Secondary Liability Under Section
10(b) of the Securities Act of 1934

Daniel R. Fischel®

Various common law doctrines have played a central role in the
development of a federal common law under section 10(b) of the Se-
curities Exchange Act of 1934! and rule 10b-5.2 The existence of an
implied private right of action for dainages under section 10(b) and
rule 10b-5, for example, was originally predicated upon the tort law
maxim, Ubi jus, ibi remedium—where there is a right, there is a rein-
edy.? Courts have similarly relied on criminal and tort common law
doctrines in imposing secondary liability* on peripheral defendants
who do not themselves violate the express prohibition of a statute, but
who have some connection with the primary wrongdoer.
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1. 15 U.S.C. § 78j(b) (1976). Section 10(b) reads in pertinent part: “It shall be unlawful for
any person, directly or indirectly, . . . (b) To use or employ, in connection with the purchase or
sale of any security . . . any manipulative or deceptive device or contrivance . . . .”

2. 17 C.F.R. § 240.10b-5 (1980). Rule 10b-5 provides in relevant part that it is unlawful:
(a) To employ any device, scheine, or artifice to defraud, (b) To make any untrue state-
ment of a wnaterial fact or to omnit to state a material fact necessary in order to make the
statements made, in the light of the circumstances under which they were made, not
misleading, or (¢) 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.

3. See Kardon v. National Gypsum Co., 69 F. Supp. 512 (E.D. Pa. 1946).

4. Secondary liability under the securities laws has two distinct meanings. First, the term is
used to describe the judicially implied civil lability which has been imposed on defendants who
have not themselves been held to have violated the express prohibition of the securities statute at
issue, but who have some relationship with the primary wrongdoer. Courts have imposed this
type of secondary liability on defendants who aid and abet, conspire with, or employ a defendant
wlo does violate the express prohibition of a statute. The focus of this Article is with this type of
secondary liability.

The second usage of the term secondary liability is the liability expressly imposed on “con-
trolling persons” by § 15 of the Securities Act of 1933, 15 U.S.C. §§ 77a-77aa (1976), and § 20(a)
of the Securities Exchange Act of 1934, 15 U.S.C, §§ 78a-78kk (1976).

The leading discussion of the scope of both types of secondary liability prior to the Supreme
Court’s recent restrictive interpretations of the securities laws is Ruder, Multiple Defendants in
Securities Law Fraud Cases: Aiding and Abetting, Conspiracy, In Pari Delicto, /ndemnification, and
Contribution, 120 U. Pa. L. Rev. 597 (1972).
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The United States Supreme Court has recently stated, however,
that reliance on tort law principles as a justification for implying a pri-
vate right of action is entirely “misplaced” because the “central -
quiry” is “whether Congress intended to create, either expressly or by
implication, a private cause of action.”S Emphasizing the importance
of statutory language and structure, and expressly disavowing the ap-
proach of earlier cases, the Court has rejected attempts to imply private
rights of action under various provisions of the securities laws.”

The emphasis on statutory language and structure in discerning
congressional intent is also evident in recent Supreme Court decisions
narrowing the substantive scope of the federal securities laws.® Thus,
the Court in recent years has repeatedly reversed lower courts which
have expansively interpreted the federal securities laws by glossing over
the operative words of statutory provisions.®

Despite this restrictive trend in the Supreme Court, lower courts,
relying on various common law doctrines, have contimued to expan-
sively interpret the scope of the securities laws in the area of secondary
Hability without express statutory mandates for doing so.!® Every court
of appeals that has faced the issue, for example, has held that a defend-
ant can be liable for “aiding and abettmg” a violation by another de-
fendant of section 10(b) and rule 10b-5,!! the provisions under which
the vast niajority of secondary liability cases arise,'> even though the
literal language of section 10(b) contains no such prohibition. ‘Several

5. Touche Ross & Co. v. Redington, 442 U.S. 560, 568 (1979).

6. Id at 575. See also Transamerica Mortgage Advisors, Inc. v. Lewis, 444 U.S. 11 (1979)
(the “dispositive question” is whether Congress intended to create a private remedy).

7. Transamerica Mortgage Advisors, Inc. v. Lewis, 444 U.S. 11 (1979); Touche Ross & Co.
v. Redington, 442 U.S. 560 (1979); Piper v. Chris-Craft Indus., Inc., 430 U.S. 1 (1977). In these
cases the Court rejected the rationale of J.I. Case Co. v. Borak, 377 U.S, 426 (1964), where a
private remedy was implied to effectuate the remedial purposes of a statute. Transamerica Mort-
gage Advisors, Inc. v. Lewis, 444 U.S. 11, 15-16; 442 U.S. at 576-78. The Court has also rejected
the analysis in Cort v. Ash, 422 U.S. 66 (1975), to the extent it permitted implication of a private
cause of action even though Congress did not intend such a result. 442 U.S. at 575-76. See also
444 U.S. at 23-24; notes 66-79 and accompanying text if7a.

8. Aaron v. SEC, 100 S. Ct. 1945 (1980); Chiarella v. United States, 445 U.S. 222 (1980);
International Bhd. of Teamsters v. Daniel, 439 U.S. 551 (1979); Santa Fe Indus., Inc. v. Green,
430 U.S. 462 (1977); TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438 (1976); Ernst & Ernst v.
Hochfelder, 425 U.S. 185 (1976); Rondeau v. Mosinee Paper Corp., 422 U.S. 49 (1975); Blue Chip
Stamps v. Manor Dmg Stores, 421 U.S. 723 (1975). See also SEC v. Sloan, 436 U.S. 103 (1978).

9. Eg., Santa Fe Indus., Inc. v. Green, 430 U.S. 462 (1977); Ernst & Ernst v. Hochfelder,
425 U.S. 185 (1976); Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723 (1975).

10. See Part 1 infra.

11. E.g., Monsen v. Consolidated Dressed Beef Co., 579 F.2d 793 (3d Cir. 1978), cert. denied,
439 U.S. 930 (1979); Rolf v. Blyth, Eastman Dillon & Co., 570 F.2d 38 (2d Cir.), cert. denied, 439
U.S. 1039 (1978); Woodward v. Metro Bank of Dallas, 522 F.2d 84 (5th Cir. 1975); SEC v. Coffey,
493 F.2d 1304 (6th Cir. 1974), cert. denied, 420 U.S. 908 (1975).

12. Secondary liability has also been imposed, however, under other provisions of the seeuri-
ties Jaws. See notes 35-38 and accompanying text /f7a.
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courts have similarly held that a defendant can be liable for “conspir-
ing with” another defendant who violates the securities laws.'* Finally,
numerous courts have held that emnployers of defendants who violate
the securities laws can themselves be lable under a respondeat supe-
rior theory.!

As a result of the wholesale incorporation of these cominon law
doctrines into the federal securities laws, courts have increasingly held
that numerous types of defendants can be secondarily Hable when they
have some connection with a defendant who has been found to have
violated an express prohibition of the securities laws. These defendants
have included banks,'s stock exchanges,'® accountants,'? lawyers, '® and
underwriters,'® as well as employers or supervising emnployees gener-
ally.?°

The thesis of this Article is that the theory of secondary liability is
no longer viable i light of recent Supreme Court decisions strictly m-
terpreting the federal securities laws. These cases make clear that the
question of Hability for @/ defendants must be determimed by the lan-
guage, structure, and legislative history of the relevant statutes. Since
lower courts have relied instead upon various common law doctrines to
impose liability upon defendants alleged to have aided and abetted,
conspired with, or emnployed so-called “primary” wrongdoers, their de-
cisions must now be reevaluated. When liability is determied by ref-
erence to the language and structure of securities statutes, far fewer
defendants will face Hability under the federal securities laws.

Part I of this Article will exainine the development of aiding and
abetting, conspiracy, and respondeat superior liability in the current
state of the law of section 10(b). Part II will demonstrate, using the
implied private right of action cases as an analogy, that tort and crimi-

13. E.g., Dasho v. Susquehanna Corp., 380 F.2d 262 (7th Cir.), cert. denied, 389 U.S. 977
(1967); Pettit v. American Stock Exch., 217 F. Supp. 21 (S.D.N.Y. 1963); Kardon v. National
Gypsum Co., 69 F. Supp. 512 (E.D. Pa. 1946).

14. Eg, Paul F. Newton & Co. v. Texas Commerce Bank, 630 F.2d 1111 (5th Cir. 1980).
Marbury Mgmt., Inc. v. Kohn, 629 F.2d 705 (2d Cir. 1980), cert. denied sub nom. Wood Walkey &
Co. v. Marbury Mgmt., Inc., 149 U.S.L.W. 3409 (U.S. Dec. 1, 1980); Holloway v. Howerdd, 536

F.2d 690 (6th Cir. 1976).
15. E.g., Monsen v. Consolidated Dressed Beef Co., 579 F.2d 793 (3d Cir. 1978), cers. denifed,

439 U.S. 930 (1979); Rosen v. Dick [1974-1975 Transfer Binder] FED. SEc. L. Repr. (CCH) § 94,786
(S.D.N.Y. 1974); Pettit v. American Stock Exch., 217 F. Supp. 21 (S.D.N.Y. 1963).

16. E.g., Pettit v. American Stock Exch,, 217 F. Supp. 21 (5§.D.N.Y. 1963).

17. E.g., Kestenbaum v. Emerson, [1979-1980 Transfer Binder] Fep. Sec. L. Rep. (CCH)
1 97,330 (S.D.N.Y. Mar. 20, 1980); H.L. Green Co. v. Childree, 185 F. Supp. 95 (S.D.N.Y. 1960).

18. Eg., SEC v. Coven, 581 F.2d 1020 (2d Cir. 1978); SEC v. Spectruin, Ltd., 489 F.2d 535
(2d Cir. 1973); SEC v. National Student Marketing Corp., 457 F. Supp. 682 (D.D.C. 1978).

19. Eg, T v. Cormnfeld, 619 F.2d 909 (2d Cir. 1980).

20. £.g, Marbury Mgmt., Inc. v. Kohn, 629 F.2d 705 (2d Cir. 1980), cers. denied sub nont.
Wood Walkey & Co. v. Marbury Mgmt., Inc., 49 U.S.L.W. 3409 (U.S. Dec. 1, 1980); Rolf v. Blyth,
Eastman Dillon & Co., 570 F.2d 38 (2d Cir.), cert. denied, 439 U.S. 1039 (1978); Holloway v.
Howerdd, 536 F.2d 690 (6th Cir. 1976).
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nal law doctrines should not serve as the basis for the imposition of
secondary liability. Part IIT will further demonstrate that when con-
gressional intent, as measured by statutory language, structure, and his-
tory, is used as the touchstone for determining the scope of liability, the
imposition of secondary liability cannot be justified. Because aidmg
and abetting, conspiracy, and respondeat superior should no longer be
recognized as valid theories of recovery, peripheral defendants m se-
curities cases can be liable only if they engage in a “manipulative or
deceptive” practice within the ineaning of section 10(b) or engage in
conduct that violates some other express statutory prohibition. Thus,
Part IV will analyze the appropriate limits of hability under section
10(b) and selected other provisions of the federal securities laws.

1
THE DEVELOPMENT OF SECONDARY LIABILITY AND THE
CURRENT STATE OF THE LAW

Courts have imposed secondary liability based on a variety of the-
ories, including aiding and abetting, conspiracy, and respondeat supe-
rior. The development of each of these doctrines is examined below.

A. Aiding and Abetting Liability

The leading case establishing aiding and abetting liability and, in-
deed, the leading secondary liability case in general is the district court
opinion in Brennan v. Midwestern United Life Insurance Co.*' Because
the analysis m Brennan reveals a great deal about the common law,
nonstatutory basis of secondary lability, it is worthy of careful scru-
tiny.

