SECURITIES LAW
by Dan R. Waller* and Wayne M. Secore**
I.
II.

INTRODUCTION .....................................................

741

STATUTE OF LIMITATIONS FOR SECURITIES FRAUD

CLAIM S ..............................................................
AIDING AND ABETTING LIABILITY FOR RULE

IV.

A CTIONS .............................................................
THE "IN CONNECTION WITH" REQUIREMENT FOR RULE
lOb-5 A CTIONS ....................................................

V.

DEFINITION OF "SECURITY";
MAINTAIN A CIVIL

749
753

ELEMENTS NECESSARY TO

ACTION ...........................

756

The Securities Claims ....................................
The RICO Claims .........................................

758
759

WAIVER OF RIGHT TO ARBITRATE SECURITIES CLAIMS..

760

A.
B.
VI.

RICO

741

lOb-5

III.

I.

INTRODUCTION

During the survey period, there was only one significant decision
rendered by the Fifth Circuit in the securities law area. There were,
however, several other noteworthy decisions. This Article will discuss
these cases, which presented interesting issues and concepts not
usually addressed in other decisions rendered in the area of securities
law.

II.

STATUTE OF LIMITATIONS FOR SECURITIES FRAUD CLAIMS

In April 1992, the Fifth Circuit, in Topalian v. Ehrman,' addressed the issue of when the limitations period begins to run on an
investor's securities fraud claim. In a decision that appears to represent an extraordinary departure from previously announced positions on the subject, the court held that an investor who receives a
confidential private placement memorandum and signs a subscription
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agreement, acknowledging awareness of the risks associated with an
investment, is "put on notice" of fraud if that investor subsequently
alleges oral misrepresentations that are directly contradicted by the
written disclosures delivered to the investor. 2 The court then ruled
that the statute of limitations commences when the investor signs the
subscription document.3 The decision was appealed on that issue to
4
the United States Supreme Court, which denied certiorari.
Before discussing Topalian, a review of a previous case decided
in June of 1991 by the United States District Court for the Southern
District of Texas is appropriate because it reflects what was presumed
to be the prevailing theory on the issue. In Hallman v. Northwestern
National Insurance Co.,' the court was also faced with the issue of
determining when the limitations period began to run on an investor's
securities fraud claim. In 1981 and 1982, the plaintiff, a doctor, had
invested in several limited partnerships on the recommendation of
his financial investment advisor, one of the defendants. 6 Although
the offering memoranda given to the plaintiff during the marketing
of the limited partnerships cautioned prospective purchasers of the
risks associated with the investments, the advisor orally assured the
plaintiff, allegedly based upon information the advisor had received
from the promoter of the limited partnerships, also a defendant, that
the investments were sound and would be profitable. 7 The court first
stated that inconsistent oral and written representations should have
immediately alerted the plaintiff as to the necessity for further
investigation.' However, the court went on to determine that even if
the plaintiff did not recognize any cause for concern at the initial
point of investment, "the statute of limitations clearly began to run
during 1984, when several events occurred which should have put
the doctor on notice that everything was not 'fine' with his investments. "9

2. Id. at 1134-35.
3. Id.
4. 113 S. Ct. 82 (1992).
5. 766 F. Supp. 575 (S.D. Tex. 1991).
6. Id. at 576.
7. Id.
8. Id. The plaintiff asserted that he believed that the cautionary language placed in the
memoranda was a formality to limit the company's exposure to liability. Although the court
stated that this assumption was probably true, the warnings should have "placed the Plaintiff
on notice to investigate these investments very carefully, especially considering the inconsistent
information he had received." Id.
9. Id.
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The investments in the limited partnerships, which the plaintiff
made in 1981 and 1982, required cash payments and the execution
of certain short term notes and nonnegotiable long-term notes. 10 In
May of 1984, purportedly in exchange for $50,000 in cash, the
plaintiff executed a long-term negotiable note to replace the original
notes. The plaintiff was allegedly promised that these notes would
not be sold, but would be pledged in order to receive additional
funding for the partnership." The plaintiff never received the promised $50,000.12 The court noted that the plaintiff's failure to receive
this large amount of cash within a reasonable time of when it was
promised should have, at that point, given the plaintiff notice of
13
possible problems with his investments.
Later, in the summer of 1984, the plaintiff discovered that his
investment advisor had defrauded him on other investments. 4 He
then sued the advisor for fraud as to those transactions. However,
the plaintiff made no investigation into the limited partnership investments made in 1981 and 1982.1 It was not until after the plaintiff
received notice in late 1988 that his negotiable long-term note had
been sold before maturity, and after several other limited partners
had contacted him about hiring legal counsel to investigate other
fraud claims against the defendants, that the plaintiff realized there
were problems with the earlier limited partnership investments. The
plaintiff filed suit in early 1989.16
In response to the defendants' assertions that the statute of
limitations had run on the plaintiff's claims, the court stated that
"the limitations period begins to run when a person either knew or
should have known of possible problems with his or her investments
which would cause a reasonable person to further investigate the
situation."' 7 The court acknowledged that the plaintiff probably did
not have actual knowledge of any cause of action until 1988 or 1989.

