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1975-1976 SECURITIES LAW DEVELOPMENTS
I. RULE 10b-5

A. Scienter

In recent years, confusion has arisen regarding the proper stan-
dard of culpability—scienter'—to be applied in actions under Rule
10b-5.2 The courts have differed primarily on the issue of the ade-

' Scienter refers to the degree of culpability necessary for liability under the fed-
eral securities laws. In the securities fraud context, scienter can refer to a number of
degrees of culpability. The least degree of fault is negligence, generally termed a lack
of due diligence or unreasonable conduct. Batchelor v. Legg & Co., 52 F.R.D. 545, 549
(D. Md. 1971). The next higher degree is recklessness, defined as a failure or refusal
to ascertain material facts when readily available. Cohen v. Franchard Corp., 478 F.2d
115, 123-24 (2d Cir.), cert. denied, 414 U.S. 857 (1973). The two highest degrees of
culpability are knowledge and intent to defraud. See 2 A. BROMBERG, SECURITIES Law:
Fraup, SEC RuLe 10b-5, § 8.4 (1973) [hereinafter cited as BROMBERG]. The term does
not refer to the common law meaning of conscious intent to defraud. See, e.g., Globus
v. Law Research Serv., Inc., 418 F.2d 1276 (2d Cir. 1969), cert. denied, 397 U.S. 913
(1970). For an historical discussion of the scienter requirement in the context of Rule
10b-5, see Bucklo, Scienter and Rule 10b-5, 67 Nw. U.L. Rev. 562, 598-600 (1972)
[hereinafter cited as Bucklo]. See also Kohn v. American Metal Climax, Inc., 458
F.2d 255, 312-16 (3d Cir.), cert. denied, 409 U.S. 874 (1972).

2 The Seventh and Eighth Circuits have allowed recovery under Rule 10b-5 upon
proof of negligence. See, e.g., Hochfelder v. Emst & Emst, 503 F.2d 1100 (7th Cir.
1974), rev’d, 96 S. Ct. 1375 (1976); Vanderboom v. Sexton, 422 F.2d 1233, 1239 (8th
Cir.), cert. denied, 400 U.S. 852 (1970). The Ninth Circuit opted for a flexible duty
standard, under which negligence would sometimes constitute the appropriate scienter
standard. See White v. Abrams, 495 F.2d 724 (9th Cir. 1974), noted in 32 WasH. & LEg
L. Rev. 99 (1975). The Second and Fifth Circuits have required proof of at least
recklessness. See, e.g., Sargent v. Genesco, Inc., 492 F.2d 750, 761 (5th Cir. 1974); SEC
v. North Am. Research & Dev. Corp., 424 F.2d 63 (2d Cir. 1970). The Third and Fourth
€ircuits, although declining to determine a minimum standard, have indicated that
actual knowledge would constitute sufficient scienter. See Carras v. Burns, 516 F.2d
251 (4th Cir. 1975); Rochez Bros. v. Rhoades, 491 F.2d 402, 407 (3d Cir. 1974). The
Tenth Circuit has stated that it would require more than mere negligence to meet its
scienter standard. See Clegg v. Conk, 507 ¥.2d 1351 (10th Cir. 1974), cert. denied, 422
U.S. 1007 (1975). Yet the Supreme Court in Ernst & Ernst, infra note 4, noted that
few cases holding negligence sufficient involved only negligent conduct. 96 S. Ct. at
1381 n.12. See Smallwood v. Pearl Brewing Co., 489 F.2d 579, 606 (5th Cir.), cert.
denied, 419 U.S. 873 (1974); Kohn v. American Metal Climax, Inc., 458 F.2d 255, 286
(3d Cir. 1972) (Adams, J., concurring); Bucklo, supra note 1, at 568-70 (1972).

Many commentators have stated that negligence should not constitute a sufficient
culpability standard. See 3 L. Loss, SEcurrties REGULATION 1766 (2d ed. 1961); 6 id.,
at 3883-90 (Supp. 1969); Bucklo, supra note 1, at 596-97; Ruder, Civil Liability Under
Rule 10b-5, 57 Nw. U.L. Rev. 627, 678 (1963); Note, Civil Liability Under Section 10B
and Rule 10B-5: A Suggestion for Replacing The Doctrine of Privity, 74 YALEL.J. 658,
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quacy of negligence as a culpability standard.® The United States
Supreme Court virtually resolved this issue i Ernst & Ernst v.
Hochfeldert by holding that a private cause of action for damages
would not lie under Rule 10b-5 absent allegations of intent to deceive,
manipulate or defraud.® In determining that negligence is not a suffi-
cient standard of culpability, the Court added another substantial
barrier to the plaintiff’s right of action under the Rule.® Together with
Blue Chip Stamps v. Manor Drug Stores,” Ernst & Ernst indicates
an effort by the Supreme Court to restrict the growth of Rule 10b-5
liability in recent years.

