
SECURITIES

Congress began to take an active role in prescribing anddefin-
ing procedures, guidelines, and prohibitions in the area of securities
law with the enactment of the Securities Act of 1933.1 Subsequently,
with the passage of the Securities Exchange Act of 1934,1 Congress
created the Securities and Exchange Commission (SEC) and gave
it authority to promulgate additional rules and procedures.3 The
essential purpose of these statutes and federal securities regulation
generally is to promote honesty and fair dealing in the purchase and
sale of securities and to maintain investor confidence in the securi-
ties markets.'

The current survey period did not produce an abundance of
cases in the area of securities law; the Fifth Circuit handed down
only six securities decisions. Four of these decisions will be dis-
cussed in this article. The more important issues considered by the
court involved (1) the general elements required to invoke jurisdic-
tion under the securities regulations, (2) the elements of a rule 10b-
55 suit, and (3) the requisites of federal preemption of state securi-
ties laws. For organizational purposes, this article is divided into
specific areas of securities law, and each case will be discussed in
the relevant area or areas. The existing substantive law in each area
will be examined in order to provide a background for discussion.

I. JURISDICTION

Although the 1933 Act is primarily concerned with the registra-
tion of certain securities, it also contains an antifraud provision.'
Section 17(a) of the Act prohibits the offer or sale of any securities
in interstate commerce if the offer or sale involves the use of any
device, scheme, or artifice to defraud, or the use of an untrue state-
ment of material facts, or the omission of a material fact.' The 1934
Act filled a void left by the 1933 Act by precluding the use of decep-
tion in the purchase of securities as well as in the sale or offer of

1. 15 U.S.C. §§ 77a-77aa (1976)(hereinafter referred to as the 1933 Act).
2. Id. §§ 77b-77e, 77j, 77k, 77m, 77o, 77s, 78a-78o, 78o-3, 78p-78hh (hereinafter referred

to as the 1934 Act).
3. See id. § 78d.
4. See Ernst & Ernst v. Hochfelder, 425 U.S. 185, 195 (1976).
5. 17 C.F.R. § 240.10b-5 (1978).
6. 15 U.S.C. § 77q (1976).
7. See id. § 77q(a)(1) and (2).
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sale.' To establish jurisdiction to bring an action for fraud under one
of these statutes, a petitioner must allege the use of an instrumen-
tality of interstate commerce in a purchase or sale of a security and
a misrepresentation or omission of a material fact.' In cases decided
during the current survey period, the Fifth Circuit analyzed whether
certain transactions involved a security and examined the
"purchase or sale" requirement.

A. Promissory Notes As Securities

Both the 1933 and 1934 Acts define the term "security" in
essentially the same manner. 0 Although the definitions include
"note," Fifth Circuit decisions have limited the applicability of the
statutes in this regard. In McClure v. First National Bank," the
Fifth Circuit stated that notes that will be deemed to be securities
usually fall within one of two categories: (1) notes that are offered
to a class of investors or are acquired for speculation or investment
purposes; or (2) notes given by the maker in return for investment
assets. The Fifth Circuit held in Bellah v. First National Bank'2 that
notes issued to obtain bank loans were not securities under the
federal securities laws. The court based its decision on the fact that
the note was issued within the context of a commercial loan transac-
tion, rather than an investment scheme. This rationale has become
known as the "commercial-investment" dichotomy. The Second
Circuit, however, has adopted the "literal" or "context approach,"
which mandates that a note will be construed as a security unless
specifically exempted from coverage under the Acts." The Supreme
Court and most of the circuits have rejected this "literal ap-
proach." 4

8. Id. § 78j.
9. Although the 1934 Act does not specifically proscribe the misrepresentation or omis-

sion of a material fact, it does prohibit the use of any deceptive device in violation of rules

prescribed by the SEC. See 15 U.S.C. § 78j(b) (1976). Rule 10b-5, drafted to implement this

provision, prohibits the use of misstatements or omission of material facts. See 17 C.F.R. §
240.10b-5 (1978).

10. See 15 U.S.C. §§ 77b(1), 78c(10) (1976).
11. 497 F.2d 490 (5th Cir. 1974), cert. denied, 420 U.S. 930 (1975).
12. 495 F.2d 1109 (5th Cir. 1974).
13. See Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126 (2d Cir. 1976). For

an in-depth discussion of the commercial-investment dichotomy as compared with the literal
approach, see Fifth Circuit Survey - Securities, 8 TEx. TECH. L. REV. 1211, 1215-31 (1977).

14. See, e.g., United Housing Foundation, Inc. v:Forman, 421 U.S. 837 (1975). See also

National Bank of Commerce v. All Am. Assurance Co., in which the court stated that

"[w]ith the exception of the Second Circuit, every court of appeals recently to consider the
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In National Bank of Commerce v. All American Assurance
Co., ' 5 the Fifth Circuit examined the character of certain notes and,
after application of the "commercial-investment" dichotomy, con-
cluded that they were not notes covered by the Acts. The petitioner,
National Bank of Commerce, sought to recover from the respondent
borrowers damages resulting from alleged fraud in pledges of worth-
less stock. The respondents were engaged in the sale of insurance.' 6

In an attempt to generate business for their own company, the res-
pondents offered to purchase McIngvale Associates General Agency
(Associates), an insufficiently capitalized insurance company. Asso-
ciates, however, was controlled by a ninety-percent shareholder
whose shares were pledged to the petitioner as partial security for a
loan to the company. In order to free the stock to permit respondents
to purchase Associates, the respondents arranged for the petitioner
to advance funds to McIngvale (the ninety-percent shareholder of
Associates), in exchange for a promissory note executed by Mc-
Ingvale and a pledge of newly created class B common stock of
Associates.'" The pledged class B stock was issued, although it was
never authorized. After consummation of the sale of Associates to
the respondents, Associates continued to deteriorate financially,
and subsequently was adjudicated bankrupt. The petitioner never
foreclosed on the pledged stock and suffered a loss on the loan. As
a result, the petitioner brought suit, basing its claim on the 1933
Act, the 1934 Act, and rule 10b-5.1 The district court dismissed the
action for lack of federal jurisdiction and the petitioner appealed.' 9

The Fifth Circuit affirmed the lower court's decision and held
that a commercial loan on a promissory note, with securities
pledged as collateral, is not a protected securities transaction."0 In
addition to its allegation that the transaction was a purchase or sale,
the petitioner alleged that the note issued to the bank was a secu-
rity."' The petitioner bank also argued that the court should adopt
the "literal approach" of the Second Circuit. The court rejected
these assertions based on cases in which the Fifth Circuit had re-

issue has rejected the literal approach argued by respondents." 583 F.2d 1295, 1301 (5th Cir.
Nov. 1978), citing United Housing Foundation.

