duty of disclosure and there is some indication of general reliance
on that duty."' Thus even in non-disclosure cases, where defendants
have no duty to disclose material facts, as well as in cases involving
material misstatements, plaintiff must prove reliance in order to
recover in a private action for damages under Rule 10b-5.5

Requiring a plaintiff to prove reliance in all private 10b-5 suits
for damages, except those where a duty to disclose rests on defen-
dants and non-disclosures are alleged as the basis for the violation,
is preferable to excepting all mere non-disclosure cases from the
requirement that plaintiff prove reliance. The reason for this is that
almost every case involving a misrepresentation will also involve
elements of non-disclosure.2 3 Thus the misstatement-omission dis-
tinction might well prove to be unworkable. '

Hopefully, the per curiam opinion in Mason v. Marsha 1125 does
not signify the abolition of the requirement that plaintiff plead and
prove reliance in all non-disclosure cases as has been done in the
Second Circuit.2 Instead, Mason should be read as recognizing that
plaintiff need not prove specific reliance where non-disclosure of
material facts forms the basis for his claim because his general
reliance is indicated by the materiality of the non-disclosures and
the defendant's duty to disclose. However, the defendant can escape
liability by proving plaintiff's non-reliance. In all other cases,

290. 482 F.2d 880 (5th Cir. 1973).
291. Id. at 884.
292. Id.
293. McClean v. Alexander, [19761 FED. SEc. L. REP. (CCH) $ 95,725 at 90,546 (D. Del.

1976).
294. Id.; Competitive Assocs., Inc. v. Laventhol, Krekstein, Horwath & Horwath, 516

F.2d 811, 814 (2d Cir. 1975), (reliance requirement limited to pure mistatement case, id.,
which in view of the foregoing, see note 293 supra and accompanying text, will be quite rare).

295. 531 F.2d 1274 (5th Cir. May, 1976).
296. See notes 284-89 supra and accompanying text.
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whether omission or misrepresentation of material facts are alleged,
plaintiff should still be required to prove reliance."7

Robert B. Bieck, Jr.

297. Several other cases in the securities area were decided by the Fifth Circuit during
the survey period but have not been considered here: Nortek, Inc. v. Alexander Grant & Co.,
532 F.2d 1013 (5th Cir. June, 1976), rehearing denied, 536 F.2d 624 (5th Cir. Aug., 1976),
(Florida Blue Sky law statute of limitations applied in 10b-5 action); United States v. Rogers,
534 F.2d 1134 (5th Cir. July, 1976); Fogarty v. Security Trust Co., 532 F.2d 1029 (5th Cir.
June, 1976), to successfully invoke the defense of in pari delicto in lOb-5 actions defendant
must show:

(1) the fault of the parties must be "clearly mutual, simultaneous, and relatively
equal;" and
(2) the effect on the investing public or on the implementation of important features
of the regulatory scheme must be so small as to permit the court to conclude that
allowing the defense would not interfere with [regulatory objectives]. Id. at 1033.

Both of these elements must be shown for the defense to be successfully invoked. Id.; Harding
v. American Stock Exch., Inc., 527 F.2d 1366 (5th Cir. March, 1976), exchange delisting
regulations are immune from attack under the anti-trust laws. Id. at 1370; Davis v. Davis,
526 F.2d 1286 (5th Cir. Feb., 1976); the purchaser-seller standing rule is inapplicable to suits
for injunctive relief under Rule 10b-5 id. at 1290; fraud occurs in connection with a purchase
or sale of securities even though the fraud took place after execution of contracts to sell
securities. Id.; execution of a contract to sell or purchase a security satisfied the purchaser-
seller standing requirement. Id. at 1289.
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