Ernst & Ernst involved a suit against an independent auditing
firm for aiding and abetting securities fraud through inaction. The
defendant, Ernst & Ernst, had failed to investigate the primary
wrongdoer’s office rule forbidding the opening of his mail. The stock-
holder plaintiff maintained that this “mail rule” was a material inad-
equacy in internal accounting controls which the defendant had a
duty to investigate.®? Ernst & Ernst’s failure to investigate and report
the “mail rule” allegedly aided and abetted a Rule 10b-5 violation.
The district court’s summary judgment in favor of Ernst & Ernst was
reversed by the Seventh Circuit.? The circuit court reasoned that if
the defendant breached a duty of inquiry and disclosure owed to the
plaintiff, the latter could recover by demonstrating a causal connec-
tion between the breach and the underlying fraud.!

682-89 (1965); Note, Scienter and Rule 10b-5, 69 CorLum. L. Rev. 1057, 1080-81 (1969);
82 Harv. L. Rev. 938, 947 (1969). But see Note, Negligent Misrepresentations Under
Rule 10b-5, 32 U. Chi. L. Rev. 824, 839-44 (1965).

3 See note 2 supra.

196 S. Ct. 1375 (1976).

s Id. at 1381.

® The Supreme Court also sharply limited the scope of Rule 10b-5 in Blue Chip
Stamps v. Manor Drug Stores, 421 U.S. 723 (1975), upholding the Rule’s purchaser-
seller requirement. See Survey of 1974 Securities Law Developments, 32 WasH. & LEe
L. Rev. 719, 742-50 (1975).

7 421 U.S. 723 (1975).

8 Hochfelder v. Ernst & Ernst, 503 F.2d 1100, 1109 (7th Cir. 1974), rev’d, 96 S.
Ct. 1375 (1976).

* In an unreported opinion, the district court rejected Ernst & Ernst’s contention
that a cause of action for aiding-abetting a securities fraud could not be maintained
under § 10(b) and Rule 10b-5 merely on allegations of negligence. It concluded, how-
ever, that there was no genuine issue of material fact with respect to whether Ernst &
Ernst had conducted its audits in accordance with generally accepted auditing stan-
dards. Civ. No. 71 C 454 (N.D. Ill. Aug. 1, 1973).

10 503 F.2d at 1104. In support of this holding, the Seventh Circuit cited its deci-
sion in Hochfelder v. Midwest Stock Exch., 503 F.2d 364 (7th Cir.), cert. denied, 419
U.S. 875 (1974), where it detailed the elements necessary to establish a claim under
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In overturning the Seventh Circuit decision, the Supreme Court
first addressed an argument concerning the language of § 10(b) of the
1934 Act," upon which Rule 10b-5' is based. The Securities Ex-
change Commission in its amicus curiae brief maintained that the
words ‘“manipulative or deceptive’ in conjunction with the “device
or contrivance’ language were not particularly enlightening in deter-
mining the scienter standard intended by Congress. To support this
contention, the SEC cited the overall congressional purpose in the
1933 and 1934 Acts to protect investors from false and deceptive
practices that might injure them.® In view of this purpose and be-
cause the effect upon investors would be the same regardless of
whether the fraudulent conduct is negligent or intentional, the SEC
concluded that Congress must have meant to bar all such conduct.

Rule 10b-5 based on a defendant’s aiding and abetting a securities fraud solely by
inaction. In such a case, the plaintiff must show “that the party charged with aiding
and abetting had knowledge of or, but for the breach of a duty of inquiry, should have
had knowledge of the fraud, and that possessing such knowledge the party failed to
act due to an improper motive or breach of a duty of disclosure.” Id. at 374. In Ernst
& Ernst, the court explained that these elements constituted a flexible standard of
liability which should be amplified according to the peculiarities of each case. 503 F.2d
at 1104.
1 15 U.S.C. § 78j (1970). Section 10 makes it:
unlawful for any person . . . (b) [t]o use or employ, in connection
with the purchase or sale of any security . . . any manipulative or
deceptive device or contrivance in contravention of such rules and
regulations as the Commission may prescribe as necessary or appro-
priate in the public interest or for the protection of investors.
Id.
2 SEC Rule 10b-5, 17 C.F.R. § 240.10b-5 (1975), provides:
Employment of manipulative and deceptive devices. 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,
(1) to employ any device, scheme, or artifice to defraud,
(2) to make any untrue statement of a material fact or to omit to
state a material fact necessary in order to make the statements made,
in light of the circumstances under which they were made, not mis-
leading, or
(3) to engage in any act, practice, or course of business which oper-
ates or would operate as a fraud or deceit upon any person, in connec-
tion with the purchase or sale of any security.
Id.
13 96 S. Ct. at 1383. See Affiliated Ute Citizens v. United States, 406 U.S. 128,
151 (1972); Superintendent of Ins. v. Bankers Life & Cas. Co., 404 U.S. 6, 11-12 (1971);
d. I. Case Co. v. Borak, 377 U.S. 426, 432-33 (1964). See also SEC v. Capital Gains
Research Bureau, Inc., 375 U.S. 180, 195 (1963).
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The Court was not persuaded by this effect-oriented approach, how-
ever, finding that the statutory language clearly reflected congres-
sional intent to proscribe only knowing, intentional misconduct de-
signed to deceive investors.!* Moreover, the-Court noted that this
approach, applied to its fullest extent, would impose liability for
wholly faultless conduct.