15. 583 F.2d 1295 (5th Cir. Nov. 1978).
16. Id. at 1296.
17. Id. at 1297.
18. Id.
19. Id. at 1296.
20. Id. at 1300-02.
21. Id. at 1300.
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fused to define certain notes as securities under the "commercial-
investment" dichotomy. 2 The court noted that the Supreme Court
and every other circuit had rejected the "literal approach."2 Fur-
ther, it argued that even the Second Circuit might not rule in favor
of the petitioner in this case. 2 In National Bank of Commerce,
therefore, the Fifth Circuit reaffirmed its reliance on the
"commercial-investment" dichotomy, and clearly rejected the
"literal approach" of the Second Circuit.

B. Pledge of Securities As Purchase Or Sale

A plaintiff must also allege a "purchase or sale," within the
meaning of the Acts, in order to invoke the protection of the anti-
fraud provisions.25 Although most of the recent cases construing the
terms "purchase" and "sale" have involved rule 10b-5 actions, the
legal principles developed by those cases are equally applicable to
actions under the 1933 and 1934 Acts - each enactment requires
this element to invoke its application. Generally, courts have been
liberal in finding a purchase or sale.26 Courts, however, have not
been as liberal in finding a purchase or sale of securities in the
pledge of certificates of deposit or the execution of promissory notes.

In Herpich v. Wallace,27 the Fifth Circuit held that a corporate
guarantor of a pledge is not engaged in a "purchase" of stock. The
court based its holding on the rationale that a transaction that is
merely an extension of credit on the pledgor's behalf is not within
the scope of the Acts. 2

1 Moreover, in McClure v. First National
Bank, 21 the court noted the lack of support for the proposition that

22. Id. at 1301.
23. Id.
24. Id. The court noted that the Second Circuit had suggested many instances in which

it would regard a note as not being within the antifraud provisions under the statutory caveat
that a note is a security unless "the context otherwise required." Id. See generally 15 U.S.C.
§§ 77b(1), 78c(a)(10) (1976).

25. See 15 U.S.C. §§ 77q(a)(1) and (2), 78j (1977). See also note 9 supra, and accompa-
nying text.

26. For example, in SEC v. National Securities, Inc., 393 U.S. 453 (1969), the Supreme
Court held that a merger involved a "sale" of the stock of the acquired company and a
"purchase" of the stock of the surviving company for purposes of meeting the requirement of
purchase oj sale. The Second Circuit has held that a spin-off by a corporation to shareholders
of its stock in a subsidiary company constituted a "sale." International Controls Corp. v.
Vesco, 490 F.2d 1334 (2d Cir. 1974), cert. denied, 434 U.S. 1014 (1978).

27. 430 F.2d 792 (5th Cir. 1970).
28. Id. at 812.
29. 497 F.2d 490 (5th Cir. 1974), cert. denied, 420 U.S. 930 (1975).
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a mere pledge of securities would constitute a purchase or sale. 0 The
McClure court stated, however, that it did not doubt that a pledge
of securities could constitute a sale in some circumstances and ex-
plained two situations in which a sale would occur'.3 Once the
pledged security is foreclosed upon, and the bank is deemed an
underwriter, courts more readily find a "purchase" or "sale. ' 3 Be-
cause foreclosure places the stock in the public arena, the transac-
tion becomes protected by the securities acts.3 3 Nevertheless, the
Fifth Circuit has held that the mere pledge of securities as collateral
does not constitute a "purchase" or "sale" within the purview of the
securities acts.34

Two cases decided by the Fifth Circuit during the survey period
illustrate the court's application of these rules. In Reid v. Hughes, 35

petitioner owned nine and one half percent of the stock of Weath-
erby Engineering Company (Weatherby). The remainder of the
Weatherby stock was owned by IDSO Investments, Inc. (IDSO) and
two minority shareholders. IDSO was a family holding company for
one of the respondents, who dominated Weatherby through the
holding company. Respondents were approached by First Realty
Investment Corporation, which offered to sell all of the outstanding
stock of Johnson-Loggins, Inc. (JLI) to the respondents. JLI owned
substantial amounts of real estate purchased at inflated prices and
on onerous terms. In order to finance the transactions, the respon-
dents (some of whom were officers and directors of "Veatherby)
pledged the cash and assets of Weatherby to secure the purchase of
JLI. Instead of retaining the purchased stock in Weatherby, the
respondents transferred the JLI stock to Z Corporation. Petitioner
alleged that these transactions took place without any consideration
or with insufficient consideration to Weatherby, and brought suit
individually and derivatively. Petitioner charged that respondents
violated section 10(b) 0 of the 1934 Act and rule 10b-5. 37 The district

30. Id. at 495.
31. Id. See note 11 supra, and accompanying text.
32. See, e.g., SEC v. National Bankers Life Ins. Co., 334 F. Supp. 444 (N.D. Tex. 1971),

a/I'd, 477 F.2d 920 (5th Cir. 1973).
33. See National Bank of Commerce v. All Am. Assurance Co., 583 F.2d 1295, 1299 (5th

Cir. Nov. 1978).
34. See, e.g., McClure v. First Nat'l Bank, 497 F.2d 490, 495 (5th Cir. 1974), cert.

denied, 420 U.S. 930 (1975). Cf. the Second Circuit view in Mallis v. FDIC, 568 F.2d 824 (2d
Cir. 1977) and United States v. Gentile, 530 F.2d 461 (2d Cir.), cert. denied, 426 U.S. 936
(1976) that a pledge constitutes a sale for the purpose of the securities acts.

