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I. INTRODUCTION

During the survey period, the Fifth Circuit decided eleven cases
treating federal and state securities law issues.' Two cases examined
what is a security. 2 Another two cases3 focused upon the requirements
for a well-pleaded claim under section 10(b) of the Securities Ex-
change Act of 1934 and rule lOb-5 (a "10b-5 claim"). 4 An additional
two cases considered, among other questions, what is adequate public

* Associate, Haynes and Boone, Dallas, Texas; B.A., Harvard College, 1980; M.A.,

Harvard University, 1981; J.D. New York University, 1986. The author wishes to thank his
legal assistant, Jean Naczi, for her help in the preparation of this article.

1. Isquith v. Middle S. Utils., Inc., 847 F.2d 186 (5th Cir. June), cert. denied,
U.S. ., 109 S. Ct. 310, 102 L. Ed. 2d 329 (1988), was previously discussed in Stinemetz,
Securities, Fifth Circuit Survey, 20 TEx. TECH L. REv. 587, 618-23 (1989).

2. Adena Exploration, Inc. v. Sylvan, 860 F.2d 1242 (5th Cir. Nov. 1988); Sparks v.
Baxter, 854 F.2d 110 (5th Cir. Sept. 1988). See infra notes 10-64 and 65-107 and accompanying
text.

3. Abell v. Potomac Ins. Co., 858 F.2d 1104 (5th Cir. Nov. 1988), cert. granted and
judgment vacated sub nom. Fryar v. Abell, -. U.S. __ , 109 S. Ct. 3236, 106 L. Ed. 2d
584 (1989), remanded, 884 F.2d 196 (5th Cir. 1989); Bane v. Sigmundr Exploration Corp.,
848 F.2d 579 (5th Cir. June 1988). See infra notes 110-270 and 273-95 and accompanying text.

4. Securities Act of 1933, § 10b, 15 U.S.C. § 77j(b) (1982); rule lOb-5, 17 C.F.R. §
240.10b-5 (1988). This survey employs several customary titles for significant federal securities
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disclosure of material information in a self-tender offer.' Yet another
case discussed how the corporate veil may be pierced in Texas. 6

Finally, four cases analyzed when the Fifth Circuit may review
whether arbitration clauses in brokerage agreements are binding. 7

II. WHAT IS A SECURITY?

Whether oil and gas interests are securities or merely indicia of
proprietary ownership is a question which perennially confronts the
Fifth Circuit. Interests in oil and gas enterprises may be deemed to
be securities in two ways. On one hand, oil and gas interests may
be deemed to be securities because the statutory definition of the
term security within the 1933 Act includes "fractional undivided
interests in oil and gas." ' On the other hand, oil and gas interests

laws. The Securities Act of 1933, 15 U.S.C. § 77, is hereinafter referred to as the "1933 Act."
The Securities Exchange Act of 1934, 15 U.S.C. § 78, is hereinafter referred to as the "1934
Act." The Racketeer Influenced and Corrupt Organizations Act, 18 U.S.C. §§ 1961-1968, is
hereinafter referred to as "RICO."

5. Bolton v. Tesoro Petroleum Corp., 871 F.2d 1266 (5th Cir. Apr.), cert. denied, -
U.S. -, 110 S. Ct. 83, 107 L. Ed. 2d 49 (1989); Ward v. Succession of Freeman, 854 F.2d
780 (5th Cir. Sept. 1988), cert. denied, ____U.S. -, 109 S. Ct. 2064, 104 L. Ed. 2d 629
(1989). See infra notes 365-423, 305-64 and accompanying text.

6. Gibraltar Savings v. LDBrinkman Corp., 860 F.2d 1275 (5th Cir. Dec. 1988), cert.
denied, ____U.S. , 109 S. Ct. 2432, 104 L. Ed. 2d 988 (1989). See infra notes 424-87
and accompanying text.

7. Purdy v. Monex Int'l Ltd., 867 F.2d 1521 (5th Cir. Mar.), cert. denied, -. U.S. -

110 S. Ct. 180, 107 L. Ed. 2d 136 (1989); Turboff v. Merrill Lynch, Pierce, Fenner & Smith,
Inc., 867 F.2d 1518 (5th Cir. Mar. 1989); Jolley v. Paine Webber Jackson & Curtis, Inc., 867
F.2d 891 (5th Cir. Mar. 1989); Rauscher Pierce Refsnes, Inc. v. Birenbaum, 860 F.2d 169 (5th
Cir. Nov. 1988). See infra notes 491-505 and accompanying text (discussing these cases
collectively).

8. 15 U.S.C. § 77b(l) (1982). The text of the statute is as follows:
The term "security" means any note, stock, treasury stock, bond, debenture, evidence
of indebtedness, certificate of interest or participation in any profit-sharing agree-
ment, collateral-trust certificate, preorganization certificate or subscription, transfer-
able share, investment contract, voting-trust certificate, certificate of deposit for a
security, fractional undivided interest in oil, gas, or other mineral rights, any put,
call, straddle, option, or privilege on any security, certificate of deposit, or group
or index of securities (including any interest therein or based on the value thereof),
or any put, call, straddle, option, or privilege entered into on a national securities
exchange relating to foreign currency, or, in general, any interest or instrument
commonly known as a "security," or any certificate of interest or participation in,
temporary or interim certificate for, receipt for, guarantee of, or warrant or right
to subscribe to or purchase, any of the foregoing.

Id.
The preamble to § 2, nonetheless, qualified this definition by adding "unless the context
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may be construed as "investment contracts" which also come within
the definition of security under the 1933 Act. 9 During this survey
period, the Fifth Circuit employed these two tests in order to ascertain
whether oil and gas interests were securities in two intriguing cases,
Adena Exploration Co. v. Sylvan 0 and Sparks v. Baxter."

The Fifth Circuit in this survey period first faced the question
whether an undivided fractional interest in an oil and gas enterprise
was a security in Adena Exploration Co. v. Sylvan. 2 The Adena
Exploration Company offered certain sophisticated investors an op-
portunity to participate in a program for exploration and drilling for
oil and gas deposits on leases covering approximately 800 acres in
Nacogdoches County, Texas. 3 Sylvan, a private investor, bought a
twenty-five percent participation interest in the oil and gas exploration
program. '4

Sylvan became concerned about the oil and gas program when
he discovered that the leases were subject to Pugh clauses 5 and that
Adena had charged certain general overhead costs against lease
costs. 16 As a result of these discoveries, Sylvan notified Adena that
he was exercising a right to rescind his investment. 7 Adena then sued
Sylvan in Texas state court for funds owed by Sylvan under the

otherwise requires ...." 15 U.S.C. § 77b (1982). In consequence, courts have been forced to
interpret this statutory definition with some regularity. See, e.g., lanni, "Security" under the
Glass-Steagall Act and the Federal Securities Acts of 1933 and 1934: The Direction of the
Supreme'Court's Analysis, 100 BANKING L.J. 100 (1983); Note, Continuing Confusion in the
Definition of a Security: The Sale of Business Doctrine, Discretionary Trading Accounts, and
Oil, Gas and Mineral Interests, 40 WASH. & LEE L. REV. 1255 (1983).

9. 15 U.S.C. § 77b(1) (1982). The definition of security has been held by the Supreme
Court to be "virtually identical" for purposes of both the 1933 and 1934 Acts. Tcherepnin v.
Knight, 389 U.S. 332, 335 (1967).

10. 860 F.2d 1242 (5th Cir. Nov. 1988); see infra notes 12-64 and accompanying text.
11. 854 F.2d 110 (5th Cir. Sept. 1988); see infra notes 65-107 and accompanying text.
12. 860 F.2d 1242 (5th Cir. Nov. 1988).
13. Id. at 1243.
14. Id.
15. A Pugh clause is a "type of pooling clause which provides that drilling operations on

or production from a pooled unit or units shall maintain the lease in force only as to lands
included within such unit or units." H. WILLIAMS & C. MEYERS, On AND GAS LAW: MANUAL

OF On. AND GAS TERMS 788-89 (7th ed. 1987). Called a Freestone Rider in Texas, a Pugh
clause modifies the effect of most lease pooling clauses by severing pooled portions of the
lease from unpooled portions of the lease so that drilling or production on a pooled portion
will not maintain the lease as to unpooled portions. See J. LowE, OIL AND GAS LAW IN A

NUTSHELL 257-58 (2d ed. 1988)..
16. 860 F.2d at 1243.
17. Id. at 1243.
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participation agreement. 8 Sylvan removed the suit to a Texas district
court on the grounds of diversity of citizenship. 19 Sylvan alleged in
the district court that the participation agreement violated the federal
securities laws because it had failed to disclose material terms of the
enterprise, including the fact that certain leases contained Pugh
clauses and had earlier lease expiration dates3 ° The district court
found that sale of the interests in the oil and gas program constituted
the sale of a security and that Adena had materially misrepresented
lease expiration dates, the existence of Pugh clauses, and the overhead
charged to the lease costs. 21 Consequently, the district court rescinded
the sale of a twenty-five percent interest to Sylvan on the ground
that Adena had violated federal securities laws. 22 Subsequently, Adena
appealed the order of rescission. 2 Adena did not challenge the district
court's finding that material misrepresentations had been made, but
instead argued that the interest sold to Sylvan was not a security and
therefore was not subject to federal securities laws.2

Judges Garza, Higginbotham, and Smith analyzed the appeal on
behalf of the Fifth Circuit. 25 The only issue of law presented in the
appeal was whether Sylvan's interest in Adena's oil and gas enterprise
was a security for purposes of the 1933 Act. Judge Higginbotham,
writing for the panel, noted that as a general matter fractional
undivided interests in oil and gas have been found to be securities
subject to regulation under both the 1933 and 1934 Acts. 26 In fact,
Judge Higginbotham commented that the Fifth Circuit had previously
held that an assignment of a fractional undivided interest in oil and
gas rights is a security within the definition of section 2(1) of the
1933 Act. 27 Indeed, four other federal circuit courts and the United

18. Id.
19. Id.
20. Id.
21. Id. at 1243-44.
22. Id. at 1244.
23. Id.
24. Id.
25. Id. at 1243.
26. Id. at 1244.
27. Id. See generally Nor-Tex Agencies, Inc. v. Jones, 482 F.2d 1093, 1098 (5th Cir.

1973) (applying Moses), cert. denied, 415 U.S. 977 (1974); Moses v. Michael, 292 F.2d 614,
618 (5th Cir. 1961) (finding that an assignment of a fractional undivided interest in oil and
gas rights is a security); Roe v. United States, 287 F.2d 435 (5th Cir.) (distinguishing investment
contracts and fractional undivided interests in oil and gas), cert. denied, 368 U.S. 824 (1961).

[Vol. 21:503
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States Supreme Court either directly or by implication have deter-
mined that a fractional undivided interest in oil and gas is a security. 2

Given this precedential background, it would appear incontrovertible
that a fractional undivided interest in oil and gas is a security.

Adena, however, advanced a novel theory under which Sylvan's
newly fractionalized undivided interest in oil and gas would not be
a security within the meaning of the 1933 and 1934 Acts. 29 Adena
argued that the fractional undivided interest in oil and gas must not
only come within the express statutory definition of security, but it
also must meet the applicable test for an investment contract. 30

On the one hand, section 2(1) of the 1933 Act expressly includes
in the definition of security any "fractional undivided interest in oil,
gas, or other mineral rights."' 3' This statutory inclusion of fractional
undivided interests in oil and gas has sufficed in other circuits to
bring interests similar to Sylvan's oil and gas interests within the
definition of security for purposes of the federal securities laws. 32

Adena did not distinguish precedents in other federal circuits holding
that the statutory definition suffices alone.33 Adena contended, nev-
ertheless, that courts must also look to the "economic reality" of
an interest in order to ascertain whether the interest constitutes a
security under the Howey test. 34 In Howey,31 the Supreme Court held
that an interest could be an investment contract and therefore a
security if it is a contract, transaction, or scheme whereby a person
invests his money in a common enterprise in expectation of earning
profits solely from the efforts of others.3 6 If a court found that an

28. Pinter v. Dahl, 486 U.S. 622 (1988) (invoking securities laws in case involving fractional
undivided oil and gas interests); Simon Oil Co. v. Norman, 789 F.2d 780 (9th Cir. 1986);
Penturelli v. Spector, Cohen, Gadon & Rosen, 779 F.2d 160 (3rd Cir. 1985); Woodward v.
Wright, 266 F.2d 108 (10th Cir. 1959); Whittaker v. Wall, 226 F.2d 868 (8th Cir. 1955).

29. 860 F.2d at 1245.
30. Id.
31. 15 U.S.C. § 77b(1) (1988).
32. 860 F.2d at 1245.
33. Id. at 1246.
34. Id.
35. SEC v. Howey Co., 328 U.S. 293 (1946).
36. Id. at 298-99. The Supreme Court's analysis in Howey focused upon the requirement

that profits result solely from the efforts of others. Id. at 299. Since Howey, this test has
been broadened, in both the Fifth Circuit and in other federal jurisdictions, to an inquiry as
to whether "the efforts made by those other than the investor are undeniably significant ones,
those essential managerial efforts which affect the failure or success of the enterprise."
Williamson v. Tucker, 645 F.2d 404, 418 (5th Cir.) (quoting SEC v. Glenn W. Turner Enters.,

1990]
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interest constituted an investment contract under the Howey test,
then the interest also would be a security insofar as "investment
contract" is included within the definition of security under section
2(1) of the 1933 Act.37

The Fifth Circuit rejected Adena's argument.3" Judge Higgin-
botham noted that the United States Supreme Court in Landreth
Timber Co. v. Landreth39 had declined to apply the Howey test to
the sale of stock for the reason that the "Howey economic reality
test was designed to determine whether a particular instrument is an
'investment contract,' not whether it fits within any of the examples
listed in the statutory definition of 'security.' "40 Judge Higginbotham
also noted that the Third Circuit had also read Landreth to limit the
application of the Howey test. 4

1 In particular, the Third Circuit in
Penturelli v. Spector, Cohen, Gadon & Rosen,4 2 found that the
Howey test was inapplicable in order to determine whether mineral
interests were securities. 43 The Third Circuit specifically rejected the
argument that Landreth was limited only to determining whether
stock was a security." Instead, the Third Circuit ruled that an
instrument falling squarely within the statutory definition of security
was in fact a security without further examination of the economic
reality underlying the interest involved. 4 Consequently, Judge Hig-
ginbotham concluded that the Fifth Circuit must examine whether
Sylvan's interests in the oil and gas program was covered by the
plain language of the definition - that is, "whether it lends itself
to consistent definition and is provable by its characteristics."4 Under

Inc., 474 F.2d 476, 482 (9th Cir.), cert. denied, 414 U.S. 821 (1973)), cert. denied, 454 U.S.
897 (1981).

The Ninth Circuit has adopted a risk capital test in order to define a security. Great Western
Bank & Trust v. Kotz, 532 F.2d 1252, 1256-57 (9th Cir. 1976). The Fifth Circuit has not
adopted the risk capital test. See Martin v. T.V. Tempo, Inc., 628 F.2d 887, 891 (5th Cir.
1980).

37. 15 U.S.C. § 77b(1) (1988).
38. 860 F.2d at 1249.
39. 471 U.S. 681 (1985).
40. Id. at 691.
41. 860 F.2d at 1248.
42. 779 F.2d 160 (3rd Cir. 1985).
43. 860 F.2d at 1248.
44. Id. at 1248-49.
45. Id. at 1248.
46. Id. at 1249.

[Vol. 21:503
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this test,.the Fifth Circuit concluded that Sylvan's interest in the oil
and gas program was a "fractional undivided interest" in oil and
gas and therefore came squarely within the definition of a security
under section 2(1) of the 1933 Act. 47 The economic reality test of
Howey, the Fifth Circuit further found, did not apply to situations
in which the alleged securities came within the statutory definition
of "security" under section 2(1). 48

Yet even the statutory definition of security under section 2(1)
of the 1933 Act is applicable "unless the context otherwise re-
quires." ' 49 Conceivably, this qualification of the statutory definition
of security, which is the basis for the Fifth Circuit's determination
that fractional undivided interests in oil and gas are securities, may
require the Fifth Circuit to investigate the factual context of any
transaction alleged to involve a security. In Adena, however, the
Fifth Circuit determined that this qualifying phrase must be read
more narrowly.50 Judge Higginbotham noted that in Supreme Court
cases interpreting the definition of security under section 2(1) of the
1933 Act, the Supreme Court did not investigate the factual context
of any particular transaction, but instead turned to the legislative
and regulatory context (i.e., whether Congress would have intended
that the 1933 Act apply to a particular interest). 5 In Adena, Judge
Higginbotham could not find any evidence that the legislative and
regulatory context in which Sylvan's interest was sold would otherwise
protect Sylvan absent an application of the federal securities laws.5 2

If there was no duplicative protection by other legislation, Judge
Higginbotham was free to conclude that Congress intended the
securities laws to apply to Sylvan's interest. 3 Accordingly, the specific
inclusion of Sylvan's interest within the statutory definition of a
security under section 2(1) of the 1933 Act could not be refuted by
Adena's assertion that the economic context in which Adena sold
Sylvan an interest in the oil and gas program did not indicate that
it was a security.54

47. Id.
48. Id.
49. 15 U.S.C. § 77b (1988).
50. 860 F.2d at 1250.
51. Id.
52. Id.
53. Id. at 1251.
54. Id. at 1251-52.

1990]
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As a result of its analysis, the Fifth Circuit found that if a
financial instrument is a fractional interest in oil and gas, then the
instrument must be a security." The Fifth Circuit arrived at this
result not because such a rule is consistent with economic theory,
but because the language in the 1933 Act forced the result regardless
whether it fit economic reality.5 6 The Fifth Circuit specifically noted
that the use of economic theory in this case was foreclosed by
precedent, statutory text and congressional intent.5 7 A contrary result,
Judge Higginbotham noted, would have two dilatorious effects.5"
First, full application of the economic reality test of Howey would
make financial instruments into "juridical chameleons" which would
change as a result of minor variations in factual circumstances and
would consequently seriously undermine market certainty.59 Second,
Judge Higginbotham noted that any "ad hoc creation of policy
inherent in any effort to 'adjust' the meaning of a sale of 'fractionally
undivided interest in oil and gas' " might well lead to the problems

55. Id. at 1252.
56. Id. at 1253. The court stated:

As Landreth made clear, the basis for our holding is necessarily textual, not
functional. The Landreth Court determined that stock was always a security within
the meaning of the Act not because such a rule would be consistent with economic
theory, but, on the contrary, because the language of the Act compelled that result
regardless of whether supported by finance theory.