The SEC also argued that because § 10(b) is not by its terms
explicitly restricted to willful, knowing or purposeful conduct, it
should not be construed in all cases to require more than negligence
as a precondition for civil ability."s The Court refuted this argument,
recognizing that in each instance where Congress created express civil
liability in the securities laws, it clearly specified whether recovery
was premised upon knowing or intentional conduct, negligence, or
mere mistake.!® Additionally, each of the express civil remedies in the
1933 Act allowing recovery for negligent conduct? is subject to impor-
tant procedural restrictions not applicable under § 10(b)." The Court
determined that permitting a negligence standard for § 10(b) actions
would nullify the effectiveness of the carefully drawn procedural re-
strictions on the express actions granted elsewhere in the securities
laws. In the Court’s opinion, to allow such circumvention would be
contrary to congressional intent."

The majority likewise rejected a flexible construction of § 10(b)

" 96 S. Ct. at 1383-84. See SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 868 (2d
Cir. 1968) (Friendly, J., concurring), cert. denied, 394 U.S. 976 (1969); Loss, Summary
Remarks, 30 Bus. Law. 163, 165 (1975). See also Kohn v. American Metal Climax, Inc.,
458 F.2d 255, 280 (3d Cir. 1972) (Adams, J., concurring).

15 The SEC contrasted § 10(b) with § 9 of thel934 Act, 15 U.S.C. § 78i (1970),
which explicitly requires intentional conduct, 15 U.S.C. § 78i(e) (1970).

% 96 S. Ct. at 1384, See §§ 11, 12 and 15 of the 1933 Act, 15 U.S.C. §§ 77k, [, o
(1970), and §8§ 9, 18 and 20 of the 1934 Act, 15 U.S.C. §§ 78i, r, t (1970). Section 11,
for example, expressly recognizes a cause of action premised on negligent behavior by
an expert in preparing registration statements.

7 Sections 11, 12(2) and 15, 15 U.S.C. §§ 77k, I, o (1970). Each of the provisions
of the 1934 Act that expressly creates civil liability, see note 21 infra, requires a higher
degree of culpability than negligence.

" For example, § 11(e) of the 1933 Act, 15 U.S.C. § 77k(e) (1970), authorizes the
court to require a plaintiff bringing a suit under §§ 11, 12(2) or 15 thereof to post a
bond for costs. Id. Section 13, 15 U.S.C. § 77m (1970), imposes a one-year statute of
limitations from the time the violation was or should have been discovered. Id.

¥ 96 S. Ct. at 1384. See SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 867-68 (2d
Cir. 1967) (Friendly, J., concurring), cert. denied, 394 U.S. 976 (1969); Fischman v.
Raytheon Mfg. Co., 188 F.2d 783, 786-87 (2d Cir. 1951); Rosenberg v. Globe Aircraft
Corp., 80 F. Supp. 123, 124 (E.D. Pa. 1948); R. JEnNINGS & H. MARSH, SECURITIES
Recuration 1070-74 (3d ed. 1972); 3 L. Loss, SecuriTiEs REGULATION 1787-88 (2d ed.
1961).
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under the pretext of effectuating the securities laws’ remedial pur-
poses.? The Court recognized that Congress, in seeking to accomplish
broad remedial goals, did not uniformly adopt a negligence standard
even as to express civil remedies.? Instead, it fashioned standards of
culpability on a section-by-section basis. Since the Court had already
determined that the language of § 10(b) did not contemplate a negli-
gence standard, the “remedial purpose” argument could not stand.

The Court also scrutinized the legislative history of the 1934 Act
to ascertain congressional intent on the negligence issue. Although
the history contained no explicit discussion of the intended scope
of § 10(b), one statement made by a spokesman for the drafters of
§ 10(b) evinced that the section was to enable the SEC “to deal with
new manipulative devices.”?”? The Court expressed doubt “that any
lawyer, legislative draftsman or legislator would use these words if the
intent was to create liability for merely negligent acts or omissions.”%

The majority found further support for its conclusion in the legis-
lative reports. Although the reports did not directly address the scope
or function of § 10(b), they did indicate that liability would not result
from specific manipulative practices which did not involve intent to
defraud.” The Court interpreted this as indicating congressional re-
luctance to impose a lesser standard under § 10(b).*

2 96 S. Ct. at 1384. See Affiliated Ute Citizens v. United States, 406 U.S. 128,
151 (1972), quoting SEC v. Capital Gains Research Bureau, Inc. 375 U.S. 180, 186
(1963).