35. 578 F.2d 634 (5th Cir. Aug. 1978).
36. 15 U.S.C. § 78j (1976).
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court dismissed the action for failure to state a claim on which relief
could be granted. The Fifth Circuit affirmed the district court's
dismissal.

Initially, the court rejected petitioner's argument that Weath-
erby was a seller of securities because Weatherby had pledged certif-
icates of deposit and had issued promissory notes. 9 In support of its
rejection of petitioner's argument, the court stated that "Itihe
Securities and Exchange Act of 1934 provides that the term security
means 'any' note, but judicial decisions have restricted the applica-
tion. of the 1934 Act to only those notes that are investment in
nature."40 The court cited McClure and noted that, based on the
record, the promissory notes issued by Weatherby were not
"investment in nature."" In affirming the lower court's dismissal,
the Fifth Circuit held that the mere allegation by the petitioner that
Weatherby issued promissory notes was insufficient to establish the
jurisdictional basis for his cause of action."

In National Bank of Commerce v. All American Assurance
Co., 43 petitioner bank alleged that a pledge of stock by respondents
in return for a loan from the bank constituted a "purchase" by the
bank.4 The lower court disagreed and dismissed the action for lack
of federal jurisdiction. The Fifth Circuit affirmed. 4 Initially, the
Fifth Circuit cited several cases supporting the proposition that the
mere pledge of securities as collateral is not a purchase or sale. 4

Next, it reaffirmed the general rule that a pledge of a security as
collateral for a loan does not constitute a "purchase" or "sale. '47

The court reasoned that the federal securities acts were designed to

37. 17 C.F.R. § 240.10b-5 (1978).
38. Reid v. Hughes, 578 F.2d 634, 636 (5th Cir. Aug. 1978).
39. Id. at 638.
40. Id.
41. Id. at n.3. See notes 11 and 12 supra, and accompanying text. The petitioner also

argued that Weatherby was a buyer of securities as a result of the use of the cash and resources
of Weatherby to finance the purchase of JLI stock. The court refused to consider this conten-
tion, however, because the scope of its inquiry was limited to the allegations of the complaint,
and such a theory was not set forth in the complaint. Id. at 638-39.

42. Id. at 638.
43. 583 F.2d 1295 (5th Cir. Nov. 1978). Facts of this case have previously been set forth.

See notes 15-24 supra, and accompanying text.
44. 583 F.2d at 1298.
45. Id. at 1296.
46. Id. at 1298, citing Reid v. Hughes, 578 F.2d 634 (5th Cir. Aug. 1978) and McClure

v. First Nat'l Bank, 497 F.2d 490 (5th Cir. 1974), cert. denied, 420 U.S. 930 (1975).
47. National Bank of Commerce v. All Am. Assurance Co., 583 F.2d 1295, 1300 (5th

Cir. Nov. 1978).
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protect investors and held that investors are not affected by a pledge
of stock.4" Finally, the court illustrated the distinction between a
"purchase" or "sale" and a pledge as bearing on the rights and
privileges of the party. 9 The Fifth Circuit determined that the
pledge of stock was not a "purchase" or "sale" sufficient to invoke
federal jurisdiction. The facts of Reid and National Bank of
Commerce did not fit within the McClure exceptions. These cases
reaffirm the Fifth Circuit's traditional analysis regarding pledges of
stock and promissory notes, a position clearly inapposite with the
Second Circuit view.

II. RULE 10b-5

The essential purposes of the 1933 Act, the 1934 Act, and rule
10b-5 are to provide disclosure of the character of securities and to
prevent misrepresentation and fraudulent acts in the purchase or
sale of securities.'" Thus, the 1933 Act prohibits the offer or sale of
a security by use of an instrumentality of interstate commerce when
fraud or deception is involved.5' The 1934 Act also prohibits the use
of deception in the purchase, as well as the sale or offer of sale, of
securities." In addition, the 1934 Act created the Securities Ex-
change Commission and delegated to it the authority to implement
rules to effectuate the purposes of the Act. 3 Under that authority,
the SEC adopted rule 10b-5 to implement the antifraud provisions
of the 1934 Act." Because the scope of rule 10b-5 is extensive in its

48. Id. The court also stated that "federal legislation was hardly needed for privately
negotiated pledge transactions between borrowers and lenders." Id., quoting L. Loss, SECURI-
TIES REGULATION 649 (2d ed. 1961).

49. National Bank of Commerce v. All Am. Assurance Co., 583 F.2d 1295, 1300 (5th
Cir. Nov. 1978). "The pledgor generally (1) has the right to sell the stock subject to the
security interest, (2) is entitled to vote the stock, (3) has the right to receive all dividends,
and (4) continues to be liable for ad valorem taxes." Id., citing L. JONES, COLLATERAL SECURI-
TIES AND PLEDGES, §§ 1, 176a, 441, 602 (3d ed. 1912).

50. See Ernst & Ernst v. Hochfelder, 425 U.S. 185, 195 (1976).
51. See note 7 supra, and accompanying text.
52. See note 8 supra, and accompanying text.
53. See note 3 supra, and accompanying text.
54. See 15 U.S.C. § 78j(b) (1976). Rule 10b-5 provides that:
It shall be unlawful for any person, directly or indirectly, by the use of any means
or instrumentality of interstate commerce, or of the mails or of any facility of any
national securities exchange,
(a) To employ any device, scheme, or artifice to defraud,
(b) To make any untrue statement of a material fact or to omit to state a material
fact necessary in order to make the statements made, in the light of the circumstan-
ces under which they were made, not misleading, or
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protection of the investor, the rule has been the subject of substan-
tial and complex litigation.

A combination of section 10(b) of the 1934 Act, rule 10b-5 and
relevant case law mandates the presence of four elements in a 10b-
5 action: (1) the purchase or sale of a security; (2) the use of fraud,
deceit, or misrepresentation or omission of a material fact; (3) proof
of justifiable reliance by the injured party on the misrepresentation
or omission of material fact;55 and (4) the use of the mails, a facility
of any national securities exchange, or an instrumentality of inter-
state commerce. An additional element, scienter, is required in pri-
vate damage actions and actions seeking to enjoin the alleged viola-
tor.5 For the purposes of this section of the survey, discussion will
be limited to the materiality and scienter elements and the applica-
tion of injunctions in rule 10b-5 actions.

