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In Goodman v. H. Hentz and Co.,**® the court permutted an action
agamnst a broker whose fraudulent scheme resulted in a purchase by the
plamtiff of non-existent securities. In noting that the purchase of fic-
titious securities could never be consummated, the court found it 1ncor-
rect to mterpret the “in connection with” language of Rule 10b-5 as
if 1t read “in the purchase or sale” rather than “iz connection with the
purchase or sale.” **” Recovery under 10b-5 was allowed.

Thus, the above two decisions, when read together, indicate that not
only 1s a consummated transaction unnecessary to a 10b-5 cause of
action, but also that the fraudulent activity need only be connected with
a purchase or sale. This inroad into Birnbaum 1s both clear and justified.
However, there exists another possible mnroad mto Birnbaum which has
not properly been pursued by the courts. This mvolves an interpreta-
tion of what mjury to the plamuff absent a purchase or sale should be
actionable under 10b-5 Specifically, there exists the possibility that a
current owner of shares who mtends to sell may be fraudulently induced
to retain them, and correspondingly a potential mvestor with the intent
and means to purchase specific securities may be fraudulently prevented
from purchasing. This persuasion to forego the consummaton of in-
tended transactions may be said to render the above described parties
abortive sellers or purchasers who should be able to seek relief in a 10b-5
action.

1. Broker’s Fraud

Perhaps the best example of the abortive purchaser-seller theory is
presented 1n circumstances 1n which brokers have fraudulently mduced
their customers to pursue or forego a particular course of action. A classic
llustration can be found in Stockwell v. Reynolds and Co.%2® Theremn
the broker defendant fraudulently induced the plamuffs**® to retan
certamn shares after they had expressed a desire to sell. After a market
decline, plamutffs sold their shares at a loss. The plamnuffs thereafter

defimtion of a purchase—a contract to purchase. See notes 302-14 supra and accompany-
g text. By using the agency contract as a basis for relief, the court seems to
elimmate the purchaser-seller requrement and find liability on something less than a
mutually binding executory agreement. 1969 Dure L.J. 349.

426. 265 F. Supp. 440 (N.D. 111 1967).

427, Id. at 444.

428. 252 F Supp. 215 (SD.N.Y. 1965).

429, One plaintiff merely retamed his shares while another plamntiff actually purchased
addiuonal shares in reliance on the broker’s fraudulent statements,
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brought an action against the broker for damages. In rejecting the de-
fendant’s contention that plamnuffs were neither purchasers nor sellers,
the court looked to the “in connection with” language in stating that
section 10 and Rule 10b-5 “do not require that the purchase or sale
mmmediately follow the alleged fraud.” *3°

Although both plaintiffs sold their stock before trial, Judge Bonsal
noted that “a seller 1s mjured as much when he suffers a loss on the
sale of securities which he has been fraudulently induced to retam as
when he 1s fraudulently induced to sell them.” ** This position has
recerved little judicial following.#32

Judge Bonsal’s inquiry into the mjury sustamned by the plamuff is
based upon the recognition that the resolution to purchase, sell, or retamn
1s fundamentally nothing more than the translation of an vestment
decision mto an overt act. Once an mvestment intent 1s formulated,
“it1s then coupled with some outward manifestation to attain 1ts frmtion.

Where an mvestor holds cash and reaches a favorable value judgment
regarding a certain security, an mvestment ntent 15 formulated. This
mtention 1s carried out by the act of purchase. On the other hand, if
the mvestor’s portfolio already contamns this item, the act of retention
1s the product of his decision. Were a fraud to be injected mto the
above decision-making process, under Birmbausn only the purchase
translation would yield standing under 10b-5

The phrase “in connection with a purchase or sale” indicates breadth.
It makes clear the fact that Congress was speaking not only to the legal
conception of a transfer but also to the critical foundations upon which
an execution 1s based.

It 1s suggested that a focus upon the entire nvestment decision-
making: process 1s the most efficacious manner by which to define the
scope of 10b-5 Once a judgment has been tainted by fraudulent means,
1t seems unduly arbitrary to remedy such an evil onJy when the reso-
lution 1s translated imto a purchase or sale.*

430. 252 F Supp. at 219.

431. 1d.

432, Compare Voege v. American Sumatra Tobacco Co., 241 F Supp. 369 (D. Del.
1965) awith Morrow v. Schapiro, CCH Fep. Sec. L. Rep. § 93,251 (E.D. Mo. 1971)

4338. The utility of this theory has not gone totally unrecogmzed. An analysis de-
tached from the purchaser-seller rule has been observed in Neuman v. Electromc
Specialues, Inc., CCH Fep. Sec. L. Rer. 9 92,591 (N.D. Ill. 1969), wherem the court
held: “[Als a condiuon of any recovery under the private damage remedy, the share-
holders must prove that his reliance on any alleged representation was the cause of his
refusal to [sell].” :
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2. The Timespan of Causation

