Notes

LIABILITY OF CONTROLLING PERSONS—COMMON LAW
AND STATUTORY THEORIES OF
SECONDARY LIABILITY

I. INTRODUCTION

Since their inception, the Securities Act of 1933' and the Securities Ex-
change Act of 19342 have witnessed a continued expansion in both scope and
usage. Corporations, their executives and directors, brokers, dealers, share-
holders and numerous other professionals have increasingly become the tar-
gets of litigation. Yet, despite the growth of securities litigation, the progress
of case law in many areas has not been entirely satisfactory. Basic issucs
have not been decisively resolved, and in the course of complex litigation, individ-
nal Hlability often turns upon the idiosyncracies of a particular court.? Rule
10b-5 litigation has witnessed the most rapid expansion* in the securities area
and has become the center of a large amount of litigation. This has drawn
the attention of the courts and commentators from another area of expansion
which, although still in the stages of evolution, carries indicia of becoming an
area of enormous impact in the corporate world. This is the area of the lia-
bility of “controlling persons™® under sections 158 and 20(a)” of the Securities
Act of 1933 and the Securities Exchange Act of 1934 respectively.

1. 15 US.C. §§ 77a-aa (1970) [hereinafter Securities Act].
2. 15U.S.C. §§ 78a-j (1970) [hereinafter Exchange Actl.
3. The Director's Dilemma, Speech of G. Bradford Cook; CCH FeD. Sec. L. REP.

[1973 Transfer Binder] § 79,301 (April 6, 1973).

4. About one-third of all securities law cases, public and private, are brought under
rule 10b-5, (17 CF.R. § 240.10b-5 (1974)), promy pursuant to section 10(b) (15

US.C. § 78i(b) (1970}) of the Securities Exchange Act of 1934.

) 5. this context “control” has apparently been a term which defies precise defini-
tion, It appears, however, from the legislative history, that this was an attempt to instill
flexibility rather than a lack of intent or ability to define the term.

It was thought undesirable to attempt to define the term. It would be difficnit
if not impossible to enwmerate or to anticipate the many ways in which control
may be exerted. A few examples of the methods used are stock ownership, lease,
contract, and agency. It is well known that actual control sometimes may be ex-
erted through ownership of much less than a majority of the stock of a corporation
either by ownership of such stock alone or through such ownership in combination
with other factorz.

H.R. Rer. No. 1383, 73d Cong., 2d Sess. 26 (1934).

6. 15U0S8.C. § 770 (1970). Section 15 provides:
Every person who, by or through stock ownership, agency, or otherwise, or who,
pursuanot to or in connection with an agreement or understanding with one or
more other persons by or through stock ownership, agency, or otherwise, controls
any person liable under sections 77k or 777 of this title, shall also be liable jointly
and severally with and to the same extent as such controlled person is liable, un-
less the controlling tgeemon had no know! of or reasonable ground to belicve
in the existence of facts by reason of which the liability of the controlled per-
son is alleged to exist.

7. 15 U.S.C. § 78t(a) (1970). Section 20(z) provides:
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To clarify the scope of inquiry it must be noted that the liability of “con-
trolling persons” is secondary in nature. A useful classification is one which
defines those persons owing direct duties to the public as primarily liabie for
violations, and those owing duties or incurring Habilities which arise only be-
cause another has violated the law as secondarily liable.® But even with the
recognition by Congress that such secondary liability exists, and the existence
of legislation directed specifically at that evil, the couris have not been content
to limit their examination for culpable participants but rather have continued
to use common law theories of secondary liabiiity for defendants which gen-
erally are within the definition of controlling persons under the securities
acts.® Liability has been imposed on theories of agency,!? aiding and' abetting
and conspiracy,’* misrepresentation and deceit,!> and finally, although re-
cently, on the basis of ruie 10b-5.13

It is the purpose of this Note to examine these theories of liability, which
exist as alternatives to statutory controlling persons Hability, Since the alter-
nate common Jaw liability theories are often advanced and considered together,
in the context of statutory Hability, it is essential to clarify their scope before
considering statutory liability. This analysis will be undertaken with the idea
that, although alternative theories should not be discarded or even discour-
aged, perhaps the most expedient approach to controlling persons liability is
through the statutory theories.

II. ALTERNATE THEORIES OF LIABILITY

A. Agency

The courts at a very catly date applied fiduciary concepts to directors, of-
ficers and other insiders in order to hold them accountable to the corporation

Every person who, directly or indirectly, controls any person liable under any pro-
vision of this ch:{:ter or of any rule or regulation thereunder shall also be liable
joinily and severally with and to the same extent as such controlled person 10 any
person to whom such controlled person is liable, unless the controlling person
acted in good faith and did not directly or indirectly induce the act or acts con-
siituting the violation or cause of action,

8. Ruder, Multiple Defendants in Securities Law Fraud Cases: Aiding and Abetting,
Conspiracy, In Pari Delicto, Indemnification and Contribution, 120 U. Pa. L. REV. 597,
600 (1972) [hereinafter cited as Ruder].