A. Materiality

A misrepresented or omitted fact must be "material" for a 10b-
5 cause of action to exist.57 A problem arises, however, in the inter-
pretation of the term "material." Although discrepancies and varia-
tions are not uncommon,58 the Fifth Circuit recently has been rela-
tively consistent in its determination of materiality. In 1976, the
court implicitly rejected consideration of subjective criteria and
applied a totally objective materiality test. The Fifth Circuit held
in Wheat v. Hall"9 that the test for materiality is whether a reasona-
ble man would attach importance to the fact misrepresented in
determining his course of action. This was not the first time that the
Fifth Circuit had applied such a standard.60 The Supreme Court
evidenced its support for the "reasonable man" test in TSC Indus-

(c) To engage in any act, practice, or course of business which operates or would
operate as a fraud or deceit upon any person, in connection with the purchase or
sale of any security.

17 C.F.R. § 240.10b-5 (1978).
55. See Moody v. Bache & Co., 570 F.2d 523, 527 (5th Cir. 1978).
56. See, e.g., Santa Fe Indus. v. Green, 430 U.S. 462 (1977); Ernst & Ernst v. Hoch-

felder, 425 U.S. 185 (1976) (holding that scienter is required in a private action for damages
under 10b-5). See also SEC v. Blatt, 583 F.2d 1325 (5th Cir. Nov. 1978) (discussed infra,
holding that scienter is required to enjoin alleged violation of rule 10b-5).

57. A. BROMBERG, SEcURMas LAW: FRAUD, SEC RULE 10b-5, § 8.3 at 199 (1976).
58. See id.
59. 535 F.2d 874, 876 (5th Cir. 1976).
60. See John R. Lewis, Inc. v. Newman, 446 F.2d 800 (5th Cir. 1971). The court called

the standard the "conventional" test. Id. at 804.

[Vol. 11:515
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tries, Inc. v. Northway, Inc."t Consequently, the objective test for
determining materiality is well established in the federal courts. 2

B. Scienter

The requirement of scienter as an element of a rule 10b-5 action
is judicially imposed; scienter is not an express element in the 1933
Act, the 1934 Act, or rule 10b-5. Initially, the scienter requirement
arose in the context of examination of the degree of culpability
necessary to invoke aider-abetter liability under rule 10b-5.13 For a
successful prosecution of such a claim, the Fifth Circuit required
proof that the accused was aware that he was participating in an
illegal activity and that he knowingly and substantially assisted in
the illegal act.6' Shortly thereafter, in Ernst & Ernst v. Hochfelder, 65

the Supreme Court determined that proof of scienter is required in
all private damage actions under rule lOb-511 The Court recognized
that the definition of scienter would be open to interpretation and
variation among the courts. As a result, the Court defined scienter
as "a mental state embracing intent to deceive, manipulate, or de-
fraud."I7

The Supreme Court's holding in Ernst & Ernst, which required
scienter in private damage actions, did not have great impact on the
Fifth Circuit, because the Fifth Circuit had previously imposed this
requirement. 8 Rather, the major effect of the Ernst & Ernst decision
upon the Fifth Circuit was the establishment of a uniform definition
of "scienter." In 1974 the Fifth Circuit adopted the scienter stan-
dard articulated by the Second Circuit.69 Under the Second
Circuit standard, a plaintiff was required to prove that the defen-
dant knew that he was misstating or omitting material facts and
should have been aware of their significance, or that the defendant
acted in reckless disregard of readily ascertainable facts.7" This stan-

61. 426 U.S. 438 (1976). The Court stated "[t]he question of materiality, it is univer-
sally agreed, is an objective one, involving the significance of an omitted or misrepresented
fact to a reasonable investor." Id. at 445.

62. See, e.g., SEC v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1968) (en banc),
cert. denied sub nom., Coates v. SEC, 394 U.S. 976 (1969).

63. See Woodward v. Metro Bank, 522 F.2d 84 (5th Cir. 1975).
64., Id. at 94-95.
65. 425 U.S. 185 (1976).
66. Id. at 193.
67. Id. at 194 n.12.
68. See, e.g., Vohs v. Dickson, 495 F.2d 607 (5th Cir. 1974).
69. Id, at 622.
70. Id.
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dard, however, was not uniformly applied by the Fifth Circuit.71 A
notable distinction between the prior Fifth Circuit scienter stan-
dards and the Ernst & Ernst definition is the lack of the element of
intent in the Fifth Circuit standards. The Court's holding in Ernst
& Ernst and the resulting scienter standard were based on the word-
ing of section 10(b),72 its legislative history,73 and rule 10b-5.74 Jus-
tice Powell, author of the Ernst & Ernst opinion, concluded that the
language "manipulative or deceptive," when coupled with the
phrase "device or contrivance" contained in both the 1934 Act and
rule 10b-5, implied that intentional or willful conduct was a neces-
sary element of a 10b-5 violation." In further support of its holding,
the Court stated that when Congress intended to impose a mere
negligence standard of culpability in the 1933 and 1934 Acts, it did
so expressly.7" Thus, the definition of scienter has been standardized
in all private damage actions under rule 10b-5.

C. Injunctions

In addition to its power to institute administrative proceedings,
the SEC has specific statutory authority to bring an action to enjoin
violations of the securities laws.77 The degree of culpability required
and the standards for granting an injunction, however, are not uni-
form among the federal courts. The "irreparable injury" test applic-
able to injunction actions initiated by private parties is not gener-
ally applied by the courts in determining whether the SEC has met
its burden for issuance of an injunction. Instead, the generally ap-
plied standard is whether there is a "reasonable likelihood of further
violations." In order to obtain injunctive relief, the Commissioner
must offer proof of the likelihood that the illegality will recur.7 In

71. See Woodward v. Metro Bank, 522 F.2d 84 (5th Cir. 1975). Even after the Vohs
standard was adopted, the court applied the "something more than ordinary negligence"
standard. Id. at 93.