The complamt in Brennan alleged that a defendant corporation,
Midwestern, was liable under section 10(b) and rule 10b-5 for aiding
and abetting an alleged violation of these provisions by a broker,
Dobich, who engaged in a fraudulent scheme in the sale of Midwestern
stock. The complaint alleged that Midwestern was aware of Dobich’s
activities, but failed to report the activities to the Indiana Securities
Commission or to the Securities and Exchange Commission. By per-
mitting the fraudulent scheme to continue, the comnplaint alleged, Mid-
western encouraged tlie continuation of the scheine and benefited by
the artificial build-up of the inarket for its stock.?

Midwestern attacked the sufficiency of the comnplaint, arguing, #-
ter alia, that “there is nothing in the statute indicating a Congressional

21. 259 F. Supp. 673 (N.D. Ind. 1966) (motion to dismiss denied), 286 F. Supp. 702 (N.D.
Ind. 1968) (on merits after trial), gf’d, 417 F.2d 147 (7th Cir. 1969), cert. denied, 397 U.S. 989
(1970).

22. 259 F. Supp. at 675.
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intent to impose civil liability on persons aiding and abetting violations
of Section 10(b) and Rule 10b-5."2 Midwestern also argued that the
relevant legislative history showed Congress chose not to prohibit aid-
ing and abetting since it had declined to adopt amendments to the se-
curities laws explicitly making aiding and abetting actionable under
section 10(b).24

The district court, although acknowledging that there was nothing
in the statute or its legislative history indicating a congressional intent
to impose aiding and abetting liability, nevertheless held that an aider
and abettor could be liable under the section and the rule. Relying
heavily upon section 876 of the Restatement of Torts,?® the court stated
that “general principles of the law should continue to guide the devel-
opment of federal common law remnedies under section 10(b) and rule
10b-5.26 Implying liability for aiding and abetting based on common
law tort principles, in the court’s view, was nothing more than a “logi-
cal and natural complement™? to the implication of a private right of
action under rule 10b-5, which was also developed from general princi-
ples of tort law.2® Having incorporated the tort law concept of aiding
and abetting liability into section 10(b) and rule 10b-5, the court de-
clined to dismiss the complaint.

Brennar’s underlying rationale was immediately followed by other
courts.?® These courts, also reasoning from the Restateinent of Torts,

23. Jd. at 680.

24. Jd. at 677. See note 103 and accompanying text inffa.

25. Section 876 of the RESTATEMENT OF TORTs provides:

For harm resulting to a third person from the tortious conduct of another, one is subject

to Hability if he . . . (b) knows that the other’s conduct constitutes a breach of duty and

gives substantial assistance or encouragement to the other so to conduct himself, or (c)

gives substantial assistance to the other in accomplishing a tortious result and his own

conduct, separately considered, constitutes a breach of duty to the third person.
RESTATEMENT OF TORTs § 876 (1939).

26. 259 F. Supp. at 680.

27. 1d.

28. The court rejected the argument that aiding and abetting is not prohibited by § 10(b) and
rule 10b-5 because there is no evidence that Congress intended to prohibit such conduct by refer-
ring to the rejection of comparable arguments against implying a private right of action.

[D]efendant points out that there is nothing in the statute indicating a Congressional
intent to impose civil Hability on persons aiding and abetting violations of Section 10(b)
and Rule 10b-5. But, likewise, one can search the statute in vain for language indicating
that a violator of Section 10(b) and Rule 10b-5 should be liable in a civil action for
damages. Such liability was developed by the courts on general principles of tort law.

Judge Kirkpatrick in the Kardon case, . . . cited the Restatement, Torts § 286 (1939) in

finding civil liability for the violation of Section 10(b). Sucli liability was there rcsted

upon the maxim, Ubi jus, ibi remedium-—Wlere there is a right, there is a remedy. This

is the rationale upon which the Kardon doctrine has been adopted by the court of ap-

peals. Appropriate general principles of law should continue to guide the developmnent

of federal common law remedies under Section 10(b) and Rule 10b-5.
Id. (citations ommitted).

29. E.g, SEC v. Coffey, 493 F.2d 1304 (6th Cir. 1974), cert. denied, 420 U.S. 908 (1975);

Landy v. FDIC, 486 F.2d 139 (3d Cir. 1973). See aiso IIT v. Cornfeld, 619 F.2d 909 (2d Cir.



1981] SECONDARY LIABILITY UNDER § 10(b) 85

held that peripheral defendants who knew or should have known of a
fraud and rendered substantial assistance to the primary wrongdoer
could be liable as aiders and abettors.

B.  Conspiracy Liability

Relying upon the tort and criminal common law concept of con-
spiracy, a few lower courts have also held that peripheral defendants
could be liable under the securities laws if they “conspired” with the
primary violator.*® Indeed, the case in which an implied private right
of action under section 10(b) was first recognized, Kardon v. National
Gypsum Co.,>! involved a cause of action alleging conspiracy.

In Kardon, shareholders of a closely held company sold their
shares to certain other shareholders. These purchasing shareholders al-
legedly had previously entered into an agreemnent to resell these shares
to an unrelated corporation, National, at a higher price. The selling
sliareholders then brought an action against the purchasing sharehold-
ers under rule 10b-5 for failure to disclose this alleged agreement to
resell at a higher price. National was joined as a defendant because it
allegedly “conspired” with the purchasing shareholders. The court
held that National could be hable as a conspirator if it knew of the
purchasing shareholders’ intention not to disclose the agreement to re-
sell.

One of the most cominon areas where liability has been imposed
under a conspiracy theory is in the sale of control cases. In Dasko ».
Susquehanna Corporation,*® for example, plaintiff shareholders alleged,
in a derivative action under section 10(b) and rule 10b-5, that the of-
ficers and directors had conspired to defraud the corporation in a
schemne in which insiders had sold control of the corporation to a sec-
ond corporation which had subsequently merged mto the first corpora-
tion. The court held that this inerger constituted a sale of securities by
which the first corporation was defrauded. The court further held that
one director, Lauhoff, who was not involved in the merger since he sold
his stock and resigned as a director (allegedly in furtherance of the
fraudulent scheine), was nevertheless liable as a conspirator.®® Other

1980); Edward J. Mawod & Co. v. SEC, 591 F.2d 588 (10th Cir. 1979); Monsen v. Consolidated
Dressed Beef Co., 579 F.2d 793 (3d Cir. 1978), cert. denied, 439 U.S. 930 (1979); Rolf v. Blyth,
Eastman Dillon & Co., 570 F.2d 38 (2d Cir.), cert. denied, 439 U.S. 1039 (1978).

30. E.g., Dasho v. Susquehanna Corp., 380 F.2d 262 (7th Cir.), cert. denied, 389 U.S. 977
(1967); Texas Continental Life Ins. Co. v. Dunne, 307 F.2d 242 (6th Cir. 1962); Kardon v. Na-
tional Gypsum Co., 69 F. Supp. 512 (E.D. Pa. 1946).

31. 69 F. Supp. 512 (E.D. Pa. 1946).

32. 380 F.2d 262 (7th Cir.), cert. denied, 389 U.S. 977 (1967).

33. The court stated:

Lauhoff’s sale of his stock and his resignation as a director were allegedly two of the

overt acts done by him in furtherance of the conspiracy. Thus, having allegedly joined
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courts liave upheld allegations of conspiracy liability under similar cir-
cumstances.>*

C. Respondeat Superior Liability

Section 15 of thie Securities Act of 19333 and section 20(a) of the
Securities Exchange Act of 1934¢ each impose liability on those “con-
trolling persons” wlo control the primary wrongdoer. Both sections,
however, provide a good faith defense to control person liability.®” As
a general rule, this defense shields a person from liability if he can
show that he exercised reasonable internal supervision against securi-
ties violations.?®

To preclude employers from relying upon this good faith defense,
plaintiffs have sued these defendants under section 10(b) using the the-
ory of respondeat superior. Under this common law doctrine, employ-
ers are strictly liable for the improper acts of their employees
committed within the scope of their employment.*® The statutory good
faith defense provided by sections 15 and 20(a), therefore, is unavaila-
ble to defendants in actions brought under a respondeat superior the-
ory.

Einployer defendants, to avoid strict liability under respondeat su-
perior, have consistently argued that the controlling persons sections
with their good faith defense are the exclusive method of imposing lia-
bility on employers under the securities acts. While some courts have
accepted this argument,*® the majority of courts of appeals have held
that thie controlling persons provisions do not preclude the iinposition

the conspiracy and taken steps to assure its success, Lauhoff is responsible for the acts of

his co-conspirators in furtherance of said conspiracy.
/1d. at 267 n.2.

34. E.g, Herpich v. Wilder, 430 F.2d 818 (5th Cir. 1970), cert. denied, 401 U.S. 947 (1971);
Shell v. Hensley, 430 F.2d 819 (5th Cir. 1970).

35. 15 U.S.C. § 770 (1976).

36. 1d. § 78t

37. Section 15 of the 1933 Act, 15 U.S.C. § 770 (1976) provides that a controlling person
shall be liable “unless the controlling person had no knowledge of or reasonable ground to believe
in the existence of the facts by reason of which the liability of the controlled person is alleged to
exist.” Section 20(a) of the 1934 Exchange Act, 15 U.S.C. § 78t(a) (1976), similarly provides that a
controlling person shall be liable “unless the controlling person acted in good faith and did not
directly or indirectly induce the act or acts constituting the violation or cause of action.”

38. E.g., Zweigv. Hearst Corp., 521 F.2d 1129, 1134-35 (9th Cir.), cert. denied, 423 U.S. 1025
(1975).

39. Kerbs v. Fall River Indus., Inc., 502 F.2d 731 (10th Cir. 1974); RESTATEMENT (SECOND)
OF AGENCY § 257 (1958).

40. E.g, Christoffel v. E.F. Hutton & Co., 588 F.2d 665 (Sth Cir. 1978); Rochez Bros., Inc. v.
Rhoades, 527 F.2d 880 (3d Cir. 1975); Zweig v. Hearst Corp., 521 F.2d 1129 (9th Cir.), cert. de-
nied, 423 U.S. 1025 (1975); Klapmeier v. Telecheck Int’l, Inc., 482 F.2d 247 (8th Cir. 1973).
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of respondeat superior liability, apparently through federal law.*!

Thie recent Second Circuit case of Marbury Management, Inc. .
Kohn*? is illustrative of this majority view. In Marbury, a brokerage
firm’s employee committed a securities fraud on certain purchasers.
Plaintiffs sued the employee as well as the brokerage firm. The court
lield that tlie brokerage firm could be liable, under both the controlling
person provision of section 20(a) and under respondeat superior. The
court rejected the exclusivity argument, stating that, “[T]here is no war-
rant for believing that Section 20(a) was intended to narrow the reme-
dies of tlie customers of brokerage houses or to create a novel defense
in cases otherwise governed by traditional agency principles.”** Sev-
eral provisions of the Restatement of Agency were cited by the court.**
Having held that respondeat superior liability is not precluded by the
controlling persons provisions, the court concluded that “the special
good faith defense afforded by the last clause of Section 20(a) is un-
available.”* By recognizing strict liability under respondeat superior,
the Second Circuit and other circuits which have adopted the same
view liave effectively eliminated the good faith defense provided by the
statute.

D. The Supreme Court and Secondary Liability

Thie Supreme Court has never faced the issue of whether secon-
dary liability is a valid theory under section 10(b) and rule 10b-5. The
Court’s decision in Zmst & Ernst v. Hochfelder,*® however, suggests
that the Court might not recognize any of the various forms of secon-
dary liability as valid theories of recovery.