One further problem remains to be considered if the Birmbaum rule
1s to be replaced with a workable substitute. If situations exist in which
the fraudulent activity can be related to an mvestment decision made
at an earlier time, necessarily there must be a determination as to how
long the defendant’s fraudulent activity can reasonably be expected to
mfluence the plamtiff’s maction. For example, assume an investor
desires to purchase 5,000 shares of XYZ corporation currently selling
at $50 per share, and hus broker fraudulently induces um #zoz to purchase.
If within three days the price has risen to §55 per share, should not the
mvestor be able to mamtain an action alleging that he has been dam-
aged to the extent of §25,000 by the broker’s fraud? If so, the mnvestor
may want to wait until the price reaches $65 per share (for example, a
month later) before he brings his action. Clearly, such a delay would not
entitle plamntiff to recover $75,000 because there 1s a point mn time at
which the broker’s fraud-ceases to have causal connection to the plamn-
tff’s entsre loss. In the recent case of Morrow v. Schaprro,* a district
court m Missours, although apparently infected with the Birmbaum
philosophy,*** denied relief to an aborted seller who alleged that the
directors and officers of the corporation fraudulently mduced him to
retain his shares at a time when the defendants themselves had an mvest-
ment strategy of selling.**® The plamntff, realizing that his plight was
hopeless without a purchase or sale, argued that the defendant’s fraudu-
lent scheme related back to when plamtiff was first mnduced by these
same defendants to purchase the shares.**” The court held that since the
plamtiff’s purchase was imtially profitable,**® hus theory failed. Implicic
i the decision 1s an indication that the defendant’s fraud could not have
been a material factor for so long a period of time. Thus, 1t 1s suggested
that a case-by-case determumation of the duration of defendant’s fraudu-
lent activity and the extent to which 1t could reasonably mnfluence the

434. CCH Fep. Sec. L. Rer. § 93,251 (ED. Mo. 1971).

435. Id.

436. Plamntff purchased his shares mn 1969 for $582,620. When he was fraudulently
decerved nto retaning his stock, 1t had a market value of $700,000 which had de-
clined drastically to $56,000 at the trial date.

4387. Cf. Voege v. American Sumatra Tobacco Co., 241 F Supp. 369 (D. Del. 1965),
which dealt with facts similar to Vine. The court granted relief to an aborted seller
in a merger situation by examining the origmal purchase by the plamdff of the merged
corporation’s shares.

438. The court was referring to the unrealized increase i market -value from
$582,620 to $700,000. -
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plamuff either to hold or to reframn from purchasing 1s far superior
to an examnation of the facts to find a purchase or sale. By allowing
such actions to serve as notice to all those who desire to profit through
fraudulent activities in securities negotiations and transactions, the goal
of fair trading based on equal access to mvestment data can be achieved.

DISPLACEMENT

As previously noted, the securities acts were drawn so as to establish
a particular balance between the broad mmjunction power of the SEC
and the limited power of mvestors. In carefully circumscribed circum-
stances, the acts expressly provide for private causes of action i the
event of particular types of fraudulent conduct—this right 1s conungent
upon the proof of specific elements and 1s often subject to enumerated
defenses.

As ongmally mterpreted, section 10(b) did no violence to this statu-
tory framework as no private right of action was expressly provided in
that secion. However, once the courts implied a private cause of action
under section 10(b)** and expanded its scope to the same situations
covered by the express provisions of the acts, conflict developed. Sec-
tion 10(b) actions were not subject to the same limitations as those
brought under the express sections. As a result, section 10(b) has be-
come more appealing to potential plantiffs as the basis for a cause of
action and has displaced the express sections of both acts, rendering
them superfluous. Ths section will discuss the limutations of the express
provisions which have precipitated this obsolescence.

Statute of Linutations

Civil actions brought under the express provisions of the Securities
Act—Secuon 11 (concerming registration statements)*‘® or section 12

439. See Fratt v. Robmson, 203 F.2d 627 (9th Cir. 1953); Fischman v. Raytheon Mfg.
Co., 188 F.2d 783 (2d Cir. 1951); Kardon v. National Gypsum Co., 69 F Supp. 512
(ED. Pa. 1946); Speed v. Transamerica Corporation, 71 F Supp. 457 (D. Del. 1947),
99 F Supp. 808 (D. Del. 1951), aff’d, 235 F.2d 369 (3d Cir. 1956); Osborne v. Mallory,
86 F Supp. 869 (SD.N.Y. 1949).

440. 15 USC. § 77k (1970). Although a 10b-5 claim was abandoned n Fischman v.
Raytheon, 188 F.2d 783 (2d Cir. 1951), dictum 1 that case indicates that a buyer can
utilize 10b-5 “whether or not he could mamtain a sut under § 11 of the 1933 Act”
because 10b-5 requires proof of fraud, 188 F.2d at 787 Other cases have held that
purchasers of registered securities can only sue under section 11; see Montague v.
Electrome Corporation of America, 76 F Supp. 933 (SD.IN.Y. 1948); Rosenberg v.
Globe Aircraft Corp., 80 F Supp. 123 (E.D. Pa. 1948) Therefore, it should be noted
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(dealing with prospectuses or communications)***—are governed by the
statute of limitations provisions 1n section 13.%2 Since no statute of
limitations 1s expressly provided under section 10 of the Exchange Act,
the limitations statute in the forum state governs.*** This usually results
i a Jonger statute of limitations due to either a longer limitation period
or the designation of a later date regarding when the statute begins to
run.*** Due to the broad scope of Rule 10b-5, 1t may be possible to
utilize this rule even though the same swit under sections 11 and 12
might be barred by the statute of limitations in section 13.