We would depart from our proper course were we to offer a broad, functionalist
definition of a security. Such a theory might have much going for it as a matter of
policy science or economic theory. But as legal doctrine, it is flawed by a misreading
of the Supreme Court's highly textual definition of a security; the theory's policy
implications, whatever they may be, could in no way overcome the problems resulting
from the theory's inattention to the statutory text. Although economic theory may
in appropriate instances contribute to the development of legal theory, its use here
is foreclosed by precedent, statutory text, and Congressional intent.

Id. (emphasis in original).
57. Id.
58. Id. at 1254.
59. Id.

To predicate the definition of a security upon a detailed analysis of corporate control
and investment devices would make the applicability of the Securities and Exchange
Acts turn upon extended litigation, the peculiar characteristics of purchasers and
sellers, and the nature of distinct transactions. By making financial instruments into
"judicial chameleons," which change into securities as the result of minor variations
in background, an economic approach would detract from the market certainty,
reliability, and stability that the Acts aim to establish by their program of full and
fair disclosure.
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of judicial policymaking which already afflict the courts as a result
of the judicially created right to enforce rule lOb-5A0

The significance of Adena lies partly in what it says and partly
in what it does not say. On the one hand, Adena for the first time
specifies that the Fifth Circuit has adopted a generally prevalent rule
that the Howey test only applies when interpreting whether a partic-
ular instrument is an investment contract, not whether any instrument
is a security. 6' This rule follows from a general tenet that economic
tests, while useful in interpreting Congressional intent in ambiguous
cases, should not be employed when Congressional intent is unam-
biguous. 62 On the other hand, the Fifth Circuit did not permit the
novel theory advanced by Adena to prevail.6 Had this theory pre-
vailed, then district courts throughout the Fifth Circuit would have
been forced to analyze the factual circumstances surrounding the sale
or purchase of any financial instrument alleged to be a security in
order to determine whether it actually functions as a security.6

4 Such
a result would have seriously complicated securities litigation in the
Fifth Circuit and possibly have undermined the investment climate
in the Fifth Circuit.

The Fifth Circuit in the survey period also faced the question
whether investors' interests in several oil and gas programs collectively
established as a joint venture were securities in Sparks v. Baxter.6

60. Id.
On balance, we are persuaded that our reading of the Securities Act gives meaning
to the full statute and the congressional purpose behind it. We decline to succumb
to the temptation to write a better statute for Congress. We will not lightly assume
that Congress intended to leave to judges the ad hoc creation of policy inherent in
any effort to "adjust" the meaning of a sale of a "fractional undivided interest in
oil and gas." The judicially created right to enforce Rule lOb-5 is a paradigmatic
example of the problems that may follow from judicial policy making in this area.

Id.
61. Id. at 1247.
62. Id. at 1254.

By none of this do we mean to deny that economics may in some cases be a useful,
if not indispensable, aid to judicial decision making. Where application of a legal
standard, or the existence of legal ambiguity, compels judges to formulate legal rules
compatible with commercial practices and purposes, recourse to economics is appro-
priate. (Citations omitted.) Economics, however, must not be used as a lever by
which to force ambiguity into legal rules that would otherwise be clear.

Id.
63. Id. at 1249.
64. Id. at 1250.
65. 854 F.2d 110, 113 (5th Cir. Sept. 1988).

1990]
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In Sparks, the defendant, Brady Baxter, and his father, R. P. Baxter,
Sr., agreed to participate with Don L. Sparks in the acquisition of
certain Texas oil leases in Reagan County. 66 On February 15, 1984
Sparks and Brady Baxter, personally and as agent for his father,
executed a promissory note in the aggregate amount of $3,450,000
in order to finance the purchase of one-half interest in the oil leases. 67

On February 16, 1984, the leases were assigned to Sparks, who in
turn held equitable title to one-half of the leases in favor of the
Baxters .68

Having acquired the oil leases, Sparks and the Baxters solicited
other investors to participate in an oil and gas program to explore
and drill on the leases. 69 Both Sparks and the Baxters solicited
investors.70 After the sale of various shares in the oil and gas program
to investors, Sparks retained a 23.9% working interest and the Baxters
collectively retained a 28.8% interest in the oil leases. 7

1 Sparks
received a cash commission totalling $135,768 and a carried working
interest of 5.7% in the oil and gas program.7 2 The Baxters collectively
received cash commissions of $100,768 and a carried interest of
1.03844% for their efforts. 73 Sparks and the Baxters also received
the privilege of paying expenses after costs were incurred by the
program, unlike the other investors. 74 The success of this initial oil
and gas program stimulated Sparks and the Baxters to repeat their
success in other programs.75 Eventually, Sparks and the Baxters set
up twenty-six similar drilling ventures. 76

66. Id. at Ill.
67. Id.
68. Id. at 112.
69. Id.
70. Id.
71. Id.
72. Id.
73. Id.
74. Id.
75. Id.
76. R.P. Baxter in a memorandum to a bank trust officer later characterized Brady Baxter

and himself as active investors who "derive their major share of income and increase of net
worth from their heads-up participation on some basis with non-active investors to develop
the leases assigned to drill for development of oil and gas income." Id.

Although not specifically referenced in Judge Politz's reasoning, this statement figured
prominently in Judge Politz's recitation of the facts and obviously compromised any assertion
by the Baxters that they had only undertaken a passive investment role consistent with the
acquisition of a security. Id. at 113-14.

[Vol. 21:503
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The Baxters in August 1985 ceased paying their share of the
drilling and operating expenses in various oil and gas programs with
Sparks.7 In April 1986, Sparks sued the Baxters in a state court in
Midland, Texas for breach of contract.7 8 The Baxters removed the
case to federal court and counterclaimed for fraud, negligent misrep-
resentation, sale of unregistered securities, conspiracy to defraud,
and various violations of the Texas Deceptive Trade Practices Act.79

Sparks later amended his complaint in order to allege fraud by the
Baxters.8 0 Ultimately, the jury awarded Sparks $300,000 for breach
of contract, $100,000 for fraudulent inducement, and $100,000 in
punitive damages.8 The Baxters' counterclaims were rejected.8 2 The
trial judge rejected the claim for $100,000 damages for fraudulent
inducement but awarded Sparks attorneys' fees of $143,193 and
expenses of $21,362.83 The Baxters appealed to the Fifth Circuit,
alleging that the evidence did not support the verdict insofar as the
Baxters were not joint venturers with Sparks.8 4 The Baxters also
contended that Sparks violated both the federal and Texas securities
laws.85

A Fifth Circuit panel composed of Circuit Judges Politz and
Johnson and District Judge Boyle considered the Baxters' appeal.8 6

Judge Politz, writing for the panel, readily concluded that the jury's
determination that Sparks and the Baxters had formed joint ventures
in their various oil and gas programs was adequately supported by
the evidence.8 7 Noting that the joint venture essentially put together
lease packages and marketed them to public investors, retaining a
substantial percentage share as profit, Judge Politz found that the
various oil and gas programs constituted a community of interest,
an agreement to share gains and losses, and a mutual right of
control. 8 Business ventures bearing these characteristics have been

77. Id. at 112.
78. Id.
79. Id.
80. Id.
81. Id. at 113.
82. Id.
83. Id.
84. Id. at 111.
85. Id.
86. Id.
87. Id.
88. Id. at 113.

19901
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held by the Texas Supreme Court to be joint ventures. 9 Consequently,
Judge Politz concluded that the oil and gas programs at issue were
joint ventures. 90

Whether Sparks had violated state and federal securities laws,
however, proved less readily discernible. 9' The Baxters maintained
that despite the existence of a joint venture between Sparks and the
Baxters, the Baxters' interests in the oil and gas programs represented
an investment contract. 92 As investment contracts, the interests would
be securities subject to the Texas Securities Act,93 despite a general
rule that the existence of a joint venture is a defense to any cause
of action arising out of the Texas Securities Act.94 In short, the
Baxters maintained that their participations in the various oil and
gas programs were investment contracts separately subject to the
Texas Securities Act even if the oil and gas programs were joint
ventures .9

In analyzing the Baxters' claims, the Fifth Circuit looked to two
tests, the Howey test and the Youmans test. 96 Noting that Texas had
adopted the Howey test, 97 the Fifth Circuit upheld the jury's finding

89. Ayco Dev. Corp. v. G.E.T. Serv. Co., 616 S.W.2d 184, 186 (Tex. 1981).
90. 854 F.2d at 113.
91. Id.
92. Id.
93. TEX. REV. Crv. STAT. ANN. arts. 581-1 - 581-39 (Vernon 1964 & Supp. 1989).
94. 854 F.2d at 113; see Searsy v. Commercial Trading Corp., 560 S.W.2d 637, 640 (Tex.

1977) (adopting elements of an investment contract test set forth by the Supreme Court in
SEC v. W.J. Howey Co., 328 U.S. 293, 301 (1946)).

95. 854 F.2d at 113-14.
96. The Howey test, as subsequently modified, defines an investment contract to include

any instrument reflecting a transaction in which a person invests money in a common enterprise
in expectation of gain from the efforts of others. SEC v. W.J. Howey Co., 328 U.S. 293,
298-99 (1946).

The Youmans test defines an investment contract to include any joint venture interest if
(1) an agreement among the parties leaves so little power in the hands of the partner
or venturer that the arrangement in fact distributes power as would a limited
partnership; or (2) the partner or venturer is so inexperienced and unknowledgeable
in business affairs that he is incapable of intelligently exercising his partnership or
venture powers; or (3) the partner or venturer is so dependent on some unique
entrepreneurial or managerial ability of the promoter or manager that he cannot
replace the manager of the enterprise or otherwise exercise meaningful partnership
or venture powers.

Youmans v. Simon, 791 F.2d 341, 346 (5th Cir. 1986) (citing Williamson v. Tucker, 645 F.2d
404, 424 (5th Cir.), cert. denied, 454 U.S. 897 (1981)); see also Folladori & Stinemetz,
Securities, Fifth Circuit Survey, 19 TEX. TECH. L. REV. 825, 827-32 (1988) (discussing
Youmans).

97. 854 F.2d at 113.
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that no investment contract existed, particularly in light of the fact
that the oil and gas programs were a joint effort in which the Baxters
could not have expected profits solely from the efforts of Sparks. 9

Since the Baxters could not expect profit from the efforts of others,
then they could not have had an investment contract under the
Howey test.99

In addition, the Fifth Circuit found that the Baxters' joint
venture interests could not be considered securities for purposes of
the federal securities laws under the Youmans test.)° The Fifth Circuit
in Youmans found that a joint venture interest may be considered a
security if a venturer (1) has only such power as would be given a
limited partner, (2) is so inexperienced or unknowledgeable in business
affairs that it is incapable of intelligently exercising venture powers,
or (3) is so dependent on a unique entrepreneurial or managerial
ability of the manager of the venture that it cannot replace a manager
or otherwise exercise meaningful venture powers. 10° Judge Politz
noted specifically that the Baxters retained considerable power in the
oil and gas programs, including the power to select both investors
and properties. 0 2 Judge Politz also noted that the record indicated
that both Baxters were experienced in the oil and gas business and
that Sparks' expertise, although considerable, was neither so unique
nor irreplaceable that it circumscribed the Baxters' exercise of any
venture powers. 03 Consequently, the Baxters' interests in the oil and
gas programs could not be considered investment contracts under
either state or federal law.) 4 Therefore, the Fifth Circuit affirmed
the judgment against the Baxters.'0 5

In both Adena and Sparks, the Fifth Circuit refrained from
stretching the definitional boundaries of the term, "security," in
order to intervene in a district court decision. In Adena, the Fifth
Circuit adhered strictly to the statutory definition of security and

98. Id. at 114.
99. Id. at 113-14.

100. Id. at 114.
101. 791 F.2d 341, 346. See supra note 96.
102. 854 F.2d at 114.
103. Id.
104. Id.
105. Id. Although the Fifth Circuit affirmed the judgment against the Baxters, it reduced

the amount of the judgment. Id. at 114-15. In reducing the judgment, the Fifth Circuit rejected
the award of expenses incurred by the plaintiffs' attorneys in litigating the case because an
award of such expenses could not be made without express statutory authorization. Id. at 115.
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specifically declined "to succumb to the temptation to write a better
statute for Congress."0 6 In Sparks, the Fifth Circuit refused to find
that interests in oil and gas joint ventures were securities when such
a finding would have effectively carved out a large exception to prior
Fifth Circuit standards. 07 In both cases, the Fifth Circuit rejected
novel theories advanced by appellees in order to support district
courts which had diligently followed existing Fifth Circuit precedent.

III. PLEADING A SECURITIES FRAuD CLAIM

A. The Bond Case

The Fifth Circuit has amassed considerable expertise in the
analysis of securities fraud claims in bond offerings. Perhaps the
best example of this expertise is the Fifth Circuit's decision in Broad
v. Rockwell International Corp.10 In Broad, the Fifth Circuit au-
thored perhaps the most authoritative discussion of the fiduciary
duties of issuers and trustees in bond offerings. 1o9 This survey period
has afforded the Fifth Circuit with another opportunity to revisit the
law governing the potential liability of participants in bond offerings.
This case, Abell v. Potomac Insurance Co.,11° promises to be a new
classic of bond jurisprudence.

The litigation leading to the Fifth Circuit's decision in Abell
stemmed from the complex circumstances surrounding an offering

106. 860 F.2d at 1254.
107. 854 F.2d at 111.
108. 614 F.2d 418 (5th Cir. 1980), aff'd, 642 F.2d 929 (5th Cir. 1981) (en banc). A special

federal securities act protects bondholders of certain bond issuances. This act, the Trust
Indenture Act of 1939, sets forth special regulatory requirements for such bond issuances. 15
U.S.C. § 77aaa (1982). See generally T. HAZEN, THE LAW OF SEcuRiTas REGULATION 554-65
(1985); 2 L. Loss, SEcuriTms REGULATION 719-25 (2d ed. 1961) (both describing the regulatory
requirements for bond issuances).

109. 614 F.2d at 430-32.
110. 858 F.2d 1104 (5th Cir. Nov. 1988), cert. granted and judgment vacated sub nom.