The Seventh Circuit, in Hochfelder, had held that an accountmg
firm whicli liad negligently failed to discover a fraud of the primary

41. See also Paul F. Newton & Co. v. Texas Commerce Bank, 630 F.2d 111 (Sth Cir. 1980).
Marbury Mgmt. Inc. v. Kohn, 629 F.2d 705 (2d Cir. 1980), cert. denied sub nom. Wood Walker &
Co. v. Marbury Mgmt., Inc., 49 U.S.L.W. 3409 (U.S. Dec. 1, 1980); Holloway v. Howerdd, 536
F.2d 690 (6th Cir. 1976); Carras v. Burns, 516 F.2d 251 (4th Cir. 1975); Bird v. Ferry, 497 F.2d 112
(5th Cir. 1974); Senott v. Rodman & Renshaw, 474 F.2d 32 (7th Cir.), cert. denied, 414 U.S. 926
(1973); Richardson v. MacArthur, 451 F.2d 35 (10th Cir. 1971). These other cases do not specifi-
cally state that they are relymg upon federal law. Because there is no mention of any relevant
state law, however, nor any discussion of the exercise of pendent jurisdiction, these courts appear
to base their imposition of respondeat superior liability upon federal law.

42, 629 F.2d 705 (2d Cir. 1980), cert. denied sub nom. Wood Walker & Co. v. Marbury
Mgmt., Inc., 49 U.S.L.W. 3409 (U.S. Dec. 1, 1980).

43. Jd. at 716. The logical conclusion that follows from this statement is that § 20(a) does
not supplant respondeat superior liability under szate law. The Marbury court, in contrast, like
the other courts that have imposed respondeat superior Hability, based its holding on federal law.
See note 41 and accompanying text supra. It does not follow, however, that because Congress did
not intend to narrow the remedies available at common law, it meant to create a federal remedy
under § 10(b).

44. Jd, The court cited RESTATEMENT (SECOND) OF AGENCY §§ 228, 229, 257, 258, 261, 262,
and 265 (1958).

45. 629 F.2d at 716.

46. 425 U.S. 185 (1976).
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wrongdoer could be liable as an aider and abettor.*” The Supreme
Court reversed, but based its holding on a need for scienter,*® and did
not reach the question of whether a defendant could be liable for aid-
ing and abetting. In an important footnote, however, the Court stated:
In view of our holding that an intent to deceive, manipulate, or
defraud is required for Lability, under section 10(b) and Rule 10b-5, we
need not consider whether civil liability for aiding and abetting is ap-
propriate under the section and the Rule. . . .4

Although the Court expressly reserved the issue of whether aiding
and abetting is a proper theory under section 10(b) and rule 10b-5, its
approach nevertheless casts some doubt on the continued viability of
aiding and abetting liability. The Supreme Court reversed the Seventh
Circuit’s holding that the accounting firm was liable as an aider and
abettor because the plaintiff had failed to allege that it had acted with
scienter as required by the “manipulative or deceptive” language of
section 10(b). However, under a strict aiding and abetting analysis, it is
irrelevant wlether an aider and abettor has engaged in a manipulative
or deceptive practice within the meaning of section 10(b). What is rele-
vant is whether the primary violator engaged in such a practice. The
critical inquiry then would be whether the secondary defendant aided
and abetted in the commission of the violation.® By holding that the
accounting firm was not Hable under the section and the rule because it
did not engage in a “manipulative or deceptive” practice, and by not
considering whether the accounting firm could otherwise be hable as an
aider and abettor, the Court implicitly held that aiding and abetting
liability does not exist apart from Hability that could be iinposed for a
direct violation.

While the Court in Hochfelder only questioned the soundness of
aiding and abetting liability, its analysis applies equally to conspiracy
and respondeat superior liability. These latter forms of secondary lia-
bility, like aiding and abetting, have been derived fromn common law
concepts rather than the language of section 10(b). Morc important, if
Hochfelder stands for the proposition that a defendant cannot be liable
under section 10(b) and rule 10b-5 unless he has engaged in a “manip-
ulative or deceptive” practice within the meaning of section 10(b), the
current validity of all forms of secondary Hability is, at the very least, m
doubt.

47. Hochfelder v. Emst & Ernst, 503 F.2d 1100 (7th Cir. 1974), revd, 425 U.S. 185 (1976).

48. The Court explicitly refused to decide whether reckless conduct was sufficient to satisfy
the scienter standard. 425 U.S. at 193 n.12.

49. 7d. at 191 n.7.

50. At common law, for example, a party could be liable for selling burglary tools to a
burglar even though he himself did not commit the actual burglary.
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I
THE USE OF TORT AND CRIMINAL LAW DOCTRINES AS A
Basis FOR IMPOSING SECONDARY LIABILITY:
THE IMPLIED RIGHT OF ACTION
ANALOGY

The existence of implied remedies under the securities laws, like
the existence of secondary liability, arose from incorporation of com-
mon law doctrines into the federal securities laws.! Indeed, the impo-
sition of secondary liability based upon tort concepts was origially
justified by the comparable reliance on tort law in the creation of im-
plied remedies.>®> The validity of relying on tort law as the basis for
implied private rights of action, therefore, is directly relevant to the
propriety of employing the same approach i the secondary liability
context.

A. The Use of Tort Law and the Implied Remedies Doctrine

The tort law origins of implied remedies under the securities laws
are clear. Kardon v. National Gypsum Co.,>® the case first establishing a
private right of action under section 10(b) and rule 10b-5, is illustrative.
There the court expressly rehied upon section 286 of the Restatement of
Torts>® in rejecting the argument that Congress failure to provide an
express remedy when such remedies were provided for in other sections
demonstrated that Congress did not intend for one to exist. Although
the court conceded that the argument might be persuasive, “[w]ere the
whole question one of statutory interpretation,” it concluded that the
existence of other express remedies was insufficient to manifest an in-
tent “to deny a remedy and to wipe out a Hability which, normally, by
virtue of basic principles of tort law accompanies the doing of the pro-
hibited act.””*

The court in Kardon, therefore, did not find that Congress in-
tended to create a private remnedy in section 10(b). Indeed, the court’s
concession suggests that had it viewed the inquiry as resting solely

51. Kardon v. National Gypsum Co., 69 F. Supp. 512 (E.D. Pa. 1946). See notes 53-55 and
accompanying text /inffa.

52. See note 28 supra.

53. 69 F. Supp. 512 (E.D. Pa. 1946).

54. J7d. at 513. Section 286 provides in part that:

The violation of a legislative enactment by doing a prohibited act, or by failing to do a

required act, makes the actor Hable for an invasion of an interest of another if: (a) the

intent of the enactment is exclusively or in part to protect an interest of the other as an

individual; and (b) the interest mvaded is one which the enactment is intended to protect

RESTATEMENT OF TORTs § 286 (1934).
55. 69 F. Supp. at 514. This is the same reasoning that the Supreme Court used i first
implying a private remedy. See Texas & P. Ry. Co. v. Rigsby, 241 U.S. 33 (1916).
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upon whether Congress intended to create such a remedy, it would
have reached the opposite conclusion. Only by rehance upon tort law
principles, rather than congressional intent, did the court imply a pri-
vate remedy under section 10(b) and rule 10b-5.

B.  The Supreme Court’s Shift Away from Tort Law as a Basis for
Implying Private Remedies in Securities Cases:
From Borak to Piper

Although numerous lower courts adopted the tort law rationale of
Kardon as a basis for implying private remedies,s the Supreme Court
has followed a different approach. In J.Z Case Co. v. Borak,” the
Court held that an implied private right of action existed under section
14(a) of the Securities Exchange Act.®® The Court reasoned that since
“Ip]rivate enforcement of the proxy rules provides a necessary supple-
ment to Commission action,” a private remedy was necessary to en-
force the statutory scheine.

The enforcement rationale of Borak was narrowed in Cort v.
Ash,%° where no implied private right of action was found under a fed-
eral election statute.’! The Court established a four part test for deter-
mining whether to imply a private right of action: (1) whether the
plamtiff is part of a class for whose benefit the statute was enacted; (2)
whetlier there is any relevant legislative intent; (3) whether the imphca-
tion of a remedy is consistent with the legislative scheme; and (4)
whether the cause of action is traditionally relegated to state law.®? Ap-
plying this test, the Court in Pjper v. Chris-Crafi Industries, Inc.® held
that a defeated tender bidder cannot maintain a dainage action against
the successful bidder or the target under section 14(e) of the Williams
Act.®

Neither Borak nor Cort, therefore, applied the tort law rationale
of Kardon. The analysis in thcse cases, however, suffers from the same
defect. Both the enforcement rationale of Borak and the four part test

56. Eg., Goodman v. H. Hentz & Co., 265 F. Supp. 440 (N.D. IlL. 1967) (implication of
private remedy under Commodity Exchange Act); Remar v. Clayton Sec. Corp., 81 F. Supp. 1014
(D. Mass. 1949) (implication of private remedy under § 7 of the Securities Exchange Act).

57. 377 U.S. 426 (1964).

58. Section 14(a) of the 1934 Act, 15 U.S.C. § 78n(a) (1976) makes it unlawful for manage-
ment or others to obtain authorization for corporate action by ineans of deceptive or inadequate
disclosure in proxy solicitations.

59. 377 U.S. at 432.

60. 422 U.S. 66 (1975).

61. 18 U.S.C. § 610 (1970) (repealed 1976). The statute made it a criminal penalty for corpo-
rations to make political contributions under certain circuinstances.

62. 422 U.S. at 78.

63. 430 U.S. 1(1977).

64. 15 U.S.C. § 78n(e) (1976).
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in Cort and Pjper, like the tort rationale of Kardon, allow courts to
imply private rights of action without any finding that Congress in-
tended to confer such a remedy. Consequently, these cases invite
courts to engage in judicial lawmaking and create federal statutory
reinedies even where Congress may never have imtended that such ren-
edies exist.5

C. The Rejection of Tort Law as a Basis for Implying Private
Remedies in Securities Cases: Touche
Ross and Transamnerica

Recent Supreme Court decisions have severely limited the availa-
bility of implied private damage remedies m securities cases. While the
Court has repeatedly recognized®® that there is an implied remnedy
under section 10(b) and rule 10b-5, it nevertheless lias repudiated the
rationale of tlie Kardon case. Thus, the Court m Zouche Ross & Co. v.
Redingron® dismissed arguinents to imply a private right of action
under section 17(a) of the Securities and Excliange Act of 1934% based
upon tort principles as “entirely imsplaced.”®® Rather, the Court
stated, the question “of the existence of a statutory cause of action is
. . . one of statutory construction.””® The Court further empliasized
that simply because a federal statute lias been violated and a person
injured does not automatically mean a private riglt of action will be
conferred in favor of that person.”! “Tle ultimate question,” stated the
Court, “is one of Congressional intent, not one of whetlier this Court
thinks it can improve upon the statutory scheme that Congress enacted
into law.”"?

The emphasis on statutory construction i determining the exist-
ence of an implied remedy is also evident m Zransamerica Morigage
Advisors v. Lewis.” There the Court stated that what must be ascer-
tained “is whetlier Congress mtended to create the private reimnedy as-

65. This point was made in Justice Powell’s dissenting opinion in Cannon v. University of
Chicago, 441 U.S. 677, 740-41 (1979).

66. The Court, while never facing the issue directly, has stated that the existence of an ini-
plied private right of action under § 10(b) and rule 10b-5 is “well established.” Ernst & Ernst v.
Hochfelder, 425 U.S. 185, 196 (1976). See also Superintendent of Ins. v. Bankers Life & Cas. Co.,
404 U.S. 6, 13 n.9 (1971).

67. 442 U.S. 560 (1979).

68. 15 U.S.C. § 78q(a) (1976).

69. 442 U.S. at 568.

70. 7Id.

71. 7Id. The Court expressly narrowed Borak and Cort to the extent they suggested that a
private remedy could be tnplied to further the remedial purposes of a statute even though such
remedy was not intended by Congress. See note 7 and accompanying text supra.