10. Id.
11. Id.
12. Id.
13. Id.
14. Id.
15. Id. at 577. Apparently, the plaintiff was not concerned about the limited partnerships
because he wrote checks directly to the companies in which he had invested, as opposed to
giving monies to the advisor. Id.
16. Id.
17. Id.
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However, the court stated that the plaintiff's suspicions should have
been raised as to the integrity of his investments at least by the end
of 1984, when the plaintiff was put on constructive notice of "foul
play" by the fact that he never received the $50,000 cash as promised
and by the advisor's fraudulent conduct related to the plaintiff's
other investments. I" In concluding that the plaintiff's failure to investigate did not toll the statute of limitations for any reason, the
court noted:
The purpose of a limitations period is to impose the duty to
closely monitor one's affairs and to act with reasonable speed and
diligence to investigate problems with investments, etc. The law
does not require the Plaintiff to have actual knowledge of any
fraudulent conduct, but only mandates that he should have known,
using reasonable diligence to care for his business affairs. 9
The Hallman court followed the Fifth Circuit decision in Breen
v. Centex Corp.,20 which held that the limitations period for Rule
lOb-5 violations begins to run when the plaintiff discovers or in the
exercise of reasonable diligence should have discovered the alleged
violations or alleged fraudulent conduct. 2' In addition, the court
reviewed the holding in Kennedy v. Josephthal & Co. ,22 in which the
First Circuit held that inquiry notice is triggered by evidence of the
"possibility" of fraud, not full exposition of the fraud itself. 23 In
Kennedy, as in Hallman, there were blatant inconsistencies between
the language in the offering memoranda and the alleged oral statements of the selling party. 24 In Kennedy, the First Circuit stated:
A reasonable investor would have at least enquired as to this
glaring difference but instead appellants, according to their own
version, relied on the more favorable assessment. A 'misleading
statement or significant omission,' however, is the most logical
explanation for the disparity between the written representations
of the prospectus and the oral representations of [the broker] .... 23

18.
19.
20.
21.
22.
23.
24.
25.

Id.
Id.
695 F.2d 907 (5th Cir. 1983).
Id. at 911.
814 F.2d 798 (1st Cir. 1987).
Id. at 802.
See id. at 801.
Id. at 802.
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The notice appellants were on triggered the duty to exercise reasonable
diligence.

26

In its conclusion, the Hallman court gave the plaintiff the benefit
of the doubt by measuring the statute of limitations period beginning
in 1984, instead of in 1981, when the contradictory statements in the
offering memoranda and the advisor's oral representations were
made. However, the court reached the determination that the plaintiff's securities fraud claims were time-barred because the plaintiff
had simply chosen to ignore the "storm warnings" for too long.27
However, eleven months later, the Fifth Circuit adopted a different viewpoint in Topalian v. Ehrman.28 The plaintiffs in Topalian
consisted of fifteen of the seventy-seven investors who had purchased
interests in Onshore Exploration Ltd. ("Onshore"), a Texas limited
partnership formed in 1984 to explore for oil and gas. 29 In marketing
the partnerships to prospective investors, Onshore's general partners
allegedly promoted Onshore as a tax shelter and as a sound, legitimate
investment vehicle.30 Furthermore, the general partners represented
that the Onshore offering was exempt from registration under the
Securities and Exchange Commission's Rule 506 of Regulation D. 3
However, defendants and their seller-agents purportedly offered and
sold the Onshore securities to more than thirty-five nonaccredited
investors in violation of Rule 506.32
The defendants printed at least two different offering memoranda, one dated September 30, 1984, and another dated November
30, 1984, and entered into a joint venture agreement with defendant
Houston Petroleum Company in which Onshore agreed to raise
minimum subscriptions of $3,600,000 in capital contributions on or

26. Id. at 802-03. Reasoning that both the broker's statements and the offering memorandum's assertions could not be true at the same time, the court in Kennedy considered it
logical that one statement or the other had to be false. Id. at 803. Accordingly, the First
Circuit held that the appellants did not exercise reasonable diligence in investigating potential
fraud, and thus could not assert that the doctrine of fraudulent concealment tolled the statute
of limitations. Id.
27. Hallman v. Northwestern Nat'l Ins. Co., 766 F. Supp. 575, 581 (S.D. Tex. 1991).
28. 954 F.2d 1125 (5th Cir. Apr. 1992), cert. denied, 113 S. Ct. 82 (1992).
29. Id. at 1128.
30. Id.at 1129.
31. Id.; see 17 C.F.R. § 230.506 (1992). The Rule 506 exemption to the registration
requirements is limited to offerings made to not more than thirty-five nonaccrediied invsCLUrs.
954 F.2d at 1129.
32. 954 F.2d at 1129.
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before December 31, 1984.13 The later offering memorandum stated
that the offering termination date was December 31, 1984, coinciding
with the joint venture agreement. The November offering memorandum provided that if minimum subscriptions of $3,600,000 were not
obtained by the offering termination date, the partnership was to be
dissolved and the limited partners would be reimbursed.34 However,
the defendants failed to meet that deadline. As a result, in January
of 1985, Onshore offered each investor the opportunity to rescind
or affirm his or her respective purchase of Onshore interests. a5
After the partnerships collapsed, the plaintiffs sued on December
3, 1987, and alleged that Onshore's general partners, aided by others,
engaged in a scheme to defraud them in the sale of limited partnership
interests in Onshore.3 6 Defendants denied plaintiffs' assertions and
argued that even if the facts were true, plaintiffs' causes of action
were time-barred by (i) the one-year and three-year statutes of limitations applicable to claims brought under the Securities Act of 1933
("Securities Act"), and (ii) the two-year statute of limitations applicable to claims brought under the Securities & Exchange Act of 1934
("Exchange Act"). In December of 1989, after finding no material
fact issues in dispute, the district court granted defendants' motion
for summary judgment. 7 The plaintiffs appealed the district court's
3
grant of summary judgment to the Fifth Circuit. 1
There were three issues raised in the Topalian decision pertinent
to the area of securities law. The first, and perhaps most important,
issue was whether disclaimers in the offering memoranda shielded
the defendants from accusations of misrepresentation. 9 The plaintiffs
alleged that the defendants misrepresented the Onshore venture as a
low-risk/high-profit investment, and furthermore, misrepresented the

33. Id.
34. Id.
35. Id.
36. Id. at 1130. Specifically, the plaintiffs sought damages under: (i) Securities Act of
1933 §§ 12(1)-(2), 15, 17(a), 15 U.S.C. §§ 771(1)-(2), 77o, 77q(a) (1988); (ii) Securities Exchange
Act of 1934 § 10(b), 15 U.S.C. § 78j(b) (1988) and 17 C.F.R. § 240.10b-5 (1992); (iii) the
Racketeer Influenced and Corrupt Organizations Act § 901(a), 18 U.S.C. § 1964(c) (1988); (iv)
TEx. REV. CIv. STAT. ANN. art. 581-33 (Vernon Supp. 1987); and (v) "common law fraud
and deceit, breach of fiduciary duty and 'other conduct alleged to be in violation of the laws
of the State of Texas."' 954 F.2d at 1128.
37. 954 F.2d at 1130.
38. Id.
39. Id. at 1132.
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legitimacy of the rescission opportunity afforded the plaintiffs when
the defendants failed to meet the subscription deadline. 4°
In response, the Fifth Circuit adopted the district court's position
as to the disclaimers in offering the memoranda provided to prospective investors:
[bloth documents warn the investor of the "high degree of risk"
and both state, '. . . and, accordingly, there is no assurance that
any distributions will ... be made to the limited partners.'