Fryar v. Abell, -U.S. - , 109 S. Ct. 3236, 106 L. Ed. 2d 584 (1989), remanded, 884
F.2d 196 (5th Cir. 1989). The judgment in Abell was vacated and remanded to the Fifth
Circuit in light of the Supreme Court's recent holding on RICO liability in H.J. Inc. v.
Northwestern Bell Tel. Co., -U.S. -, 109 S. Ct. 2893, 106 L. Ed. 2d 195 (1989).
Insofar as the Fifth Circuit's judgment in Abell with regard to RICO liability is only tangential
to the case as a whole, the Supreme Court's vacation of the entire judgment appears overbroad.
In any event, the Fifth Circuit's reasoning in this opinion, if not its judgment, stands. The
reader should note, nevertheless, that until the Fifth Circuit has an opportunity to reconsider
its judgment in Abell, the precedential value of the case is in question.
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of bonds to finance construction of a counseling center."' These
circumstances, as set forth by the Fifth Circuit, stemmed from the
efforts of Joe Fryar to develop a home for the mentally retarded
and emotionally disturbed in a former school building in Cheneyville,
Louisiana. 1 2 Fryar incorporated the Westside Rehabilitation Center
as the corporate vehicle for the operation of this rehabilitation
project."3 Fryar seemingly envisaged that revenues from the Louisiana
Medicaid program would suffice to retire the bonds. 1 4

Fryar nonetheless needed to obtain independent initial funding
for the rehabilitation center." 5 In order to obtain the necessary
funding, Fryar decided to issue bonds through the Westside Reha-
bilitation Center." 6 As a first step in the issuance of these bonds,
Fryar hired a nationally known management study firm to evaluate
the rehabilitation center project.' '7 Unfortunately, that firm concluded
that the project was not financially viable because: (1) being totally
dependent on state Medicaid, it would be subject to the vagaries of
administrative cutbacks in the state Medicaid program in the event
that Medicaid reimbursements were delayed or reduced; (2) it would
be unable to retire its debt since it lacked any other working capital
whatsoever in case Medicaid reimbursements were delayed or reduced;
and (3) it depended upon placements of potential patients in a
rehabilitation center when the prevalent state policy required that
patients be placed in group homes."' Nevertheless, when Fryar threat-
ened to sue the management study firm, it agreed at length to sign
a letter stating that changed circumstances might render its conclu-
sions inapplicable. "9

Fryar then obtained the services of a real estate appraisal firm
to perform another feasibility study of the rehabilitation center
project. 20 That firm eventually rendered a report favorable to the
project.' 2' Even with this report in hand, Fryar was unable to obtain

111. Id. at 1109.
112. Id.
113. Id.
114. Id.
115. Id. at 1110.
116. Id.
117. Id.
118. Id.
119. Id.
120. Id.
121. Id.
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permission to finance the project through the Louisiana Public Fa-
cilities Authority. 22 Fryar's initial bond counsel resigned at that
point. 2 3 Unable to obtain authority to issue bonds through a state
agency, Fryar ultimately convinced the town of Cheneyville to back
a $13,555,000 municipal bond issue in order to finance the rehabil-
itation project. 4

In 1981, shortly before issuance of the bonds, Fryar (who had
purchased the facility to be used as a rehabilitation center for
$100,000 in 1978) sold the facility to All American Services, Inc.,' 12

for $150,000.126 All American then sold the facility to the Westside
Rehabilitation Center for $2,479,000, representing $2,000,000 in bonds
and $479,000 in cash. 127 All American permitted Fryar to pledge the
$2,000,000 in bonds to secure Fryar's performance as developer of
the rehabilitation center project. 128 This transaction had several ben-
eficial consequences for both Fryar and All American: (1) Fryar
made a fifty percent profit on the facility; (2) All American made
$2,329,000 profit on the facility; (3) All American obtained $2,000,000
worth of tax exempt municipal bonds; and (4) Fryar could claim
that he had pledged $2,000,000 of bonds toward the success of the
rehabilitation center project and imply that he had risked his own
money in the enterprise. 2 9

Upon the completion of these transactions with All American,
Fryar's various attorneys and underwriters proceeded to prepare for
the issuance of the bonds. 30 However, a few weeks before the closing
of the bond issuance the law firm serving as underwriter's counsel
for the two underwriters of the bond issue resigned, allegedly because
the associate working on the bond closing had left to join another
law firm.' The underwriters immediately hired Wright, Lindsey &

122. Id. Approval of the Louisiana Public Facilities Authority presumably was required in
order to comply with Louisiana statutory requirements for the issuance of state tax exempt
bonds. See LA. REv. STAT. ANN. §§ 2717.2, 4257 (West 1988).

123. Id.
124. Id.
125. Id. at 1111. All American Services, Inc. was a Bermuda corporation, contracted or

created by Fryar. Id.
126. Fryar had originally paid only $100,000 for the property sold to All American Services,

Inc. for $150,000. Id. at 1109, 1111.
127. Id. at 1111.
128. Id.
129. Id.
130. Id.
131. Id.
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Jennings to complete the transaction as underwriter's counsel.'3 2 As
underwriter's counsel, Wright, Lindsey & Jennings in the remaining
weeks undertook to perform the "due diligence" review of the
offering statements and other documents connected with the issuance
of the bonds on behalf of the underwriters in order to ascertain
whether this documentation met the disclosure requirements of the
federal securities laws.' 33 According to expert testimony, Wright,
Lindsey & Jennings failed to uncover omissions and misrepresentatins
in the final offering statement for the bonds, including the following:
(1) the offering statement failed to disclose the former ownership of
the facility by Fryar and its subsequent sale at greatly inflated prices
through All American to the Westside Rehabilitation Center; (2) the
offering statement stated that Fryar had pledged $2,000,000 of bonds
to the project, without disclosing that Fryar did not own the bonds;
and (3) the offering statement failed to mention the initial unfavorable
report on the financial feasibility of the rehabilitation center pro-
ject.1

34

After the issuance of the bonds, the financial position of the
rehabilitation center project rapidly decayed.'35 The fatal blow came
when Westside Rehabilitation Center lost approximately $300,000 in
a bank failure. 136 In January, 1983 an underwriter for the bonds sent
a letter to all of the bondholders informing them of the bank failure
and belatedly disclosing the information that had been omitted from
the offering statement. 37 Despite this red flag, a class action was not
filed on behalf of all the bondholders until July, 1984.138 Then, in
October 1984, the Westside Rehabilitation Center defaulted on an
interest payment on the bonds and in March 1985 it filed for
bankruptcy protection. 39 The Westside Rehabilitation Center missed

132. Id.
133. Id. Underwriters' counsel in securities offerings under the 1933 Act perform a due

diligence investigation of the facts disclosed in the registration statement on behalf of the
underwriters of the offering in order to mitigate the potential liability of the underwriters
under §§ 11 and 12 of the 1933 Act. For an authoritative explanation of such a due diligence
investigation, see Sherman, The Due Diligence Defense, MECHANICS OF UNDERWRITING 331
(Practicing Law Institute 1989) (covering the statutory bases of the "due diligence" defense
and the practical aspects of establishing the defense).

134. 858 F.2d at 1111-12.
135. Id. at 1112.
136. Id.
137. Id.
138. Id.
139. Id.
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four bond interest payments in bankruptcy from October 1984 to
April 1986.140 The bondholders not only lost these interest payments
but also found the interest rate of the four classes of bonds reduced
by the bankruptcy court.' 4' The Fifth Circuit later calculated the total
losses of the bondholders at $12,019,118. 142

After the bankruptcy reorganization of Westside Rehabilitation
Center, the bondholders continued to press their suit for securities
fraud against Fryar, All American, and Wright, Lindsey & Jen-
nings. 43 The bondholders asserted that Fryar and Wright, Lindsey
& Jennings had violated section 12 of the 1933 Act and the Louisiana
Securities Act. 44 The bondholders also argued that Fryar, Wright,
Lindsey & Jennings, and All American had violated section 10(b) of
the 1934 Act and rule lOb-5.145 The bondholders maintained that as
a result of these earlier violations, both Fryar and All American had
committed securities fraud, mail fraud and wire fraud in violation

140. Id.
141. Id.
142. Id. Simultaneously, All Aherican Services, Inc. made $2,950,000 from the bonds. Id.
143. Id. at 1112-13.
144. Id. at 1113. Section 12 of the 1933 Act provides in pertinent part:

Any person who (1) offers or sells a security in violation of section 77e . . . or (2)
offers or sells a security ... by the use of any means or instruments of transportation
or communication in interstate commerce or of the mails, by means of a prospectus
or oral communication, which includes an untrue statement of a material fact or
omits to state a material fact necessary in order to make the statements, in the light
of the circumstances under which they were made, not misleading (the purchaser
not knowing of such untruth or omission), and who shall not sustain the burden of
proof that he did not know, and in the exercise of reasonable care could not have
known, of such untruth or omission, shall be liable to the person purchasing such
security from him, who may sue either at law or in equity in any court of competent
jurisdiction, to recover the consideration paid for such security with interest thereon,
less the amount of any income received thereon, upon the tender of such security,
or for damages if he no longer owns the security.

15 U.S.C. § 771 (1988).
Section 51:712(A) of the Louisiana Securities Act provides in pertinent part:

It shall be unlawful for any person . . . [t]o offer to sell or to sell a security by
means of any oral or written untrue statement of a material fact or any omission
to state a material fact necessary in order to make the statements made, in the light
of the circumstances under which they are made, not misleading, the buyer not
knowing of the untruth or omission, if such person shall not sustain the burden of
proof that he did not know, and in the exercise of reasonable care could not have
known, of the untruth or omission.

LA. REV. STAT. ANN. § 51:712(A)(2) (West 1987).
145. 858 F.2d at 1113.
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of RICO.'4 The bondholders additionally argued that Fryar, Wright,
Lindsey & Jennings, and All American had committed numerous
torts under state law. 47

The bondholders' charges against Fryar, All American, and
Wright, Lindsey & Jennings went to a jury in district court. 48 The
jury found in favor of the bondholders with respect to all charges. 49

All four defendants later appealed the judgment. 50 The appeal of
All American was subsequently dismissed for want of prosecution.'

Judges Thornberry, Williams and Smith heard the appeal to the
Fifth Circuit.1 2 Judge Smith, writing for the panel, turned first to
the question whether Fryar and Wright, Lindsey & Jennings were
liable for rescissionary damages under section 12 of the 1933 Act.5 3

Section 12(1) of the 1933 Act provides that any person who offers
or sells an unregistered security for which no exemption from reg-
istration is available is liable to purchasers for rescission or dam-
ages. 54 Section 12(2) of the 1933 Act provides that any person who
offers or sells a security, whether or not it must be registered, is
liable to purchasers for rescission or damages if: (i) the seller em-
ployed a prospectus or oral communication to sell the security which
included a material misrepresentation or omission; (ii) the purchaser
did not know of the falsity of the misrepresentation or omission;
and (iii) the seller did not know and in the exercise of reasonable
care could not have known of the misrepresentation or omission.'
The defendants argued that none of them was a "seller" of the
municipal bonds and therefore could not be found liable under section
12 since both section 12(1) and section 12(2) only applied to sellers
of securities. 5

6

Judge Smith noted that the recent decision of the Supreme Court
in Pinter v. Dahl' 7 had set forth the relevant test for determining

146. Id.

147. Id.

148. Id.

149. Id.

150. Id.
151. Id.

152. Id. at 1109.
153. Id. at 1109, 1113.
154. See supra note 144.
155. See supra note 144.
156. 858 F.2d at 1113.
157. Pinter v. Dahl, -. U.S. ._, 108 S. Ct. 2063, 100 L. Ed. 2d 658 (1988).
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whether parties to a securities transaction were sellers for purposes
of section 12 of the 1933 Act. 58 In that case, the Supreme Court
overturned a Fifth Circuit decision'59 in order to find that a person
who had aggressively promoted an issuance of securities among his
friends and relatives apparently without any motivation of personal
gain was not a seller for purposes of section 12(1) of the 1933 Act. 16°

The Supreme Court determined that the defendant was not a seller
unless the defendant would customarily be considered by buyers to
be one of those from whom the security had been purchased.' 6' In
soliciting such a purchase, the Supreme Court noted that the language
in section 12(1) suggested that the solicitor would only be a seller if
the solicitor was at least partially motivated by a desire to obtain
some pecuniary benefit for either itself or the owner of the security. 62

In order to apply the Pinter test for the definition of seller, the
Fifth Circuit considered two questions. First, had any of the defen-
dants passed title to the plaintiff or solicited the transaction in which
the title passed? 63 Second, from whom did the plaintiff buy the
bonds?' 64 The Fifth Circuit determined that all the plaintiffs pur-
chased their bonds from brokers or prior owners. 65 Arguably, noted
Judge Smith, the underwriters of the bonds as well as the actual
issuer might be deemed sellers.'" However, Judge Smith concluded
that Fryar, as a developer of the project, and the law firms preparing
the offering statement as a matter of common usage cannot be

158. 858 F.2d at 113. The Supreme Court in Pinter said that a person is a seller if such
person:

would commonly be said, and would be thought by the buyer, to be among those
"from" whom the buyer "purchased" .... When a person who urges another to
make a securities purchase acts merely to assist the buyer, not only is it uncommon
to say that the buyer "purchased" from him, but it is also strained to describe the
giving of gratuitous advice, even strongly or enthusiastically, as "soliciting" . . . .
The language and purpose of § 12(1) suggest that liability extends only to the person
who successfully solicits the purchase, motivated at least in part by a desire to serve
his own financial interests or those of the securities owner.

-U.S. at , 108 S. Ct. at 2077-79, 100 L. Ed. 2d at 682.
159. Dahl v. Pinter, 787 F.2d 985 (5th Cir. 1986), vacated, . U.S. -, 108 S. Ct.

2063, 100 L. Ed. 2d 658 (1988).
160. See Folladori & Stinemetz, supra note 96, at 832-35 (discussing the factual circum-

stances of Pinter).
161. __ U.S. at , 108 S. Ct. at 2063, 100 L. Ed. 2d at 658.
162. - U.S. at - 108 S. Ct. at 2079, 100 L. Ed. 2d at 681-82.
163. 858 F.2d at 1114.
164. Id.
165. Id. at 1114-15.
166. Id. at 1114.
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deemed to be the persons from whom the plaintiffs bought the
bonds.' 67 Therefore, the panel found, neither Fryar nor Wright,
Lindsey & Jennings could be a seller under section 12(2).168

The bondholders had argued that the Pinter definition of seller
only applied for purposes of section 12(1), not section 12(2).169
Although the definition of seller has generally been found to be the
same for both sections 12(1) and 12(2), they argued that the Supreme
Court in Pinter had specifically reserved the right to apply section
12(2) differently from section 12(1).170 If Pinter did not apply to an
analysis of who is a seller for purposes of section 12(2), the bond-
holders argued, then the Fifth Circuit should return to the substantial
factor test for determining whether a person is a seller under section
12(2). 171 The Fifth Circuit under this substantial factor test had
included as a seller any person whose participation in a securities
transaction was a substantial factor in causing the transaction to take
place.' 72 This proximate cause approach to the definition of seller
might still have allowed a finding that Fryar or Wright, Lindsey &
Jennings was a seller.17

1

The Fifth Circuit rejected this restricted analysis of Pinter.174 It

found that the Pinter test for the definition of seller applied to
section 12(2) as well as section 12(1), particularly in light of the

167. Id. at 1115.
168. Id.
169. Id.
170. Id. Since both § 12(1) and § 12(2) employ the term "seller," cases under both sections

generally have shared the same test for defining seller. See, e.g., Katz v. Amos Treat & Co.,
411 F.2d 1046, 1052-55 (2nd Cir. 1969) (finding that the defendant, a stock brokerage company,
could offer or sell a security in violation of § 12(1) and § 12(2) of the 1933 Act). For general
analysis of the § 12 definition of seller, see Stern, Potential Liability of Purchaser Represen-
tative, 39 Bus. LAW. 1801 (1984); Comment, Secondary Liability under Section 12(2) of the
Securities Act of 1933, 78 Nw. U. L. REv. 832 (1983); Silverstein, Seller Liability under
Section 12(2) of the Securities Act of 1933; A Proximate Cause-Substantial Factor Approach
Limited by a Duty of Inquiry, 36 VAND. L. REv. 361 (1983).

171. 858 F.2d at 1115.
172. Id. The Fifth Circuit found that sellers under § 12 were limited "(i) to those in privity

with the purchaser and (ii) to those whose participation in the buy-sell transaction is a
substantial factor in causing the transaction to take place. Mere participation in the events
leading up to the transactions is not enough." Pharo v. Smith, 621 F.2d 656, 677 (5th Cir.
1980).

173. Attorneys in particular have been alleged to be sellers of securities under the Fifth
Circuit's proximate cause test. See, e.g., Junker v. Crory, 650 F.2d 1349, 1360 (5th Cir. 1981)
(finding an attorney liable as a seller because the attorney acted as attorney-in-fact as well as
attorney-at-law). But see, e.g., Croy v. Campbell, 624 F.2d 709, 714 (5th Cir. 1980) (finding
that an attorney was not a seller).

174. 858 F.2d at It15.
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Supreme Court's clear reluctance to expose securities professionals
to section 12 liability when their only participation was performance
of their professional duties.175 In addition, the Fifth Circuit may have
been reluctant to read the Pinter case in so restrictive a manner
because the Supreme Court in Pinter had reviewed and overturned
an earlier Fifth Circuit decision upon this point.176 Consequently, the
Fifth Circuit found that neither Fryar nor Wright, Lindsey & Jennings
was a seller of the bonds and therefore could not be liable for
rescissional damages under section 12(2) of the 1933 Act. 77

The plaintiffs also advanced a lOb-5 claim against the defendants
in connection with the various misrepresentations and omissions
which had been made in the offering statement and other docu-
ments. 17

1 In order to make a 10b-5 claim in the Fifth Circuit, plaintiffs
must prove the elements of a 10b-5 cause of action: (i) a misstatement
or omission (ii) of a material fact (iii) made with scienter (iv) on
which plaintiffs relied (v) that proximately caused the plaintiffs'
injury.179 Plaintiffs must also show their due diligence in pursuing
their own interests with care and good faith.8 0 All of the defendants
maintained that the plaintiffs had failed to demonstrate proof of
materiality, reliance and causation.'' Wright, Lindsey & Jennings
also asserted that it lacked the necessary scienter for a lOb-5 claim. 18 2

The Fifth Circuit, nevertheless, determined that the various misre-
presentations and omissions made in connection with the sale of the
bonds were material. 83 A fact is material, Judge Smith noted, if
there is substantial likelihood that a reasonable shareholder would
consider it important in deciding how to vote. 184 Although the ulti-
mate disclosure of these misrepresentations and omissions in the
January 1983 letter to bondholders did not immediately affect the

175. Id.
176. Dahl v. Pinter, 787 F.2d 985, 990 (5th Cir. 1986), vacated, -. U.S. -, 108 S.

Ct. 2063, 100 L. Ed. 2d 658 (1988).
177. 858 F.2d at 1115.
178. Id.
179. Id. at 1115-16 (citing Huddleston v. Herman & MacLean, 640 F.2d 534, 543 (5th Cir.