2 g6 S. Ct. at 1384. In some circumstances, Congress did create express liability
predicated upon a failure to exercise reasonable care. See, e.g., § 11(b)(3)(B) of the
1933 Act, 15 U.S.C. § 77k(b)(3)(B) (1970) (liability of experts for misleading state-
ments in portions of registration statements for which they are responsible). Elsewhere,
however, good faith is an absolute defense. See, e.g., § 18 of the 1934 Act, 15 U.S.C.
§ 78r (1970) (misleading statements in any document filed pursuant to 1934 Act). In
a third set of circumstances, Congress created strict liability. See, e.g., § 11(a) of the
1933 Act, 15 U.S.C. § 77k(a) (1970).

2 This description was made by Thomas G. Corcoran in the Hearings on H.R.
7852 and H.R. 8720 before the House Comm. on Interstate and Foreign Commerce, 73d
Cong., 2d Sess. 115 (1934).

# 96 S. Ct. at 1385.

% See S. Rep. No. 792, 73d Cong., 2d Sess. 6 (1934). The Report addressed certain
practices which required express prohibition, such as “wash sales,” and “matched
orders,” 15 U.S.C. § 78i(a)(1) (1970), and other practices like option grants and secu-
rity price stabilization, which were left to regulation by the SEC. Even in the discus-
sion of the latter type of practice, no indication could be found that liability was to
attach without intent to defraud. Moreover, with respect to the specified practices, the
Report indicated that private actions for damages would exist only when the defendant
did not act in good faith. S. Rep. No. 792, 73d Cong., 2d Sess. 11-12 (1934). See H.
Rep. No. 1838, 73d Cong. 2d Sess. 10-11, 20-21 (1934).

% 96 S, Ct. at 1386.
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The final argument posed by the SEC was that subsections (2)
and (3) of Rule 10b-5% could be read as proscribing any type of mate-
rial misstatement or omission and any course of conduct which would
defraud investors. The Court responded by holding that the scope of
the Rule could not exceed the power granted the SEC by Congress
under § 10(b). Since § 10(b) speaks specifically in terms of manipula-
tion and deception and of implementing devices and contrivances—
commonly understood terminology of intentional wrongdoings—and
since its history reflects no more expansive intent, the Court was
unwilling to extend the scope of the Rule to include negligent
conduct.?

Despite an extensive examination of statutory language and his-
tory, Ernst & Ernst does not completely resolve the issue of scienter
in Rule 10b-5 litigation. First, the Court specifically refused to ad-
dress the issue of whether reckless behavior is sufficient for civil lia-
bility under § 10(b) and Rule 10b-5.2 This may be significant, be-
cause in some cases the difference between standards of negligence
and recklessness is slight.? Indeed, the failure of the accountant in
Ernst & Ernst to discover the “mail rule” may constitute a reckless
violation as well as a negligent one. In light of the Court’s recent
reluctance to broaden the class of plaintiffs in Rule 10b-5 litigation,

2 See note 12 supra.

7 96 8. Ct. at 1391. The Court was also unwilling to extend the class of potential
plaintiffs in Rule 10b-5 litigation, an inevitable result under a holding approving a
negligence standard. Such a holding would extend the hazards of rendering expert
advice under the securities laws to new frontiers and raise serious policy questions not
yet addressed by Congress. 96 S. Ct. at 1391 n.33.

% g6 S. Ct. at 1381 n.12. See note 1 supra.

» The reckless disregard standard was recently applied by a district court in the
Second Circuit in Herzfeld v. Laventhol, Krekstein, Horwath & Horwath, 378 F. Supp.
112 (S.D.N.Y. 1974). Herzfeld involved a qualified auditor’s report of a corporation
that was misleading to investors. Id. at 125. In creating a test for liability, the court
stated that the culpability standard for failure to discover omissions or misrepresen-
tations was willful, deliberate or reckless disregard for the truth. This standard in-
cludes failure or refusal to discover and report material facts when readily available
and when there is reason to believe they exist. See Cohen v. Franchard Corp., 478 F.2d
115, 123 (2d Cir.), cert. denied, 414 U.S. 857 (1973). While the Herzfeld court’s know-
ledge standard included liability for a reckless failure to discover fraudulent conduct,
and is thus distinguishable from negligence, the application of such a standard to
circumstances involving independent auditors may reach negligence. This reckless-
ness, or inquiry-notice, standard is important for an accountant who will be aware of
many material facts. If he should ignore even one of them, such as the “mail rule” in
Ernst & Ernst, then arguably there is a reckless violation. Under such circumstances,
the distinction between recklessness and negligence virtually disappears.

% g6 S. Ct. at 1391 n.33; Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723,
T47-48 (1975).
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however, the future vitality of the recklessness standard is question-
able. To be successful, a plaintiff suing under a recklessness theory*
would have to convince the court that recklessness more closely re-
sembles knowing, intentional conduct than negligence.?