72. 442 U.S. at 578.

73. 444 U.S. 11 (1979).
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serted” and not “the desirability of implying private rights of action in
order to provide remedies thought to effectuate the purposes of a given
statute.”’* Since the statutory scheine at issue’® did not indicate a con-
gressional intent to create a private damage remnedy, the Court held
that none could be implied.”

Under thie rationale of Zouche Ross and Transamerica, Kardon
was wrongly decided. The implication of a private right of action
under section 10(b) is not authorized by the language of that section,
nor suggested by the structure of the securities acts of the legislative
history of section 10(b). Moreover, the existence of an express private
right of action in other sections of the securities acts,”” but not in sec-
tion 10(b), strongly suggests that Congress did not intend that one exist
to redress a violation of section 10(b). Since there is no evidence to
suggest that Congress intended to create a private remedy under section
10(b), Zouche Ross and Transamerica indicate that none should have
been impHed by the courts.”® Indeed, the focus on statutory language
and structure in these cases as the method for determining congres-
sional mtent suggests that only in the rarest of circuinstances should
courts imply a private remedy under any provision of the securities
laws where Congress has failed to create an express reinedy.”

74. 1d. at 15-16.

75. The main question in Zransamerica was whether a private damage remedy could be
implied under § 201 of the Investment Advisers Act of 1940, 15 U.S.C. §§ 80b-1 - 80b-21 (1976).

76. The Court did hold, however, that § 215 of the Act, which provides that contracts in
violation of the Act “shall be void,” allows injured persons to bring an equitable action to void an
investment adviser’s contract in violation of the statute. 444 U.S. at 18-19. The Court also reaf-
firmed that the analogous § 29(b) of the 1934 Act, 15 U.S.C. § 78cc(b) (1976), confers a right to
rescind a contract void under the criteria of that statute. /d.

77. Securities Act of 1933 §§ 11, 12, 15 U.S.C. §8 77k, 77/(1976); Securities Exchange Act of
1934 88§ 9(e), 16(b), 18(a), 15 U.S.C. §§ 78i(e), 78p(b), 78r (1976).

78. For an excellent exposition of the view that Cengress did not intend to create a private
remedy, see Ruder, Civil Liability Under Rule 10b-5: Judicial Revision of Legislative Intent?, 51
Nw. U.L. REv. 627 (1963). The Court, however, appears to be unwilling to repudiate the well-
settled case law holding that there is an impled private remedy under § 10(b) and rule 10b-5. See
note 66 supra.

79. In a major recent decision, however, a divided Second Circuit, in an opinion writtcn by
Judge Friendly, has held that there is an implied damage remedy under the Commodity Exchange
Act, 7 U.S.C. §8§ 1-24, (1976 & Supp. III 1979). Leist v. Simplot, Nos. 79-7402, 79-7464, 79-7482
(2d Cir. July 8, 1980) (slip op.). The court did not, however, embrace either the tort law rationale
of Kardon or the enforcement rationale of Borak as a basis for implying a private remedy. On the
contrary, the court recognized that recent Supreme Court decisions make clear that “the ultimate
touchstone is congressional intent and not judicial notions of what would constitute wise policy.”
Leist v. Simplot, Nos. 79-7402, 79-7464, 79-7482 (2d Cir. July 8, 1980), slip op. at 4092. The court
reasoned that since Congress knew of the line of cases implying a private remedy imder the Com-
modities Exchange Act when the Act was extensively amended in 1974 and did nothing to alter
the status quo, Congress must have intended that a private remedy exist. /4, at 4080-88, 4095,

Judge Mansfield dissented. In his view, the failure of the legislative history to demonstrate
that Congress affirmatively approved of these cases, as opposed merely to being aware of them,
precluded the implication of a private damage remedy. /4. at 4109-11, (Mansfield, J., dissenting).
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D. Current Validity of the Use of Tort and Criminal Law as the Basis
Jor Imposing Secondary Liability

The tort law rationale of Kardon has been expressly followed by
courts imposing secondary liability based upon tort law principles.5°
However, if the dispositive question in determining whether to imply a
private remedy is whether Congress intended to create such a remedy,
regardless of tort law principles, congressional intent must be equally
dispositive in the secondary liability context.

In fact, the case for focusing solely upon congressional intent in
analyzing secondary liability, and not upon tort law or any other com-
mon law doctrine, is even more compelling than in the implied reme-
dies context. Implying a private remedy to redress violations of a
statute requires recognition of a cause of action even though none has
been expressly created by Congress. The conduct of the defendant,
however, 4as been expressly prohibited by Congress. The question of
secondary liability, in contrast, involves expanding the scope of prohib-
ited conduct under a statute. If tort law cannot provide a basis for
implying a remedy, it necessarily follows that it cannot, without more,
be used to redefine the scope of conduct prohibited by a statute.’! The

Judge Mansfield also emphasized the complex remedial structure, which includes reparations pro-
visions, to buttress his argument that Congress did not intend to create a private remedy. /4. at
4109 (Mansfield, J., dissenting).

Both the majority and dissenting opinions, therefore, focus on congressional intent. The dis-
senting opinion, however, is inore consistent with Zouche Ross and Transamerica. These cases
hold that 2 court may imply a private remedy only if there is affirmative evidence that Congress
intended that such a remedy exist. .See Cannon v. University of Chicago, 441 U.S. 667 (1979). No
such evidence was cited in Judge Friendly’s majority opinion. Moreover, the complex remedial
provisions of the Act demonstrate that Congress was sensitive to the need for protecting investors
but nevertheless failed to enact an express remedy. Even if the majority opinion, which purports
to rely on congressional intent, is correct, however, it lends no support to the concept of secondary
liability which is not based upon congressional intent but rather upon various common law doc-
trines.

The Sixth Circuit has also recently held that there is an implied damage remedy under the
Commodity Exchange Act. Curran v. Merrill Lynch, Pierce, Feuner & Smith, Inc., 622 F.2d 216
(6th Cir. 1980). Some district courts, however, have reached the opposite conclusion. £ g., Gon-
zales v. Paine, Webber, Jackson & Curtis, Inc., 493 F. Supp. 499 (S.D.N.Y. 1980); Fischer v.
Rosenthal & Co., 481 F. Supp. 53 (N.D. Tex. 1979).

80. See, e.g., Breiman v. Midwestern United Life Ins. Co., 259 F. Supp. 673 (N.D. Ind.
1966), aff°d, 417 F.2d 147 (7th Cir. 1969), cert. denied, 397 U.S. 989 (1970).

81. Tort law, or other common law doctrines, can be relied upon to define the scope of
prohibited conduct under a statute if it appears from the language, structure, and legislative his-
tory that the statutory prohibition is coextensive with a prohibition at common law. 1f, for exam-
ple, § 10(b) expressly prohibited aiding and abetting a violation by another defendant, the scope
of aiding and abetting Hability at common law would be relevant in determining the scope of
liability under the statute. See, eg., SEC v. Capital Gains Bureau, 375 U.S. 180, 192-95 (1963)
(common law of fraud supportive of language and legislative history of antifraud statute). The
Court has also occasionally referred to the common law where “neither the legislative history nor
the statute itself affords specific guidance.” Chiarella v. United States, 445 U.S. 222, 226 (1979).
There the Court relied heavily upon the scope of the duty to disclose at common law to define
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scope of such prohibited conduct must be determined solely by refer-
ence to congressional intent.

111
SECONDARY LIABILITY AND CONGRESSIONAL INTENT

Since courts have uniformly relied upon common law doctrines in
imposing secondary liability, no attempt has been made to justify sec-
ondary liability by reference to the language of section 10(b), the statu-
tory framework, or relevant legislative history. Yet, it is precisely these
tools of statutory conmstruction—and not reliance upon common law
doctrines—which the Supreme Court has repeatedly utilized to restrict
the substantive scope of section 10(b), as well as to limit the situations
in which a private right of action can be judicially implied.%* Tle pro-
priety of imposing secondary liability must be evaluated under this new
methodology.

A. The Language of the Statute

Section 10(b) provides that “[i]t shall be unlawful for any person,
directly or indirectly . . . [tJo use or employ, in connection with the
purchase or sale of any security . . . any manipulative or deceptive
practice . . . .” It does nor expressly provide that it shall also be un-
lawful to aid and abet, conspire with, or eniploy a person who is liable
under the statute.> Under the rationale of recent Supreme Court cases,

when a failure to disclose constitutes a “manipulative or deceptive” practice within the meanimg of
§ 10(b). Since the legislative purpose was to prevent fraud, and the failure to disclose constituted
a fraud at common law only in certain circumstances, reliance on the common law in Chiarella
was necessary in order to determine congressional intent as to those circumstances. /d. at 114-15,
Reliance on the common law in Chiarella, therefore, was necessary to flesh out the scope of pro-
hibited conduct under the “manipulative or dcceptive” practice language of § 10(b). 1t lends no
support to the analysis in secondary Hability cases where conduct has been prohibited under vari-
ous common law doctrines without regard to whether such conduct was prohibited by the statute.

The Court has also held, however, that if the language, structure, and legislativc history of a
statute demonstrate a congressional intent not to adopt the standard of liability at common law,
the common law cannot be used to define the scope of prohibited conduct. See Aaron v. SEC, 100
S. Ct. 1945 (1980) (scope of prohibited conduct under antifraud sccurities defined by language,
structure, and legislative history of statute, and not by the common law of fraud).

82. See cases cited in notes 7-8 supra.

83. It could conceivably be argued that the “directly or indirectly” language in § 10(b) might
provide some statutory basis for the imposition of liability on aiders and abettors, conspirators,
and employers of primary wrongdoers. Courts, however, have not imposed such liability on this
basis but rather have relied on various common law doctrines as the basis for secondary Lability.
See Part 1 supra.

In any event, there is no support for the proposition that Congress intended the “directly or
indirectly” language to encoinpass secondary liability. The statutory scheine suggests the oppo-
site. For instance, Congress specifically enacted § 20(a) of the 1934 Act which cxpressly imposes
Hability on controlling persons. This provision would be surplusage in § 10(b) cases if the “di-
rectly or indirectly” language encompassed secondary liability. This provision, and the compara-
ble § 15 of the 1933 Act, demonstrate that when Congress intended to impose secondary liability,
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this failure of section 10(b) or other provisions expressly to impose
these forms of secondary hability is strong evidence that Congress did
not intend to impose such liability upon conduct which would not
otherwise be prohibited as a “manipulative or deceptive practice.”*

The Court has repeatedly emphasized that in deciding whether a
complaint states a cause of action under rule 10b-5, it is necessary to
“turn first to the language of § 10(b),” for “[tlhe starting point in every
case involving construction of a statute is the language itself.”®* The
Court has not hesitated to interpret restrictively the securities laws
where the cause of action asserted was broader than the relevant statu-
tory language.

In Blue Chip Stamps v. Manor Drug Stores®® for example, the
question was whether offerees of an allegedly misleading stock offering
who never had purchased or sold any of the offering shares satisfied the
“purchase or sale” requirement of section 10(b) and rule 10b-5. The
Court emphasized that the statute prohibited manipulative or deceptive
practices only “in connection with the purchase or sale of any secur-
ity”®” and nos in connection with any attempt to purchase or sell any
security.®® The Court thus held that the plaintiff failed to state a cause
of action under section 10(b) and rule 10b-5.

The statutory language of section 10(b) was also held to be con-
trolling in Zrnst & Ernst v. Hockfelder.®® There the question was
whether a defendant who was only alleged to be negligent could be
civilly liable for employimg a “manipulative or deceptive device or con-
trivance” as required by the language of section 10(b). The Court held
that a defendant who was only negligent could not be liable because

it did so expressly. In light of this statutory scheme, the “directly or indirectly” langnage cannot
be interpreted to encompass secondary liability.