1981), rev'd in part on other grounds, 459 U.S. 375 (1983)).
180. See Stephenson v. Paine Webber Jackson & Curtis, Inc., 839 F.2d 1095, 1099-1100

(5th Cir.), cert. denied, -U.S. -, 109 S. Ct. 310, 102 L. Ed. 2d 328 (1988).
181. 858 F.2d at 1116.
182. Id.
183. Id. at 1117.
184. Id. at 1116; see TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976).
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price of the bonds, the Fifth Circuit determined that the jury had
sufficient evidence to conclude that the misrepresented or omitted
facts were material, particularly in light of the fact that it heard
testimony that the bonds could not have been marketed at all had
full information been given.'85

The Fifth Circuit also determined that the plaintiffs had suffi-
ciently demonstrated causation for purposes of a lOb-5 claim. 186 Judge
Smith noted that in order to prove causation, the bondholders had
to show that a misrepresentation or omission was in some reasonably
direct or proximate way responsible for the bondholders' losses, but
only to the extent that the misrepresentation or omissions related to
the reasons for the decline in value of the bondholders' investment. 8 7

The reason for the bankruptcy of Westside Rehabilitation Center,
according to the defendants, was a cash flow problem caused in part
by an alteration in state Medicaid policies which was unrelated to
any misrepresentations or omissions made in connection with the
offering of bonds.'8 8 Since the risks associated with state Medicaid
payments had been disclosed, the defendants argued that the alleged
misrepresentations or omissions did not cause the losses inflicted
upon the bondholders.' 8 9 The jury, however, saw the source for these
losses differently. 90 The jury determined that the various undisclosed
insider transactions preceding the bond offering had caused the cash
flow problem, particularly in light of the fact that state Medicaid
reimbursements to Westside Rehabilitation Center had been frozen
when state officials had learned of the Cheneyville land transaction.19'
Therefore, the Fifth Circuit concluded that the jury had sufficient
evidence to find that causation had been proven. 192

Finally, the Fifth Circuit determined that certain individual bond-
holders had relied to their detriment upon Fryar and the underwriters,
but not upon Wright, Lindsey & Jennings. 193 Two bondholders tes-
tified they had considered an investment in the bonds attractive

185. 858 F.2d at 1117.
186. Id.
187. Id.
188. Id.
189. Id.
190. Id.
191. Id.
192. Id.
193. Id. at 1123.
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because of numerous economic considerations which Fryar, various
brokers, and the underwriters had misrepresented.'9 That uncontrad-
icted testimony sufficed to show reliance upon Fryar. 195 Bondholders,
however, never testified that they relied upon the offering state-
ment. 19 Since Wright, Lindsey & Jennings had been employed by
the underwriters for the sole purpose of reviewing the offering
statement and rendering an opinion upon the suitability of that
document, the Fifth Circuit concluded that no evidence had been
submitted alleging any reliance by the bondholders upon Wright,
Lindsey & Jennings. 197 Hence, the Fifth Circuit affirmed the jury's
finding that the bondholders had individually relied upon Fryar and
the underwriters but not upon Wright, Lindsey & Jennings. 98

The Fifth Circuit also determined that the plaintiffs failed to
show any reliance by the bondholders as a class upon any misrepre-
sentations made by the defendants.'9 Since the plaintiffs had failed
to show any evidence of reliance by the bondholders as a class,
Judge Smith noted that the jury could infer such reliance only if one
or two presumptions applied, shifting the burden of persuasion on
this issue from the plaintiffs to the defendants." ° The first presump-
tion, set forth in Affiliated Ute Citizens v. United States,2°0 only
applied in cases of omissions.202 Under Ute, the burden of persuasion
with regard to the reliance of a class of plaintiffs shifts to the
defendants because the defendants' failure to make any disclosure
whatsoever would effectively preclude any suit upon securities fraud. 23

In the present circumstances, however, Judge Smith noted that the
bondholders relied more upon misrepresentations and distortions of
the truth than complete omissions to disclose material facts. 2

0
4 Ac-

cordingly, the Ute presumption would not shift the burden of proof
with regard to reliance to the bondholders.205

194. Id.
195. Id.
196. Id.
197. Id.
198. Id.
199. Id. at 1123.
200. Id. at 1118.
201. 406 U.S. 128 (1972).
202. 858 F.2d at 1119.
203. Id.
204. Id.
205. Id.
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Judge Smith further noted that the burden of persuasion upon
the issue of reliance did not shift under the second presumption. 2

06

The second presumption is based upon the fraud-on-the-market the-
ory.20 7 A recent decision by the Supreme Court recognized that the
burden of persuasion in lOb-5 claims may shift in accordance with
the fraud-on-the-market theory.20 8 Under this theory, courts may
presume reliance in a class of investors if most of the investors have
relied upon a market price to value their securities and that price
has been distorted by the dissemination of false and misleading
information into the public market. 2°9 In the present circumstances,
however, no active public market existed for the securities. 210 In such
cases, the Fifth Circuit in Shores v. Sklar21l has previously held that
the presumption is only available if plaintiffs prove that the defen-
dants marketed securities that were not entitled to be marketed. 212

Although the plaintiffs presented testimony from financial experts to
the effect that had all the information about the Westside Rehabili-
tation Center been disclosed the bonds would not have been mar-
ketable, the bonds remained near their former market value for
several years after full disclosure of the misrepresentations and om-
issions in the July 1983 letter and for several months after the
commencement of the lawsuit. 213  Consequently, the Fifth Circuit
determined that in the absence of an efficient secondary trading
market in securities, the fraud-on-the-market presumption of reliance
only applies if "promoters knew that the subject enterprise was

206. Id. at 1122.
207. The court explained this theory in the following way:

A fraud on the market is any deceit that successfully disseminates false or misleading
information into the securities market or withholds vital information from that
market. Such a deceit defrauds investors even when they are unaware of the
misrepresentations and omissions that skew the market price, because investors
depend heavily upon the integrity of the market price. Thus the argument goes,
courts should presume reliance in a class action because most (if not all) of the
investors have relied upon the accuracy of a fraudulently distorted market price.

Id. at 1120.
208. Basic, Inc. v. Levinson, 485 U.S. 224, (1988); see generally Wander & Pallesen,

Timely Disclosure After Basic, 21 REv. SEC. & COMMODITES REG. 109 (1988) (discussing the
effects of Basic upon the rules of disclosure).

209. 858 F.2d at 1120.
210. Id. at 1121.
211. 647 F.2d 462 (5th Cir. 1981) (en banc), cert. denied, 459 U.S. 1102 (1983).
212. 858 F.2d at 1121.
213. Id. at 1122.
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worthless when the securities were issued, and successfully issued the
securities only because of the defendants' fraudulent scheme." 21 4 In
Abell, Judge Smith indicated that the history of trading in the bonds
suggested that the bonds were not inherently worthless. 25 Having
some value, the bonds were entitled to be marketed, rendering the
second presumption inapplicable under Shores.21 6 Since neither the
first nor the second burden shifting presumptions applied, conse-
quently, the plaintiffs retained the burden of showing their reliance
as a class on alleged misrepresentations.2 17 Having produced no
evidence of reliance as a class, the plaintiffs clearly failed to prove
this element of their lOb-5 claim. 18

The Fifth Circuit also rejected the jury's verdict finding Wright,
Lindsey & Jennings liable for securities fraud under two theories of
vicarious liability. 219 The bondholders had first argued that Wright,
Lindsey & Jennings had assumed a duty to correct all material
misrepresentations to the offering statement upon becoming under-
writers' counsel.220 Judge Smith rejected this rationale, noting that
as general matter attorneys may be liable to persons not their clients
only if the attorneys prepared specific legal documents representing
a legal opinion of the attorney addressed to third persons.12 Wright,
Lindsey & Jennings had never issued a legal opinion for third persons,
but had only passed upon legal issues for the underwriters. 2 In
addition, Wright, Lindsey & Jennings "never signed the offering
statement itself or any of the documents included in that state-
ment." 223 Consequently, Wright, Lindsey & Jennings owed no duty
of disclosure to the bondholders. 224

Bondholders argued in addition that Wright, Lindsey & Jennings
aided and abetted Fryar in a securities fraud.225 Judge Smith noted
that in order for aiding and abetting liability to apply in a lob-5

214. Id. at 1122-23.
215. Id.
216. Id.
217. Id.
218. Id. at 1128.
219. Id.
220. Id. at 1124.
221. Id. at 1124-25.
222. Id. at 1126.
223. Id.
224. Id.
225. Id.
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claim (i) there must be a securities fraud (ii) the aider and abetttor
must have had a general awareness of its role in the securities fraud
and (iii) the aider and abettor must have knowingly rendered "sub-
stantial assistance" in the fraud. 226 Judge Smith concluded that the
evidence did not suffice to support the jury's finding that Wright,
Lindsey & Jennings had aided and abetted the securities fraud by
Fryar.227 Although Wright, Lindsey & Jennings had assisted in the
bond offering, they had only supplied customary legal services of a
law firm in a securities transaction. 228 If a law firm provides only
legal services that are "no more than transactions constituting the
daily grist of the mill" of a law firm, then a finding of aiding and
abetting liability requires "clear proof of intent to violate the secu-
rities laws. ' 229 There existed no clear proof of intent to violate the
securities law in the case of Wright, Lindsey & Jennings.2 30 Wright,
Lindsey & Jennings, Judge Smith noted, may have ignored several
warning signs which should have aroused their suspicions as to the
adequacy of disclosure in the offering statement. 23' Had Wright,
Lindsey & Jennings become suspicious, nevertheless, such suspicion
would not have constituted an actual awareness of their role in a
scheme of securities fraud.2 2 A mere suspicion alone does not suffice
to demonstrate an intention to violate the securities law.2 3  Since
bondholders had failed to show either an awareness by Wright,
Lindsey & Jennings of its participation in securities fraud or intent
on the part of Wright, Lindsey & Jennings to further the securities

226. Id. (citing Bane v. Sigmundr Exploration Corp., 848 F.2d 579, 581 (5th Cir. June
1988)). See infra notes 273-95 and accompanying text.

227. Id. at 1127-28.
228. Id. at 1126-27.
229. Id. at 1127 (quoting Woodward v. Metro Bank, 522 F.2d 84, 97 (5th Cir. 1975)). The

Woodward court also noted the following:
When it is impossible to find any duty of disclosure, an alleged aider-abettor should
be found liable only if scienter of the high "conscious intent" variety can be proved
.... In a case combining silence/inaction with affirmative assistance, the degree of
knowledge required should depend on how ordinary the assisting activity is in the
business involved. If the evidence shows no more than transactions constituting the
daily grist of the mill, we would be loathe to find lOb-5 liability without clear proof
of intent to violate the securities law.

522 F.2d at 97.
230. 858 F.2d at 1128.
231. Id. at 1127-28.
232. Id. at 1128.
233. Id.
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fraud, the Fifth Circuit overturned the jury's verdict that Wright,
Lindsey & Jennings was liable for aiding and abetting.23 4

The Fifth Circuit also affirmed the jury's verdict that Fryar had
violated RICO. 235 This judgment has been subsequently vacated by
the Supreme Court. 2 6 The Supreme Court vacated it in light of the
Supreme Court's recent holding in H.J., Inc. v. Northwestern Bell
Telephone Co.237 Since the Supreme Court's decision in that case
focused upon the procedural requirements of proving a pattern of
racketeering, the Fifth Circuit presumably will reconsider the plain-
tiffs' RICO claim under this new precedent at some future date. 23

The plaintiffs had also pressed a plethora of claims under
Louisiana state law against both Fryar and Wright, Lindsey &
Jennings. 2 9 The defendants, the bondholders claimed, owed the
bondholders damages for (i) violations of the Louisiana Securities
Act, (ii) negligent or fraudulent misrepresentations, (iii) legal mal-
practice, (iv) various violations of fiduciary duties, and (v) aiding
and abetting a fraudulent scheme. 2 °

The Fifth Circuit found that neither of the defendants was liable
under any state law claim. 241 The Fifth Circuit rejected any liability
of Wright, Lindsey & Jennings to the bondholders for malpractice
because that firm owed no duty to the bondholders unless they had
rendered an opinion for them .2

42 The court refused to find any
liability of Wright, Lindsey & Jennings for violations of fiduciary
duty generally, insofar as Wright, Lindsey & Jennings had no duty
to the bondholders individually and the bondholders did not suggest
that Wright, Lindsey & Jennings had any general public duty.243 The
defendants did not have any liability under Louisiana state law as
aidors and abettors, the Fifth Circuit found, because under the
relevant Louisiana precedent even negligent tortfeasors must still owe
a duty to those whom the fraud harms in order for the victims to

234. Id.
235. Id. at 1128-30.
236. Fryar v. Abell, -U.S. __, 109 S. Ct. 3236, 106 L. Ed. 2d 584 (1989).
237. - U.S. __, 109 S. Ct. 2893, 106 L. Ed. 2d 195 (1989).
238. See supra note 110.
239. Id. at 1130.
240. Id.
241. Id. at 1130-35.
242. Id. at 1133.
243. Id.
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prevail. 2" The two defendants, the Fifth Circuit decided, could only
be liable on a theory of negligent or fraudulent misrepresentation to
the two bondholders who had shown actual reliance upon the mis-
representations.2 4 5 A state law claim for negligent or fraudulent
misrepresentation, however, was effectively rendered moot because
the two bondholders in question had already been awarded full
damages on the lOb-5 claim. 246

In sum, the Fifth Circuit concluded that Wright, Lindsey &
Jennings was not liable to the bondholders for their injuries and that
Fryar was only liable to the class of bondholders for violations of
RICO and to two individual bondholders for their lOb-5 claim and
a state law claim of misrepresentation.2 47 This ruling by the Fifth
Circuit, nevertheless, did not dispose of the appeal because thorny
issues of damage calculation remained.

In calculating the damages owed on the lOb-5 claim, the Fifth
Circuit accepted a novel argument by the bondholders with regard
to damages. 24s Only out-of-pocket damages, the Fifth Circuit had
previously ruled, may be assessed in a lOb-5 claim.24 9 Out-of-pocket
damages in a lOb-5 claim are "the difference between the real value
of [the securities] and the amount paid by the plaintiffs at the time
of purchase.' ,25 0 This standard reflects an effort to estimate the extent
to which a fraud may have inflated the value of securities and thereby
distinguish between losses occasioned by a securities fraud and losses
merely resultant from market forces.25'

The circumstances of Abell, nevertheless, defied application of
the out-of-pocket standard for damages. In Abell the bonds were
initially sold for their face value and continued to trade at approxi-

244. Id. at 1131.
245. Id.
246. Id.
247. Id.
248. Id. at 1136-37.
249. James v. Meinke, 778 F.2d 200, 205 (5th Cir. 1985). Generally speaking, the Fifth

Circuit has found that defendants are only obliged to return out-of-pocket damages for
violations of § 10(b) of the 1934 Act and rule lOb-5 if the defendants are not in privity with
the purchasers of securities or otherwise owe them no fiduciary duties. If defendants owe the
purchasers some fiduciary duty or are in privity with them, however, they owe a rescissional
measure of damages. See Huddleston v. Herman & MacLean, 640 F.2d 534, 554-55 (5th Cir.
1981), aff 'd in part, 459 U.S. 375 (1983).