Moreover, the Court discussed neither the propriety of civil liabil-
ity for aiding-abetting under § 10(b) and Rule 10b-5,% nor the distinc-
tion between active and passive aiding-abetting. Yet in view of the
holding that an intent to deceive, manipulate or defraud is required
for civil liability under the section and the rule,® the Court likely
intended all such violations, primary and secondary, active and pas-
sive, to be within the scope of the decision. Thus, no matter what type
of violation is involved, liability under § 10(b) and Rule 10b-5 will
not be imposed without a showing of more than negligent conduct.®

Finally, the Court did not consider whether knowing, intentional
conduct is a necessary element in an action for injunctive relief under
§ 10(b) and Rule 10b-5.% Since most private parties seek monetary
damages rather than injunctive relief in federal antifraud litigation,
the policy underlying Ernst & Ernst which limits the class of Rule
10b-5 plaintiffs® seems inapplicable. Therefore, the validity of neg-
ligence allegations in suits for injunctive relief remains an open ques-
tion.®

Although the Court left certain questions unanswered by its deci-
sion in Ernst & Ernst, it nonetheless imposed a significant obstacle

3 See notes 1 & 29 supra. .

32 See Herzfeld v. Laventhol, Krekstein, Horwath & Horwath, 378 F. Supp. 112,
126 (S.D.N.Y. 1974).

3 96 S. Ct. at 1380 n.7. See generally, Ruder, Multiple Defendants in Securities
Law Fraud Cases: Aiding and Abetting, Conspiracy, In Pari Delicto, Indemnification
and Contribution, 120 U. Pa. L. Rev. 597, 620-45 (1972). The Court also refused to
discuss the elements necessary to establish a cause of action for aiding-abetting. Id.

3 See Ruder, Multiple Defendants in Securities Law Fraud Cases: Aiding and
Abetting, Conspiracy, In Pari Delicto, Indemnification and Contribution, 120 U, Pa.
L. Rev. 597, 641-46 (1972).

3 96 S. Ct. at 1381.

¥ By its choice of Ernst & Ernst as the factual vehicle for its anti-negligence
holding, the Court indicated that liability for passive aiding-abetting would require
more than negligence.

¥ 966 S. Ct. at 1381 n.12. Cf. SEC v. Capital Gains Research Bureau, Inc., 375 U.S.
180 (1963).

3 See note 30 supra.

3 The Supreme Court also ignored the injunctive relief exception to Rule 10b-5’s
purchaser-seller requirement in its recent decision upholding that requirement. Blue
Chip Stamps v. Manor Drug Stores, 421 U.S. 723 (1975). See SEC v. National Sec.,
Inc., 393 U.S. 453, 465-68 (1969); SEC v. Capital Gains Research Bureau, Inc., 375 U.S.
180, 193 (1963); Mutual Shares Corp. v. Genesco, Inc., 384 F.2d 540 (2d Cir. 1967).
But cf. Rondeau v. Mosinee Paper Corp., 422 U.S. 49 (1975).
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before securities fraud claimants. This limitation seems justified in
light of the policy of investor protection behind federal securities law.
If other elements of proof, such as privity and reliance, were elimi-
nated or relaxed, investors injured through negligent misconduct
would have less difficulty in recovering damages. However, elimi-
nation of the intentional conduct requirement and substitution of a
negligence test in private actions might well cause unwarranted in-
jury to innocent shareholders, who must ultimately pay for corporate
mistakes.*

B. Aiding-Abetting

Secondary liability, imposed upon those who aid and abet pri-
mary securities law violators, is another aspect of Rule 10b-5 that has
received recent judicial attention.! Aiding-abetting normally re-
quires intent to further a scheme to defraud, or knowledge of such a
scheme—scienter,* combined with substantial assistance* to the pri-

#© See SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 866-67 (2d Cir. 1968)
(Friendly, J., concurring), cert. denied, 894 U.S. 976 (1969). Bucklo, supra note 1, at
596-97 (1972).

41 See generally Ruder, Multiple Defendants in Securities Law Fraud Cases: Aid-
ing and Abetting, Conspiracy, In Pari Delicto, Indemnification and Contribution, 120
U. Pa. L. Rev. 597 (1972) [hereinafter cited as Ruder]; see also Lowenfels, Expanding
Responsibilities of Securities Lawyers: An Analysis of the New Trend in Standard of
Care and Priorities of Duties, 74 CoLuM. L. Rev. 412 (1974).

2 Scienter refers to the degree of culpability necessary for liability under the
securities laws. In the securities fraud context, scienter has referred to a number of
degrees of culpability. The least degree of fault has been negligence, generally termed
a lack of due diligence or unreasonable conduct. Batchelor v. Legg & Co., 52 F.R.D.
545, 549 (D. Md. 1971). In light of the Supreme Court ruling in Ernst & Ernst v.
Hochfelder, supra note 4, negligence no longer suffices to constitute scienter. The next
higher degree is recklessness, defined as a failure or refusal to ascertain material facts
when readily available. Cohen v. Franchard Corp., 478 F.2d 115, 123 (2d Cir.), cert.
denied, 414 U.S. 857 (1973). The validity of this culpability standard is unclear after
Ernst & Ernst. See 96 S. Ct. at 1381 n.12. The two highest degrees of culpability are
knowledge and intent to defraud. See 2 A. BROMBERG, SECURITIES LAw: Fraup, SEC
RuLE 10b-5 § 8.4 (1973). The term does not refer to the common law meaning of
conscious intent to defraud. See, e.g., Globus v. Law Research Serv., Inc., 418 F.2d
1276 (2d Cir. 1969), cert. denied, 397 U.S. 913 (1970). For a good historical discussion
of the scienter requirement in the 10b-5 context, see Bucklo, Scienter and Rule 10b-5,
67 Nw. U.L. Rev. 562, 598 (1972).