Similarly in the Exchange Act, section 9 (market manipulation)*s
and section 18 (filed documents),* prescribe their own statute of lim~
itations as one year after discovery of the facts constituting the viola-
tion and no more than three years after the violation itself actually
occurred. Since no civil remedies are expressed m section 17*7 of the
Securities Act or mn sections 13,8 14* or 15(c)*® of the Exchange
Act, they present no barrier to 10b-5’s encroachment as far as the ap-
plicable statute of limitations 1s concerned smce actions thereunder are
also governed by the statutes effective in the forum state.

that secuon 11 and 1ts relauve desirability 1n obtaming relief as opposed to a 10b-5
acnon 15 discussed herem as if the two actions were or could be utilized m regard to
the same fact situation.

441. 15 US.C. § 771 (1970).

442. 15 US.C. § 77m (1970) Section 13 provides:

No action shall be mamtamed to enforce any liability created under

sectzon 77k or 771 (2) of this title unless brought within one year after the
discovery of the untrue statement or the omussion, or after such discovery
should have been made by the exercise of reasonable diligence, or, if the
action 1s to enforce a liability created under section 771 (1) of thus title,
unless brought within one year after the violation upon which 1t 1s based.
In no event shall any such action be brought to enforce a liability created
under sectuon 77k or 771 (1) of this title -more than three years after the
security bona fide offered to the public, or under section 771 (2) of this
utle more than three years after the sale.

443, See, e.g., Chiodo v. General Waterworks Corp., 380 F.2d 860 (10th Cir. 1967);
Azalea Meats, Inc. v. Muscat, 386 F.2d 5 (5th Cir. 1967); Fratt v: Robinson, 203 F.2d
627 (9th Cir. 1953); Errion v. Connell, 236 F.2d 447 (9th- Cir. 1956); ‘Fischman v.
Raytheon Manufacturing Co., 188 ¥.2d 783 (2d Cir. 1951).

444. In most states the statute begins to run when the fraud 1s or should have been
discovered, which avoids the three year maximum 1n section-13.

445. 15 U.S.C. § 78i (1970).

446. 15 US.C. § 78r (1970).

447. 15 US.C. § 77q-(1970).

448. 15 US.C. § 78n (1970).

449. 15 US.C. § 78n (1970).

450. 15 US.C. § 780 (1970).
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Security for Costs

Several of the sections mentioned above (section 11 of the Securities
Act and sections 9 and 18 of the Exchange Act) specifically provide
that the courts in their discretion may require security to be posted for
both costs and attorney fees to lessen the possibility of harassment and
nuisance value liugation. Section 10, Rule 10b-5, and the other pro-
visions that do not provide expressly for civil remedies have no such
requirement (section 17 of the Securities Act 1s also imncluded here), and
therefore they often enable prospective plamuffs to escape the security
for costs requirement.?s*

Privazy

Section 12(1),** which mcorporates section 5,*® grants an express
cvil remedy for violations regarding the sale of a security during the
pre-filing, post-filing, and post-affective period of the registration state-
ment. Section 12(2)** grants a remedy for fraud in the sale of a se-
curity Both sections 12(1) and 12(2) require privity between the
plamuff and defendant. However, a cause of action under 10b-5, which
has been held to encompass section 12 yiolations**® does not require

privity
Reliance

Section 11 of the Securities Act provides that any purchaser or seller
may sue when there 1s either an untrue material statement or omission
of a material fact 1n a registration statement.*® However, reliance must
be affirmatvely shown if the issuer had publicly made available a finan-
cial statement covering a period of at least 12 months subsequent to the
effective date of the registration statement.*” This does not appear to
be overly-burdensome because the statute further provides that reliance
can be shown without establishing that the plamntiff read the registra-

451. See, e.g., Epstemn v. Solitron Devices, Inc.,, CCH Fep. Sec. L. Rep. § 92,127 (2d
Cir. 1968); McClune v. Borne Chemical Co., 292 F.2d 824 (3d Cir. 1961), cert. demed,
368 U.S. 939 (1961).

452, 15 US.C. § 771 (1970).

453. 15 US.C. § 77e (1970).

454, 15 US.C. § 771 (1970).

455. See Ellis v. Carter, 291 F.2d 270 (9th Cir. 1961); Fischman v. Raytheon Manu-
facturing Co., 188 F.2d 783 (2d Cir. 1951).

456. 15 US.C. § 77k (1970)

457. 1d.
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tion statement. Reliance 1s also expressly required in an action under
section 185 of the Exchange Act.

Although actions brought under 10b-5 seem to require the plamntiff
to establish reliance in a musrepresentation situation, as opposed to a
non-disclosure setting,*® the other advantageous provisions imn section
10 and Rale 10b-5 negate the notion that proving reliance would be a
sigmficant factor in deternuning which section to use.