250. 778 F.2d at 205.
251. 858 F.2d at 1137.
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mately their face value well after disclosure of the misleading infor-
mation had been made. 252 In fact, the bonds did not fall in value
until the interest rate upon them was reduced in bankruptcy. 253 The
bondholders argued that a strict application of the out-of-pocket rule
could not accurately quantify their losses. 254

The Fifth Circuit unraveled this Gordian knot by distinguishing
between two types of property loss suffered by the bondholders. 2"1

First, the Fifth Circuit noted that a decline in the resale value of the
bonds is the type of loss contemplated by the out-of-pocket measure
of damages. 2 6 The court distinguished, however, loss in resale value
from the loss of a guaranteed income stream. 257 The court concluded
that bondholders purchasing bonds acquire two separate property
interests: (i) a possessory interest of holders to dispose of the bonds,
and (ii) a severable interest in the income stream on interest paid
pursuant to the bonds.258 By distinguishing between lost resale value
and lost income stream, the Fifth Circuit endeavored to better
quantify the actual economic loss of the bondholders under the
conventional measure of damages .259

The court also decided that the out-of-pocket measure of dam-
ages was inapplicable to assess damage done to a severable income
stream. 26

0 In order to measure the damage done to this income
stream, the court found that the bondholders were entitled to damages
in the amount of the "difference, discounted to present value at the
time of purchase, between the stream of income as represented and
the income stream remaining after the fraud had worked its course." 261

Such damages must be calculated at the time the bonds were pur-
chased.2 62 Under this standard, the Fifth Circuit concluded that the
bondholders had suffered a measurable loss under the appropriate
standard for damages for a lOb-5 claim from the loss of the resale
value of their bonds. 263

252. Id. at 1112.
253. Id. at 1137.
254. Id.
255. Id.
256. Id.
257. Id.
258. Id.
259. Id.
260. Id. at 1137-38.
261. Id. at 1138.
262. Id.
263. Id. at 1138-39. The Fifth Circuit in Abell also considered other issues of damage
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Having worked through the various issues presented in Abell,
the Fifth Circuit ultimately reversed the judgment against Wright,
Lindsey & Jennings and affirmed the district courts' judgment against
Fryar under the lOb-5 claim and the state law misrepresentation
claim. 264 The court also reversed the award of damages and remanded
that issue to the district court for reconsideration. 265

Apart from this result, the Fifth Circuit made three significant
holdings of substantive securities law in Abell. First, the Fifth Circuit
in Abell found that the Fifth Circuit's former substantial factor tests
for the definition of seller under section 12 of the 1933 Act did not
survive the Supreme Court's decision in Pinter,26 even though Pinter
onlyapplied to section 12(1) of that act, not section 12(2).267

Second, the Fifth Circuit in Abell found that in determining
whether plaintiffs may prove reliance by invocation of the fraud-on-
the-market presumption of reliance in a lOb-5 claim, the fraud-on-
the-market presumption is only available if (i) the securities were
traded actively in large markets, or (ii) the promoters of the securities
knew that the enterprise was worthless when the securities were issued
and successfully issued the securities only because of the defendants'
securities fraud. 268

Third, the Fifth Circuit, in calculating damages for a lOb-5
claim, distinguished between bondholders' possessory interest in bonds
(the resale value) and bondholders' severable interest in the cash flow
guaranteed upon such bonds (income stream). 269 Although bondhold-

calculation related to the bondholders' lob-5 claim. Most importantly, the Fifth Circuit in a
case of first impression determined that the portion of damages awarded under RICO to the
bondholders in excess of actual damages was penal. Id. at 1141. Since the excess was penal,
the remaining damages assessed under RICO were compensatory. Id. Since the damages levied
under the lOb-5 claim were compensatory as well, that portion of the RICO damages equivalent
to actual damages had already been awarded. Id. at 1140-41. Because this duplication of
damages violated the single-recovery rule, the Fifth Circuit ordered the portion of damages
under RICO equivalent to actual damages (i.e., one-third) to be deducted from the judgment
against the defendants in Abell. Id. at 1140-41. As a practical matter, therefore, an award of
damages for violations of RICO should be reduced by one third (assuming that triple damages
were awarded under RICO) in order to avoid any duplication of actual damages awarded
under a lOb-5 claim.

264. Id. at 1147.
265. Id.
266. Pinter v. Dahl, -. U.S. -, 108 S. Ct. 2063, 100 L. Ed. 2d 658 (1988).
267. 858 F.2d at 1115.
268. Id. at 1122-23.
269. Id. at 1137.
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ers may only claim out-of-pocket damages for loss of the resale value
of the bonds, bondholders may also claim damages for loss of the
income stream from the bonds equal to "the difference, discounted
to present value at the time of purchase, between the stream of
income as represented and the income stream remaining after the
fraud has worked its course." 27 0 All three of these findings constitute
rulings by the Fifth Circuit on issues of first impression and signif-
icantly clarify the requirements for successfully asserting a securities
fraud claim.

The Fifth Circuit's decision in Abell is the most significant
discussion by the Fifth Circuit of securities fraud in bond cases since
Broad v. Rockwell International Corp.2 71 In fact, Broad and Abell
are complementary. Broad discusses the liability of issuers and trus-
tees of bonds to bondholders, while Abell discusses the liability of
other participants in the issuance of bonds to bondholders. In ad-
dition to Abell's substantive holdings, Abell also provides a road
map for pleading securities fraud claims in bond cases generally.

B. Aiding and Abetting

In this survey period, the Fifth Circuit also had occasion to
analyze aiding and abetting liability in a lOb-5 claim. The pleading
of aiding and abetting liability in a lOb-5 claim requires proof of (i)
a securities violation by the primary party, (ii) a general awareness
of the aider and abettor of its role in the rule lOb-5 violation, and
(iii) knowing and substantial assistance by the aider and abettor in
the rule lOb-5 violation. 72

The Fifth Circuit examined aiding and abetting liability in a lOb-
5 claim in Bane v. Sigmundr Exploration Corp.273 In Bane, various
investors in an oil and gas drilling program claimed that Landmark
Bank had aided and abetted a scheme of securities fraud by the
promoters of that program because Landmark Bank had allegedly

270. Id. at 1137-38.
271. 642 F.2d 929 (5th Cir. 1981).
272. Woodward v. Metro Bank of Dallas, 522 F.2d 84 (5th Cir. 1975). See generally

Kuehnle, Secondary Liability Under the Federal Securities Laws - Aiding and Abetting,
Conspiracy, Controlling Person, and Agency: Common-Law Principals and the Statutory
Scheme, 14 J. CoRP. L. 313 (1989) (discussing potential secondary liability of defendants under
the federal securities laws).

273. 848 F.2d 579 (5th Cir. June 1988).
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influenced the investors to purchase interests in the drilling pro-
gram.2 74 They asserted that Landmark Bank had aided and abetted
the fraud in two ways. 275 First, Landmark Bank had extended loans
to various investors in order to finance their purchase of limited
partnerships in the oil and gas drilling program. 276 The investors
noted in particular that loan application documents from Landmark
Bank, discussing repayment of loans based upon anticipated per-
formance of the limited partnerships, had been included in the
investment packets sent to prospective investors. 277 Second, Landmark
Bank had acted as an escrow agent for purchases in the oil and gas
drilling program. 278 Landmark Bank did not participate in any other
way in the oil and gas drilling program. 27 9

Various investors brought a lOb-5 claim against the promoters
of the oil and gas drilling program and Landmark Bank in a Texas
district court in 1985.210 The district court determined that Landmark
Bank had only engaged in routine banking transactions and accord-
ingly could not have rendered knowing substantial assistance to the
securities fraud. 28 Without a showing of scienter, the investors could
not succeed in their lOb-5 claim against Landmark Bank. 28 2 For that
reason, the action was dismissed. 283 The investors appealed. 28 4

A panel of the Fifth Circuit composed of Judges Thornberry,
Williams and Davis heard the appeal. 285 Judge Davis, writing for the
panel, focused upon whether Landmark Bank gave knowing sub-
stantial assistance to the securities fraud. 286 Clear proof of intent,
Judge Davis noted, was necessary to impose any liability on Land-
mark Bank as an aider and abettor. 287 Judge Davis rejected the
investors' contention that Landmark Bank's financing of investors'

274. Id. at 579.
275. Id. at 580.
276. Id.
277. Id.
278. Id. at 580-81.
279. Id. at 580.
280. Id. at 579.
281. Id. at 580.
282. Id. at 581.
283. Id. at 580-81.
284. Id. at 579.
285. Id. at 580.
286. Id. at 580-81.
287. Id. at 581.
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purchase of interests in the drilling program constituted substantial
assistance to the fraud. 2

1
8 Judge Davis noted that Landmark Bank

required individual investors to qualify for the loan.2 9 The process
of qualification for the loan was routine banking activity.29 Judge
Davis also spurned the investors' argument that inclusion of various
loan application forms in investor packages represented an endorse-
ment by Landmark Bank of an investment in the oil and gas drilling
programs and constituted knowing and substantial assistance to the
fraud. 29

1 Judge Davis reasoned that if routine extension of a loan is
not substantial assistance then routine solicitation of a loan, including
requests for credit information, is not substantial assistance. 292 Con-
sequently, Judge Davis concluded that the district court was correct
in dismissing the investors' lOb-5 claim against the Landmark Bank
for aiding and abetting. 293

The Fifth Circuit's holding in Bane is straightforward. In a lOb-
5 claim for aiding and abetting a securities fraud, plaintiffs must
demonstrate the clear intent of the alleged aider and abettor if its
participation is limited to routine financial activities. 294 Mere allega-
tions of "endorsement" of the fraud generally will not suffice. 295

IV. SECURITIES TRANSACTIONS

A. What is Adequate Public Disclosure of Material Information
in a Self-Tender Offer?

The adequacy of public disclosure of material information in
tender offers is often a point of contention among litigants in federal
circuit courts. 296 The adequacy of such disclosure poses a particular
problem in self-tender offers. 297 In self-tender offers, corporations
offer to repurchase shares of their outstanding capital stock from
present shareholders. Such purchases may have many purposes, in-

288. Id. at 580-82.
289. Id. at 581.
290. Id. at 581-82.
291. Id. at 581.
292. Id. at 582.
293. Id.
294. Id. at 581.
295. Id.
296. See L. Loss, FUNDAMENTALS OF SECURITIES REGULATION 522-28 (1988).
297. Id.
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cluding the facilitation of a leveraged buyout by management or the
prevention of a hostile takeover by a third party.298

Two legal hurdles generally confront companies undertaking a
self-tender offer. First, the board of directors of a corporation
undertaking a self-tender offer owes the shareholders of the corpo-
ration certain fiduciary duties under state law. 299 Although these
duties Vary from state to state, as a general rule the directors owe
shareholders a duty of care and a duty of loyalty. 3°° The duties of
care and loyalty generally require directors to exercise their powers
on behalf of the shareholders in good faith and with all the care
and judgment which ordinary, prudent men would exercise under
similar circumstances in like positions.01

Second, companies undertaking self-tender offers must make
adequate public disclosure of material information in connection with
the tender offer under section 10(b) and section 14(e) of the 1934
Act.30 2 Problems with disclosure in this circumstance classically arise

298. See generally Brown & Blair, Special Committees in LBO or Restructuring Transac-

tions, 22 REv. SEC. & COMMODITEs REG. 95 (1989); Bloomenthal, Takeover Defenses-Update-
Part III, 11 SEc. & FED. CoRP. L. REP. 41 (1989) (discussing corporate restructuring as an

alternative to takeover).
299. See In re Safety Int'l, Inc., 775 F.2d 660 (5th Cir. 1985); Mills Acquisition Co. v.

MacMillan, Inc., 559 A.2d 1261 (Del. 1989).
300. See Gearhart Indus., Inc. v. Smith Int'l, Inc., 741 F.2d 707 (5th Cir. 1954).
301. Directors' duties of care and loyalty in Delaware are discussed in numerous cases.

For recent and authoritative judicial discussions of these two duties, see Mills Acquisition Co.
v. MacMillan, Inc., 559 A.2d 1261 (Del. 1989); Fliegler v. Lawrence, 361 A.2d 218 (Del.
1976).

The Fifth Circuit, to the extent it has reviewed this issue, has generally followed the lead
of Delaware courts except when relevant state law has proven contrary to Delaware precedents.
See In re Safety Int'l, Inc., 775 F.2d 660 (5th Cir. 1985); Gearhart Industries, Inc. v. Smith
Int'l, Inc., 741 F.2d 707 (5th Cir. 1984); Meyers v. Moody, 693 F.2d 1196 (5th Cir. 1982),
cert. denied, 464 U.S. 920 (1983).

302. Section 10(b) of the Securities Exchange Act of 1934 provides in relevant part:
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 . . . [t]o use or employ, in connection with the purchase
or sale of any security registered on a national securities exchange or any security
not so registered, any manipulative or deceptive device or contrivance in contravention
of such rules and regulations as the Commission may prescribe as necessary or
appropriate in the public interest or for the protection of investors.

15 U.S.C. 78j(b) (1988).
Section 14(e) of the Securities Exchange Act of 1934 provides in relevant part:

It shall be unlawful for any person to make any untrue statement of a material
fact or omit to state any material fact necessary in order to make the statements
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because the board of directors and management of a corporation
undertaking a self-tender offer may have material personal interests,
such as retaining their positions, different from the interests of the
corporation's shareholders °. 30  The extent to which this conflict of
interest and other related information must be disclosed, particularly
in light of the board of directors' fiduciary duties to the shareholders,
can sometimes become a focal point in litigation by shareholders
opposing the self-tender offer. 3

0
4 The Fifth Circuit in this survey

period considered two cases in which shareholders alleged that cor-
porations failed to adequately disclose material information in the
course of self-tender offers.

In the first case, Ward v. Succession of Freeman,3°5 shareholders
in the Louisiana Coca-Cola Bottling Company sued the company
and its corporate officers for, among other offenses, inadequate
public disclosure of material information during the company's self-
tender offer in 1982. 3° The shareholders argued that in three succes-
sive tender offers in 1980, 1982 and 1983, certain members of the
Freeman family sought to purchase over eighty percent of the com-
pany's stock in order to sell the company to the Coca-Cola Company
at a premium.30 7 The shareholders maintained that the defendants
first formulated this minority buyout plan in 1979 when they attended
a convention of Coca-Cola bottlers. 08 At that meeting, the Coca-
Cola Company announced that it would restructure its bottlers a. 3 ° In
1980, pursuant to the minority buyout plan, argued the shareholders,
the company redeemed approximately twenty-eight percent of its

made, in the light of the circumstances under which they are made, not misleading
or to engage in any fraudulent, deceptive, or manipulative acts or practices, in
connection with any tender offer or request or invitation for tenders, or any
solicitation of security holders in opposition to or in favor of any such offer, request,
or invitation. The Commission shall, for the purposes of this subsection, by rules
and regulations define, and prescribe means reasonably designed to prevent, such
acts and practices as are fraudulent, deceptive, or manipulative.

15 U.S.C. 78n(e) (1988).
303. See supra note 298; see generally L. Loss, FUNDAMINTALS OF SEcuRiuns REou.ATION

497-541 (1988) (discussing regulation of tender offers).
304. Id.
305. 854 F.2d 780 (5th Cir. Sept. 1988), cert. denied, __ U.S. , 109 S. Ct. 2064,

104 L. Ed. 2d 629 (1989).
306. Id. at 782.
307. Id. at 782-83.
308. Id. at 783.
309. Id.
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outstanding shares at a price per share of $321.57.310 Following the
1980 self-tender offer, the company cancelled its dividend."'

A second self-tender offer soon followed in 1982, into which
the plaintiffs tendered their shares. 31 2 In the 1982 self-tender offer,
the company acquired four percent of the oustanding shares of the
company at a price per share of $850. 311 Although the company in
the public disclosure made in connection with the 1982 tender offer
noted that its directors might consider a reverse stock split, it
indicated that there were no current plans for such an action.1

1
4 In

the tender offer documents prepared for the 1982 self-tender offer,
the company published detailed financial and business information
about the company, disclosed that the directors did not plan to sell
their shares and that their percentage ownership in the company
would increase. 3

1 In fact, the directors did not even recommend
whether or not shareholders should tender into the offer, but only
advised them to consult with their financial advisors. 31 6

After the 1982 tender offer, the company made another tender
offer in 1983 and several individual purchases.31 7 As a result of its
purchase of stock, the defendants' interest in the company increased
from twenty percent in 1979 to eighty-six percent in 1983.38 At the
end of 1984, the Coca-Cola Company made an offer to acquire the
company for $148,000,000.1' 9

The shareholders subsequently sued the defendants in a Louisiana
district court, arguing that the defendants had planned to freeze out
minority shareholders in order to sell the company at a premium to
the Coca-Cola Company and had deceived the plaintiffs into tender-
ing their shares in the 1982 self-tender offer pursuant to the minority
buy-out plan. 320 The plaintiffs brought a lOb-5 claim against the
defendants and alleged that the defendants had also violated RICO
and a number of Louisiana laws, including breaches of the directors'

310. Id. at 782.
311. Id. at 783.
312. Id. at 782.
313. Id.
314. Id. at 783.
315. Id.
316. Id.
317. Id. at 782.
318. Id.
319. Id. at 782-83.
320. Id. at 783.
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fiduciary duties.3 2' The defendants retorted that the shareholders
themselves had requested greater liquidity and that the 1982 self-
tender offer generally was an effort to satisfy that request.3 22 The
defendants argued that the company was able to proceed with the
1982 self-tender offer despite the cancellation of dividends because
the company had available a large line of credit.323 After a prolonged
trial, the jury rendered a general verdict that the defendants had
acted fraudulently, breached their fiduciary duties and generally
violated the federal securities laws.32 4 The defendants appealed to the
Fifth Circuit . 25

A panel of the Fifth Circuit composed of Judges Gee, Davis
and Smith considered the appeal. 2 6 The panel first considered whether
the district court erred in admitting evidence of communications
between the company's officers and its attorneys regarding the 1982
tender offer.327 Judge Gee, writing for the panel, applied a 1970 Fifth
Circuit case, Garner v. Wolfinbarger,2 8 to Ward. 29 In Garner, the
Fifth Circuit held that sufficient mutuality of interest existed between
management and shareholders in communications with attorneys to
prevent the management from asserting any claim of attorney-client
privilege in connection with its consultations with attorneys.3 0 Gar-
ner, nevertheless, required good cause for setting aside the attorney-
client privilege in such circumstances.' Although the district court
found that the plaintiffs in Ward had shown good cause in order to
set aside the attorney-client privilege, the Fifth Circuit decided oth-
erwise 3 2 The Fifth Circuit could not find good cause in a nonderi-
vative action where the plaintiffs discovered that the company had
been sold three years after redemption of their stock and had
apparently made no effort to obtain information about the 1982
tender offer from any sources not subject to the attorney-client