4 Substantial assistance may be given by active participation in the scheme. See,
e.g., Rosen v. Dick, [1974-75 Transfer Binder] CCH Fep. Sec. L. Rep. | 94,786
(S.D.N.Y. Sept. 3, 1974); Brennan v. Midwestern United Life Ins. Co., 286 F. Supp.
702, 728 (N.D. Ind. 1968), aff'd, 417 F.2d 147, 154-55 (7th Cir. 1969), cert. denied, 397
U.S. 989 (1970). It may also include mere inaction if the secondary defendant is one
upon whom the securities laws impose special duties. See Lanza v. Drexel & Co., 479
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mary wrongdoer.* In private actions, courts have generally imposed
secondary liability upon proof of actual knowledge of the fraudulent
scheme.* Not until recently, however, have courts distinguished be-
tween active and passive assistance in establishing standards of culp-
ability in private actions.* In Woodward v. Metro Bank,* the Fifth
Circuit examined this distinction as it relates to the scienter require-
ment.

The plaintiff cosigned a 90-day note, secured in part by the pledge
of her stock. The defendant bank gave this stock to a corporation
under the control of the primary wrongdoer, Starnes. Through misre-
presentations and failure to disclose material information about the
poor financial condition of the corporation he controlled, Starnes had
induced the plaintiff to cosign the note and pledge a certificate of
deposit against the debt owed defendant bank by the corporation. In
her Rule 10b-5 action, the plaintiff alleged that the bank had aided
and abetted the primary violator by failing to disclose the material
facts regarding the corporation’s financial status and thereby fur-
thered the scheme to defraud.® The court refused to hold the bank
secondarily liable, noting that “Rule 10b-5 was not designed to be the
ethical Ten Commandments for all securities transactions.”* It rea-
soned that although investor protection is of major importance under
the Rule, expanding 10b-5 liability to cover all loan accommodation
arrangements would impair the maintenance of a vigorous business
community.

Upon examining prior aiding-abetting cases, the court considered

F.2d 1277, 1302-03 (2d Cir. 1973). See also Pettit v. American Stock Exch., 217 F.
Supp. 21 (S.D.N.Y. 1963).

# See Rosen v. Dick, {1974-75 Transfer Binder] CCH Feb. Skc. L. Rep. { 94,786
(S.D.N.Y. Sept. 3, 1974); Brennan v. Midwestern United Life Ins. Co., 259 F. Supp.
673, 681-82 (N.D. Ind. 1966), 286 F. Supp. 702, 728 (N.D. Ind. 1968), aff’'d, 417 F.2d
147, 154-55 (Tth Cir. 1969), cert. denied, 397 U.S. 989 (1970); Ruder, supra note 41, at
620.

Aiding-abetting differs from primary liability because it involves a lesser degree
of participation or importance of the acts performed. See 2 BROMBERG, supra note 1,
§ 8.5 (515) (1973). See, e.g., SEC v. Manor Nursing Centers, Inc., 458 F.2d 1082, 1097
(2d Cir. 1972).

# See Lanza v. Drexel & Co., 479 F.2d 1277, 1302-03 (2d Cir. 1973).

i See Hochfelder v. Midwest Stock Exch., 503 F.2d 364, 375 (7th Cir.), cert.
denied, 419 U.S. 875 (1974) (negligence standard for active aiding-abetting); Hoch-
felder v. Ernst & Ernst, 503 F.2d 1100, 1114 (7th Cir. 1974), rev’d, 96 S. Ct. 1375 (1976)
(negligence standard for inactive aiding-abetting).

522 F.2d 84 (5th Cir. 1975).

# Id. at 89.

® Id. at 91.
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the holding in SEC v. Coffey,® in reaching a solution most applicable
to the facts before it. In Coffey, the Sixth Circuit required that the
aider-abettor first be aware that his conduct was part of an overall
improper activity, and second, that the aider-abettor have knowingly
and substantially assisted the violation.®

The Woodward court found the first element of Coffey dependent
upon the business expectations of the parties. If the alleged aider-
abettor conducts what appears to be an ordinary business transac-
tion, Woodward would require more evidence of his complicity. For
example, if securities fraud were perpetrated in the sale of shares of
common stock, it would be difficult for an aider-abettor of that fraud
to claim innocence once it was shown that he knew of the general
sales activity. However, where a commercial transaction appears or-
dinary on its face, the alleged aider-abettor may be unaware of any
improper activity.® In such a case, liability would likely be imposed

0 493 F.2d 1304 (6th Cir. 1974), cert. denied, 420 U.S. 908 (1975). See Survey of
1974 Securities Law Developments, 32 WasH. & LEg L. Rev. 719, 754-64 (1975). In
Coffey, the Sixth Circuit found that a person may be held liable as an aider-abettor
only if some other party has committed a securities law violation; if the accused party
has general awareness that his role was part of an overall activity that is improper;
and if the alleged aider-abettor knowingly and substantially assisted the violation. 493
F.2d at 1316. See 2 BROMBERG, supra note 1, § 8.5 (582) (1971).