One plausible interpretation of the “direct or indirectly” language is that it allows liability to
be imposed upon a defendant even thongh such defendant does not himself use the jurisdictional
means (/¢., mail a letter in interstate commerce). See § A. Jacoss, THE IMPACT oF RULE 10b-§
§ 3.02(f) n.33 (rev. ed. 1980).

84. For an analysis of which forms of secondary Liability constitute “manipulative or decep-
tive” practices, see Part IV jnfra.

Although the language of rule 10b-5 is somewhat broader than the language of § 10(b), com-
pare note 1 with note 2 supra, the Court has made it clear that the language of § 10(b) is control-
ling because the scope of an administrative rule promulgated by the Securities and Exchange
Commission cannot be broader than the scope of the statute upon which it is based. Santa Fe
Indus,, Inc. v. Green, 430 U.S. 462, 472-73 (1977); Exnst & Ernst v. Hochfelder, 425 U.S. 185, 213-
14 (1976).

85. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 197 (1976). See also Santa Fe Indus., Inc. v.
Green, 430 U.S. 462, 472 (1977); Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 756
(1975) (Powell, J., concurring).

86. 421 U.S. 723 (1975).

87. Id. at732.

88. Jd. at 756 (Powell, J., concurring).

89. 425 U.S. 185 (1976).
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the words “manipulative,” “device,” and “contrivance” “make unmis-
takeable a congressional intent to proscribe a type of conduct quite dif-
ferent from negligence.”®® To impose lability for negligence,
therefore, would “add a gloss to the operative language of the statute
quite different from its commonly accepted meaning. !

This same emphasis on the statutory language is also evident in
Santa Fe Industries, Inc. v. Green.®* Plaintiff in that case alleged that a
merger which resulted in elimination of minority shareholders violated
section 10(b) and rule 10b-5 even though full disclosure was made.
The Court, following the analysis in Aochfelder, held that no cause of
action was stated because “[t]he language of § 10(b) gives no indication
that Congress meant to prohibit any conduct not involving manipula-
tion or deception.”®® Thus, in Blue Chip, Hochfelder and Santa Fe, the
Supreme Court rejected section 10(b) and rule 10b-5 claims because the
conduct attacked was not prohibited by the statute. This same princi-
ple is applicable with respect to secondary liability. Not only has Con-
gress failed expressly to prohibit aiding and abetting, conspiracy, or
employing a wrongdoer, but the statutory language, as interpreted by
the Supreme Court, suggests that no such prohibitions were intended.
Thus, the imposition of strict liability on employers under a respondeat
superior theory is flatly inconsistent with the holding of Hoc#kfelder that
the “manipulative or deceptive” language in section 10(b) requires
proof of scienter as a prerequisite for liability. Similarly, the imposi-
tion of aiding and abetting or conspiracy liability on defendants who
themselves do not engage in any deceptive conduct is inconsistent with
the holding of Sanra Fe that section 10(b) prohibits only such deceptive
conduct.®*

B.  The Statutory Framework

Congress has expressly imposed secondary liability in several pro-
visions of the securities laws, but not in section 10(b). Both section 15
of the 1933 Act and section 20(a) of the 1934 Act impose liability on

90. /4. at 199,

91. Jd. Lower courts after Hochfelder, however, have continued to assume that aiding and
abetting a violation by another defendant is prohibited by § 10(b) and rule 10b-5. £g., IiT v.
Cornfeld, 619 F.2d 909 (2d Cir. 1980); Edward J. Mawod & Co. v. SEC, 591 F.2d 588 (10th Cir,
1979); Monsen v. Consolidated Dressed Beef Co., 579 F.2d 793 (3d Cir. 1978), cert. denied, 439
U.S. 930 (1979); Roif v. Blyth, Eastman Dillon & Co., 570 F.2d 38 (2d Cir.), cert. denied, 439 U.S.
1039 (1978), The debate has focused only on how the scienter requirement established in
Hochfelder should be applied in aiding and abetting cases. Conpare the majority and dissenting
opinions in Roff.

92. 430 U.S. 462 (1977).

93. 14 at 473,

94. For an analysis of which forms of secondary liability involve deceptive conduct, see Part
1V infra.
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“controlling persons” provided they do not act in good faith.®> More-
over, other provisions of thie 1934 Act also deal with secondary liability.
Section 15(b)(4)(E),*® for exainple, gives the Commission the power to
censure or place otlier limitations on any person associated with a bro-
ker-dealer for willfully aiding and abetting or otherwise inducing a se-
curities violation by another defendant.®’

Under the reasoning in Blue Chip and Hochfelder, Congress provi-
sion of secondary Hability in some sections of the securities laws but not
in section 10(b) is highly significant. In Blue Chip, the question was
whether a plaintiff who had never actually purchased or sold securities
could fall within the “purchase or sale” requirements of section 10(b).
The Court supported its holding that such a plaintiff could not bring an
action under section 10(b) by reference to the language in other provi-
sions of the securities laws whicli does address fraud “in the offer or
sale” of securities.”® “When Congress wished to provide a remedy to
those who neither purchase nor sell securities,” the Court concluded,
“ijt had little trouble in doing so expressly.”*®

The Court in Hochfelder similarly relied upon various provisions
of the federal securities laws in rejecting the Securities and Exchange
Commission’s arguinent that neghigence should suffice for civil hability
because section 10(b) is not explicitly limited to willful conduct. The
Court einphasized that the express recognition of causes of action pre-
mised on negligent conduct in other provisions of the Acts “stands in
sharp contrast to the language of section 10(b)” and, therefore, “signifi-
cantly undercuts” the Commission’s argunient that such conduct is pro-
hibited by the second.!®

The rationale of B/ue Chip and Hochfelder is directly applicable in
the secondary liability context. The express imposition of secondary
liability in the controlling persons sections and in other securities stat-
utes demonstrates that when Congress intended to impose such liabil-
ity, “it had little trouble in doing so expressly.” Moreover, when
Congress did impose such liability, it only did so under certain condi-
tions. A defendant cannot be liable under the controlling persons pro-
visions if lie acted in good faith. However, the imposition of
respondeat superior liability under section 10(b), such as in Mar-
bury,'°! deprives controlling persons who are not acting as principals of

95. See note 37 supra.

96. 15 U.S.C. § 780(b)(4)(E) (1976).

97. The 1934 Act also imposes duties of supervision on various entities. £g., § 6, 15 US.C.

§ 78f (1976) (exchanges); § 17A(0)(3), 15 U.S.C. § 78q (1976) (clearing agencies).

98. 421 U.S. at 733-36.

99. 7Id. at 734.
100. 425 U.S. at 208.

101. 629 F.2d 705 (2d Cir. 1980); see text accoinpanying notes 42-45 supra.
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this good faith defense, and thereby disrupts the statutory scheme cs-
tablished by Congress.

C. Legislative History

Where the language of a statute is sufficiently clear—and the fail-
ure of Congress expressly to prohibit aiding and abetting, conspiring
with, or employing a primary violator when contrasted with the con-
trolling person restrictions could not be clearer—such language is dis-
positive without resort to legislative history.!®> Even if legislative
history were relevant, however, there is no evidence in the legislative
history of section 10(b) that Congress ever intended to prohibit aiding
and abetting or conspiring with a primary violator.!® With rcspect to
respondeat superior liability, Congress specifically chose not to impose
such liability on employers.

As originally promulgated, section 15 of the 1933 Act imposed
strict liability on controlling persons without regard to whether such
control was exercised to bring about the securities violation.!®* After
strong opposition from the business community,'%® however, Congress
decided to “liberalize” the provision.!® Section 15 was amended to
provide that a controlling person would be liable “unless the control-
ling person had no knowledge of or reasonable ground to believe in the
existence of the facts by reason of which the liability of the controlled

102. Santa Fe Indus., Inc. v. Green, 430 U.S. 462, 477 (1977); Ernst & Ernst v. Hochfelder,
425 U.S. at 201.

103. Congress has, however, specifically rejected several attempts to amend the securities laws
expressly to prohibit aiding and abetting a violation of § 10(b). H.R. 5001 and S. 1178, 86th
Cong,., 1st Sess. (1959) would have made it unlawful “for any person to aid, abet, counsel, com-
mand, induce or procure the violation of any provision of [the 1933 Act].” Securities Acts Amend-
ments, 1959, Hearings on H.R. 5001 Before a Subcomm. of the House Comm. on Interstate and
Foreign Commerce, 86th Cong., 1st Sess. 89, 103 (1959). Because of industry fears that the amend-
ment might have resulted in aiders and abettors being Liable for damages, the Securities and Ex-
change Commission agreed that the bill should be clarified to indicate that “no civil liability is
intended.” SEC Legislation: Hearings on S. 1178-1182 Before a Subcomm. of the Senate Comm.
on Banking and Currency, 86th Cong,., 1st Sess. 288 (1959). Language subjecting aiders and abet-
tors to injunctions was reintroduced in 1960 as S. 3770. None of these bills was ever enacted.

104. H.R. Rep. No. 152, 73d Cong., 1st Sess. 26 (1933).

105. The original version of § 15 raised numnerous complaints from the business community,
which felt it was “too drastic, and interfered with business.” 78 CoNG. REc. 8668 (1934) (remarks
of Senator Fletcher).

106. J7d4. The intent of the proposed amendmnent to § 15 was “to restrict the scope of the
section so as more accurately to carry out its real purpose.” /4. at 8669 (1934) (Memorandum
Explanatory of Suggested Amendments to the Securities Act). See also /d. at 10260, 10265 (1934)
(Statement of House Conferees). Accordingly, “[tlhe mere existence of control [was] not inade a
basis for Hability if it is shown that the controlling person had no knowledge of or reasonable
ground to believe in the existence of the facts upon which the liability of the controlled person
[was] alleged to [have been] based.” Jd.
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person is alleged to exist.”!%” By enacting this version of section 15,
Congress rejected the earlier strict hability version. Since the subse-
quently enacted version of section 20 of the 1934 Act similarly contains
a good faith defense,' it also constitutes a rejection of the strict Habil-
ity standard.

Those courts which have held employers strictly liable under a re-
spondeat superior theory as a matter of federal law, therefore, have
acted contrary to the legislative intent of Congress. Since such a result
is inconsistent with the most basic canons of statutory construction, it
necessarily follows that employers should be liable under the federal
securities laws for the acts of their employees only if they fall within the
statutory definition of a controlling person who does not act in good
faith as provided in sections 15 and 20.

D. The Case of SEC Enforcement Actions

To enjoin a violation of section 10(b) in an enforcement proceed-
ing, the Commission, like a private litigant, must establish that the de-
fendant engaged in a “mnanipulative or deceptive” practice.'® Since
the language of section 10(b), the statutory structure, and the relevant
legislative history do not indicate any congressional intent to impose
secondary liability, there should be no difference between an SEC en-
forcement action and an imphed private right of action for damages.
Secondary liability should not be recognized in either type of action.

The analysis is :nade somewhat more complicated, however, by a
provision in the Criminal Code!!? which provides that any person who
aids and abets or otherwise assists in the commission of a crime against
the United States is punishable as a principal. A person who aids and
abets in the commission of a securities violation, therefore, can be crim-
inally liable under this provision because a violation of a securities stat-
ute is an offense against the United States. Based upon this provision
in the Criminal Code at least one court has held that because of the
similarity between an SEC enforcemnent proceeding and a criminal ac-
tion, “no good reason” exists why the SEC should not be able to enjoin
the aiding and abetting of a securities violation.'!!

107. 15 U.S.C. § 770 (1976), as amended by Act of June 6, 1934, Pub. L. No. 93-291, § 208, 48
Stat. 908.