72. 15 U.S.C. § 78j(b) (1976). This section authorizes the 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." Rule 10b-5 was promul-
gated under this authorization.

73. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 201-06 (1976).
74. Id. at 197-201.
75. Id. at 197.
76. Id. at 207-11.
77. 15 U.S.C. § 78u(d) (1976). Although this is a discussion of injunctions under rule

10b-5, the legal principles discussed herein are equally applicable to violation of any of the
securities regulations under the 1934 Act.

78. See SEC v. Commonwealth Chem. Sec., Inc., 574 F.2d 90, 99-100 (2d Cir. 1978).
Cf. Chris-Craft Indus., Inc. v. Piper Aircraft Corp., 480 F.2d 341, 384 (2d Cir. 1973), phrasing
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addition, culpability must be established before the SEC can obtain
an injunction. Although the Supreme Court determined in Ernst &
Ernst that scienter was a necessary element of a private damage
action under rule 10b-5, the Court expressly reserved the question
of whether scienter is required in an action for injunctive relief.7 9

Prior cases in other circuits, such as the landmark case of SEC v.
Texas Gulf Sulphur Co., 0 have held that a mere negligence stan-
dard of culpability is sufficient to sustain injunctive relief in an SEC
action under rule 10b-5.11 The Supreme Court has also indicated
support for this view.82 Nevertheless, the theory is not uniformly
accepted. In SEC v. Bausch & Lomb, Inc.,8 for example, the federal
court for the Southern District of New York held that scienter is
required in an SEC enforcement action. The court considered the
reasoning in Ernst & Ernst that the language of section 10(b) and
rule 10b-5 compelled the scienter requirement in private damage
actions," and noted that the only distinction between private dam-
age actions and SEC enforcement actions is policy considerations. 85

As a result, the court concluded that scienter should be required in
SEC enforcement actions."6 The Fifth Circuit, however, did not ad-
dress the post-Ernst & Ernst issue of scienter in an action for an
injunction until this survey period.

D. Recent Developments

Three cases dealing with 10b-5 issues were considered by the
Fifth Circuit during the current survey period. 7 One of these three

the test in terms of "propensity or natural inclination to violate the securities law."
79. Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976). "Since this case concerns an

action for damages we also need not consider the question whether scienter is a necessary
element in an action for injunctive relief under § 10(b) and Rule 10b-5." Id. at 194 n.12.

80. 401 F.2d 833 (2d Cir. 1968)(en banc), cert. denied sub. noma., Coates v. SEC, 394
U.S. 976 (1969).

81. Id. at 854-55.
82. See SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180 (1963). The Court

stated that not all the elements necessary in a suit for damages are required in a suit for
injunctive relief. Id. at 193. Although this case dealt with the Investment Advisors Act of 1940,
its rationale is also applicable to 10b-5 actions.

83. 420 F. Supp. 1226 (S.D.N.Y. 1976), aff'd, 565 F.2d 8 (2d Cir. 1977). This case was
decided shortly after Ernst & Ernst.

84. See notes 72-76 supra, and accompanying text.
85. SEC v. Bausch & Lomb, Inc., 420 F. Supp. 1226, 1241 (S.D.N.Y. 1976), aff'd, 565

F.2d 8 (2d Cir. 1977).
86. Id. Cf. SEC v. World Radio Mission, Inc., 544 F.2d 535 (1st Cir. 1976) (scienter not

required).
87. Reid v. Hughes, 578 F.2d 634 (5th Cir. Aug. 1978), see notes 35-42 supro, and

accompanying text; National Bank of Commerce v. All Am. Assurance Co., 583 F.2d 1295
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decisions will be discussed and analyzed for its relevance to the
materiality and scienter elements of rule 10b-5 and the injuntion
provisions of the securities laws. In SEC v. Blatt," the SEC brought
an action against respondents Blatt, Udell, and Pullman to enjoin
them from further violation of the 1934 Act and rule 10b-5.11 The
district court entered judgment for the SEC and respondents ap-
pealed. The Fifth Circuit affirmed the injunctions against all but
defendant Udell."

Respondent Blatt was principal counsel for Corporation of the
Americas Limited (COAL), a small Florida real estate firm." He
was also trustee of 13,700 shares of COAL stock. Blatt himself
owned 4,067 shares, and respondent Udell, his law partner, owned
2,033 shares." COAL became the target of an acquisition effort by
Exquisite Form Industries, Inc. (Exquisite). During Exquisite's ac-
quisition efforts, Blatt solicited the purchase of COAL shares and
arranged for the purchase of 47,730 shares for $59,662 by respondent
Pullman's Lichtenstein trust. 3 The sale of these shares was induced
by various misrepresentations. 4 Subsequently, Exquisite deter-
mined that it needed to purchase these shares in order to acquire
control of COAL. Blatt negotiated the sale of the same shares to Ex-
quisite for $375,000, resulting in a profit of approximately $315,000
to the trust on a six month investment. Prior to the takeover by
Exquisite, Blatt substituted another person for himself as the COAL
trustee, and transferred legal title of all the shares to the new trus-
tee. 5 Blatt reasoned that he wanted to object to the acquisition
(through the trust shares that he owned), and, as counsel for COAL,
he did not want to embarrass the company. Exquisite had informed
the COAL shareholders that COAL management had determined
that the exchange rate of one share of Exquisite stock for three
shares of COAL was more than fair. The dissenters (the beneficial
owners under the COAL shares trust), however, actually received a
share-for-share exchange. The SEC believed that this violated rule

(5th Cir. Nov. 1978), see notes 43-49 supra, and accompanying text; SEC v. Blatt, 583 F.2d
1325 (5th Cir. Nov. 1978).

88. 583 F.2d 1325 (5th Cir. Nov. 1978).
89. Id. at 1327.
90. Id. at 1336.
91. Id. at 1327.
92. Id. at 1328.
93. Id. at 1327.
94. Id.
95. Id. at 1328.
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10b-5 and brought suit to permanently enjoin the respondents. Al-
though the case involved several issues," the major issues concerned
the violation of rule 10b-5 and the scienter requirement in an action
for injunctive relief.