321. Id. at 790.
322. Id. at 783.
323. Id.
324. Id. at 790.
325. Id.
326. Id. at 782.
327. Id. at 784.
328. 430 F.2d 1093 (5th Cir. 1970), cert. denied, 401 U.S. 974 (1971).
329. 854 F.2d at 784.
330. 430 F.2d at 1101.
331. Id. at 1104.
332. 854 F.2d at 787.
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privilege.333 This superficial showing of cause, Judge Gee determined,
did not suffice to invoke Garner, particularly in light of the possibility
of shareholder harassment of corporate management that might
follow such an invocation 3 4 The Fifth Circuit's decision to reject
the district court's invocation of Garner, and subsequent rejection
of any evidence submitted under Garner in violation of the attorney-
client privilege effectively eliminated much of the circumstantial
evidence submitted by the plaintiffs.335

The Fifth Circuit then overturned the jury verdict on the plain-
tiffs' lOb-5 claim.336 The lOb-5 claim stemmed from twenty-nine
alleged misrepresentations and omissions made in connection with
the 1982 tender offer.337 The trial judge had submitted the lOb-5
claim to the jury for a general verdict, without finding that any of
the purported misrepresentations and omissions were actionable.33

In such circumstances, the Fifth Circuit must reverse if it cannot
ascertain whether the jury issued its general verdict on nonactionable
allegations of omission or misrepresentation.33 9 In its analysis, the
Fifth Circuit found that charges that the defendants failed to disclose
a secret plan to freeze out minority stockholders in order to sell the
company for a premium were not actionable because such motives
or intentions were not material facts. 43 Similarly, the Fifth Circuit
rejected the plaintiffs' allegation that the directors sought to entrench
themselves because an entrenchment motive is not a material fact
and therefore is not actionable in a lOb-5 claim.3 41 Only failure to
disclose a material fact suffices as an actionable claim in such
circumstances 42

The Fifth Circuit also rejected the plaintiffs' charges that the
defendants violated rule lOb-5 by failing to disclose certain back-
ground information in connection with the tender offer.3 43 The Fifth
Circuit noted that the defendants' failure to disclose that the price

333. Id. at 786.
334. Id. at 785.
335. See id. at 787.
336. Id. at 795.
337. Id. at 790.
338. Id. at 791.
339. Id. at 790.
340. Id. at 791.
341. Id.
342. Id. at 792.
343. Id. at 792-93.
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of stock of bottlers had been increasing and that legislation facili-
tating takeovers in the soft drinks industry had been recently passed
was not actionable. 344 This information was in the public domain as
a matter of law and the defendants had no obligation to disclose
it. 4

1 The Fifth Circuit also rejected the plaintiffs' charge that the
defendants had failed to disclose that the Coca-Cola Company had
embarked on a restructuring program and that acquisitions of bottling
companies had increased between 1979 and 1982. 34 Although such
information might not be in the public domain, the Fifth Circuit
determined that the defendants had no obligation to publicly disclose
acquisitions in the industry even if not publicly known, provided that
the acquisitions were otherwise unrelated to the self-tender offer in
connection with which public disclosure is made.3 47 Finally, the Fifth
Circuit rejected the plaintiffs' contention that the defendants should
have disclosed their plan to sell the company to the Coca-Cola
Company.3 48 Even if such a plan existed, the defendants had no duty
to disclose it because, in the Fifth Circuit, acquisition activity is only
material when it involves negotiations and the Coca-Cola Company
had not opened negotiations with the company until 1984. 349 Having
found that numerous charges presented to the jury were nonaction-
able, the Fifth Circuit could not ascertain whether the jury had
reached its general verdict based upon any of these nonactionable
charges. 50 Consequently, the Fifth Circuit overturned the general
verdict.35'

Having overturned the general verdict on the federal securities
law claims, the Fifth Circuit turned to the general verdict on state
law claims. The Fifth Circuit vacated the judgment against the
defendants on the state law claims of fraud and breach of fiduciary
duty under its attorney-client privilege and general verdict holdings.31

2

Judge Gee, in overturning the state law general verdict, also corrected
the district court's jury instructions with regard to the fiduciary duty

344. Id.
345. Id. at 793.
346. Id. at 792-93.
347. Id. at 793.
348. Id.
349. Id.
350. Id. at 790-93.
351. Id. at 795.
352. Id. at 793.
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of directors in Louisiana."3 In the circumstances of Ward, Judge
Gee noted, the district court had subjected directors to an overly
strict standard.114 The district court had subjected the directors to a
standard of behavior which foreclosed them from undertaking any
action which conflicted with the interest of shareholders, no matter
how minor the conflict. 355 Yet, Judge Gee noted, Louisiana law
expressly permits directors to approve stock redemptions even if the
directors approving such actions own stock which may be redeemed.35 6

Accordingly, Judge Gee noted that the appropriate test was whether
the directors performed "their duties to the shareholders in good
faith and with that diligence, care, judgment and skill which ordi-
narily prudent men would exercise under similar circumstances in
like positions." 3" A more rigorous standard, Judge Gee concluded,
would only apply to interested directors. 3"8 The Ward defendants
were not interested directors since they did not receive some individual
advantage from the self-tender offer which was unavailable to other
shareholders in the corporation. 5 9

In sum, the Fifth Circuit vacated the judgment against the
defendants and remanded Ward to the trial court for reconsidera-
tion.36 Judge Gee acknowledged that the Fifth Circuit's ruling on
Garner might interfere with full and open discussions between cor-
porate officers and their attorneys.3 6' Under the prevailing decisional
law in the Fifth Circuit, he noted however, a case by case evaluation

353. Id. at 794.
354. Id.
355. Id.
356. Id.
357. Id. The jury instruction had originally read in relevant part:

A fiduciary relation is one of trust and confidence, which makes it incumbent
upon the officers and directors of a corporation to carry out their duties to the
shareholders in good faith and with that diligence, care, judgment and skill which
ordinarily prudent men would exercise under similar circumstances in like positions
as if they were handling their own affairs. Thus, a fiduciary may not take even the
slightest advantage and is bound not to act in antagonism, opposition or conflict
with the interest of the principal to the slightest extent. An officer or director of a
corporation cannot be held liable for errors of judgment when he was acting with
reasonable care, without corrupt intent, and in good faith.

Id.
358. Id.
359. Id.
360. Id. at 795.
361. Id.
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in such instances appears inevitable.3 62 Perhaps more significant from
the standpoint of a securities law practitioner are the Fifth Circuit's
rulings that the various charges of misleading disclosure were non-
actionable. 63 Although other circuits have held that the disclosure of
background information of the type discussed in Ward is not required
disclosure, Judge Gee has affirmed that such information is not
required in the Fifth Circuit as well. a64

The Fifth Circuit also analyzed the adequacy of public disclosure
of material information in Bolton v. Tesoro Petroleum Corp.3 65 The
Fifth Circuit's analysis of the adequacy of disclosure in Bolton, like
Ward, included an analysis of disclosure in a self-tender offer and,
unlike Ward, extended generally to a review of the adequacy of
disclosure in the various public filings made by the self-tendering
company in connection with its corporate reorganization. 3

6

The Board of Directors of Tesoro Petroleum Corporation re-
buffed a hostile takeover in 1981 and launched a corporate reorgan-
ization in 1982.367 The corporate reorganization included a self-tender
offer (at a price per share lower than that offered in the takeover
attempt) intended to reduce the number of shares of Tesoro capital
stock oustanding.3 68 Shareholders in Tesoro at length sued Tesoro
and a number of its affiliates, essentially arguing that the management
of Tesoro had evaded the takeover and launched the self-tender offer
as a part of a general manipulative scheme to acquire the company
in a leveraged buyout.169

The shareholders who sued Tesoro asserted that the leveraged
buyout scheme violated section 10(b) and rule lOb-5.1 70 First, they

Our determination that the plaintiffs failed to demonstrate good cause for suspending
LA Coke's attorney-client privilege is limited to the facts presented in this case.
Problems are presented when we must decide the privilege issue on a case by case
basis. Left with many indicia for evaluating when to compel disclosure, our courts'
unpredictable decisions will leave corporate officers less willing to discuss matters
openly with the corporation's attorneys. That consequence is one which we deplore,
but one that necessarily follows from Garner.

Id. at 795.
362. Id.
363. See id. at 790-93.
364. Id. at 793.
365. 871 F.2d 1266 (5th Cir. Apr. 1989).
366. See id. at 1273-74.
367. Id. at 1269-70.
368. Id. at 1270.
369. Id. at 1271.
370. Id.
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argued that purchasers of Tesoro stock had been harmed by material
misrepresentations and omissions of Tesoro between January 25,
1982 and May 27, 1982.371 During this period, the plaintiffs main-
tained, Tesoro had artificially inflated the price of its stock by
announcing a proposed leveraged buyout on January 25, 1982.372

Key to the plaintiffs' argument was an allegation that a plan of
reorganization announced by Tesoro on January 25, 1982 artificially
inflated the price of Tesoro stock."3 Prior to January 25, 1982, the
board of directors had repelled an offer by Diamond Shamrock
Corporation to purchase all the shares of Tesoro common stock at
$38 per share.374 After Diamond Shamrock withdrew the takeover
offer, the price of Tesoro's common stock, which had risen as high
as $32 per share, fell at times below half of that amount.3 75 The
management of Tesoro, upon the advice of an investment bank,
ultimately proposed a plan of reorganization pursuant to which
Tesoro management in a leveraged buyout would acquire the refinery
and marketing assets of Tesoro, the shareholders would acquire shares
in a new public holding company owning Tesoro's oil field service
businesses and certain other assets would be liquidated in order to
finance the buyout.3 76 On January 25, 1982, the same day on which
Tesoro distributed its proxy statement to shareholders, Tesoro an-
nounced that it had considered steps to alleviate the undervaluation
of its stock including "the distribution of certain of the company's
operations to its shareholders and the sale of other company oper-
ations for cash which would be distributed to the shareholders. 3 77

371. Id.
372. Id. at 1270-71.
373. Id.
374. Id. at 1269-70.
375. Id. at 1270.
376. Id.
377. Id. The relevant portion of the press release read in full:

In response to the recent market activity in its stock, Tesoro Petroleum Corporation
announced today that its management and investment bankers are considering several
courses of action to alleviate the undervaluation of the company's stock in the
market. Among the steps being considered are the distribution of certain of the
company's operations to its shareholders and the sale of other company operations
for cash which would be distributed to the shareholders. The announcement empha-
sized that there is no assurance that any of the actions being studied will be adopted
by the company.

1990]



546 TEXAS TECH LAW REVIEW [Vol. 21:503

In May 1982, Tesoro decided not to implement the proposed
plan of reorgnization.378 The defendants argued that the investment
banker had withdrawn the plan of reoganization and informed the
chief executive officer of Tesoro before the board of directors made
its report. 379 The plaintiffs argued that the plan of reorganization
had been abandoned because its implementation would have forced
Tesoro to disclose additional information about an ongoing federal
grand jury investigation implicating the management of Tesoro.380

Tesoro then turned to an alternative plan of reorganization which
did not necessitate the financing required in a leveraged buyout.38

The second plan was not described in a press release until May 27,
1982.382 As a result, the plaintiffs contended, the price of Tesoro
stock had been artificially inflated by the announcement of a possible
leveraged buyout between January 25 and May 27, 1982.383

The plaintiffs also contended that they had been injured because
of the deflation of the price of Tesoro's stock between May 27, 1982
and September 30, 1982.384 The plaintiffs maintained that the an-
nouncement of the second plan of reorganization on May 27, 1982
simply camouflaged the true intentions of Tesoro to repurchase its
own stock cheaply as the first step in a long-term scheme to take
the company private.3 1

5 In any event, Tesoro did announce a self-
tender offer for Tesoro common stock at $22 per share on July 28,
1982, which price at that time substantially exceeded the market
price. 86 Tesoro obtained the opinions of three investment banks that
the $22 price per share was fair.38 7 The plaintiffs, however, argued
that the purpose of this July self-tender offer was merely to reduce
the number of shares outstanding in order to facilitate a leveraged
buyout at a later date. 88

Several shareholders filed suit on September 30, 1982 against
Tesoro and its affiliates on the grounds that the various press releases

378. Id.
379. Id.
380. Id.
381. Id. at 1271.
382. Id.
383. Id.
384. Id.
385. Id.
386. Id.
387. Id.
388. Id.
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and other public disclosure made by Tesoro had misled investors
with regard to the true intentions of the defendants.38 9 The suits
included both a class action suit on behalf of all Tesoro shareholders
and a derivative suit on behalf of Tesoro itself.39 In addition to the
lOb-5 claim, the plaintiffs alleged that the defendants had conspired
to maintain control of Tesoro in a pattern of racketeering activity
violating RICO.39

1 Plaintiffs also requested the removal of certain
directors of Tesoro as a result of alleged violations of the Securities
and Exchange Commission's ("SEC") rule 14a-9 and SEC regulation
S-K.392 Finally, the plaintiffs sought to force the defendants to
indemnify Tesoro from any liability resulting from the class action
and argued that the defendants' reaction to the Diamond Shamrock
tender offer had injured Tesoro.3 93

Judge Garcia of the United States District Court for the Western
District of Texas consolidated all the suits into Bolton and held for
the defendants. 94 The plaintiffs appealed to the Fifth Circuit, arguing
that the district court had erred in drafting jury instructions con-
cerning the disclosure of the proposed plans of restructuring and the

389. Id.
390. Id. at 1271-72.
391. Id.
392. Id. at 1272. The equitable relief requested by the plaintiffs presumably stemmed from

alleged defective disclosures made in the Tesoro proxy statement pursuant to which the directors
to be removed were elected.

SEC rule 14a-9 generally prohibits misleading misrepresentations and omissions in proxy
statements. It reads in relevant part:

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 the 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 or necessary to correct any statement in any earlier
communication with respect to the solicitation of a proxy for the same meeting or
subject matter which has become false or misleading.

17 C.F.R. § 240.14a-9 (1988).
SEC regulation S-K is the standard SEC source of instructions for completing forms to be

filed with the SEC, including proxy statements. 17 C.F.R. §§ 229.10-802 (1988). Although the
Fifth Circuit's published decision in Bolton did not identify why the plaintiffs alleged that a
violation of regulation S-K occurred, evidently the plantiffs had argued that the alleged insider
scheme to buy out Tesoro had not been disclosed under provisions of regulation S-K requiring
disclosure of, among other information, currently proposed transactions in which the directors
had a direct or indirect interest. See 17 C.F.R. §§ 229.402, 229.404 (1988).

393. 871 F.2d at 1272.
394. Id. at 1267.
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application of the business judgment rule in such situations. 395 The
plaintiffs also appealed various other findings of the district court,
including its determination that the defendants were entitled to show
that two plaintiffs had traded in Tesoro stock while in the possession
of inside information. 396

Judges Gee, Reavley, and Higginbotham heard the appeal for
the Fifth Circuit.3 97 Judge Higginbotham, writing for the panel,
analyzed the complex factual circumstances of the appeal in detail.3 98

Having sifted through the Byzantine factual allegations presented in
the appeal, the panel ultimately affirmed the holding of the district
court on all substantive points.399

The Fifth Circuit found that the district court fairly and accu-
rately instructed the jury about the obligations of Tesoro to inform
the public of the proposed plan of reorganization. 400 The district
court had instructed the jury that plans of merger or reorganization
do not need to be disclosed to the public unless there exists an
agreement in principle (i.e., an agreement on the basic terms of the
transaction, especially its price and structure).4°1 The inclusion of this
"agreement in principle" test in the jury instructions, the plaintiffs
asserted, had been rendered inaccurate as a result of a recent Supreme
Court decision in Basic, Inc. v. Levinson.402 The Supreme Court in
Basic had rejected an agreement in principle test in favor of a more
general test of materiality in such circumstances. 43 Judge Higgin-
botham, however, noted that the plaintiffs had not asserted that
Tesoro had entirely failed to disclose an intention to conduct a

395. Id. at 1272-75.
396. Id. at 1277.
397. Id. at 1268.
398. Id. at 1268-72.
399. Id. at 1278.
400. Id. at 1273.
401. Id. at 1272. The district court's jury instructions read in relevant part:

Preliminary negotiations or plans concerning mergers, reorganizations, or other
significant corporate transactions like a stock buy-back are not considered "material"
facts requiring disclosures to the investing public unless and until there is a proposal
or an agreement incorporating the fundamental terms of the transaction, such as
price and structure. So long as discussions regarding such developments are prelim-
inary, tentative, or contingent in nature, such information is not "material" as a
matter of law and there is no duty to disclose it.

Id.
402. Id.; see Basic, Inc. v. Levinson, 485 U.S. 224 (1988).
403. See 871 F.2d at 1272.
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leveraged buyout, but merely that it had fraudulently misstated the
plan for the leveraged buyout. Insofar as the district court also
instructed the jury that any disclosure of such plans, even if not
mandatory, must be complete and accurate, the jury instructions still
would have sufficed to lead the jury to find against the defendants
if the plaintiffs had persuaded the jury of the validity of their claim. °5

Accordingly, the Fifth Circuit found that, although inaccurate in one
regard, the jury instructions did not cause any injustice and therefore
did not invalidate the jury instructions as a whole. 406

The Fifth Circuit also rejected the plaintiffs' contention that the
district court erroneously instructed the jury in the application of the
business judgment rule under Delaware law.A In Delaware, courts
do not second guess the adequacy of actions of corporate directors
in the exercise of their independent business judgment, provided that
the directors' duties of care and loyalty have not been breached.40
The plaintiffs maintained that the district court should have instructed
the jury that this Delaware business judgment rule only protected
the various decisions of the board of directors of Tesoro if the
defendants proved that the directors had fulfilled their fiduciary
duties. The plaintiffs asserted that the board of directors had acted
without due care and in breach of their duty of loyalty in an obvious
effort to entrench themselves, thereby ensuring their continued po-

404. Id. at 1273.
405. Id.
406. Id.
407. Id. at 1274. The district court's jury instructions read in relevant part:

Where a corporation is approached by a third party, whether such party is already
a shareholder or not, and such party desires to acquire the outstanding shares of
the corporation, the director's fiduciary duties to the shareholders apply fully in
determining what course of action to take. When a board opposes a takeover threat
or when it implements anti-takeover measures there is a potential for conflict between
the interests of the board and management on the one hand [and] the shareholders
on the other. Accordingly in such a situation the directors must at all times act in
good faith, on an informed basis and in the honest belief that their action is in the
best interests of the company and its shareholders.