...

Further, along with the second memorandum, each investor

was sent an 'offer of [rescission].' . . . The Plaintiffs do not deny

signing any of the documents. What they do deny is that they
read any of the documents either before or after signing them ....
"It is well settled law that an adult is responsible for reading the

' 4
documents he signs. '

The Fifth Circuit ruled that the plaintiffs had been sufficiently warned
of the risks associated with the Onshore investment and affirmed the
district court's granting of the motion for summary judgment findings
on this issue.

42

The second issue raised in the Topalian case centered around
whether the plaintiffs knew or should have known about the defendants' alleged misrepresentations by May 1, 1985, as determined by
the district court. 4 The Fifth Circuit stated that the controlling date
for purposes of the running of the respective statutes of limitations
was when a purchaser of securities knew, or in the exercise of
reasonable diligence, should have known of the alleged wrongdoing."
The plaintiffs contended that they did not know, nor should they
have known, by May 1, 1985, of the defendants' alleged fraudulent
conduct, and that the "Defendants intentionally and fraudulently
omitted and concealed all relevant facts from Plaintiffs.1 45 The Fifth
Circuit determined that the district court was correct in demanding
more than general allegations of concealment either to find that the
statute of limitations had been tolled or to overrule a motion for

40. Id. at 1133. According to plaintiffs, the rescission offer was not made to all subscribers,
did not require an affirmative reconfirmation, and was not accompanied by adequate disclosure
information. Id.
41. Id. at 1132 n.15 (alterations in original).
42. Id.at 1133.
43. Id.
44. id.; see also Curwin v. Marney, Orion invs., 843 F.2d 194, 197 (Sth Cii.) (citing
Breen v. Centex Corp., 695 F.2d 907, 911 (5th Cir. 1983)), cert. denied, 488 U.S. 924 (1988).
45. 954 F.2d at 1133.
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summary judgment, and that the plaintiffs had failed to meet this
burden.46
The third issue in Topalian concerned a determination of when
the limitations period began to run on the plaintiffs' causes of action
under sections 12(1) and 12(2) of the Securities Act. 47 It was undisputed that each plaintiff signed a subscription agreement when he or
she purchased an interest in the limited partnership.4 The Fifth
Circuit stated that the language within the subscription agreement
should have put the investors on notice of the speculative nature of
their investment, and certainly triggered a reason to exercise due
diligence. 4 9 Furthermore, the court held that "[i]f the plaintiffs were
subsequently told something contrary to this agreement, that should
have dyed the flag raised by the subscription agreement an even
brighter shade of red." 50
In resolving the issue of when the limitations period on the
sections 12(1) and 12(2) causes of action began to run, the court
cited section 13 of the Securities Act. 5 Section 13 provides that an
action brought under section 12(1) must be brought within one year
after the violation on which the action is based, and an action to
enforce a liability created under section 12(2) must be brought within
one year after the discovery of an untrue statement or omission, or
within one year after such discovery should have occurred.5 2 Section
13 further provides that in no event may an action be brought under
section 12(2) more than three years after sale.5 3 Based upon the fact
that by November 30, 1984, most of the plaintiffs had executed a
subscription agreement evidencing their purchase of partnership interests, the plaintiffs should have "discovered" the inconsistencies

46. Id.
47. Section 12(1) creates civil liability when mail and other instrumentalities of interstate
commerce are used in the sale, delivery, or offer of sale of an unregistered security. 954 F.2d
at 1134 (citing 15 U.S.C. § 77e(2) (1988)). Section 12(2) imposes liability on any person who
offers or sells a security 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
prevent the statements from being misleading, in the light of the circumstances under which
they were made. Id. at 1133 (citing 15 U.S.C. § 771(1), (2) (1988)).
48. Id.at 1134.
49. Id.
50. Id.
51. Id.(citing 15 U.S.C. § 77m (1988)).
52. Id.
53. Id.
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and conducted reasonable investigation. Accordingly, the court held
that the latest date that any of the plaintiffs could have filed suit in
4
order to toll the one-year limitation period was December 1, 1985.1
Because the plaintiffs filed suit on December 3, 1987, it was too late
to toll the limitation period."
III.

ADING AND ABETTING LIABILITY FOR RULE

lOb-5

ACTIONS

In Akin v. Q-L Investments, Inc. ,56 the Fifth Circuit reversed
and remanded for trial an action by 127 investors against Laventhol
& Horwath ("L&H"), a national accounting firm hired by the general
partners of a number of tax-oriented limited partnerships.1 7 Included
among the plaintiffs' claims against the accountants were allegations
of violations of federal and state securities laws in the sale of the
limited partnerships.58 More specifically, the plaintiffs alleged that
L&H aided and abetted violators of Rule lOb-5 by preparing misleading financial reports included within private placement memoranda. 9 The district court granted summary judgment for L&H on
the plaintiffs' securities claims. 6° However, the Fifth Circuit reversed,
holding that there were genuine issues of material fact with respect
to the plaintiffs' allegations that L&H aided and abetted the defendants' violations by omitting from their reports facts material to the
financial condition of the partnerships. 6' In doing so, the court
undertook an unusual and extensive review of the theories under
which third parties may be held liable for violations of Rule lOb-5.
Involved in this case were various limited partnerships that were
created, syndicated, and controlled by one or more corporate general
partners. 62 Each was primarily involved in real estate related activities,
and the general partners of each limited partnership were all corporations owned by the same individual. 63 The intertwined limited
partnerships and corporate general partners all operated under a

54.
55.