The Fifth Circuit affirmed the lower court's finding that the
failure of Blatt and Udell to disclose their beneficial ownership of
COAL shares to Exquisite constituted an omission of material fact,
and held that Blatt and Udell violated section 10(b) and rule 10b-
5. The court applied the objective "reasonable man" standard, 97

and determined that reasonable shareholders would have attached
great significance to the fact that Blatt intended to object because
he viewed the offer as unfair. Blatt argued that Exquisite already
knew that he owned COAL stock, and that his failure to make a
formal disclosure was not material. 8 The court, nevertheless, held
that the nondisclosure was material," reasoning that Exquisite
would have been required to disclose Blatt's dissent to the COAL
shareholders if Exquisite had been informed of Blatt's ownership of
shares and his intent to object to the acquisition.'°° Further, Exqui-
site would have considered the fact as important in deciding its
course of action. 10 The Fifth Circuit concluded, therefore, that al-
though the shareholders and not Exquisite were defrauded, Blatt's
failure to disclose his beneficial ownership to Exquisite was mate-
rial. 102 The court also held that disclosure was required under rule
10b-5 so that Exquisite would not be misled regarding ownership of
the COAL shares in the trust. Because no disclosure was made, the
court held that Exquisite was misled in violation of rule 10b-5.'03

Next, the Fifth Circuit focused on the issue of the validity of
the injunction.'10 The court analyzed the reasoning of Ernst & Ernst
and the legislative history of section 10(b) and rule 10b-5 and con-
cluded that, if the language and history of section 10(b) are disposi-

96. Id.
97. See note 59 supra, and accompanying text.
98. SEC v. Blatt, 583 F.2d 1325, 1330-31 (5th Cir. Nov. 1978).
99. Id. at 1331.
100. Id.
101. Id. at 1332.
102. Id. The court stated that it was not holding that Blatt owed a duty of disclosure

to the shareholders, but that, under the unique circumstances of the case, Blatt's non-
disclosure to Exquisite was misleading. Id.

103. Id. The court held that the same duty attached to Udell.
104. Id. The court noted that, "[a]lthough the post-Hochfelder issue of scienter in an

action for injunction is novel to this court, it has been much discussed by commentators."

19801



TEXAS TECH LAW REVIEW

tive in private damage actions, the same must be true in SEC in-
junctive actions. 5 The court rejected the Second Circuit approach
illustrated in Texas Gulf Sulphur and adopted the reasoning of
Bausch & Lomb. Accordingly, the court determined that, in order
to justify an injunction, the SEC must prove that the defendant
possessed scienter.'"1 In this regard, the court held that the conduct
of defendants Blatt and Pullman encompassed the type of knowing
and intentional misconduct that section 10(b) was intended to pro-
scribe. °7 The court reversed the district court's injunction with re-
gard to Udell, however, after reaching the conclusion that the SEC
had demonstrated a reasonable likelihood of future violations by
Blatt and Pullman alone.

The Fifth Circuit's adoption of the scienter requirement in SEC
enforcement actions is consistent with its pre-Ernst & Ernst require-
ment of scienter in private damage actions. It is also consistent with
the Fifth Circuit's rather restrictive stance toward 10b-5 actions. 08

If rule 10b-5 is concerned with the intent to deceive, manipulate, or
defraud, as the Supreme Court intimated in Ernst & Ernst, the
requirements of a 10b-5 action cannot be satisfied by a lesser stan-
dard of culpability. 09

III. PREEMPTION OF STATE REGULATORY PROVISIONS

The various federal securities laws expressly preserve state au-
thority to regulate securities transactions."0 As a result, a securities
transaction may be subject to the application of both federal law
and the laws of interested states. The state "blue sky" laws and
other securities laws, while not proscribed by the federal acts, are
limited by both express and implied federal provisions such as the

105. Id. at 1333.
106. Id.
107. Id. at 1334, citing Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976).
108. Compare SEC v. Blatt, 583 F.2d 1325 (5th Cir. Nov. 1978) with SEC v. Texas Gulf

Sulphur Co., 401 F.2d 833 (2d Cir. 1968) (en banc), cert. denied sub nom., Coates v. SEC,
394 U.S. 976 (1969) (scienter required in SEC enforcement action in the fifth circuit) and;
McClure v. First Nat'l Bank, 497 F.2d 490 (5th Cir. 1974), cert. denied, 420 U.S. 930 (1975)
with Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126 (2d Cir: 1976) (notes not
generally considered a security in the Fifth Circuit).

109. See Ernst & Ernst v. Hochfelder, 425 U.S. 185, 194 n.12, 199-201 (1976). It seems
anomalous to alter the requirements or elements of a rule lob-5 action based upon the identity
of the plaintiff or the relief sought, when the rule makes no such distinction.

110. See, e.g., 15 U.S.C. §§ 78bb(a) (1976).
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supremacy clause,"' the commerce clause,"' and specific securities
legislation."

3

A. Supremacy Clause

While there is no simple formula by which to determine
whether a state statute is void under the supremacy clause, Su-
preme Court cases provide guidance regarding the relevant inquir-
ies. The initial consideration is whether Congress has prohibited
state regulation of a particular activity."' If Congress has ordained
that it alone will regulate an activity, ancillary state regulations
cannot interfere with the federal regulation." 5 Although federal se-
curities laws may not exclude all state legislation in the same area,
they override any state law with which they conflict."' Moreover,
coverage of the federal regulation may be so pervasive as to promote
the inference that Congress did not intend to permit modification
by the states. An act may also affect an area in which the federal
interest is so dominant that one can logically assume that Congress
intended to preclude any state legislation in the area."7 Accordingly,
federal preemption of state law may be express, implied, or even
assumed.