Id.
408. See Grobow v. Perot, 539 A.2d 180, 189 (Del. 1988); Ivanhoe Partners v. Newmont

Mining Corp., 535 A.2d 1334, 1341 (Del. 1987); Polk v. Good, 507 A.2d 531, 536 (Del. 1986);
Revlon, Inc. v. MacAndews & Forbes Holdings, Inc., 506 A.2d 173, 180 (Del. 1986); Moran
v. Household Int'l, Inc., 500 A.2d 1346, 1356 (Del. 1985); Unocal Corp. v. Mesa Petroleum
Co., 493 A.2d 946, 954 (Del. 1985); Smith v. Van Gorkom, 488 A.2d 858, 872 (Del. 1985);
Aronson v. Lewis, 473 A.2d 805, 812 (Del. 1984).

409. 871 F.2d at 1274.
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sition at Tesoro and forestalling further disclosure about a federal
grand jury investigation in which members of Tesoro management
had been implicated. 410 Since the jury instructions did not clearly set
forth the requirement that the board of directors demonstrate their
satisfaction of their fiduciary duties prior to application of the
business judgment rule, the plaintiffs contended that the jury instruc-
tions implied that the board of directors' rejection of the earlier
takeover offer was presumed valid and thereby misled the jury.41I

Despite the protests of the plaintiffs, the Fifth Circuit found no
error in the district court's summary of the business judgment rule. 412

The Fifth Circuit noted that the district court specifically instructed
the jury that the defendants could only invoke the business judgment
rule in order to protect their decisions if the directors established
that they "reasonably perceived a threat to the corporate policy and
effectiveness of the company from the takeover, and that the response
made was reasonable in relation to the threat they perceived. ' 413 In
order to ascertain whether the board of directors had established that
they reasonably perceived a threat to corporate policy and the ef-
fectiveness of the company, the district court indicated that the
directors could "satisfy their burden on this issue by showing that
they acted in good faith and after reasonable investigation," and
that "there can be no self-dealing, nor can the directors in responding
to a possible takeover act in bad faith, fraudulently, or to protect
or further the interests of all or some of the directors. '41 4 Although
the district court instructed the jury that the directors' actions could
be construed to be uninformed only if the directors were grossly
negligent, it also indicated that the directors could not have ade-
quately exercised their duty of care by a superficial consideration of
the takeover offer.41 Accordingly, the Fifth Circuit determined that
the district court adequately instructed the jury with regard to the
application of the business judgment rule to the Tesoro board of
directors' decision to resist the takeover offer. 41 6

410. Id.
411. Id.
412. Id.
413. Id.
414. Id.
415. Id.
416. Id.
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Finally, the Fifth Circuit affirmed the district court's decision
to permit the defendants to present certain evidence that several
plaintiffs had traded in Tesoro stock on inside information. 417 Had
the plaintiffs traded on inside information, their actions obviously
belied any reliance upon the public disclosures made by Tesoro.
Insofar as proof of reliance was an essential element in the plaintiffs'
lOb-5 claim, Judge Higginbotham noted, any evidence relating to
reliance was admissible. 4 8 Evidence that insider trading charges filed
by Tesoro against the plaintiffs had been voluntarily dismissed in
state court, nevertheless, was not admissible because the dismissal
did not constitute a judicial disposition of the charges and therefore
had marginal relevance to the federal suit. 41 9

The Fifth Circuit's decision in Bolton reaffirms the broad scope
of discretion afforded to a board of directors in responding to offers
to acquire their corporation.420 The circumstantial evidence presented
by the plaintiffs did not convince the jury that the board of directors
of Tesoro was not entitled to the protection of the Delaware business
judgment rule in its decision to resist a takeover and proceed with a
leveraged buyout. 42

1 Lacking proof of a motive to entrench manage-
ment, the plaintiffs were also unable to convince the jury that Tesoro
had fraudulently misrepresented its plans in various public disclosures
released in connection with the takeover offer and subsequent plans
of reorganization .422

The Fifth Circuit's affirmance of the jury instructions in Bolton
is consistent with the prevailing precedents in this area. Challenges
to the invocation of the Delaware business judgment rule to protect
a board of directors' rebuff of a takeover offer have seldom proven
successful except in the most egregious circumstances. 423 Although
the decisional law in this area is evolving rapidly, the Fifth Circuit's
decision in Bolton appears right on track.

417. Id. at 1277.
418. Id.
419. Id.
420. See, e.g., Paramount Communications, Inc. v. Time, Inc., Fed. Sec. L. Rep. (CCH)
94,514 (Del. Ch. July 14, 1989) (discussing the present standard under which a board of

directors of a Delaware corporation must auction the corporation).
421. 871 F.2d at 1274.
422. Id.
423. Id.
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B. When to Pierce the Corporate Veil?

During the survey period, the Fifth Circuit in Gibraltar Savings
v. LDBrinkman Corp.4 4 considered how best to apply the Texas
corporate doctrine of "piercing the corporate veil" in a diversity
action. In Texas, shareholders of a corporation may be liable for
corporate obligations under three theories loosely characterized as
"piercing the corporate veil. ' 425 These three theories are the (i) alter
ego theory, (ii) illegal purpose theory, and (iii) sham to perpetuate a
fraud theory. 426 The Fifth Circuit analyzed these theories in Gibraltar
in the context of a general diversity action for various breach of
contract claims. 427

In Gibraltar, Gibraltar Savings Bank sued a corporate holding
company and its owner for fraudulent inducement of a $5,000,000
loan to a subsidiary on the theory that the defendants were alter
egos of the subsidiary borrower and had tortiously interfered with
the subsidiary's contractual obligations to the lender. 428 The case
arose from the circumstances surrounding Gibraltar Savings' exten-
sion of a $5,000,000 loan to a real estate development corporation. 429

The real estate development corporation, Brinkcraft Development,
Inc., was wholly owned by Brinkcraft, Inc. which in turn was wholly
owned by LDBrinkman Corporation, a principal holding company
of Lloyd D. Brinkman.430

Thomas Ratcliffe, Chief Financial Officer of LDBrinkman Cor-
poration, sought to obtain a $5,000,000 loan from Gibraltar Savings
Bank for Brinkcraft Development, Inc. in order to finance various

424. 860 F.2d 1275 (5th Cir. Dec. 1988).
425. Id. at 1286-89.
426. Id. at 1286. As an alternative to the corporate disregard theory, plaintiffs may wish

to consider the Texas corporate denuding theory. Under this theory, corporate directors or
officers may be deemed liable to corporate creditors if they withdraw substantially all of the
assets of the corporation and thereby denude the corporation of resources sufficient to satisfy
its creditors. See A.R. Clark Inv. Co. v. Green, 375 S.W.2d 425, 437 (Tex. 1964); Inesco,
Inc. v. Sears, 567 S.W.2d 827, 830 (Tex. Civ. App. - Beaumont 1978, writ ref'd n.r.e.).
Under the corporate denuding theory, however, corporate officers and directors generally are
only liable to the extent they received distributions which would have been acquired by
creditors. See American Nat'l Bank of Austin v. MortgageAmerica Corp., 714 F.2d 1266,
1272 n.5 (Sth Cir. 1983). The author wishes to thank M. David Burton for this observation.
427. 860 F.2d at 1286.
428. Id. at 1277.
429. Id.
430. Id. at 1278.
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real estate development limited partnerships that Brinkcraft Devel-
opment, Inc. planned to undertake.43' Ratcliffe approached Gibraltar
Savings for the loan. 432 Although the factual circumstances surround-
ing the extension of the loan were subject to dispute, the Fifth Circuit
ascertained that Ratcliffe represented to the loan officer who in turn
represented to his superiors that: (i) Brinkcraft, Inc. only had
$7,000,000 in intercompany debt to LDBrinkman Corporation and
Brinkcraft Development, Inc. only had $2,500,000 in outside debt;
(ii) the $5,000,000 loan from Gibraltar Savings would be only used
to repay Brinkcraft Development, Inc.'s $2,500,000 debt with the
remainder to be reserved for operating capital; (iii) LDBrinkman
Corporation would subordinate the $7,000,000 intercompany debt in
Brinkcraft, Inc. to Gibraltar Savings until the Gibraltar Savings loan
was repaid; (iv) LDBrinkman Corporation would cease drawing div-
idends from Brinkcraft, Inc.; and (v) LDBrinkman Corporation
would ensure that both Brinkcraft, Inc. and Brinkcraft Development,
Inc. continued in business until Brinkcraft Development, Inc. paid
off the $5,000,000 loan. 433

The loan closed on September 26, 1984. 4
1
4 At closing, the pro-

ceeds of the loan were transferred directly to repay Brinkcraft De-
velopment, Inc.'s previously disclosed bank debt of $2,525,000, to
pay an additional undisclosed bank debt of $475,000 and -to pay
$2,000,000 to LDBrinkman Corporation.4 35 Gibraltar Savings main-
tained that LDBrinkman Corporation had a contemporaneous plan
to dispose of the Brinkcraft entities before the closing. 436

Both Brinkcraft subsidiaries declined rapidly after the loan
closed. 43 7 Between September 26, 1984 and April 1985, when
LDBrinkman Corporation wrote off the subsidiaries, LDBrinkman
Corporation took an aggregate of $4,367,000 from Brinkcraft, Inc.

431. Id. at 1279.
432. Id. at 1279-80.
433. Id. at 1280-81. Gibraltar Savings, however, knew that Brinkcraft Development, Inc.

had no independent assets. Id.
434. Id. at 1282. Brinkcraft Development, Inc. executed the loan documents, not LDBrink-

man Corporation, as originally contemplated by Gibraltar Savings. Id. Gibraltar Savings had
not requested a written guaranty by LDBrinkman Corporation, perhaps because Gibraltar
Savings had assumed that LDBrinkman Corporation was a principal in the transaction. Id. at
1281-82.
435. Id. at 1281-82.
436. Id. at 1282.
437. Id. at 1282-84.
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and various affiliated real estate development partnerships.4 3 These
transfers were not dividends but intercompany advances.43 9 On June
10, 1985 officers of LDBrinkman Corporation met with representa-
tives of Gibraltar Savings to discuss a problem with the $5,000,000
loan. 440 The representatives of LDBrinkman Corporation at that
meeting disclosed that the proceeds had been employed in a manner
contrary to prior representations and that the Brinkcraft subsidiaries
were unable to repay the loan."' They also indicated that LDBrink-
man Corporation did not intend to support the Brinkcraft subsidiaries
financially in order to allow them to continue to make payments on
the loan." 2 Gibraltar Savings immediately called the loan." 3

After Gibraltar Savings called the $5,000,000 loan, LDBrinkman
Corporation acquired almost $4,400,000 in Brinkcraft, Inc. assets to
repay Brinkcraft, Inc.'s $7,000,000 intercompany debt to LDBrink-
man Corporation. 4 In September 1985, LDBrinkman Corporation
allegedly ordered Brinkcraft, Inc. to cease paying any principal or
accrued interest on the loan."5 In October 1985, the remains of
Brinkcraft, Inc. were spun-off to an outside party who ultimately
filed for voluntary bankruptcy on behalf of the company.4"

Gibraltar Savings sued Lloyd D. Brinkman and LDBrinkman
Corporation in addition to Brinkman Development, Inc. and certain
guarantors of the loan." 7 Gibraltar Savings settled with the guarantors
and filed the appropriate bankruptcy claims against the insolvent
Brinkcraft subsidiaries. 4" In order to recover the majority of the
principal and interest due on the loan, however, Gibraltar Savings
was forced to proceed against Lloyd D. Brinkman and LDBrinkman
Corporation in a Texas federal court, arguing that these two defen-
dants were liable on the entire loan amount." 9

438. Id. at 1282.
439. Id.
440. Id. at 1283.
441. Id.
442. Id.
443. Id.
444. Id.
445. Id.
446. Id. at 1283-84.
447. Id. at 1284.
448. Id.
449. Id.
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Gibraltar Savings sued on two theories. 450 First, Gibraltar Savings
argued that Brinkman and LDBrinkman Corporation were liable as
alter egos of the Brinkcraft subsidiaries and therefore Gibraltar
Savings was entitled to pierce the corporate veil in order to recover
the loan from them. 45 ' Second, Gibraltar Savings argued that Brink-
man and LDBrinkman Corporation had tortiously interfered with
the contractual obligations of Brinkman Development, Inc. by looting
the corporation of its assets and ordering it to refrain from any
payment on the loan.45 2 At trial, the jury found in favor of Gibraltar
Savings on both theories and awarded a verdict of $6,000,000. 4

11 The
trial judge disregarded the jury's finding of liability on the alter ego
theory but otherwise entered judgment in the amount of $6,000,000
against the defendants. 4 4 The defendants appealed to the Fifth Cir-
cuit.4 15

A panel of the Fifth Circuit composed of Judges Gee, Davis
and Smith heard the appeal. 45 6 Judge Smith, writing for the panel,
focused on the liability of the defendants under the plaintiff's theories
of alter ego and tortious interference. 457 In analyzing the validity of
the jury's finding that Brinkman and LDBrinkman Corporation were
liable on the loan as alter egos of the Brinkcraft subsidiaries, the
Fifth Circuit followed the decision of the Texas Supreme Court in
Castleberry v. Branscum with regard to "corporate disregard" or
"piercing the corporate veil. ' 458  Plaintiffs seeking to invoke the

450. Id.
451. Id.
452. Id. at 1277.
453. Id. at 1284.
454. Id.
455. Id. at 1277-78.
456. Id. at 1277.
457. Id. at 1286, 1298.
458. Id. at 1286-89 (citing Castleberry v. Branscum, 721 S.W.2d 270 (Tex. 1986)). See Pan

Eastern Exploration Co. v. Hufo Oils, 855 F.2d 1106, 1131-32 (5th Cir. 1988); S.I. Acquisition,
Inc. v. Eastway Delivery Serv., Inc., 817 F.2d 1142, 1152 (5th Cir. 1987); Riquelme Valdes v.
Leisure Resource Group, Inc., 810 F.2d 1345, 1352-53 (5th Cir. 1987); Edwards Co. v.
Monogram Indus. Inc., 730 F.2d 977, 983-85 (5th Cir. 1984); Lucas v. Texas Indus., Inc.,
696 S.W.2d 372, 374-75 (Tex. 1984); Pace Corp. v. Jackson, 284 S.W.2d 340, 351 (Tex. 1955);
Rose v. Intercontinental Bank, N.A., 705 S.W.2d 752, 775 (Tex. App. - Houston list Dist.]
1986, writ ref'd n.r.e.); Tigrett v. Pointer, 580 S.W.2d 375, 381-86 (Tex. Civ. App. - Dallas
1978, writ ref'd n.r.e.); Hanson Southwest Corp. v. Dal-Mac Constr. Co., 554 S.W.2d 712,
716-18 (Tex. Civ. App. - Dallas 1977, writ ref'd n.r.e.); Pacific Am. Gas Co. v. Miller, 76
S.W.2d 833, 848-51 (Tex. Civ. App. - Amarillo 1934, writ ref'd). See generally Larson,
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doctrine of corporate disregard, Judge Smith noted, must argue one
of three theories.45 9 First, plaintiffs may employ the alter ego theory
in order to find liability in a corporate parent for acts of subsidiaries
where the subsidiaries act as a mere tool or business conduit for the
parent. 46 Under this theory, courts are free to disregard the legal
divisions between corporations when formal. distinctions between
different corporations are not observed.461 Second, plaintiffs may
argue that a corporate parent has used the corporate form of the
subsidiary as a technique for avoiding legal restrictions upon the
parent. 462 This illegal purpose theory, Judge Smith noted, may be
invoked even when all corporate legal formalities have been observed
so as to avoid the use of a subsidiary to effectuate, among other
wrongs, a monopoly or crime. 463 Third, plaintiffs may argue that a
corporate parent has employed a corporate subsidiary as a sham to
perpetuate a fraud. 464 Judge Smith noted that the "sham to perpetuate
fraud" theory focuses upon the inequitable result for the plaintiff
of an abuse of the corporate form, including such abuses as inade-
quate capitalization of the corporation. 465 The first two theories
required only a showing of an abuse of the corporate scheme of
organization; the third theory required much broader proof of un-
foreseeable harm.466

In analyzing the district court's judgment notwithstanding the
verdict, Judge Smith noted that the jury instructions only invoked
the alter ego theory as a basis for disregarding the corporate form.6 7

Judge Smith noted that the evidence clearly indicated that the Brink-
craft subsidiaries (i) maintained separate staff, payroll, accounting
department, auditors and attorneys, (ii) kept separate books and
bank accounts, (iii) filed a federal income tax return separate from
other entities, (iv) had separate boards of directors overlapping, but

Piercing the Corporate Veil by Climbing the Walls of Castleberry, in STATE BAR OF TEXAS,
CREATING AND REPRESENTING TEXAS BUSINESS ORGANIZATIONS D (1988) (discussing recent
developments in the Texas doctrine of piercing the corporate veil).