108. See note 37 supra.

109. The Supreme Court has tended not to distinguish between private damage actions and
SEC enforcement proceedings in interpreting the “manipulative or deceptive” practice language.
See Aaron v. SEC, 100 S. Ct. 1945 (1980) (scienter required in both private damage actions and
SEC injunctive actions).

110. 18 U.S.C. § 2 (1976).

111. In SEC v. Timetrust, Inc., 28 F. Supp. 34 (N.D. Cal. 1939), a Commission enforcement
proceeding, the court relied upon 18 U.S.C. § 2 (1976), which provides that whoever aids and
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While the analogy between a criminal prosecution and an SEC
enforcement proceeding has a certain superficial appeal,'!? it ultimately
is not persuasive. The existence of criminal prohibitions against a form
of conduct does not necessarily mean that there should be civil prohibi-
tions under a different federal statute for the same conduct. The ulti-
mate question is whether Congress intended that there be such civil
prohibitions.

Congress is perfectly free to decide, for example, that because both
an SEC enforcement proceeding and a criminal prosecution are
brought by the government to serve the public mterest, aiding and
abetting should be actionable under both types of actions. There is no
evidence, however, that Congress has made such a decision. When
Congress intended to provide the SEC with power to regulate aiding
and abetting, it did so expressly. Thus, section 15(b)(4)(E) of the 1934
Act'!? as amended expressly authorizes the Commission to censure any
broker or dealer, or any person associated with a broker or dealer, who
“has willfully aided, abetted, counseled, commanded, induced or pro-
cured the violation by any other person of any provision [of the securi-
ties laws].”!!* Section 21(d) of the 1934 Act,'!® the section that
authorizes the SEC to seek injunctive rehef, however, contains no such
language. Since Congress apparently did not intend that the SEC have
the power to enjoin aiding and abetting under section 21(d), such a
remedy should not be implied from the existence of a criminal remedy
for the same conduct under a different statute.

E.  The Relevance of Policy Arguments

It could be argued that effective enforcement of the securities laws
requires that liability m securities cases be imposed on peripheral de-

abets in the commission of an offense against the United States is punishable as a principal, to
justify enjoining such secondary conduct. The court reasoned:

The present suit, seeking injunctive relief, sounds in fraud, and is similar in many
respects to a criminal prosecution. The Criminal Code of the United States provides that
whoever aids or abets in the commission of an offense is a principal. Persons charged
with aiding and abetting a criminal offense in violation of Sec. 17(a) may be joined as
defendants, and no good reason appears wlty this same rule should not apply in an
injunctive proceeding to restrain a violation of the same statute.

28 F. Supp. at 43 (footnotes omitted).

112. The analogy is far from perfect. Criminal aetions involve a panoply of procedural pro-
tections, such as the right to jury trial, the right to counsel, and the right to be convicted only upon
proof beyond a reasonable doubt, which are absent in an SEC enforcement proceeding. The level
of scienter necessary to hold a defendant liable under a criminal prosecution may also be signifi-
cantly higher than in a civil action. Compare Nye & Nissen v. United States, 336 U.S. 613 (1949)
(scienter for criminal aiding and abetting) witk Emst & Erust v. Hochfelder, 425 U.S. 185 (1976)
(scienter necessary in civil action).

113. 15 U.S.C. § 780(b)(4)(E) (1976).

114. 74.

115. 15 U.S.C. § 780(d) (1976).
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fendants who provide some assistance to the primary wrongdoer or
who are in a position to prevent the wrongdoimg. Section 10(b) and
rule 10b-5, the argument runs, must be construed flexibly so as to im-
plement their remedial purposes.''®

The problem with this argument is that it subsumes far too much.
Indeed, it is no more than a restatement of the enforcement rationale of
Borak, which was narrowed in Cort v. Ask and expressly rejected m
Touche Ross and Transamerica as a basis for implymg a private right
of action.!'” The Court has also rejected the enforcement rationale as a
basis for construing the substantive scope of the securities laws more
broadly than their language and structure would reasonably permit.
As the Court stated in Aaron v. SEC,

“[Gleneralized references to the ‘remedial purposes’” of the securities
laws “will not justify reading a provision ‘more broadly than its lan-
guage and the statutory scheme reasonably permit’.”. . . Thus, if the
language of a provision of the securities laws is sufficiently clear in its
context and not at odds with the legislative history, it is unnecessary “to
examine the additional considerations of ‘policy’ . . . that may have
influenced the lawmakers in their formulation of the statute.”!'®

In any event, the relevant policy arguments do not all point m one
direction. For one thing, the threat of secondary liability affects de-
fendants who are not engaged in the purchase or sale of securities. In
most cases, the defendant who is alleged to be secondarily liable will
merely be engaged in customary business activities such as lendmg
money, managing a corporation, supervising employees, preparing
financial statements, or giving legal advice.!'® It is all too easy for a
clever plaintiff’s lawyer, looking for a deep pocket, to allege that indi-

116. The district court opinion in Brennan relied on precisely this argument in holding that a
defendant could be liable for aiding and abetting even though the statutes contain no such express
prohibition. Brennan v. Midwestern United Life Ins. Co., 259 F. Supp. 673, 681 (N.D. Ind. 1966).
See also notes 21-28 and accompanying text supra.

117. As one court lias stated, the Supreine Court has “rejected any reliance upon the desira-
bility of inferring a private right of action. . . .” Gateway Indus., Inc. v. Agency Rent A Car,
Inc., 495 F. Supp. 92, 96 (N.D. Il. 1980).

118. 100 S. Ct. 1945, 1955 (1980) (citations ornitted).

A different case would be presented if Congress, in enacting or in reenacting the Securities
Exchange Act, had been aware of a particular judicial or administrative construction which it
intended to adopt. £.g., Lorillard v. Pons, 434 U.S. 575 (1978). A different case might even be
presented if Congress reenacted § 10(b) of the Seeurities Exchange Act without commenting on an
established judicial construction. Compare the majority and dissenting opimions in Leist v. Sim-
plot, Nos. 79-7402, 79-7464, 79-7482 (2d Cir. July 8, 1980). See note 79 supra. But ¢f. SEC v.
Sloan, 436 U.S. 103 (1978) (Congress not presumed to approve longstanding administrative inter-
pretation). In the secondary liability context, none of the above possibilities are presented because
there lias been no reenactment of §10(b) where Congress could be said to either have approved of,
or even acquiesced to, the various forms of secondary liability. See note 103 and accownpanying
text supra.

119. See Ruder, supra note 4, at 632.
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viduals performing these functions knew or, but for their recklessness,
would have known of the fraudulent conduct of the primary defendant
but nevertheless lent assistance to the scheme. Even if such a claim
cannot be proved at trial, it may have significant settlement value,'2°
In the event that the claim is meritorious, the platiff would not neces-
sarily be left without a remedy under the approach proposed in this
Article, but rather would have to look to state law in order to recover.

Iv
THE PROPER RANGE OF LIABILITY UNDER SECTION 10(b)

Under the analysis proposed in this Article, defendants can no
longer be held liable in a civil action under section 10(b) and rule 10b-5
on aiding and abetting, conspiracy, or respondeat superior theories.
Such defendants can be held hable, if at all, only if they have engaged
in a “manipulative or deceptive practice” prohibited by section
10(b).!?! Recent decisions make clear that in order to fall within this
statutory prohibition, a defendant, acting with scienter,'?> must make a
material misrepresentation or wrongfully fail to disclose despite a
fiduciary duty to do s0'? in connection with the purchase or sale of a
security, or engage in a manipulative practice designed to mislead in-

120. The Supreme Court has recognized that “litigation under Rule 10b-5 presents a danger
of vexatiousness different in degree and in kind from that which accompanies litigation in gen-
eral” and that “even a complaint whichi by objective standards may liave very little chance of
success at trial has a settlemnent value to the plaimtiff out of any proportion to its prospect of
success at trial . . . .” Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 739-40 (1975).

121. It is not enough that a defeudant engages in conduct that arguably “operates as a fraud”
or otherwise violates the language of rule 10b-5. The Supreme Court has made it clear that the
scope of the rule can be no broader than the range of prohibited conduct uuder the “manipulative
or deceptive” language of § 10(b). See uote 84 supra.

122. The scienter requirement was establislied in Ernst & Ernst v. Hoclifelder, 425 U.S. 185
(1976), and extended to SEC mjunctive actions in Aarou v. SEC, 100 S. Ct. 1945 (1980).

123. Santa Fe Indus., Inc. v. Green, 430 U.S. 462 (1977). A duty to disclose under the an-
tifraud provisions has most frequently been imphied where a party trades on inside information, If
a party does not trade on inside information, no duty to disclose has been imposed. The most
famous exposition of the disclose-or-refrain-from-trading rule is found in Cady, Roberts & Co., 40
S.E.C. 907 (1961). The disclose-or-refrain-from-trading rule, and the persons against whom that
rule is applicable, are discussed in Chiarella v. United States, 445 U.S. 222 (1980). See afso note
81 supra.

A duty to disclose to custowners hias also occasionally been imposed on broker-dealers in
certain situations. Z.g., Sutton v. Shearson Hayden Stone, Inc., 490 F. Supp. 98 (S.D.N.Y. 1980)
(failure of brokerage house to disclose customer complaints actionable under § 10(b) and rule
10b-5). One possible basis for this duty to disclose imposed on broker-dealers is the so-called
“shingle theory.” The “shingle theory” provides, in esseuce, that a broker or dealer who hangs out
his shingle impliedly represents that he will deal fairly with the public. The theory can be utilized
to prohibit a wide range of broker-dealer abuses including the sale of securities at a price not
reasonably related to wnarket value, the effecting of unauthorized transactions, or the recommen-
dation of unsuitable investments without full disclosure. See generally L. Loss, SECURITIES REG-
ULATION 1482-93 (2d ed. 1961). The Supreme Court hias never liad occasion to consider the
“shingle thcory,” and the precise limits of the doctrine are unclear.
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vestors by artificially affecting inarket activity.'**

The abolition of secondary liability will not make all cases easy to
decide. Frequently the line between primary and secondary liability is
blurred, and the resolution of the question of whether a peripheral de-
fendant in a securities case has violated the express prohibition of a
statute will be difficult. Nevertheless, it is possible to make some gen-
eral observations on the potential liability of groups of defendants who
have traditionally been Lield hable on aiding and abetting, conspiracy,
or respondeat superior theories.

A. Defendants Who Fail to “Blow the Whistle” on
Primary Wrongdoers

Defendants who fail to report or disclose primary violations com-
mitted by others have been held to have acted as aiders and abettors.!?*
This “whistle blowing” theory of liability does not survive the abolition
of secondary liability proposed in this Article.

The first suggestion that the failure to report fraud to regulatory
authorities could constitute aiding and abetting is found in the original
district court opinion in Brennan v. Midwestern United Life Insurance
Co0.?¢ There plaintiff claimed that defendant, a life msurance com-
pany, was Hable under the federal securities laws for aiding and abet-
ting a rule 10b-5 violation by a brokerage firm in connection with the
sale of shares of the defendant life insurance company’s stock. The
insurance comnpany itself was not accused of engaging in manipulative
or deceptive practices. Rather, the coniplaint alleged that it was liable
as an aider and abettor because it knew of the fraud being committed
by the brokerage firm but failed to report it to the state securities com-
mission or to the Securities Exchange Commission. Based on these al-
legations, the defendant’s motion to disniiss for failure to state a claim
was denied, and it was eventually held liable as an aider and abettor.'*’

124. The Court has stated that the prohibition against “manipulative” practices in § 10(b) is
“virtually a term of art” which “refers generally to practices, such as wash sales, matched orders,
or rigged prices, that are intended to mislead investors by artificially affecting market activity.”
Santa Fe Indus., Inc. v. Green, 430 U.S. 462, 476 (1977). See also Ernst & Ermnst v. Hochfelder,
425 U.S. 185, 199 (1976).