B. Commerce Clause

The commerce clause"' grants Congress the power to regulate
foreign and interstate commerce."' It also imposes limitations on
state efforts to regulate commerce, 20 although not every exercise of
state authority affecting interstate commerce is necessarily in-
valid.'' In certain instances, Congress may consent to the state's
exercise of a power, thereby waiving commerce clause restrictions. 2"
If a state statute conflicts with congressional authority under the
commerce clause, however, and Congress has neither consented to
state regulation nor waived commerce clause restrictions, the valid-

111. U.S. CONST. art. VI, cl. 2.
112. Id. art. I, § 8, cl. 3.
113. See, e.g., 15 U.S.C. § 78bb(a) (1976).
114. Jones v. Rath Packing Co., 430 U.S. 519, 525-26 (1977).
115. See Florida Lime & Avocado Growers, Inc. v. Paul, 373 U.S. 132, 142 (1963).
116. See U. S. CONST. art. VI, cl. 2.
117. See Rice v. Santa Fe Elevator Corp., 331 U.S. 218, 230 (1947).
118. U. S. CONST. art. 1, § 8, cl. 3.
119. Id.
120. See Great At. and Pac. Tea Co. v. Cottrell, 424 U.S. 366, 370-71 (1976).
121. Id. at 371.
122. See, e.g., Southern Pac. Co. v. Arizona, 325 U.S. 761, 769 (1945).
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ity of the state provision must be examined. Generally, if the statute
regulates fairly to effectuate a legitimate local interest and the ef-
fects of the statute on interstate commerce are only incidental, the
statute will be upheld. If the burden imposed on commerce is con-
sidered excessive in relation to the local benefits, however, the stat-
ute will be held unconstitutional. 2 3 Thus, if a conflict arises between
the state statute and federal legislation affecting interstate com-
merce, the balancing approach will determine the validity of the
local statute. The inquiry, however, is more complex than a superfi-
cial "benefit-versus-burden" test. Although at one time the Su-
preme Court treated state regulation with deference in commerce
clause cases,'24 the Court now examines the reasonableness of the
state regulation and questions whether alternative means of achiev-
ing the state's purpose would be less onerous. 2 s Moreover, the Court
is reluctant to strike down certain types of local regulations that are
traditionally considered to be within a state's power, such as safety
legislation.' Consequently, a commerce clause conflict entails an
in-depth examination of the burdens and benefits of the state stat-
ute, a review of less burdensome alternatives, and a determination
of whether the statute is of a type that the Supreme Court has been
reluctant to strike down.

C. Security Act Provisions

Federal securities laws do not specifically preempt state "blue
sky" legislation. Section 28 of the 1934 Act expressly preserves state
jurisdiction over securities or persons, unless the state laws conflict
with provisions of the Act.' 7 No state statutes have been invalidated
in the past on the basis of section 28 of the 1934 Act. 12'

123. See Pike v. Bruce Church, Inc., 397 U.S. 137, 142 (1970), citing Huron Portland
Cement Co. v. Detroit, 362 U.S. 440, 443 (1960):

If a legitimate local purpose is found, then the question becomes one of degree. And
the extent of the burden that will be tolerated will of course depend on the nature
of the local interest involved, and on whether it could be promoted as well with a
lesser impact on interstate activities.

397 U.S. 142.
124. See, e.g., South Carolina State Highway Dep't v. Barnwell Bros., Inc., 303 U.S.

177, 190-91 (1938).
125. See, e.g., Pike v. Bruce Church, Inc., 397 U.S. 137, 142 (1970).
126. Id. at 143.
127. 15 U.S.C. § 78bb(a) (1976). "Nothing in this chapter shall affect the jurisdiction

. . . of any state over any security or any person insofar as it does not conflict with the
provisions of this chapter or the rules and regulations thereunder." Id. Similarly, § 18 of the
1933 Act also preserves state jurisdiction. Id. § 77(r).

128. See Great Western United Corp. v. Kidwell, 577 F.2d 1256, 1271 (5th Cir. Aug.
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D. Recent Developments

During the survey period, the Fifth Circuit decided the land-
mark case of Great Western United Corp. v. Kidwell,' which in-
volved the preemption of a state securities regulation. Great West-
ern, the plaintiff-appellee (a Delaware corporation), maintained its
major executive offices in Dallas. The defendant-appellant was the
Director of the Idaho Department of Finance and was responsible
for enforcing the Idaho takeover statute. 130 Great Western made a
tender offer to shareholders of Sunshine Mining and Metal Co.
(Sunshine), a Washington corporation with principal executive of-
fices and more than half of its assets located in Idaho. Because the
tender offer was national in scope, and because Great Western used
the means and facilities of interstate commerce and the mails in
making the tender offer, Great Western was required to comply with
the provisions of the Williams Act.' 3 ' Furthermore, Sunshine's ac-
tivities in Idaho were sufficient to accord it the status of a "target
company" under the Idaho takeover statute.' Thus, under Idaho
law, Great Western was required to comply with Idaho takeover
provisions, which required more extensive disclosure than man-
dated by the Williams Act.' Although Great Western initially tried
to comply with the Idaho takeover statute, the attempted compli-
ance created further delays in its acquisition efforts. Therefore,
Great Western filed suit to invalidate the Idaho act. The district
court held that the Idaho takeover statute was preempted by the
Williams Act and that it violated the commerce clause.'34 The court
granted a declaratory judgment and injunctive relief against the
Idaho officials. The Fifth Circuit affirmed.'35 The Fifth Circuit, in
its consideration of the preemption issue, initially discussed the

1978), rev'd on other grounds sub noma., Leroy v. Great Western United Corp., 99 S. Ct. 2710
(1979).

129. 577 F.2d 1256 (5th Cir. Aug. 1978), rev'd on other grounds sub nom., Leroy v. Great
Western United Corp., 99 S. Ct. 2710 (1979).

130. IDAHO CODE §§ 30-1501 to 1513 (Supp. 1979).
131. 15 U.S.C. §§ 781(i), 78m(d)-78m(e), 78n(d)-78n(f) (1976).
132. See IDAHO CODE § 30-1501(6) (Supp. 1979).
133. Great Western's activities were also subject to the takeover statutes of New York

and Maryland. Those states, however, agreed not to enforce their provisions against Great
Western.