Defenses

Section 11 of the Securities Act extends to everyone, except the issuer,
the defense of due diligence—the standard of care bemng that of a pru-
dent man m the management of lis property.*® Section 12(2) also
provides two specific defenses. The defendant may escape liability upon
a showing that he did not know, and in the exercise of reasonable care
could not have known, of the misstatements or omussions.*®* In addi-
tion, plantiff’s st 1s barred upon a showing of his knowledge of the
untruth or omussion.*®® A possible defense to a violation of section 9
of the Exchange Act would be lack of scienter or requisite mtent since,
via subsection (c), only willful violauons are actionable.*®® Similarly,
section 18 delineates the two defenses of good faith and lack of knowl-
edge.*®* A swit mstituted under 10b-5 and section 10 of the Exchange
Act has no expressed defenses but some courts mcrease the plamuff’s
burden by requiring reliance,** scienter,*®® and causation.**”

Darmages

In any action alleging violations of the various provisions of the Ex-
change Act, the amount of damages recoverable 1s limited to actual
damages by section 28(a).*® Hence, a 10b-5 action has no advantageous
position 1n this regard. However, several sections m the Securities Act
have specific damage provisions. Section 11 limits damages to the amount

458. 15 US.C. § 78r (1970).

459, See notes 197-98 supra and accompanying text.
460. 15 U.S.C. § 77k (1970).

461. 15 US.C. § 771 (1970).

462. Id.

463. 15 US.C. § 78i (1970).

464. 15 US.C. § 78r (1970).

465. See notes 175-222-supra and accompanying text.
466. See notes 35-122 supra and accompanying text.
467. See notes 224-64 supra and accompanying text.
468. 15 US.C. § 78bb (1970).
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paid for the security, less its value at the time of suit, but 1 no event
can the damages exceed the total offering price.*® Similarly, section 12
sets the damages at the consideration paid less the imncome recewved or
at actual damages 1f the security has been sold.*™ In light of these pro-
visions, suit under 10b-5 appears to offer no substantial advantage or
disadvantage with the possible excepuon of section 11.

Other

Section 17 of the Securities Act contamns basically the same wording
as Rule 10b-5, but, like section 12(2), it can only be utilized by a
defrauded buyer.** Rule 10b-5, however, 15 much broader and pro-
vides implied civil remedies for both buyers and sellers due to the “in
connection with 2 purchase or sale of securities” language. Also, section
15(c)*"™ of the Exchange Act prohibits market mampulative schemes,
but applies only to brokers. Section 9 of the Exchange Act**® provides
similar proscriptions regarding any person who “rigs” the market, but
1s only relevant to securities listed on a national exchange. Since 10b-5
applies to all fraudulent activities, 1t can be employed to combat these
evils, as well as those which do not mvolve a broker or a security listed
on a national exchange. Finally, 10b-5 may be the basis of an action
to recover for violations of the proxy rules expressed m section 14(e)
of the Exchange Act,** if, m reliance on the proxies, plamtff erther
purchased or sold securities.*™

Tiepee LiaBiLiTy

In the landmark decision of Cady, Roberts and Co.,**® the SEC dealt
a decistve blow agamst the trading of a corporation’s securities by cor-
porate “insiders” *** on the basis of material,*”® non-public mnformation

469. 15 US.C. § 77k (1970).

470. 15 US.C. § 771 (1970).

471. 15 US.C. § 77q (1970)

472. 15 US.C. § 780 (1970)

473. 15 US.C. § 78i (1970).

474. 15 US.C. § 78n (1970)

475. See, e.g., Dasho v. Susquehanna Corp., 380 F.2d 262 (7th Cir. 1967); Globus,
Inc. v. Janoff, 266 F Supp. 524 (S.D.N.Y. 1967)

476. 40 S.E.C. 907 (1961).

477. Generally, msiders are considered to iclude officers, directors, controlling share-
holders, and responsible employees of the issuer. Note, Securstses Fraud: Caveat Tippee—
The Creation and Development of a Doctrine, 33 U. Pirr; L. Rev. 79, 80 n.6 (1971).
See also, SEC v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1968).

478. “A matenal fact 1s one to which a reasonable man would attach importance
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about their corporation. Based upon alleged violations of section 10(b)
of the 1934 Exchange Act and Rule 10b-5, the SEC proceeded aganst
the Cady, Roberts brokerage firm and aganst one of its partners. The
gravamen of the complant was that a representative of the defendant
firm, who was a member of the Board of Directors of Curtiss-Wright
Corp., had divulged mformation on a selective basis concernmng an
mmpending Curtiss-Wright dividend cut to Cady, Roberts prior to the
public announcement of that mformation. On the basis of this dis-
closure, stock held 1n various discretionary accounts was sold by Cady,
Roberts.