Id. at 1135.
Id. at 1134.

56.
57.
58.
59.

959 F.2d 521 (5th Cir. Apr. 1992).
Id. at 524.
Id.
Id.

_0: fd at 525.
61. Id. at 532.

62.
63.

Id. at 524.
Id.
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common cash management scheme and were parties to a number of
interpartnership loans and other related party transactions. 64 All of
the limited partnerships were syndicated and sold to investors by
means of private placement memoranda.
L&H had been retained by the general partners to prepare
financial reports for the limited partnerships consisting of (i) startup balance sheets, (ii) historical financials, and (iii) corporate balance
sheets. 65 Some of these financial reports were included in the private
placement memoranda utilized in selling the limited partnerships, but
the evidence was conflicting as to whether L&H had actual knowledge
6
that their accounting reports would be included in the memoranda.
However, it was the financial reports and the information included
therein or omitted therefrom that formed the basis of the plaintiffs'

securities claims. 67
Although the financial reports did disclose that the companies
were under common control and were thus participants in a common
cash management program, the plaintiffs alleged that the reported
financial condition of each partnership and corporate general partner
was misleading due to the absence of appropriate disclosure of the
related party transactions. 61 Also absent from the financial reports
was a disclosure of the fact that additional limited partnership
syndications were necessary for the continued survival of each previously syndicated limited partnership. 69 In its defense, L&H asserted
that the financial statements were audited in accordance with generally accepted auditing standards and that the financial position of
each entity was presented fairly in accordance with generally accepted
70
accounting principles.
In evaluating the lower court's ruling that granted summary
judgment in favor of L&H, the Fifth Circuit, in what amounts to
dicta but may nonetheless provide some indication as to the direction
the court may take in future cases, addressed the subject of third
party liability under Rule lOb-5. 71 The court noted that judicial

64.
65.
66.
67.
68.
69.
70.
71.

Id.
Id.
Id. at
Id. at
Id. at
Id.
Id. at
Id. at

528.
524.
524, 528.
528.
525-27.
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acceptance of private enforcement of Rule 10b-5 as an implied right
of action came at a point in time when courts were far more
hospitable to such ventures. 72 However, the court noted that the
implication of such private rights of enforcement is no longer favored,
and that open-ended readings of the duty stated by Rule 1Ob-5
threatened to rearrange the congressional scheme. 7 The court found
particularly problematic the "added layer of liability" not for directly
74
violating Rule lOb-5 but for aiding and abetting such a violation.
The court stated:
Imposing liability upon traditional participants in the securities
markets by resort to this theory presents greater risks of frustrating
the congressional scheme of securities regulation than direct enforcement of the rule. There is a powerful argument that these
risks are such that aider and abettor liability should not be
enforceable by private parties pursuing an implied right of action.
We must accept the law of this circuit acquiescing as it does in
such suits. There are formidable arguments, however, against
recognizing this cause of action-arguments that have grown with
judicial insistence that Congress legislate; that is, with increasing
judicial reluctance to undertake legislative tasks. We should be
exacting in determining whether aider and abettor liability can be
demonstrated.

7

1

These statements appear to reflect the reluctance of the Fifth Circuit
to address the issue of aider-abettor liability, and to find liability in
the ca'es presented to it.
In addressing the facts of this case, the Fifth Circuit noted that
there were three ways by which an accountant may be held liable
under Rule lOb-5: (i) for intentional or reckless misrepresentations if
he knows his statements will be communicated to third parties (direct
liability); (ii) for knowingly joining and substantially assisting in the
misrepresentations of another, regardless of whether he makes any
false statements of his own (requires knowledge of the fraud and
intent to join in it); or (iii) for recklessly aiding and abetting a
primary violation, regardless of whether he has made misrepresentations of his own, when his assistance in the fraud is particularly

72.
73.
74.
75.

Id. at 525.
Id.
Id.
Id.

TEXAS TECH LA W REVIEW

[Vol. 24:741

substantial and unusual or when he owes some special duty of
distlosure.76
The Fifth Circuit admitted that the third theory of liability
presented two serious problems, noting that "[wiere we writing on
a clean slate, it would give us pause." ' 77 The source and scope of an
accountant's duty to disclose, the court stated, is uncertain, and rests
on common law. 7 Noting that the source of the duty "infects efforts
to define its scope," the court opined that when an accountant's
duty is unfettered from the duty to prevent falsity as prescribed by
Rule lOb-5, it becomes an independent duty to disclose information
"material" to a reasonable investor's decision, akin to the duty owed
by a fiduciary. 79 The court was not persuaded that the accountant's
duty under Rule 10b-5 was so "open-ended," ' 0 noting that this third
avenue of liability differs from conspiracy and the usual principles
of aiding and abetting, insofar as it allows liability for reckless
disregard of facts indicating a client's fraud and the accountant's
assistance in it.81 The court concluded that "only a narrow band of
cases can travel this path-where an accountant has furnished substantial and nonroutine services but is not consciously furthering
8' 2
primary violations by his client."
Evaluating the evidence contained in the record, the court concluded, among other things, that L&H knew of the related party
relationships and was aware of the cash management system and
commingling of funds.83 Further, L&H knew of certain contingent
liabilities of some of the partnerships-not all of which were reported
by L&H.Y Consequently, the Fifth Circuit found that with respect
to the federal securities laws, genuine issues of material fact existed
with respect to the following: whether L&H, by its financial reports,
had intentionally or recklessly deceived investors through their repeated violations of accounting principles; 5 whether L&H partici-

76.
77.
78.
79.
80.
81.
82.
83.
84.
85.

Id. at 525-26; see 17 C.F.R. § 240.10b-5 (1992).
959 F.2d at 526.
Id.
Id.
Id.
Id. at 526-27.
Id. at 527.
Id.
Id. at 528.
Id.
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pated in a violation by preparing misleading reports; 86 and whether
L&H's overall involvement constituted particularly substantial or
8 7

unusual assistance.