459. Id. at 1286-95.
460. Id. at 1286.
461. Id. at 1287-88.
462. Id. at 1288.
463. Id. at 1288-89.
464. Id. at 1287.
465. Id.
466. Id. at 1290, 1293.
467. Id. at 1289-90.
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not identical with the board of directors of LDBrinkman Corpora-
tion, and (v) had their own officers, although remaining centrally
managed by LDBrinkman Corporation. 46s Many of the actions cited
by Gibraltar Savings as indicative of a neglect of corporate formal-
ities, such as the use of noncontemporaneous unanimous consents,
appeared to Judge Smith as evidence that some effort was taken to
observe corporate formalities.4 69 Judge Smith decided that LDBrink-
man Corporation's exercise of its powers as owner of the Brinkcraft
subsidiaries did not render those subsidiaries mere tools or business
conduits of the owner. 470 Accordingly, Judge Smith concluded that
in the absence of any evidence indicating a breach of corporate
formalities, a judgment notwithstanding the verdict was appropri-
ate.4 71

In ruling that the judgment notwithstanding the verdict on the
alter ego theory was appropriate, Judge Smith in effect found that
the arguments of Gibraltar Savings really stemmed from a sham to
perpetuate a fraud theory.472 Judge Smith also noted that while the
jury was presented with no evidence supporting a sham to perpetuate
a fraud theory, Gibraltar Savings did not ask the district court for
jury instructions reflecting a sham to perpetuate a fraud theory or
object to the special verdict form utilized by the judge.4 7 Therefore,
Judge Smith commented that the Fifth Circuit could not retroactively
recast the jury instructions in an alternative, more favorable form. 474

Judge Smith's ruling on the alter ego verdict, nevertheless, did
not release all the defendants from liability. The jury found LDBrink-
man Corporation, but not Lloyd D. Brinkman, liable for the loan
on other theories. First, the jury found that LDBrinkman Corpora-
tion had tortiously interfered with the contractual relationship be-
tween Gibraltar Savings and Brinkman Development, Inc. 475 In
addition, Judge Smith noted that the jury was justified in finding

468. Id. at 1291.
469. Id. at 1291-92.
470. Id. at 1292.
471. Id.
472. See id.
473. Id.
474. Id. at 1294-95.
475. Id. at 1298. The elements of a cause of action for tortious interference with contractual

relations are: (1) a contract; (2) an intentional and willful act, interfering with the contract,
that was calculated to cause damage to the plaintiff; (3) the lack of any legally justifiable
cause or excuse on the part of the defendant; and (4) actual damages. Id.
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that LDBrinkman Corporation was liable for damages resulting from
the loan deficiency on a general fraud theory. 4 6 In particular, Judge
Smith noted that a promise to act in the future without any intention
of fulfilling the promise is actionable as a fraud if such a promise
is made in order to deceive another.47 7 In the instant case, the evidence
indicated that representatives of the LDBrinkman Corporation had
promised Gibraltar Savings that it would maintain and financially
support the Brinkcraft subsidiaries and that LDBrinkman Corpora-
tion had secretly decided to dispose of those same subsidiaries even
prior to closing the loan. 478 Judge Smith indicated that the jury was
entitled to infer from the testimony of the responsible loan officer
that LDBrinkman Corporation had promised Gibraltar Savings to
keep the Brinkcraft's subsidiaries in existence until the loan had been
repaid. 479 Judge Smith noted that the jury was also entitled to infer
that Gibraltar Savings had reasonably relied upon this misrepresen-
tation despite Gibralter Savings'apparent failure to verify its accu-
racy. 40 In short, Judge Smith concluded that Gibraltar Savings had
adduced sufficient facts to support its allegation of LDBrinkman
Corporation's tortious interference in contractual relations4 1 and
fraud.4

2

As a result of this analysis, the Fifth Circuit affirmed the district
court's judgment notwithstanding the verdict on the potential alter
ego liability of LDBrinkman Corporation and Lloyd D. Brinkman,
and the district court's finding that LDBrinkman Corporation was
liable for the principal and interest on the loan (offsetting certain
settlement amounts already obtained) on theories of tortious inter-
ference in contractual relations and fraud.43

476. See id. at 1302-04. The elements of a cause of action for fraud are: (1) "a false
material representation consisting of either a positive untrue statement of material fact, the
concealment of a material fact, or nondisclosure of a material fact which" the defendant "had
a duty to disclose"; (2) the defendant's knowledge or reckless disregard of the falsity of the
representation; (3) an intention to induce reliance by the plaintiff; (4) reliance by the plaintiff
in acting upon the misrepresentation; and (5) injury to the plaintiff. Id. at 1298-99.

477. Id. at 1300.
478. Id. at 1301.
479. See id. at 1301-02.
480. See id. at 1303.
481. Id. at 1298.
482. Id. at 1302-04.
483. Id. at 1305-06. The Fifth Circuit later rejected LDBrinkman Corporation's petition

for rehearing and subsequent petition for rehearing en banc. Id. at 1306. The Supreme Court
subsequently denied its petition for a writ of certiorari. LDBrinkman Corp. v. Gibraltar
Savings, -U.S. __, 109 S. Ct. 2432, 104 L. Ed. 2d 988 (1989).
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The Fifth Circuit's decision in Gibraltar has both legal and
practical significance. As a legal statement, the Fifth Circuit's decision
in Gibraltar is an important, if short-lived, affirmation of state law
in federal court. The decision is important because the Fifth Circuit
for the first time has acknowledged the possible general application
of Castleberry to cases of corporate disregard. The decision is short-
lived because the Texas Legislature amended article 2.21 of the Texas
Business Corporation Act in order to ensure that shareholders are
not liable for the contractual obligations of a corporation even in
the presence of constructive fraud or a failure to observe corporate
formalities. 48 4 In effect, the Texas Legislature essentially repealed
Castleberry, upon which Gibraltar's discussion of the doctrine of
corporate disregard is largely predicated. 45 Although the actions of
the Texas Legislature will not retroactively alter the Fifth Circuit's
disposition of Gibraltar, the Texas Legislature has effectively fore-
closed any further development of case law in this area.

As a practical matter, the Fifth Circuit's decision in Gibraltar
warns plaintiffs that they cannot invoke the alter ego theory of
corporate disregard in order to extend the liability for actions of
subsidiaries to a corporate parent (or control party) unless they can
show a fundamental and general neglect of corporate formalities.

484. The amendment to article 2.21 of the Texas Business Corporation Act took effect on
August 28, 1989. Article 2.21, as amended, now reads in relevant part:

LIABILITY OF SUBSCRIBERS AND SHAREHOLDERS
A. A holder of shares, an owner of any beneficial interest in shares, or a subscriber
for shares whose subscription has been accepted shall be under no obligation to the
corporation or to its obligees with respect to:

1. such shares other than the obligation to pay to the corporation the full amount
of the consideration, fixed in compliance with Article 2.15 of this Act, for which
such shares were or are to be issued;

2. any contractual obligation of the corporation on the basis of actual or con-
structive fraud, or a sham to perpetrate a fraud, unless the obligee demonstrates
that the holder, owner, or subscriber caused the corporation to be used for the
purpose of perpetrating and did perpetrate an actual fraud on the obligee primarily
for the direct personal benefit of the holder, owner, or subscriber; or

3. any contractual obligation of the corporation on the basis of the failure of the
corporation to observe any corporate formality, including without limitation: (a) the
failure to comply with any requirement of this Act or of the articles of incorporation
or bylaws of the corporation; or (b) the failure to observe any requirement prescribed
by this Act or by the articles of incorporation or bylaws for acts to be taken by the
corporation, its board of directors, or its shareholders. ..

Act of May 12, 1989, Ch. 217, § 1, 1989 TEX. SEss. LAW SERV. 974 (Vernon).
485. See 860 F.2d at 1286-95.
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Mere failure to observe every propriety in corporate relations does
not suffice to render the protections of corporate limited liability
nugatory.4 1

6 In fact, even unsuccessful efforts to observe such for-
malities may suffice to prevent the invocation of alter ego theory.4 7

As a result, corporate parents or control persons may continue to
direct the operations of corporate subsidiaries and make commitments
upon their behalf (otherwise consistent with their fiduciary duties)
without fear. of becoming directly liable on a theory of corporate
disregard. A contrary result in this case would not only have unsettled
the legal principles upon which the Texas doctrine of corporate
disregard is based, but also would have jeopardized the basic oper-
ation of many corporate conglomerates in Texas.

C. When May the Fifth Circuit Review Whether Arbitration
Clauses in Brokerage Agreements Are Binding?

The surge of cases in the Fifth Circuit against brokerage houses
alleging violations of the federal securities laws has ebbed. The
Supreme Court in Shearson/American Express, Inc. v. McMahon4

11

decided that such claims under the 1934 Act are subject to arbitra-
tion.48 9 The Fifth Circuit subsequently applied the holding of Mc-
Mahon retroactively to all its pending brokerage cases and extended
it to claims under the 1933 Act. 4

9 As a result, claims under the
federal securities laws against brokers have become subject to arbi-
tration in the Fifth Circuit.

This new development in legal theory has altered judicial prac-
tice. Brokerage houses commonly require all customers to agree to
arbitration of any disputes arising from the broker's trading for the
account of the customer. When disputes arise under such arbitration
agreements, brokerage houses in general appear to prefer the forum
of arbitration to the court of law. Consequently, the Fifth Circuit

486. See id. at 1291-92.
487. See supra notes 467-69 and accompanying text.
488. 482 U.S. 220 (1987).
489. Id. at 238.
490. See Noble v. Drexel, Burnham, Lambert, Inc., 823 F.2d 849, 850-51 (5th Cir. 1987)

(finding that the Supreme Court's holding in Shearson/American Express, Inc. v. McMahon
that claims under RICO and the 1934 Act are subject to arbitration is to be applied
retroactively); Rodriguez de Quijas v. Shearson/Lehman Bros., Inc., 845 F.2d 1296, 1299 (5th
Cir.) (finding that claims under the 1933 Act are subject to arbitration), aff'd, -U.S. -

, 109 S. Ct. 1917, 104 L. Ed. 2d 526 (1988).
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generally has sent such cases to arbitration panels and few new cases
have arisen.

One residual issue, nevertheless, has remained for Fifth Circuit
disposition. In Rauscher Pierce Refsnes, Inc. v. Birenbaum,491 Jolley
v. Paine Webber Jackson & Curtis, Inc. ,492 Turboff v. Merrill Lynch,
Pierce, Fenner & Smith, Inc.493 and Purdy v. Monex International
Ltd. ,494 various panels of the Fifth Circuit considered whether inter-
locutory district court orders favoring arbitration over litigation may
be appealed. All four cases involved suits against brokerage houses
by customers who had signed arbitration agreements. 495 Pursuant to
those arbitration agreements, the brokerage houses had moved in
federal court to stay the cases and compel arbitration in accordance
with the agreements. 49

6 In all the cases, federal district courts granted
a stay and compelled arbitration. 497 The Fifth Circuit in Birenbaum
and Jolley concluded on independent grounds that the orders granting
stays and compelling arbitration are interlocutory. 498 Under prevailing
precedents in the Fifth Circuit, such orders are not subject to appeal
until entry of a final judgment. 499

In Turboff the Fifth Circuit arrived at the same result based on
an amendment to the Federal Arbitration Act.1° That amendment
provided that circuit courts may not review appeals from interlocutory
district court orders favoring arbitration over litigation, even though
interlocutory orders to the contrary may be appealed. 0 1 The Fifth

491. 860 F.2d 169 (5th Cir. Nov. 1988).
492. 867 F.2d 891 (5th Cir. Feb. 1989).
493. 867 F.2d 1518 (5th Cir. Mar. 1989).
494. 867 F.2d 1521 (5th Cir. Mar. 1989).
495. 860 F.2d at 169; 867 F.2d at 891; 867 F.2d at 1519; 867 F.2d at 1522.
496. 860 F.2d at 169; 867 F.2d at 891; 867 F.2d at 1519; 867 F.2d at 1522.
497. 860 F.2d at 170; 867 F.2d at 892; 867 F.2d at 1519; 867 F.2d at 1523.
498. 860 F.2d at 171; 867 F.2d at 892.
499. Hamilton v. Robertson, 854 F.2d 740 (5th Cir. Sept. 1988); Anderson v. United

States, 520 F.2d 1027 (5th Cir. 1975).
500. 867 F.2d at 1521.
501. Id. The amendment to the Federal Arbitration Act reads in relevant part:

15. Appeals
(a) An appeal may be taken from -

(1) an order -
(A) refusing a stay of any action under section 3 of this title,
(B) denying a petition under section 4 of this title to order arbitration to proceed,
(C) denying an application under section 206 of this title to compel arbitration,
(D) confirming or denying confirmation of an award or partial award, or
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Circuit in Turboff applied this amendment retroactively to all actions
on appeal to the Fifth Circuit as of November 19, 1988.502 Shortly
after its ruling in Turboff, the Fifth Circuit in Purdy held that the
Fifth Circuit was barred from reviewing an appeal of an interlocutory
order compelling arbitration even if the arbitration would occur
outside of the jurisdiction of the Fifth Circuit.5 °3 Although the
amendment to the Federal Arbitration Act completely changed the
reasoning in these cases, the results stayed the same. The Fifth Circuit
only has jurisdiction to review an interlocutory order of a district
court if it does not compel arbitration.5°4 Interlocutory orders of
district courts staying litigation or compelling arbitration in such
cases are immune from review.50 5

As a result of the renovation of legal doctrine in this area, the
Fifth Circuit's case load has been reduced dramatically. Only time
will tell whether the diversion of brokerage cases to arbitration panels

(E) modifying, correcting, or vacating an award;
(2) An interlocutory order granting, continuing, or modifying an injunction against

an arbitration that is subject to this title; or
(3) a final decision with respect to an arbitration that is subject to this title.

(b) Except as otherwise provided in section 1292(b) of title 28, an appeal may not
be taken from an interlocutory order -

(1) granting a stay of any action under section 3 of this title;
(2) directing arbitration to proceed under section 4 of this title;
(3) compelling arbitration under section 206 of this title; or
(4) refusing to enjoin an arbitration that is subject to this title.

9 U.S.C. § 15 (1988).
Readers interested in arbitrating a securities case may wish to consult Friedman, Arbitrating

Your Case under the Securities Rules of the American Arbitration Association, 43 ARa. J. 23
(June 1988).

502. See 867 F.2d at 1519; see also 867 F.2d at 1520 n.6 (referring in dicta to the fact
that the Birenbaum decision, which had been decided two days before the date of effectiveness
of the amendment to the Federal Arbitration Act discussed herein, is not contrary).

503. 867 F.2d at 1523. In finding that a motion to stay or compelling arbitration is not
subject to appeal even if such a motion would result in arbitration outside its jurisdiction, the
Fifth Circuit interpreted § 9 of the Federal Arbitration Act. That section reads in relevant
part: "If no court is specified in the agreement of the parties [to arbitrate], then such
application [for enforcement of the award) may be made to the United States court in and
for the district within which such award was made." 9 U.S.C. § 9 (1988).

The Fifth Circuit held that § 9 does not establish an exclusive forum for lawsuits enforcing
awards under arbitration, but merely permits enforcement in the federal district court in which
arbitration occurred. The Fifth Circuit expressly reserved the right of the federal district court
staying litigation pending arbitration to reopen the case upon completion of arbitration. 867
F.2d at 1523.

504. 867 F.2d at 1521.
505. Id.
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will serve the purposes of justice. Whatever the result of this diversion
of cases, the Fifth Circuit will benefit immediately from the resulting
release of judicial time and resources.

V. CONCLUSION

During this survey period, the Fifth Circuit has reviewed ap-
proximately the same number of securities cases as in prior years. °

0

In this instance, however, an equivalent number of cases has not
meant the same amount of work. Many of the cases reviewed in this
period have featured labyrinthine factual circumstances and innova-
tive legal arguments. The Fifth Circuit has risen to this challenge,
writing decisions of great sophistication and length. Perhaps the Fifth
Circuit's focus upon developing better predictive rules for securities
law practitioners has at last yielded fruit. It appears to have reduced
the number of mundane cases appealed to the Fifth Circuit and
allowed the Fifth Circuit the opportunity instead to devote its col-
lective effort to cases of greater significance.

506. The 1988 Fifth Circuit Symposium discussed seven significant securities cases. See
Folladori & Stinemetz, supra note 96. The 1989 Symposium discussed eleven significant
securities cases. See Stinemetz, Securities, Fifth Circuit Survey, 20 TEX. TECH. L. REv. 587
(1989). Of the eleven securities cases discussed in this Symposium, four were short brokerage
cases on procedural issues, leaving only seven other significant cases. These decisions, however,
treat more issues of first impression at greater length than had been the previous norm. Abell,
for example, ran forty-three pages in length when published.
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