In accepting a settlement offer, the SEC described the elements giv-
g rise to the duty to disclose mside information before trading:

[T]he obligation rests on two principal elements; first, the ex-
istence of a relationship giving access, directly or indirectly, to
mformation mtended to be available only for a corporate purpose
and not for the personal benefit of anyone, and second, the inherent
unfairness mvolved where a party takes advantage of such infor-
mation knowing 1t 1s unavailable to those with whom he 1s deal-
mg. 479

It should be noted that the dual elements in the Cady, Roberts test—
the “inside relationship” and the “inherent unfairness” in the use of the
mformation to the detriment of the mvesting public—portend liability
for the corporate msider only But, history has shown that not all cor-
porate msiders are parstmomious with corporate secrets. Occasionally,
they have disclosed this information to close friends and busmness ac-
quaintances for use in the market. Thus type of conduct has rased the
sertous question as to the extent of liability, if any, of these “nppees” %
for their trading on the basis of this non-public information.

It would seem that a finding of lability on the part of the “uppee”
would be consistent with the purposes of the securities law “* More-

m deterruming his choice whether to make a sale or not” Ross v. Licht, 263 F. Supp.
395 (SD.N.Y. 1967), citing List v. Fashion Park, Inc., 340 F.2d 457, 461-63 (2d Cir.
1965).

479. 40 SEC. at 912.

480. It appears that the term “unppee” was comed by Professor Loss i his 1961
treatise. 3 L. Loss, supra note 3, at 1450.

481. “The mamtenance of far and honest markets i secunities and the preventon
of inequtable and unfarr pracuces mn such markets are the primary objectives of the
federal securities laws.” Investors Management Co., BNA Sec. Ree. & L. Rer. (August
4, 1971) No. 113 at H-3 (SEC July 29, 1971).
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over, to permut tippees to trade where thewr “tppors” are prohibited,
merely because of the absence of an “inside relationship” with the cor-
porate 1ssuer, would be to create an obvious loophole 1n trading regula-
tion—the taint 1s indisunguishable 1n both nstances.

The conceptual basis of “tippee” liability 1s the principle that all
members of the investing public should be subject to the same market
risks. The frumtion of this concept requires market disclosure of all
material information, regardless of the identity of the possessor.#? In
view of the fact that “uppees” may possess information of the Cady,
Roberts variety, and that they may deal with it to the detriment of the

mvesting public, the question arises as to the theories upon which they
may be held liable.

The Bases for Tippee Liability—Rule 10b-5

Rule 10b-5 makes unlawful the utilization of manipulative and decep-
uve devices by “any person.” *® Consequently, a “tippee” comes within
the prohibitions of the Rule when he trades without disclosing material,
non-public mnformation 1 his possession. However, 1t must be remem-
bered that one of the two elements in the Cady, Roberts test—the ex-
istence of a special mside relationship to the corporate issuer—is not
met by the “uppee” since he 1s, by defimtion, an outsider. Thus, the
courts have been confronted with the problem of adapting the Cady,
Roberts test to various “uppee” situations. Several different theories
have been advanced to determme “tppee” liability

1 Professor Loss

Prior to the Cady, Roberts decision, Professor Loss advanced the
proposition that “uppees” might be held liable under Rule 10b-5 upon
a showing that they knew or had reason to know that the insider’s tip
was a “breach of trust.” Professor Loss reasoned that “[t]o hold
‘appees’ liable under Rule 10b-5 when they had no reason to suspect

482. SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 849 (2d Cir. 1968) Congress has
also stated: “The concept of a free and open market for securiues necessarily implies
that the buyer and seller are acting mn the exercise of enlightened judgment as to what
consututes a far price.” S. Rep. No. 1455, 73d Cong., 2d Sess. 68 (1934).

And, the Supreme Court has rerterated: “A fundamental purpose, common to [the
securities laws], was to substitute a philosophy of full disclosure for the philosophy of
caveat emptor and thus to achieve a high standard of business ethics m the securities
mdustry » SEC v. Capital Gamns Research Bureau, 375 U.S. 180, 186 (1963)

483, 17 CF.R, § 240.10b-5 (1971).
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that ther informant was an msider might result in -an unreasonable
entrapment of mnocent persons.” ** The requrement that the tippee
have actual or constructive knowledge that the mformation was dis-
closed 1n “breach of trust” has been criticized,*®® but 1t appears that the
thrust of Loss’ theory, the necessity of knowledge of a credible, cor-
porate-related source, 15 vital.

2. Tippees Are Also Insiders

In Ross v. Licht,*® a federal district court m New York was presented
with an acuon by sellers of stock for damages under Rule 10b-5, alleg-
mg that buyers purchased on the basis of mside mnformation made avail-
able to them by corporate-insider friends. After determining that Rule
10b-5 requires corporate msiders to disclose materal, non-public facts
known to them by reason of mside positions before purchasmng stock,
the court went on to hold that the outsider tippees “were insiders
also,” " Thus, the court apparently attempted to disclaim any differ-
ence between nsiders and “tppees” for the purposes of Rule 10b-5.
The only problem with this position 1s the semantical dilemma caused
by the fact that Cady, Roberts has reduced the term “insider” to a word
of art representing one who occupies “a relationship giving access,
directly or mdirectly, to imnformation mtended to be available only for
a corporate purpose and not for the benefit of anyone. . ”**® Since
a “appee” 1s clearly not an msider within this description, the classi-
fication of a “uppee” as an msider 1s unnecessarily confusing. This fact
may have been recogmzed by the Licht*® court because 1t offered as
alternate bases for liability the theories that defendants “would seem to
have been ‘uppees’ . and subject to the same duties as msiders,” and
that defendants “would be equally liable for aiding and abetting a
violation of Rule 10b-5 7 49

3 Texas Gulf Sulpbur and Investors Management Co.

Dictum mn the Second Circuit opmion i SEC v. Texas Gulf Sulpbur*®*
appears to support the alternative holding 1n Lzcht that “appee” liability

484. 3 L.Loss, supra note 3, at 1451.