With respect to the state securities law claims, the court determined that the Texas and federal laws involved were sufficiently
parallel to allow the state's claims to stand or fall with the federal

89
claims.88 The court did note, however, that the Texas Securities Act
recognizes that recklessness satisfies the scienter requirements for
aider and abettor liability. 9°
In Akin, the Fifth Circuit went to extraordinary lengths to discuss
the theories of liability under which third parties may be exposed
for violations of Rule lOb-5, and the opinion clearly indicates the
court's displeasure with the manner in which these theories are being
applied. In concluding its discussion of the facts as applied to the
differing theories of liability, the court attached to its opinion sample
jury instructions on the aider and abettor theory of liability to assist
the lower district court in formulating its charge to the jury. 9' In
doing so, the court apparently attempted to standardize the manner
in which lower courts are instructing juries on the theory of aider
and abettor liability under section 10(b) and Rule lOb-5.

IV.

THE "IN

CONNECTION WITH"

REQUIREMENT FOR RULE

lOb-5

ACTIONS

In United States v. Drobny,92 the Fifth Circuit considered the
"in connection with" language contained in Rule lOb-5 of the
Exchange Act. 93 In Drobny, the court upheld the defendant's prior

86.
87.
88.

Id. at 531.
Id.
Id. at 532.
89. TEX. REV. CIv. STAT. ANN. art. 581-33F(2) (Vernon Supp. 1992).
90. 959 F.2d at 532.
91. See id. at 535-36.
92. 955 F.2d 990 (5th Cir. Mar. 1992).
93. See id. at 998. Rule lOb-5 states:
It shall be unlawful for any person, directly or indirectly, by the use of any means
or instrumentality of interstate commerce, or of the mails or of any facility of any
national securities exchange,
(a) To employ any device, scheme, or artifice to defraud,
(b) To make any untrue statement of a material fact or to omit to state a material
fact necessary in order to make the statements made, in the light of the circumstances
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conviction after considering his claim that the misrepresentations had
not been made "in connection with the purchase or sale of any
security," and thus could not support a conviction under Rule lOb5.94 Specifically, the convicted defendant alleged that the misrepresentations supporting the verdict had occurred only after the purchase
of securities had been consummated and thus, such misrepresentations
could not have been made "in connection with" the purchase. 9
In support of his argument, the defendant cited Rowe v. Maremont Corp.,96 a Seventh Circuit ruling, which stated that "misrepresentations made after an investor is legally committed to a sale
or purchase [of securities] cannot form the basis for a Rule lOb-5
action." 97 Without addressing the question of whether the principle
was controlling law, the Drobny court emphasized that it was not
the "misrepresentations after the fact" that were relevant in this
case, but rather, defendant's actions that occurred prior to the sale. 98
In reviewing the defendant's conduct prior to the purchase of securities, the court stated that Rule lOb-5 "covers not only misrepresentations, but devices, schemes, or artifices to defraud; and acts,
practices, and courses of business which could operate as a fraud." 99
In Drobny, the defendant was a large stockholder of the Electric
Car Company ("Electric"), which had virtually ceased operations. I°°
The objective of Electric was to merge with another company, Jet
Industries, Inc. ("Jet"), thus giving Electric access to additional
cash. 01 The president of Electric ultimately contracted to acquire

under which they were made, not misleading, or
(c) To engage in any act, practice, or course of business which operates or would
operate as a fraud or deceit upon any person, in connection with the purchase or
sale of any security.
17 C.F.R. § 240.10b-5 (1992) (emphasis added).
94. 955 F.2d at 998.
95. Id. at 994.
96. 850 F.2d 1226 (7th Cir. 1988).
97. Id. at 1238 n.7 (construing LHLC Corp. v. Cluett, Peabody & Co., 842 F.2d 928,
931-32 (7th Cir. 1988), cert. denied, 488 U.S. 926 (1988)). In Drobny, the defendant also cited
the following cases in support of his contention: International Data Bank, Ltd. v. Zepkin,
812 F.2d 149, 151-52 (4th Cir. 1987); Pross v. Katz, 784 F.2d 455, 458-59 (2d Cir. 1986);
Pittsburgh Coke & Chem. Co. v. Bollo, 560 F.2d 1089, 1091 (2d Cir. 1977); and Raschio v.
Sinclair, 486 F.2d 1029, 1029-30 (9th Cir. 1973).
98. 955 F.2d at 998.
99. Id. at 997.
100. Id. at 992-93.
101. See id.at 992.
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twenty percent of the stock of Jet for $1.2 million, including a
$600,000 down payment. 0 2 A local bank had arranged for him to
borrow one-half of the down payment from some of the bank's
depositors. 0 3 It was the remaining one-half of the down payment
that involved the defendant.'0 4
To facilitate the acquisition, the defendant arranged to borrow
the remaining $300,000 from an investor-acquaintance. 0 5 In return,
Electric agreed to pay the investor a fee of $30,000 for the shortterm use of his money and a "finder's fee" to the defendant in the
amount of $200,000."0 When the defendant tendered the investor's
check to Electric in the amount of $300,000, Electric wrote the
defendant a series of company checks to repay the investor and cover
part of the defendant's $200,000 fee.' ° The defendant knew that the
corporation's bank balance was insufficient to clear the checks, but
nevertheless accepted the checks based on Electric's assurances that
additional monies were forthcoming. 0 8 Shortly afterwards, the Jet
stock acquisition closed.
When funds were not deposited into Electric's bank accounts to
clear the checks, the defendant requested that the bank issue a
cashier's check to the investor to repay the $300,000 borrowed plus
the $30,000 "use of funds" fee.' °9 The defendant paid for the
cashier's check with a personal check, which he misrepresented as
"good. "' 1 The defendant's personal check failed to clear and the
bank sought repayment. The president of Electric then paid the bank
$350,000 with funds obtained from Jet."' The president also paid
$200,000 to the defendant for his fee, with money that also came
2
from Jet, an essentially "looted" corporation."
The Fifth Circuit determined that by the time the stock in Jet
had been acquired, the defendant had borrowed the $300,000 from
the investor; had agreed that a finder's fee of $200,000 would be

102.
103.
104.
105.
106.
107.
108.
109:
110.
111.
112.