The test in Landy v. FDIC, 486 F.2d 139 (3d Cir. 1973), cert. denied, 416 U.S. 960
(1974), is similar, but there the court refers to “an independent wrong” rather than a
securities law violation, and knowledge of the wrong’s existence rather than awareness
of a role in improper activity. See Ruder, supra note 41, at 630. Landy also lacks the
“knowing” requirement for the substantial assistance element. The first two require-
ments of Landy appear to be over-inclusive and seem to lose sight of the necessary
connection to the securities laws. The existence of a “wrong” could be known without
an awareness of one’s role in the scheme. The Woodward court noted this and recog-
nized that it is the knowledge of participation in the fraud that is the issue. 522 F.2d
at 95.

st 493 F.2d at 1316. The Woodward court held that the scienter requirement scales
upward as the activity is more remote and thus found the knowing and substantial
assistance to be properly required. 522 F.2d at 95.

Professor Ruder has suggested that the secondary defendant must know of the
illegal act and render positive assistance to the primary wrongdoers. Ruder, supra note
41, at 600. Professor Bromberg states that the law still lacks a meaningful definition
of aiding-abetting, but he also notes that one fairly common and important thread in
the judicial verbalizations, which is taken from the RESTATEMENT oF TORTS, is that the
aider-abettor’s conduct must be “substantial.” BROMBERG, supra note 1, § 8.5 (530)
(1974). The RESTATEMENT provision Bromberg refers to requires knowledge of another’s
breach of duty and substantial assistance or encouragement. RESTATEMENT OF TORTS
§ 877 (1939).

32 522 F.2d at 95. Such lack of awareness may be the result of independent com-
mercial assumptions. For example, if the document were questionably like a loan, the
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only if a court found a special duty of inquiry and public disclosure
upon the particular type of party, such as an insider, controlling
person,™ accountant® or broker.*® Absent such a duty, the Woodward
holding requires some knowledge of impropriety before imposing sec-
ondary liability under Rule 10b-5.9

The Fifth Circuit also stated that the extent to which mere silence
or inaction by the defendant could fulfill the requirement of “know-
ing, substantial assistance”’—the second element of the Coffey
test®*—depended upon the nature of the duty owed by the alleged
aider-abettor to the other parties to the transaction. The Sixth Cir-
cuit in Coffey suggested that courts impose liability only where the
silence of the alleged aider-abettor was consciously intended to aid
the securities law violation.®

court indicated reluctance to impose upon the bank a duty to investigate and to
disclose any impropriety to the plaintiff cosigner. Id. The bank in effect is entitled to
assume that the transaction is free of fraud. Thus, the Fifth Circuit expressed its
unwillingness to make the bank an insurer of every loan transaction it handled. Cf.
Grimes, Hooper & Messer, Inc. v. Pierce, 519 F.2d 1089 (9th Cir. 1975) (bank not liable
under Rule 10b-5 for supplying credit reference which did not indicate defendant’s poor
financial condition).

32 See, e.g., SEC v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir, 1968), cert.
denied, 394 U.S. 976 (1969).

5t See § 20 of the 1934 Act, 15 U.S.C. § 78k (1970).

55 See § 18 of the 1934 Act, 15 U.S.C. § 78r (1970). But c¢f. Gold v. DCL Inc., [1973
Transfer Binder] CCH Fep. Skc. L. Rep. § 94,036 (S.D.N.Y. June 29, 1973) (account-
ing firm that neither rendered any certification nor invited public to rely on its finan-
cial judgment was under no duty to disclose publicly that issuer’s earnings statement
was misleading or incomplete).

% See, e.g., Clement A. Evans & Co. v. McAlpine, 434 F.2d 100 (5th Cir. 1970),
cert. denied, 402 U.S. 988 (1971).

3 Kerbs v. Fall River Indus., Inc., 502 F.2d 731, 740 (10th Cir. 1974); BROMBERG,
supra note 1, § 8.5 (582) (1974); Ruder, supra note 41, at 630-31. Indeed, the court
held that even remote parties must not only be aware of their roles, but should also
know when and to what degree they are furthering the fraud. 522 F.24 at 95.

5% The standards courts have used for measuring culpability by silence have var-
ied. Some declare without qualification that silence and inaction alone can create
liability for aiding-abetting. See Kerbs v. Fail River Indus., Inc., 502 F.2d 731, 740
(10th Cir. 1974); Fischer v. New York Stock Exch., CCH Fep. Skc. L. Rep. ] 95,416
(S.D.N.Y. Jan. 16, 1976); Green v. Jonhop, 358 F. Supp. 413, 419 (D. Ore. 1973);
Anderson v. Francis I. duPont & Co., 291 F. Supp. 705, 709 (D. Minn. 1968). See also
Brennan v. Midwestern United Life Ins. Co., 417 F.2d 147, 154-55 (7th Cir. 1969), cert.
denied, 397 U.S. 989 (1970). But see Ernst & Ernst v. Hochfelder, 96 S. Ct. 1375 (1976).