485. Note, supra note 477 See also A. BROMBERG, supra note 3, § 7.5(6) (3).
486. 263 F. Supp. 395 (SD.N.Y. 1967).

487. 1d. at 409.

488. Cady, Roberts and Co., 40 SE.C. 907, 912 (1961).

489. Ross v. Licht, 263 F Supp. 395, 410 (SD.N.Y. 1967).

490. Id.

491. SEC v. Texas Guif Sulphur, 401 F.2d 833 (2d Cir. 1968).
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1s cotermmous with insider liability, while recognizing that tippees are
not msiders. The court noted that “ ‘uppees’  conduct 1s equally vio-
latve of the Rule as the conduct of their mside source. 7 %92

The most comprehensive treatment of “tippee” liability to date 1s the
SEC decision m Investors Management Co **® Investment advisers, mu-
tual funds, and mvestment partnerships received information from
Merrill Lynch, Pierce, Fenner & Smith, the prospective underwriter of
a new Douglas Aurcraft Corp. 1ssue, of substantially reduced Douglas
earnings and earnings estimates. Immediately prior to the disclosure,
analysts had viewed Douglas’ earmings position as favorable, and Douglas
wself had forecast earmings of $8 to $12 per share for 1967 The new
mformation, which was disclosed to Merrill Lynch on June 20, 1966
mdicated no earmngs for 1966 and expected only about half the original
projection for 1967 This information was leaked by Merrill Lynch
to defendants on June 21, 1966 and by June 23 they had sold 133,400
Douglas shares from long positions and 21,200 from short positions for
a total 1 excess of $13,300,000. Douglas publicly announced the reduced
earnings figures on June 24.

After determining that defendant’s conduct was violative of Rule
10b-5, the SEC announced four elements necessary for the imposition
of responsibility m “uppees” (1.) The mformation must be material;***
(2.) 1t must be non-public;** (3.) the “uppee,” whether he receives the
mformation directly or indirectly, must know or have reason to know
that 1t 15 non-public and improperly obtamed;**® and (4.) the informa-

492. 1d. at 852-53,

493. BNA Sec. Rec. & L. Rep. (August 4, 1971) No. 113 (SEC July 29, 1971).

494. Id. at H4. “Among the factors to be considered in determiming whether in-
formation 1s material under this test are the degree of its specificity, the extent to
which 1t differs from information previously publicly dissemmated, and its reliability in
light of 1ts nature and source and the circumstances under which it was received. ™
Id. Furthermore, the SEC recogmzed that “the fact that respondents acted imme-
diately or very shortly after receipt of the information to effect sales 1s 1n self
evidence of 1ts materiality ” Id.

495. The fact that rumors had been circulating on June 21 to 23 was found not to
constitute public disclosure on three grounds: (1) the rumors were not specific as to
figures and projections, (2) they were not attributed to a corporation-informed source,
and (3) their circulation was limited. Id. at H4, 5.

496. The SEC stated that the appropriate test was neither a special relationship
with the issuer giving access to non-public information, nor actual knowledge. Con-
structive knowledge was found to be the guideline, The SEC said:

‘We consider that one who obtamns possession of material, non-public cor-
porate mnformation, which he has reason to know emanares from a corporate
source, and which by uself places him 1n a position superior to other -
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1.

tion must be a factor n the “uppee’s” decision to effect the transaction.*®?

It 15 mteresting to note that the SEC rejected defendants’ argument
that their obligations under the anu-fraud provisions were less because
they were “remote tippees” who received thewr mnformation from other
“uppees.” The SEC commented that: “If [defendants] are viewed as
indirect recipients of the Douglas mformation, the same criteria for
finding a violation of the antifraud provisions apply Although the
case of such an indirect recipient may present more questions of factual
proof of the requisite knowledge, the need for the protections of those
provisions 1n the tippee area 1s unaffected.” %8

The SEC similarly disallowed a contention that defendants, as mvest-
ment advisers, had a fiduciary duty to their clients to sell their Douglas
stock upon learming of poor Douglas earmings, commenting that “[t]he
obligations of a fiduciary do not mclude the performing of an illegal
act.” 499

In summary, 1t appears that the SEC has adopted Professor Loss’

vestors, thereby acquires 2 relanonship with respect to that informauon

within the purview and restramts of the anti-fraud provisions. Both elements

are here present as they were mn the Cady, Roberts case. When a recipient

of such corporate information, knowing of having reason to know that the

corporate information 1s non-public, nevertheless uses 1t to effect a trans-

action 1n the corporation’s securities for his own benefit, we think s con-

duct cannot be viewed as free of culpability under any sound interpreta-

ton or application of the antifraud provisions.