See id. at 993.
Id.
Id.
See id.
Id.
Id.The investor had, however, demanded a cashier's check in repayment. See id.
Id.

Id.
Id.
Id.
Id.at 994.
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paid to him and that a $30,000 "use of funds" fee would be paid
to the investor; and had received hot checks from Electric to cover
the fees payable to the defendant and the investor." 3 The court
concluded that because all of these acts took place before the closing,
a rational jury could find beyond a reasonable doubt that the acts
were part of a "device, scheme or artifice to defraud ... in connection with the purchase or sale of any security.""14 The fact that the
defendant did not make a misrepresentation to the bank president
until after the closing of the transaction did not immunize his earlier
conduct. Accordingly, the Fifth Circuit affirmed the defendant's
conviction." 5

V.

DEFINITION OF "SECURITY"; ELEMENTS NECESSARY TO
MAINTAIN A CIVIL

RICO

ACTION

In Guidry v. Bank of LaPlace,"6 the Fifth Circuit was asked to
consider, among other issues, whether a "security," in the form of
17
an investment contract, existed under the federal securities laws.
The plaintiff, Robert J. Guidry ("Guidry"), allegedly suffered damages as a result of being defrauded in a scheme masterminded by
Lynn Paul Martin ("Martin")." 8

Commencing in 1982, Martin convinced investors to provide him
with funds purportedly to be used to purchase blocks of airline
tickets for groups travelling to Las Vegas for gambling excursions." 9
Martin represented that certain Las Vegas hotels would reimburse
him for the tickets as well as pay him a commission. 20 Each investor
issued a check to Martin to provide him with funds necessary to
purchase the airline tickets. In return, Martin gave each investor two

postdated checks.' 2' One check represented the amount of the inves-

113. Id. at 998.
114. Id.
115. Id.
116. 954 F.2d 278 (5th Cir. Feb. 1992).
117. Id. at 284. Section 2(1) of the Securities Act of 1933, as amended, and § 3(a)(10) of
the Securities Exchange Act of 1934, as amended, defined "security" as, among other things,
an "investment contract." See 15 U.S.C. §§ 77b(1), 78c(a)(10) (1988).
118. 954 F.2d at 280.
119. Id. at 281.
120. Id. It is unclear from the court's opinion as to the facts and circumstances concerning
the hotels' purported payment of a commission to Martin.
121. Id.
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tor's check given to Martin while the other represented the investor's
purported earnings on the amount of the first check. 2 2 However,
Martin neither purchased any airline tickets nor made any arrangements with a Las Vegas hotel. 23 Martin was able to continue to
engage in this fraud by using funds from subsequent victims to honor
24
checks issued by him to earlier victims, a classic "Ponzi" scheme.
From August 1986 through April 1988, Guidry engaged in approximately 330 transactions with Martin, with a total of over
$170,000,000 advanced to Martin. 25 During this period, Martin conducted his business under the name of LPM Enterprises ("LPM"),
an unincorporated sole proprietorship that was merely his alter ego. 26
The checks tendered to the victims by Martin were drawn on a
checking account in the name of both Martin and LPM at the Bank
of LaPlace ("BOL").' 27 In April 1988, Martin's scheme collapsed,
leaving Guidry holding worthless checks issued by Martin for over

$12,000,000. 128
Although Guidry commenced conducting business with Martin
in August 1986, he did not open a checking account at defendant
First National Bank of Commerce ("FNBC") and begin issuing
29
checks to Martin from that account until thirteen months later.
However, prior thereto, the bank solicited Guidry's business, touting
its "investment expertise."' 3 0 Before and after Guidry opened the
bank account, certain FNBC officers represented that Martin's business operation was legitimate.''
The plaintiff filed suit against, among others, BOL and FNBC,
alleging violations of provisions of the Racketeer Influenced and

122. Id. Each individual was to earn a specific amount based on their contribution. Id.
The specific earnings ranged between four and seven percent per month. Id.
123. Id.
124. See id.Ponzi was the last name of the swindler in Cunningham v. Brown, 265 U.S.
1 (1924). The term has commonly been used to describe a course of conduct whereby a
swindler uses money obtained from subsequent investors to pay a purported "return" to earlier
investors. 954 F.2d at 280 n.l.
125. 954 F.2d at 281.
126. Id.
127. See id.
128. Id. Guidry sustained a net loss in his relationship with Martin of approximately
$5,500,000. Id.
129. Id. at 281-82.
130. Id. at 282.
131. See id. These representations were purportedly based on the bank officers' prior
business dealings with Martin. Id.
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Corrupt Organization Act ("RICO"); the antifraud provisions of the
Exchange Act; the registration and antifraud provision of the Securities Act; and the Louisiana securities laws.1 2 Guidry's RICO claims
were dismissed by the district court because the court did not find
the existence of an "enterprise."' 3 3 The federal securities and Louisiana state law securities allegations were dismissed upon a finding
34
that a "security" did not exist in the Martin scheme.
A.