125. E.g., SEC v. National Student Marketing Corp., 457 F. Supp. 682 (D.D.C. 1978); Bren-
nan v. Midwestern United Life Ins. Co., 259 F. Supp. 673 (N.D. Ind. 1966) (motion to dismiss),
286 F. Supp. 702 (N.D. Ind. 1968) (after trial), gff 4, 417 F.2d 148 (7th Cir. 1969), cert. denied, 397
U.S. 989 (1970).

126. 259 F. Supp. 673 (N.D. Ind. 1966).
127. While the court of appeals affirmed the district court in Brennan, it refused to decide

whether the failure to report the fraud to regulatory authorities was sufficient to impose aiding and
abetting Hability. 417 F.2d at 155. The court stated that Midwestern also engaged in “affirmative
acts” to further the fraud, and these acts, coupled with the failure to report the fraud, were suffi-
cient for aiding and abetting lability. /4. at 154. The “affirmative acts” by Midwestern relied
upon by the court, however, consisted of referring complaints by stockholders to the broker and
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The Securities and Exchange Commission in recent years has also
attempted to expand greatly the duty of accountants and lawyers to
disclose fraud to the investing public and to report fraud to the Com-
mission.!?® In its well-known complaint in the National Student Mar-
keting case,'® for example, the Securities and Exchange Commission
alleged that accountants and lawyers acted as aiders and abettors under
section 10(b) because they failed to take adequate steps to disclose a
securities fraud to various parties in a merger transaction. The ac-
countants and lawyers were also alleged to have acted as aiders and
abettors for failing to report the fraud to the Commission. While the
district court did not endorse this extremne view,!*° it did hold that the
lawyers aided and abetted the fraud'®! because they failed to inform
their own client at the closing that the merger could not go forward
until certain financial information was disclosed and approved by
shareholders.’?> The court did not decide whether a lawyer or an ac-
countant who has knowledge of an imminent fraud has a duty to dis-
close the existence of such fraud to the Commission.

If aiding and abetting is no longer a viable theory, however, the
question becoines whether the lawyers in National Student Marketing
or the msurance company in Brennan engaged in a “manipulative or
deceptive practice.” Failure to disclose has generally been held to con-
stitute a prohibited “manipulative or deceptive practice” only where a
defendant trades on confidential inside information without disclosure
to the opposing party to the transaction.®* Neither National Student
Marketing nor Brennan mvolved trading or the failure to disclose to an

writing a letter to the broker informing him that unless certain action were taken, the matter
would be referred to the Indiana Securities Commission. /4. at I152-53. Given the insignificant
nature of these “affirmative acts,” the Court of Appeals opinion is in effect an endorsemnent of the
district court that the failure to report by itself could justify aiding and abetting liability. For cases
interpreting Brennan as an “maction” case, seg, e.g., IIT v. Cornfeld, 619 F.2d 909, 926-27 (2d Cir.
1980); Rochez Bros., Inc. v. Rhoades, 527 F.2d 880, 889 (3d Cir. 1975); Woodward v. Metro Bank
of Dallas, 522 F.2d 84, 96 (5th Cir. 1975); SEC v. Coffey, 493 F.2d 1304, 1317 (6th Cir. 1974), cer.
denied, 420 U.S. 908 (1975).

128. See, e.g., Garrett, New Directions in Professional Responsibility, 29 Bus. Law. 7 (Special
Issue 1974); Sonde, T%e Responsibility of Professionals Under the Federal Securities Laws—Some
Oébservations, 68 Nw. U.L. Rev. 1 (1973).

129. SEC v. National Student Marketing Corp., [1971-1972 Transfer Binder] FED. SEc. L.
REp. (CCH) 1 93,360 at 91,913-17 (D.D.C. 1972).

130. The court stated that failure to report the fraud until after the merger was consummated
did not substantially assist the merger and therefore could not constitute aiding and abetting, 457
F. Supp. at 712-14.

I31. The case against the accountant defendants was settled by consent decree prior to trial.
1d. at 686-87 & nn.1-2.

132. [Id. at 713. It is unclear whether the court would have further required the lawyer de-
fendants to disclose their knowledge of the fraud to the Commission or make other disclosures if
they had disclosed the informatiou to their cHent, and the client chose to ignore it. Cf. note 127
supra (issuer’s failure to report fraud).

133. See note 123 supra.
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opposing party. Rather, these cases involved the failure to disclose to
one’s own client and/or to regulatory authorities. This failure to dis-
close fraud committed by others, whether or not unethical or in breach
of some other professional obligation,'** simply does not constitute a
securities violation because there has been no abuse of inside informa-
tion or other failure to disclose despite a fiduciary duty to do so.

B. Liability for Providing Substantial Assistance Despite
Knowledge of Fraud

Defendants, such as banks, that know of the existence of a fraud
but nevertheless provide substantial assistance toward its consumma-
tion, hiave been held liable as aiders and abettors under section 10(b).!3*
The recent Third Circuit case of Monsen v. Consolidated Dressed Beef
Co."%¢ is a good example of this trend.

In Monsen, Consolidated issued unsecured promissory notes to its
employees, which violated the registration and antifraud provisions of
the federal securities laws. First Permsylvania Bank was also alleged to
have violated section 10(b) and rule 10b-5 because of its role in the
illegal scheme. The bank was found to have known about the underly-
g securities violation but nevertheless demanded subordination of the
notes to its own secured loan and otherwise encouraged continuation of
the program. The Third Circuit held that the bank’s knowledge of the
illegal note program, coupled with its insistence on the continuation
and subordination of the notes, satisfied the traditional requirements of
aiding and abettmg—knowledge of the underlying violation and sub-
stantial assistance—and, therefore, held the bank liable under section
10(b) and rule 10b-5.%7

Monsen is illustrative of the general rule that banks will be held
liable under the section and the rule for aiding and abetting an offense
committed by a primary wrongdoer. The proper question, however, is

134. On the relationship between the duty to disclose fraud and the traditional attorney-client
relationship, see Comment, Securities Law—Atiorney’s Liability—Aiding and Abetting—SEC .
National Student Marketing Corp., 25 N.Y.L. REv. 79, 95-100 (1979), and authorities cited therein.

135. See note 15 supra.

136. 579 F.2d 793 (3d Cir. 1978), cert. denied, 439 U.S. 930 (1979).

137. There is some evidence that the Third Circuit may be changing its position. In Collins v.
Signetics Corp., 605 F.2d 110 (3d Cir. 1979), the court recognized the Supreme Court’s emphasis
on statutory language and held that the language of § 12(2) of the Securities Act of 1933, 15
U.S.C. § 771(2) (1976), forbidding fraud in the “offer or sale” of a security (see note 128 /nfra),
must be construed literally. Thus, the absence of a special relationship between the issuer and the
actual seller, which would have created privity between the plaintiff purchaser and the defendant
issuer, was leld to preclude recovery under § 12(2). Although the court attempted to distinguish
Monsen, primarily on the ground that no claim of aiding and abetting liability was before it, 605
F.2d at 113-14, the literal approach of the court in Signetics is inconsistent with the complete
absence in Monsen of any attempt to reconcile liability with the statutory language.
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not whether the conduct of a bank-defendant satisfied the requirement
of the common law doctrines of aiding and abettmg or conspiracy, but
whether the bank engaged in a “manipulative or deceptive” practice
within the mieaning of section 10(b) as those terms have been mter-
preted by the Suprenie Court. If a bank (such as the bank-defendant m
Monsen) has not engaged in any deception, Santa Fe compels the con-
clusion that it has not engaged in any conduct prohibited under section
10(b). It is only by improperly analyzing the question of Lability by
reference to various cominon law doctrines that courts, such as the
Third Circuit in Monsen, have avoided this conclusion. Once the scope
of Hability is determined by the language, structure, and history of the
statute, however, it necessarily follows that banks will not be liable
under section 10(b) unless they engage in some form of deceptive con-
duct.!38

C. Liability for Employing or Failing to Supervise
Primary Wrongdoers

Courts have frequently held that various types of defendants can
be liable under section 10(b) and rule 10b-5 for employing or failing to
supervise primary wrongdoers on either an aiding and abetting or a
respondeat superior theory.’*® In SEC v. First Securities Co.,'"™ for ex-
ample, a brokerage firm was held liable for aiding and abetting under
the section and the rule because it allowed the wrongdoer to become
president of the firm and otherwise allowed the fraud to occur. Simi-
larly, in Marbury Management, Inc. v. Kohn,'* the Second Circuit held
that a brokerage firm can be strictly liable under a respondeat superior
theory for employing an individual who commits a secuntles fraud
within the scope of his employment.

The imposition of liability for employing and/or failing to super-
vise a primary wrongdoer has not been limited to broker-dealers. In
Aaron v. SEC,'* for example, the Second Circuit held that a inanage-
rial employee charged with the supervision of sales by registered repre-
sentatives was an aider and abettor because he failed to supervise and
otherwise prevent fraudulent practices from continuing. In Perit v,

138. It could be argued that a bank which knowingly lent substantial assistance to a fraudu-
lent scheme, but did not itself engage in a inanipulative or deceptive practice, was nevertheless
liable as a “participant.” For a criticism of the concept of participation liability, see notes 155-62
and accompanying text infra.

139. E.g., Marbury Mgmt., Inc. v. Kohn 629 F.2d 705 (2d Cir. 1980); SEC v. First Sec. Co.,
463 F.2d 981 (7th Cir. 1972); Buttrey v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 410 F.2d 135
(7th Cir. 1969); Pettit v. American Stock Exch., 217 F. Supp. 21 (S.D.N.Y. 1963).

140. 463 F.2d 981 (7th Cir. 1972).

141. 629 F.2d 705 (2d Cir. 1980).

142. 605 F.2d 612 (2d Cir. 1979), vacated and remanded, 100 S. Ct. 1945 (1980).



1981] SECONDARY LIABILITY UNDER § 10(b) 107

American Stock Exchange,'* the court held that a stock exchange
could be liable for aiding and abetting a fraud “by failing to take neces-
sary disciplinary action” against some of its brokers who it knew or
should have known were engaged in fraudulent practices.

When these forms of conduct are analyzed in terms of the “manip-
ulative or deceptive” language of section 10(b), however, a far different
picture emerges. A managerial employee who fails to supervise his
sales representatives adequately, even if he has reason to suspect
wrongdoing, has not himself engaged in any deceptive conduct in the
form of misrepresentations or tradimg on inside information without
disclosure and, therefore, has not engaged in any conduct prohibited by
section 10(b). A stock exchange that fails to police its member firms
properly similarly has committed no manipulative or deceptive practice
as those terms have been defined by the Supreme Court.'* A broker-
dealer that does no more than employ an individual who engages in
prohibited conduct also has not itself engaged in a inanipulative or
deceptive practice and certainly has not acted with scienter as required
by Hochfelder. Only if these defendants are “controlling persons”
under Section 20(a) should they be liable under section 10(b) and rule
10b-5.143

D. Liability for the Transmission of Inaccurate Information

Section 10(b) and rule 10b-5 prohibit the dissemination or trans-
mission of materially inaccurate information to imvestors im counection
with the purchase or sale of a security, provided the defendant acts with
scienter. The question is whether this prohibition should extend to par-
ties who are not the central actors in a fraudulent securities scheme.

Liability under the section and the rule has been imposed on ac-
countants, for example, for knowingly preparimg or certifying false and
misleadimg financial statements.'* Courts have recognized that an ac-
countant’s act of certification is tantamount to a representation made
by a purchaser or seller of securities, since both acts are justifiably re-
lied upon by imvestors.'*’ Thus, in Herzfeld v. Laventhol, Krekstein,

143. 217 F. Supp. 21 (S.D.N.Y. 1963).