9. 15 U.S.C. §§ 77p, 78bb(a) (1970).

10. See Fey v. Walsion & Co., 493 F.2d 1036 (7th Cir. 1974); Lewis v. Walston &
Co., 487 F.2d 617 (5th Cir. 1973); SEC v. First Sec. Co., 463 F.2d 981 (7th Cir.), cert.
denied, 409 U.S, 880 (1972); Armstrong, Jones & Co. v. SEC, 421 F.2d 359 (6th Cir.
1970); John Hopkins Univ. v. Hutton, 297 F. Supp. 1165 (D. Md. 1968), aff'd in part and
rev'd in part, 422 F.2d 1124 (4th Cir, 1970).

11, SEC v. Barraco, 438 F.2d 97 (10th Cir. 1971); Carpenter v. Hall, 311 F. Supp.
1093 (S.D. Tex. 1970); Brennan v. Midwestern Uniied Life Ins. Co,, 259 F. Supp. 673
(N.D. Ind. 1966) (motion to dismiss deznied), 286 F. Supp. 702 (N.D. Ind. 1968) (on
merits), aff'd, 417 F,2d 147 (7th Cir. 1969}, cert. denied, 397 11.5, 989 (1970).

12. Rusch Factors, Inc. v. Levin, 284 F. Suvp. 85 (D.RL 1968); Fischer v. Kletz,
266 F. Supp. 180 (S.D.N.Y. 1967).

13. Schoeabaum v. Firstbrook, 403 ¥,2d 215 (2d Cir. 1968) (en banc), cert. denied,
359 .S, 906 (1969); Pappas v. Moss, 393 F.2d 865 (3d Cir. 1968); Dasho v. Susquehanna
Corp., 380 F.2d 262 (7th Cir.), cert. denied, 389 U.S, 977 (1967).
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in the event of an abuse of responsibility.’* Although corporations today are
readily recognized in all contexts as separatc entities, their equity ownership
still is lodged in their shareholders. When a director or other fiduciary abuses
his position to obtain corporate profits or opportunities, it is a fiduciary viola-
tion, not only to the corporation as an entity, but to the shareholders individ-
ually as well.1®

Under familiar common law doctrines a principal is liable for misrepre-
sentations made by his agent if the agent is acting within the scope of his
actual or apparent authority.'® In the area of securities litigation, where
agency theory has been utilized, its impact has often been harsh, and actually
approaches that of strict liability. For example, in SEC v. First Securities
Co.," the defendant Nay, president of First Securities and owner of ninety-two
percent of its stock, induced each of fifteen claimants to invest, telling them
their funds had been deposited in an escrow account. Each of the fifteen
claimants had been clients of First Securities, buying and selling in a regular
fashion. Each received investment advice from Nay, fourteen of them in his
office, and they knew him to be president of First Securities. Substantially all
of Nay’s correspondence with the claimants was written on the letterhead sta-
tionery of First Securities.'® Nay had no actual authority with regard to the
escrow account. Nevertheless, the court in finding liability under agency the-
ory'? relied upon the concept of apparent authority holding that “a principal
who puis a servant or other agent in a position which enables the agent, while
apparently acting within his authority, to commit a fraud upon third persons
is subject to liability to such third persons for the fraud.”2¢

Unlike statutory controlling persons liability, under agency theory the
only defense readily available is Jack of the agency itself®* This limitation,

14. E.g., Attorney General v. Utica Ins. Co., 2 Johns, ch, 371, 389 (N.Y. 1817).

15. Mansfield Hardwood Lumber Co. v. Johnson, 268 F.2d 317 (5th Cir.), cert. de-
nied, 361 U.S. 885 (1959), reh. denied, 361 U.8, 926 (1960); Blazer v, Black, 196 F.2d
l(iglgl)Oth Cir. 1952); Dawson v. National Life Ins. Co., 176 Iowa 362, 157 N.W. 929

16. RESTATEMENT (SBECOND) OF AGENCY § 257 (1958) provides:

A principal is subject to liability for loss caused to another by the other’s reliance

upon a tortious representation of a servant or other agent, if the representation

is:

(a) authorized;
{(b) apparently anthorized; or .
{c) within the power of the agent to make for the pnncigal.

17. 463 F.2d 981 g‘g}h Cir.), cert, denled, 409 U.S. 880 (1972).

e (118§ 72S)EC v. First Sec. Co., 463 F.2d 981, 984-85 (7th Cir.), cert. denied, 409 U.S.

19. The court relied upon section 261 and 262 Restatement (Sécond) of Agency
(1958). Section 262 provides: “A pemson who otherwise would be liable to another for
the misrepresentations of one apparently acting for him is not relieved from liability by the
fact tha’;_ tt]lifs servant or other agent acts entirely for his own purposes, unless the other has
notice of this.”