The Securities Claims

On appeal, the Fifth Circuit addressed the district court's ruling
dismissing the plaintiff's allegations of securities law violations.'
Guidry conceded that the checks issued by Martin to Guidry were
not securities, but claimed that the checks were evidence of a "security" as defined under the Securities Act and Exchange Act in the
36
form of an oral investment contract between Guidry and Martin.
The court recognized, as defined in SEC v. W.J. Howey Co.,' that
an expectation of profit was one of the essential elements necessary
to establish the existence of an investment contract.' Furthermore,
according to the court, an expectation of profit "carries with it a
connotation of potential appreciation or depreciation in value of the
investment contract."' 3 9 In other words, the court stated, the agreement must "contemplate, at the outset, some risk-either that the
investor could lose his investment, or that the value of his return
could fluctuate."' 4 The court found that neither of these risks was

132. Id. at 280-81. Martin was not named as a defendant because he had previously been
criminally convicted for his conduct in the scheme outlined herein and was incarcerated. Id.
at 280.
133. Id. at 280.
134. Id. at 282. Specifically, the district court dismissed plaintiff's complaint for failure to
state a claim under the federal securities laws, pursuant to Rule 12(b)(6) of the Federal Rules
of Civil Procedure. Id at 280. The Securities Act and the Exchange Act require the existence
of a "security" in an action based on fraud and registration violations. See id. at 284.
135. Id. at 284.
136. Id.; see 15 U.S.C. §§ 77b(1), 78(c)(a)(10) (1988).
137. 328 U.S. 293 (1946). The United States Supreme Court defined an investment contract
as "a contract, transaction or scheme whereby a person invests his money in a common
enterprise and is led to expect profits solely from the efforts of the promoter or a third
party." 328 U.S. at 298-99.
138. 954 F.2d at 284.
139. Id.
140. Id.
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present in the oral contract between Guidry and Martin. 14'
Specifically, the court noted that each time Guidry issued a
check to Martin, he received in return two postdated checks.' 4 The
amount of one check was identical to the check Guidry issued to
Martin, and the other represented a guaranteed return in consideration for advancing the funds to Martin. 4 The postdated checks
constituted a legally binding and fully enforceable agreement by
Martin to pay the amount set forth on the postdated check in
satisfaction of the alleged contract between them. 1" As a result, the
agreement between Guidry and Martin did not contemplate the risks
that Guidry could lose his investment or that the value of his return
could fluctuate. 45 Accordingly, the Fifth Circuit affirmed the lower
court's holding that the oral agreement between Martin and Guidry
failed the essential "expectation of profit" prong of the Howey test
for the existence of an "investment contract."' '
B.

The RICO Claims

The district court dismissed Guidry's RICO claims against the
defendants on the ground that Guidry failed in his complaint to
sufficiently allege an "enterprise."' 1 47 Guidry alleged in his complaint,
as the basis of his RICO action, that a bank account at BOL in the
name of Martin and LPM constituted the "enterprise."'

148

The Fifth

141. Id.
142. Id.
143. Id. at 281.
144. Id. at 284.
145. See id.
146. Id.
147. Id. at 282. The existence of an "enterprise" is one of the necessary elements in an
action for federal securities fraud violations. See 18 U.S.C. § 1962 (1988). The elements
necessary for a Civil RICO action are: (1) a violation of the substantive RICO statute; (2)
injury to plaintiff's business or property by reason of the violation; (3) existence of any
enterprise which affects interstate or foreign commerce; (4) that defendant was employed by
or associated with the enterprise; (5) that defendant participated in the enterprise's affairs;
and (6) that the participation was through a pattern of racketeering activity. See Yellow Bus
Lines, Inc. v. Drivers, Chauffeurs & Helpers Local Union 639, 913 F.2d 948, 950 (D.C. Cir.
1990), cert. denied, Ill S. Ct. 2839 (1991).
148. 954 F.2d at 282. Specifically, Guidry alleged in his complaint that:
From on or about June 1, 1982 and continuously thereafter, up to and including
SA.;, . .
bank account in the name of Martin, Special Account at BOL,
and LPM constituted an enterprise ... for the purpose of perpetrating a 'Ponzi'
and check kiting scheme through the commission of various criminal acts ....

760
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Circuit implemented an animate/inanimate object test to determine
149
whether Martin's bank account at BOL constituted an "enterprise."
The court held that an enterprise must be an individual or a legal
entity, and that inanimate objects such as coffee or intangible rights
such as contract rights do not constitute RICO enterprises. 50 The
court held that a bank account was closely analogous to an intangible
right, such as a contract right, and did not constitute a legal entity;
therefore, a bank account was not a RICO enterprise.'
The Fifth Circuit next considered the requirement that a RICO
"person" be distinct from a RICO "enterprise."' 52 Specifically,
Guidry argued that Martin and his sole proprietorship, LPM, constituted an "enterprise."' 5 3 The court held that because LPM was
merely a name under which Martin conducted business, the RICO
"person" and the "enterprise" were one and the same and thus did
54
not meet the distinction test required by the Fifth Circuit.
VI.

WAIVER OF RIGHT TO ARBITRATE SECURITIES CLAIMS

In Walker v. J.C. Bradford & Co.,"' the Fifth Circuit addressed
the question of whether a defendant waived a contractual right to
arbitrate the plaintiffs' securities claims. 5 6 The plaintiffs, customers
of the defendant J.C. Bradford & Co. ("Bradford"), a brokerage
firm, filed suit seeking damages for various securities law violations
allegedly committed by the defendant. 157 The plaintiffs commenced
this case by filing a petition in Mississippi State Court, but the case
was removed to the United States District Court for the Northern

149. See id. at 283. "Enterprise" is defined as including "any individual, partnership,
corporation, association, or other legal entity, and any union or group of individuals associated
in fact although not a legal entity." 18 U.S.C. § 1961(4) (1988).
150. 954 F.2d at 283.
151. Id.
152. See id. Title 18, Section 1962(b) of the United States Code provides that "[lit shall
be unlawful for any person through a pattern of racketeering activity . . . to acquire or
maintain, directly or indirectly, any interest in or control of any enterprise which is engaged
in, or the activities of which affect, interstate or foreign commerce." 18 U.S.C. § 1962(b)
(1988).
153. 954 F.2d at 283.
154. Id.; see Bishop v. Corbitt Marine Ways, Inc., 802 F.2d 122 (5th Cir. 1986) (holding
that the distinction test requires that the RICO "person" be distinct from the RICO "enterprise").
155. 938 F.2d 575 (5th Cir. July 1991).
156. Id. at 576-78.
157. Id. at 576.
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District of Mississippi.' Thereafter, Bradford served plaintiffs with
interrogatories and requests for production of documents. 5 9 Approximately two months later, plaintiffs responded to Bradford's requests
for documents but did not answer the interrogatories.160 Subsequently,
Bradford filed an answer to the plaintiffs' complaint. 16' The district
court entered a scheduling order that provided specific dates for
completion of discovery, but later amended this order to extend those
dates. 62 Subsequently, the court held an initial pretrial conference,
and issued another amended scheduling order for completion of
discovery.163 Thereafter, the plaintiffs moved to transfer their lawsuit
to the United States District Court for the Middle District of Ten-