144. However, the stock exchange might violate § 6 of the 1934 Act, 15 U.S.C. § 78f (1975),
which requires that it adequately supervise its members.

145. A different situation is presented, however, in the case of a broker-dealer firm which
employs an agent who engages in a securities scheme which is known to its board of directors.
Since a firm can act only through its agents, the firm in the above hypothetical would be liable
under the federal securities laws. The scienter requirement is satisfied by the knowledge of the
board of director which is imputed to the firm. The resulting liability, however, is for a direct
violation of the statute, not for a violation based on a respondeat superior theory.

146. Eg., Herzfeld v. Laventhol, Krekstein, Horwath & Horwath, 540 F.2d 27 (2d Cir. 1976);
McLean v. Alexander, 420 F. Supp. 1057 (D. Del. 1976).

147. Fischer v. Kletz, 266 F. Supp. 180, 186 (S.D.N.Y. 1967).
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Horwath & Horwarh'*® an accounting firm was held Hable under rule
10b-5 because of its knowing participation in the preparation and issu-
ance of false and materially misleading accounting reports that an in-
vestor relied upon to his detriment. In Fischer v. Klerz,'* the court
went furtlier and held that an accountant has a duty under some cir-
cumstances to disclose to the public that its previously certified
financial report was false and misleading.

Attorneys, whio also play a crucial role in the information trans-
mission process, liave similarly been penalized for making false state-
ments. In botlh SEC v. Spectrum, Ltd*® and SEC v. Coven,'! for
example, the Second Circuit held that attorneys who prepared false
opinion letters which furtliered an illegal securities scheine were aiders
and abettors.

Deceptive conduct by attorneys and accountants, whether previ-
ously analyzed as aiding and abetting or as a direct violation, should
continue to be prohibited by the section and the rule, provided the
otlier elements of liability, such as scienter'>? and the “in connection
with” requirement's? are satisfied.'*® Unlike the other forms of con-
duct discussed in preceding sections, the making of misrepresentations
whicl: distort the transmission of accurate information is the core con-
duct whicl: section 10(b) and rule 10b-5 are meant to deter. That such
misrepresentations are made by accountants or lawyers should not pro-
vide a shield from liability.

148. 540 F.2d 27 (2d Cir. 1976).

149. 266 F. Supp. 180 (S.D.N.Y. 1967).

150. 489 F.2d 535 (2d Cir. 1973).

151. 581 F.2d 1020 (2d Cir. 1978), cert. denied, 440 U.S, 950 (1979).

152. The Supreme Court has expressly reserved the question of whether recklessness can con-
stitute scienter. Aaron v. SEC, 100 S. Ct. 1945, 1950 n.5 (1980); Ernst & Ernst v. Hochfelder, 425
U.S. 185, 193 n.12 (1976). The resolution of this issue will be highly significant in cases of ac-
countant and attorney Hability because these types of defendants frequently possess no intent to
defraud the plamtiff. For example, it is highly unlikely that an accounting firm's certification of
maccurate financial statements resulting from an inadequate audit is attributable to a desire to
defraud investors.

153. Some cases involving alleged accountant liability have adopted extremely expansive in-
terpretations of the “in connection witli” requirement. E.g., Competitive Assoc,, Inc. v. Laventol,
Krekstein, Horwath & Horwath, 516 F.2d 811 (2d Cir. 1975) (holding that accountants who alleg-
edly certified false and misleading financial statements of an mvestment fund managed by an
investment company in order to induce plaintiff to hire the investment company which then de-
frauded the plaitiff engaged in a deceptive practice in connection with the purchase or sale of a
security).

154. There is some possibility that certain types of misstatemnents will not be actionable under
the section and the rule even if all the criteria for Hability are met. In Touche Ross & Co. v.
Redington, 442 U.S. 560 (1979), the Court indicated, without deciding, that there is evidence to
support the view that § 18(a) of the 1934 Act, 15 U.S.C. § 781(a) (1976), was intended to be the
exclusive remedy for misstatements contained in any report prepared or certified by an accountant
filed with the Commission.
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E. A4 Note on Secondary Liability Under Other Provisions
of the Securities Laws

The vast majority of the secondary liability cases arise under sec-
tion 10(b) and rule 10b-5. Defendants have also been held secondarily
liable, however, under other provisions of the securities acts. Two of
these situations are discussed briefly below.

1.  Aiding and Abetting or Participating in a Violation of Section 12(2)
of the 1933 Act

Section 12(2) of the 1933 Act!** imposes liability upon a person
wlio makes misrepresentations in commection with offering or selling a
security. Several courts have faced the question of whether a defendant
can be liable as an aider and abettor under section 12(2) even though
such defendant never “offered or sold a security.”'** While some
courts have mterpreted the offer or sale language strictly,’” other
courts have effectively disregarded the statutory language and have
held that defendants can be Lable on an aiding and abetting!*® or a
participation theory.!?

In In re Caesar’s Palace Securities Litigation,'®® for example, the
court held that accountants could be liable under section 12(2) for mis-
leading statements in connection with a sale of securities. Similarly,

155. 15 U.S.C. § 771(2) (1976).

156. Section 12(2) of the 1933 Act provides in relevant part:

Any person whoi—

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

157. E.g., Collins v. Signetics Corp., 605 F.2d 110 (3d Cir. 1979); McFarland v. Memorex
Corp., 493 F. Supp. 631 (N.D. Cal. 1980); Turner v. First Wis. Mortgage Trust, 454 F. Supp. 899
(E.D.. Wis, 1978); /n re Equity Funding Corp. of Am. Sec. Litigation, 416 F. Supp. 161 (C.D. Cal.
1976); duPont v. Wyly, 61 F.R.D. 615 (D. Del. 1973); Dorfman v. First Boston Corp., 336 F. Supp.
1089 (E.D. Pa. 1972).

158. E.g., Vogel v. Trahan, [1979-1980 Transfer Bindér] Fep. Sec. L. Rep. (CCH) { 97,303
(E.D. Pa. Jan. 11, 1980); /i re Caesar’s Palace Sec. Litigation, 360 F. Supp. 366 (S.D.N.Y. 1973).

159. E.g., Lawler v. Gilliam, 569 F.2d 1283 (4th Cir. 1978); Katz v. Amos Treat & Co., 411
F.2d 1046 (2d Cir. 1969); Zachman v. Erwin, 186 F. Supp. 691 (S.D. Tex. 1960); Womieman v.
Stratford Sec. Co., [1957-1961 Transfer Binder] Fep. SEc. L. Rep. (CCH) { 90,923 (S.D.N.Y.
1959). Other courts have approved the concept of participant Lability if the participation is a
“substantial factor in causing the transaction to take place.” Croy v. Campbell, 624 F.2d 709, 714
(5th Cir. 1980); Pharo v. Smith, 621 F.2d 656 (5th Cir. 1980).

160. 360 F. Supp. 366 (S.D.N.Y. 1973).
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the court in Zackman v. Ervin'®! held that members of an advisory
board who participated in the fraudulent sale of a security by allowing
their names to be used in the selling effort could be liable under section
12Q2).

Under the analysis proposed im this Article, Caesar’s Palace,
Zackman, and-other cases endorsing the aiding and abetting or partici-
pation theories of liability under section 12(2) are wrongly decided.
The statutory language unambiguously limits liability to a “person who
offers or sells” a security. Moreover, the remedy provided in section
12(2)—rescission if the aggrieved buyer still owns the security or dam-
ages if he does not—strongly suggests that the remedy exists only
against the immediate seller. Courts should impose liability, therefore,
only on those in direct privity who actually “offer or sell”” a security.'é?

2. Aiding and Abetting a Violation of Section 17(a) of the 1934 Act

Section 17(a) of the 1934 Act'$® requires broker-dealers to file
certain financial reports with regulatory authorities. In Redingron v.
Touche Ross & Co.,'** plaintiff, a customer of a brokerage firm, alleged
that an accounting firm was liable in damages for aiding and abetting a
violation of these reporting requirements. The district court dismissed
the comnplaint,'® holding that section 17(a) imposes duties only on bro-
ker-dealers, and nowhere mentions any duties imposed upon account-
ants. The Second Circuit reversed,'® holding that accountants could
be Hable under section 17(a) and that there was an implied private right
of action under the section. The Supreine Court again reversed,'s’
holding that there is no imphed private right of action under section
17(a). It did not reach the question of whether an accountant can be
hHable under section 17(a).

If, as the Supreine Court has repeatedly stated, the language of a
statute is dispositive where it is sufficiently clear,'® accountants should
not be hiable under section 17(a) for their role in preparing reports to

161. 186 F. Supp. 691 (S.D. Tex. 1960).

162. In Collins v. Signetics Corp., 605 F.2d 110, 113 (3d Cir. 1979), the Third Circuit recog-
nized that recent Supreme Court cases which have emphasized the importance of statutory lan-
guage require that the “offer or sale” language in § 12(2) be interpreted lLiterally, Thus, the
absence of privity between the plaintiff purchaser and a nonseller issuer defendant was held to
preclude recovery under § 12(2). See note 137 supra.

163. 18 U.S.C. § 78q(a) (1976).

164. 428 F. Supp. 483 (S.D.N.Y. 1977), rev'd, 592 F.2d 617 (2d Cir. 1978), rev'd, 442 U S, 560
(1979).

165. 7d.

166. 592 F.2d 617 (2d Cir. 1978).

167. 442 U.S. 560 (1979).

168. E.g., Santa Fe Indus., Inc. v. Green, 430 U.S. 462, 477 (1977); Emst & Ernst v.
Hochfelder, 422 U.S. 185, 201 (1976).
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the Commission. By its terms, section 17(a) imposes reporting require-
ments only upon broker-dealers and nowhere. mentions accountants.
Although the Supreme Court in Zoucke Ross no doubt was correct in
holdmg that Congress did not intend a private remedy under the sec-
tion, an alternate, and possibly preferable,'®® ground for decision
would have been to hold, as did the district court, that the accountant
had simply not engaged in any conduct prohibited by the statute.

CONCLUSION

This Article has argued that recent Supreme Court decisions re-
quire questions of liability under the securities laws to be determined
by reference to the relevant statutory language, structure, and legisla-
tive history. Courts which have imposed secondary Hability on aiding
and abetting, conspiracy, or respondeat superior theories have relied
upon none of these tools of statutory construction. Rather, these courts
have improperly incorporated various common law doctrines into the
securities laws without any attempt to reconcile the imposed liability
with the statutory language or its structure.

The proper inquiry, and, mdeed, the only relevant inquiry, is
whether Congress intended to prohibit the challenged conduct in ques-
tion. When congressional intent, as determined by the language, struc-
ture, and legislative history of a statute is used as the touchstone of
liability, the proper range of defendants subject to liability under sec-
tion 10(b) and rule 10b-5 contracts dramatically. Thus, various classes
of defendants who have previously been held to be secondarily Lable,
such as lawyers or accountants who fail to “blow the whistle,” ewnploy-
ers who do no wmore than employ wrongdoers, and banks which know-
ingly finance a wrongdoer, should no longer be held Hable since they
have not engaged in any conduct prohibited by the statute.

There no doubt will be some, and perhaps many, who will regard
the proposed approach as overly restrictive and insensitive to the needs
of unprotected investors. It must always be remmembered, however, that
the primary responsibility for defining the scope of prohibited conduct
under a statute and the remedy for violations of such prohibitions rests
with Congress and not with the courts. While this principle is self-evi-
dent, courts have ignored it in implying a private right of action for
damages under section 10(b), rule 10b-5, and other securities laws, even
though Congress probably never intended such a result. This error
should not be compounded by continued recogmition of the various
forms of secondary liability.

169. .See text accompanying note 81 supra.