Considerations of both fairness and effectuve enforcement demand that the

standard as to the requsite knowledge be satisfied by proof that the recipient

had reason to know of the non-public character of the information, and

that 1t not be necessary to establish actual knowledge of that fact or, as sug-

gested by respondents, of a breach of fiduciary duty The mmposinon of

responsibility where one has reason to know of the determunauve factors

i violative conduct 1s 1 keeping with the broad remedial design of the

securiies law and has been applied under other of their provisions as well

as the antifraud provisions.
Id. at H-5. In determumng “reason to know,” the SEC states that 1t 1s appropriate to
consider the surrounding circumstances, including the nature of the information; the
manner 1 which 1t was obtamned; the facts relating to the informant, including his busi-
ness or other relation to the recipient and to the source of his information; and the
recipient’s sophisucation and knowledge of related facts. Id.

497. “Turning next to the requirement that the mformation received be a factor in the
mvestment decision, we are of the opmion that where a transaction of the lund n-
dicated by the imformaunon (e.g., a sale or short sale upon adverse information)
1s effected by the recipient prior to its public dissermnation, an inference arises that
the mformation was such a factor. The recipient of course may seek to overcome such
inference by countervailing evidence.” Id.

498. 1d.

499, Id. at H-6.
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test of constructive knowledge m confirming the Second Circuir view
that “uppee” liability 1s coterminous with msider liability The Invest-
ors Management Co. case also illustrates the staggering amounts that can
be mvolved mn “tippee” cases—n that case over $13,300,000.

Additional Tippee Debilities

Since both section 10-b and Rule 10b-5 prohibit the use of material
mside nformation®® “by any person,” 5 it 1s clear that both the
“appor,” % in divulging mside information, and the “uppee,” *® m
trading on the basis of such information violate the securities laws. Sev-
eral interesung questions have arisen as to the ultimate burden of lia-
bility m suits mvolving both tippee and tippor.

1 Contribution

In Ross v. Licht,** a suit by defrauded plaintiffs alleging a conspiracy
between corporate insider “tippors” and thewr “cippees,” the three tip-
pees were held jomtly and severally liable with the uppors. While the
precise 1ssue of contribution among defendants was not rawsed, the
policy. of the securities acts seems to indicate that contribution among
defendants 1s mntended.®® Thus, the first debility of the tippee becomes
apparent. In a suit jomng both a uppee and his tuppor as defendants,
where both are found to have violated Rule 10b-5, 1t would appear that

500. Note, Cavear Tippor, 33 U. Prrr. L. Rev. 103 (1971)

501. 17 CF.R. § 240.10b-5 (1971)

502. SEC v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1968).

503. Investors Management Co., BNA Sec. Rec. & L. Rer. (August 4, 1971) No. 113
(SEC July 29, 1971)

504. 263 F Supp. 395 (S.D.N.Y. 1967)

505, Note, supra note 477, at 98. Therein the author pomnts out the securities acts
contamn three contribuuon provisions. Section 11(f) of the Securittes Act of 1933
contams the statement that: “All or any one or more of the persons specified in sub-
secuon (a) shall be jomntly and severally liable, and every person who becomes liable
to make any payment under this section may recover contribution as m cases of con-
tract from any person who, if sued separately, would have been liable to make the same
payment, unless the person who became liable was, and the other was not, guilty of
fraudulent misrepresentations.” Sections 9(e) and 18(b) of the Exchange Act of 1934
provide that: “Every person who becomes liable to make any payment under this
subsection may recover contributions as in cases of contract from any person who, if
jomed m the orgmal sut, would have been liable to make the same payment.” The
author notes that 1 each of these sections, civil liability was expressly provided, and
he also comments that the 1933 Act makes the provision for contribution agamnst one
who 1s guilty of no fraudulent misrepresentation. This difference may cause the courts
some future difficulty 1n determuming the 1ssue of contribution,
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the uppee will be held to an equal degree of liability with the tippor,
although the latter’s conduct may evince the greater mens rea.

2. In Pari Delicto and Unclean Hands

At times, tippors have “divulged” false information to uppees, and
the tippees, acting on the basis of this information, have purchased or
sold securities and thus have sustamed losses. In suits by the defrauded
“tippees” agamst thewr “tippors,” the decisions appear to be confused as
to whether the defendant tppor may raise, as an absolute defense, the
doctrines of  parz delicto or “unclean hands.”

In Kuebnert v. Texstar Corp.,5*® the court held that plantff’s status
as a “uppee” made the defenses of unclean hands and m par: delicto
available, but noted that their exercise rests with the discretion of the
court, saymg: “[T]he question must be one of policy- which decision
will have the better consequences i promoung the objective of the
securities laws by increasing the protection to be afforded the mnvesting
public.” ®% In deternmumng that the policy of the securities acts dictates
that a “uppee” have no recourse agamnst his “uappor” the court noted:

It 1s true that if a tippee has no remedy aganst an nsider’s private
falsehoods, little deterrent agaimnst such conduct will exist; the -
sider may have free rem. But, as agamst this, there 1s another
danger. If a nppee can sue he has, in effect, an enforceable war-
ranty that secret information 1s true.