nessee. 16

Finally, thirteen months after the suit was filed, 65 Bradford filed
a Motion to Compel Arbitration and to Stay Proceedings, which was
denied.'66 In denying Bradford's motion, the district court held that
Bradford, by previously using the court's judicial resources and
67
procedures, had waived its right to arbitrate the plaintiffs' claims.
Bradford appealed the district court's decision.
In its opinion, the Fifth Circuit stated the general rule in cases
where waiver of arbitration is alleged: "Waiver will be found when
the party seeking arbitration substantially invokes the judicial process
to the detriment or prejudice of the other party."' 68 The court
emphasized that a presumption exists against finding waiver, and a
party asserting waiver bears a heavy burden of proof to demonstrate
169
that an opponent has waived a contractual right to arbitrate.
The court analyzed Bradford's use of the district court's proc70
esses to determine whether the firm waived its right to arbitration.

158.
159.
160.
161.
162.
163.
164.
165.
166.
167.
168.

Id. The basis for removal was not set forth in the Fifth Circuit's opinion.
Id.
Id.
Id.
Id.
Id.
Id.
See id.at 578.
Id.at 576.
Id.
Id.at 577; see Miller Brewing Co. v. Fort Worth Distrib. Co., 781 F.2d 494, 497

(5th Cir- 1986)-

169. 938 F.2d at 577; see also id. at 577 n.2 (listing several Fifth Circuit cases supporting
the proposition that a party asserting waiver bears a heavy burden of proof).
170. See id.at 577-78.
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Although the Fifth Circuit criticized the delay by Bradford's attorneys
in seeking arbitration, indicating that such actions wasted the time
of both the courts and the opposing parties, it refused to uphold the
71
district court's finding of waiver.'
The court compared its previous decision in Tenneco Resins,
73
Inc. v. Davy International,AG 172 to the fact situation in Walker.
In Tenneco, the defendants had filed an answer, interrogatories, and
a request for document production, moved for a protective order,
and agreed to a joint motion for continuance to extend discovery
deadlines. 74 Thereafter, the defendants decided to seek resolution in
an arbitral forum, which was denied by the district court. 17 The
Fifth Circuit reversed and held that the defendants did not waive
76
their contractual right to arbitrate.
In Walker, the court held that because Bradford invoked the
judicial process to approximately the same extent as did the defendants in Tenneco, it was inclined to follow the precedent in that
case. 77 Moreover, the court noted that the only relevant issue was
whether Bradford's delay constituted a waiver of its contractual right
to arbitrate this matter.17 The court evaluated this issue objectively,
stating that the motivation behind Bradford's delay in seeking arbitration was irrelevant, and that Bradford's actions in the district
court were not so substantial as to mandate that the court overcome
the legal presumption that parties who contract for arbitration should
be allowed to arbitrate. 7
The plaintiffs in Walker argued that the Fifth Circuit should
80
follow its decision in Price v. Drexel Burnham Lambert, Inc.
instead of following its decision in Tenneco.'8 In Price, the defendant
had initiated extensive discovery, had filed motions to dismiss and a
motion for summary judgment, and had filed and obtained extensions
of pretrial deadlines, all prior to moving for arbitration, which was

171.
172.
173.
174.
175.
176.
177.
178.
179.
180.
181.

Id.
770 F.2d 416 (5th Cir. 1985).
938 F.2d at 577-78.
770 F.2d at 417-18.
Id. at 418.
Id. at 422.
938 F.2d at 577.
Id. at 578.
See id.
791 F.2d 1156 (5th Cir. 1986).
938 F.2d at 577.
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denied. 8 2 The Fifth Circuit distinguished Price from the case at hand,
however, on the grounds that the movant in Priceinvoked the judicial
process to a significantly greater degree than did Bradford.' 8 3 The
district court's actions in Walker were primarily routine scheduling
orders and discovery continuances.'8 The court emphasized that
Bradford did not request the district court to make any judicial
decisions as did the movant in Price and declined to follow its
holding.' 85 Pursuant to this reasoning, the Fifth Circuit in Walker
reversed the judgment of the district court and remanded the case
with instructions to grant Bradford's Motion for a Stay so that the
86
case could proceed to arbitration.
The Fifth Circuit also rejected several other arguments made by
the plaintiffs. 8 7 The court stated that the two-year lapse between the
occurrence of the events prompting the filing of the lawsuit and the
filing of the Motion to Compel Arbitration was not determinative
because pre-suit inactivity does not invoke the judicial process and
cannot support a finding of waiver.' 8 8 It further held that settlement
attempts do not support a finding of waiver, are not inconsistent
with an inclination to arbitrate, and do not preclude the exercise of
a right to arbitration. 8 9 Finally, the court noted that Bradford was
not entirely responsible for the thirteen-month delay in seeking arbitration, and concluded that the minimal discovery that had occurred
in the district court had not prejudiced the plaintiffs.' 90 According
to the court, it was the plaintiffs' burden to present sufficient evidence
to demonstrate that Bradford's delay materially prejudiced them, and
they failed to do so.' 9'

182. See 791 F.2d at 1158.
183. 938 F.2d at 577.
184. Id.
185. Id. at 577-78.
186. Id. at 578-79.
187. See id. at 578.
188. Id.; see General Guar. Ins. Co. v. New Orleans Gen. Agency, Inc., 427 F.2d 924 (5th
Cir. 1970).
189. 938 F.2d at 578.
190. Id.
191. Id.