Other courts have flatly rejected the notion that inaction alone is sufficient. See
Landy v. FDIC, 486 F.2d 139, 161-62 (3d Cir. 1973), cert. denied, 416 U.S. 960 (1974);
Wessel v. Buhler, 437 F.2d 279, 283 (9th Cir. 1971); Ruder, supra note 41, at 642-44.

% 493 F.2d at 1317. See Rochez Bros. v. Rhoades, CCH Fep. Skc. L. Rep. { 95,313
(3d Cir. Sept. 29, 1975).
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In devising its culpability standard, the Woodward court com-
bined this language with that in Strong v. France,® which held that
liability for silence or inaction arises only if a duty to disclose exists.®
Consequently, Woodward held that absent a duty of disclosure, an
alleged aider-abettor should be held liable only if scienter of the high
“conscious intent” variety can be proved. If some special duty of
disclosure exists,’ however, then liability is possible with a lesser
degree of scienter.®® In a case involving both silence/inaction and
affirmative assistance, the degree of knowledge required was held to
depend upon the ordinariness of the assisting activity in the alleged
fraudulent transaction;® the court would infer the knowledge needed
for aiding-abetting liability only if the pertinent transaction was
atypical or lacked business justification.®

Thus, the Fifth Circuit in Woodward adopted with slight modifi-
cation the culpability standard implied by the Sixth Circuit in
Coffey. Significantly, Woodward applied this standard to a private
action, whereas the Coffey court considered it only in terms of an
enforcement suit for injunctive relief. Nevertheless, the Fifth Circuit
was not willing to follow the decision in Hochfelder v. Midwest Stock
Exchange® holding active aider-abettors liable under a negligence
standard.’” Without specifically considering the issue of purely active
aiding-abetting, the Woodward court indicated that some special
duty of inquiry or disclosure would be required before it adopted a
standard lower than knowing, intentional conduct. As to inactive
aiding-abetting, however, the Fifth Circuit is in agreement with

© 474 ¥.2d 747 (9th Cir. 1973).

® Id. at 752,

52 See text accompanying notes 53-56 supra.

& 522 F.2d at 97. However, Ernst & Ernst has indicated that the degree of scienter
may not go below a standard of recklessness. 96 S. Ct. at 1381 n.12. Cf. City Nat’l Bank
v. Vanderboom, 422 F.2d 221 (8th Cir.), cert. denied, 399 U.S. 905 (1970); accord, Vohs
v. Dickson, 495 F.2d 607, 621-22 (5th Cir. 1974); Clement A. Evans & Co. v. McAlpine,
434 F.2d 100, 103 (5th Cir. 1970), cert. denied, 402 U.S. 988 (1971).

¢ 522 F.2d at 97. See H. L. Federman & Co. v. Greenberg, CCH Fep. Sec. L. REp.
9 95,380 (S.D.N.Y. Dec. 8, 1975). Cf. Affiliated Ute Citizens v. United States, 406 U.S.
128 (1972) (no special duty for ordinary function of transfer agent).

% In addition, substantiality of the assistance was found to be a prerequisite to
liability in every instance. 522 F.2d at 97. See Landy, supra note 50, at 163; BROMBERG,
supra note 1, § 8.5 (530) (1974).

* 583 F.2d 364 (7th Cir.), cert. denied, 419 U.S. 875 (1974). Midwest Stock
Exchange involved claims of aiding-abetting resulting from negligent supervision of a
securities broker and the subsequent failure to detect his fraudulent operations.

% The negligence standard is no longer valid in light of the recent Ernst & Ernst
decision by the Supreme Court, supra note 4.
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Midwest Stock Exchange; where inaction is involved, the plaintiff
must prove that the defendant knew, or but for a breach of his duty
of inquiry and disclosure, would have known of the fraud.®

These holdings are consonant with the Supreme Court ruling in
Ernst & Ernst v. Hochfelder® that negligence is not a proper standard
of culpability for aiding-abetting, whether of the active or passive
variety.” The Fifth Circuit in Woodward was willing to lower the
scienter requirement if the law imposed a special duty upon the de-
fendant, as in Ernst & Ernst, but not below a recklessness stan-
dard—the equivalent of knowledge.” The standard imposed by the
Fifth Circuit also resembles the “flexible duty” standard used by the
Ninth Circuit which allows recklessness as a culpability standard
only when the securities laws impose a high standard of conduct upon
the defendant.”? The modification added by Woodward, that the de-
gree of knowledge required depends upon the conventionality of the
pertinent commercial transaction, has actually been an implied ele-
ment of other decisions.”

¢ Id. at 374. See Fischer v. New York Stock Exch., CCH Fep. Sec. L. Rep. § 95