134. Great Western United Corp. v. Kidwell, 577 F.2d 1256, 1264 (5th Cir. Aug. 1978),
rev'd on other grounds sub nom., Leroy v. Great Western United Corp., 99 S. Ct. 2170 (1979).

135. 577 F.2d at 1287. The opinion also includes an interesting and novel discussion of
jurisdiction and venue. Id. at 1265-74.
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supremacy clause and section 28 of the 1934 Act. 3 The court ana-
lyzed the background of federal tender offer legislation by scrutiniz-
ing legislative history and current statutory provisions. After this
examination, the court determined that Congress did not intend to
favor either the target company or the offering company. 3 ' Rather,
in the court's view, Congress preferred the "market approach." The
fundamental purpose of this approach is to provide investors with
information concerning both the target company and the offeror. 138

Thus, the court concluded that the "fiduciary approach" of the
Idaho takeover statute not only favored the incumbent manage-
ment, but protected the investors in a manner rejected by Con-
gress.13

1 Consequently, the court held that, because the Idaho stat-
ute conflicted with the Williams Act, the statute was not protected
by the provision concerning preservation of state jurisdiction found
in section 28 of the 1934 Act. Because the Idaho statute conflicted
with federal law, the court determined that the statute could not
stand under the supremacy clause.1 40

The court also discussed the validity of the Idaho takeover stat-
ute under the commerce clause.' The Fifth Circuit rejected Idaho's
contention that Congress consented to state takeover laws that
might contravene the commerce clause. The court interpreted sec-
tion 28 as merely directing that federal securities laws should not
be interpreted as a total displacement of state securities regulations.
Further, in referring to the legislative history of section 28, the Fifth
Circuit noted that the jurisdiction preserved in section 28 is limited
to regulate intrastate transactions.' Because the Idaho takeover
statute regulated interstate transactions, the statute was not pro-
tected by section 28.

The Fifth Circuit next applied the "benefit-versus-burden"
test. The court conceded that the Idaho law served legitimate local
interests,' but noted the impact of the law on interstate commerce.

136. Id. at 1274-81. The court in fact concluded that the draftsmen of section 28 in-
tended to restate the supremacy clause. Id. at 1276.

137. Id. at 1277-81.
138. Id. at 1276.
139. Id. at 1279-81.
140. Id. at 1274-81. The court cited Hines v. Davidowitz, 312 U.S. 52 (1941), striking

down the statute because "it stands as an obstacle to the accomplishment and execution of
the full purposes and objectives of Congress." 577 F.2d at 1275.

141. Id. at 1281-86.
142. Id. at 1281. The express wording of the provision, however, invokes no such limita-

tion. 15 U.S.C. § 78bb(a) (1976).
143. 577 F.2d at 1282-83.
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The court balanced the benefits and the burdens and concluded
that the burdens upon interstate commerce outweighed the legiti-
mate local benefits provided by the Idaho takeover statute."' Addi-
tionally, the court ascertained that Idaho could achieve its goals by
alternative means that are less offensive to the commerce clause.'
The court concluded that the Idaho statute conflicted with both the
commerce clause and the supremacy clause and was not protected
by section 28.

The Fifth Circuit's holding in Great Western is novel because
the court disposed of issues never before decided by a court of ap-
peals. The decision, however, should not overly concern state legis-
latures, because the Fifth Circuit identified many important consid-
erations as prerequisites to preemption. First, section 28 of the 1934
Act precludes invalidation unless the state regulation conflicts with
a federal securities law, or applies to interstate transactions.'"1 Sec-
ond, the supremacy clause will cause preemption only if Congress
expressly or impliedly reserves complete authority in an area of
regulation. 4 ' Finally, a state provision will be invalidated as con-
flicting with the commerce clause only after the court has (1) care-
fully balanced the benefits of the legislation against the burdens
upon interstate commerce, (2) considered the legitimate interests
served by the provision, (3) determined that Congress neither con-
sented to the scope of the state provision nor waived commerce
clause provisions, and (4) determined that the state could achieve
its goal by a less burdensome alternative. 8s Therefore, as the court
illustrated in Great Western, there is little need to fear extensive
invalidation of state securities regulations.

IV. CONCLUSION

Although the current survey period was rather uneventful in the
number of securities cases decided by the Fifth Circuit, the four
decisions discussed in this article are significant in their analysis of
federal securities laws. Reid v. Hughes"' and National Bank of

144. Id. at 1285-86.
145. Id. at 1286.
146. See 15 U.S.C. § 78bb(a) (1976). Cf. Great Western United Corp. v. Kidwell, 577

F.2d 1256, 1281 (5th Cir. Aug. 1978), rev'd on other grounds sub nora., Leroy v. Great Western
United Corp., 99 S. Ct. 2710 (1979) (by implication, that a securities regulation affecting
transactions beyond the state's border is not protected by § 28).

147. Cf. notes 114-17 supra, and accompanying text.
148. See notes 122-26 supra, and accompanying text.
149. 578 F.2d 634 (5th Cir. Aug. 1978).
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Commerce v. All American Assurance Co. 150 strongly reaffirm the
Fifth Circuit's position that (1) a pledge of securities as collateral
for a loan is neither a purchase nor a sale of securities for purposes
of the securities acts, and (2) a note given in exchange for a loan is
not within the definition of "security" under the Acts. In SEC v.
Blatt,'5' the court extended the requirement of scienter to SEC en-
forcement actions for the first time since the Supreme Court's opin-
ion in Ernst & Ernst. Finally, in Great Western United Corp. v.
Kidwell' 52 the Fifth Circuit became the first federal court of appeals
to invalidate a state securities regulation on the grounds that the
regulation conflicted with section 28 of the 1934 Act, the supremacy
clause, and the commerce clause.

Craig E. Power

150. 583 F.2d 1295 (5th Cir. Nov. 1978).
151. 583 F.2d 1325 (5th Cir. Nov. 1978).
152. 577 F.2d 1256 (5th Cir. Aug. 1978), rev'd on other grounds sub nor., Leroy v. Great

Western United Corp., 99 S. Ct. 2710 (1979).
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