[Wle think it immportant that tippees, who present the same
threat to the mvesting public as do imnsiders themselves, should be
offered appropriate discouragement. We conclude that the better
choice 1s to leave upon persons believing themselves tippees the
restramt arising from the fear of wretrievable loss should they act
upon a tip which proves to have been untrue.5°8

A result similar to that in Kuebnert was reached m Wobl v. Blar 5%
Therem, plamuff had received a false tip from his broker which en-
couraged hum to buy stock. The court denied plamnuff’s motion to strike
the defenses of unclean hands and # parz delicto on the ground that
customers should be forced to deal on the basis of inside mformation
“at therr own risk.”

506. 412 F.2d 700 (5th Cir. 1969).
507. 1d. at 704.

508. Id. at 705.

509. 50 FR.D. 89 (SD.N.Y. 1970).
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The decision 1 Wobl was later repudiated mn Nathanson v. Wers,
Voisin, Canon, Inc.®® As i Kuebnert, the court viewed the question
of whether to allow the defenses of unclean hands and m par: delicto
m terms of “what policy would best serve to carry out the prime
purpose of the securities laws to protect the mvestung public.” ¥* But
the Nathanson court concluded that the securities laws were preventa-
twve 1n nature, and that the best way to eliminate the practice of tipping
would be to place the ultimate loss upon the tippor, thus discouraging
him from making the mmtial disclosure.®”* In order to best achieve this
result, 1t was concluded that the defenses of unclean hands and . par:
delicto should be disallowed so as to msure maximum tippor pumshment.

It appears that both Kuebnert and Nathanson agree that the primary
purpose of the securities laws 1s the protection of the mvesting public.
They also implicitly agree that the allowance of the defenses of unclean
hands and 2 par: delicto rests in the discretion of the court. It would
appear that their only area of disagreement 1s how, through the exercise
of discretion, the court may best promote the purpose of the securities
laws. Kuebnert mamntams that the uppor 1s sufficiently deterred by
way of the Texas Gulf Sulpbur decision, criminal penalties, etc., and
therefore the avaricious uppees should be subjected to similar pressures.
Nathanson disagrees, preferring to bring full judicial pressure to bear
on the uppor, hoping thereby to shut off the flow of mside mforma-
tion.5!8

Conclusion

After observing the judicial activity under Rule 10b-5 i the micro-
cosm of “uppee” liability, it becomes apparent that 10b-5 1s beng
expanded into a umversal fraud remedy A tppee, no matter how far
removed from the corporate source of the iformation, may be liable
under Rule 10b-5 for non-disclosure of inside information if the four
elements of the Investors Management test are satisfied.’* In addition,
if the uppee does disclose the mside nformation, thus becomng a
tppor, and if the information turns out to be false, the Nazhanson view
would allow suit by the defrauded uppee agamst the tippor. Thus, the

510. 325 F Supp. 50 (SD.N.Y. 1971).

511. Id. at 52-53.

512. Id. at 57

518. The Nathanson decision has been crittcized in Note, supra note 500, with some
success.

514. See notes 494-97 supra and accompanying text.
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tippee will be liable to his buyer or seller for non-disclosure of material,
non-public mformation which 1s true, and he will also be liable for dis-
closure of mformation which 1s false. Certanly, this 1s a long judicial
step from the origmnal imterpretation of Rule 10b-5 as a purely SEC
ortented 1njunction provision.

CoNCLUSION

In the years since a private right of action was first implied under
Rule 10b-5, the courts have experienced little success mn developing
a umfied approach to the elements of that right of action. Furthermore;
the judicially created Birmbaum doctrine has imposed a seemingly ar-
bitrary element in determining standing of plaintiffs to sue under Rule
10b-5. The most obvious cause of this disjointed situation 1s the absence
of clear Congressional mtent concerming the scope of section 10(b).

It 1s submitted that a private right of action under 10b-5 1s proper and
necessary. The other provisions in both securities acts providing for
private rights of action fail to cover effecuvely the spectrum of secur:-
ties frauds.

The Birnbaum doctrme was judicially created, and should be judi-
cially destroyed. This could be accomplished erther by limiting that
case to 1ts facts, or by restricting its application to those cases involving
breaches of fiduciary duties. The resulting expansion of the scope of
Raule 10b-5 would be harmomious with the announced purposes of the
securities acts. The argument that aboliion of the purchaser-seller
rule would open wide the doors to a multitude of actions 1s countered
by the fact that the remaming elements of the 10b-5 action such as
scienter, materiality, reliance, and causation are sufficient to eliminate
frivolous suits.

Therefore, absent a Congressional redraft of the statute, 1t 15 apparent
that the judiciary must act m concert to clarify the elements of Rule
10b-5.

There has been a great social cost incurred due to the proliferation of
lingation under the Rule. Certainty 1s a mandate in the realm of securi-
ues counselling which 1s no longer possible due to the confusion con-
cerning Rule 10b-5. One of the most effectve methods to abate thus
confusion would be a concerted effort by the Supreme Court to grant
certiorar: to those cases presenting issues upon which the circuits are
m conflict and to deal authoritauvely with the problems presented.