20. SEC v. First Sec. Co., 463 F.2d 981, 985 (7th Cir.), cert. denled, 409 U.8, 880
(1972), quoting RESTATEMENT (SECOND) OF AGENCY § 261 (1958).

21. An agency relationship exists only if there has been a manifestation by the prin-
cipal to the agent that the agent may act on his account, and consent by the agent s0 to
act. RESTATEMENT (SECOND) OF AGENCY § 15 (1958).
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inherent in any attempt to use agency theory, will often present insurmount-
able obstacles in the attempt to impose liability upon secondary defendants.2
In Sennott v. Rodman & Renshaw,?® unlike the liberal construction of liability
under agency theory, the court construed both the availability and the applica-
bility of this defense narrowly. In Sennmott, a commodities trader brought suit
against the defendant brokerage house alleging a fraudulent sale of securities.
The son of a partner, though not employed by the firm, did use the firm tele-
phone on the trading floor. This appeared to create an apparent agency rela-
tionship and only the defendant’s clear showing that the plaintiff had flatly re-
fused to cooperate in the investigation by the firm into the son’s activities, and
that the purchase was consumated by a secret agreement between the plaintiff
and the son was sufficient to disprove agency.?+

It is logical that the usage and definition of agency theory must necessarily
be more narrow than that of the control relationship. In section 15 of the
1933 Securities Act, agency, while included and presumably encompassing
the same application as common law agency, is only one of several exemplary
means of control liability. There is nothing peculiar in the relationship be-
tween the broker and his representative which should, however, preclude ap-
plication of common law agency principles.2’ In any event, as seen in John
Hopkins University v. Hutton,®® agency theory may be available as an alter-
nate theory of liability under proper circumstances. John Hopkins brought
suit against W. E. Hutton & Co. to rescind a purchase, alleging a false repre-
sentation by a Hutton employee. The district court held that the controlling
persons’ liability under section 15 supplements common law principles of
agency.27

The legislative history and case law, to the extent there is any, would

appear to buttress a construction of Section 15 to exclude application

of the latter to an employment relationship. A contrary conclusion

would in effect give blessing to a hear-no-evil, see-no-evil approach

by partners of a brokerage house which is hardly in keeping with the

remedial purposes of the 33 Act. . . .28

The Fourth Circuit agreed with the district court’s applicaticn of the
agency principles.®® Thus it appears that agency theory will continue to be

22. See Ruder, supra note 8, at 605,

23. 474 F.2d 32 (elth Cir.), cert. denied, 414 U.8. 926 (1973),

9 (2149.73§ennott v. Rodman & Renshaw, 474 F.2d 32, 39 (7th Cir.), cert. denfed, 414 U.S.
6 )

25, Fey v. Walston & Co., 493 F.2d 1036, 1052 (7th Cir. 1974).

. 2061 %3201; Supp. 1165 (D. Md. 1968), aff'd in part and rev'd in part, 422 F.2d 1124
r. . .

27. John Hopkins Univ. v. Hutton, 297 F. Supp. 1165, 1212 (D. Md. 1968), aff'd
on this point, 422 F.2d 1124 (4th Cir. 1970).

28. Id. The real concern of the Huitorn court was that the defendants would escape
liability under section 15 of the Securities Act of 1933 due to the application of its statutory
defense provisions. Consequently, the court justified the application of agency principles,
and once agency was found to exist, was able to impose Hiability without concern for the
statutory defenses,

29, 422 F.2d 1124, 1128, 1131 (4th Cir. 1970).
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applied to securities law cases, and where so applied, will often create liabil-
ity subject only to the defense that no agency in fact existed.3?

B. Aiding and Abetting and Conspiracy

It is clear that one who aids and abets a violation of section 10(b)** of
the Securities Exchange Act of 1934 and rule 10b-532 may be civilly liable to
one who is injured thereby.?® Moreover, liability may be predicated on aid-
ing and abetting where there is found to be less than actual knowledge and
participation in the activity proscribed by section 10(b) and rule 10b-5.3¢ In
Buttrey v. Merrill Lynch, Pierce, Fenner & Smith, Inc.’® plaintiff was the
trustee in bankruptcy for Dobich Securities Corporation which had engaged in
the sale of securities as a dealer. The defendant allegedly knew that Dobich
was using fraudulently converted property in his securities transactions. The
court said:

It is well settled that parties may be liable for violations of the Act

and Rule 10b-5 as long as they engage in frandulent activity “in con-

nection with” the sale or purchase of securities or in a fraudulent

“course of business”. . . . We are persuaded that Count II suffi-

ciently alleges that defendant benefited by a course of business which

operated as a frand upon the bankrupt’s customers. . . .28

In SEC v. First Securities Co.,?7 the court discussed both the Buttrey®® and
Brennan®® decisions as a preface to a discussion of liability under the aiding and
abetting theory. The court noted that Butrey had held a broker-dealer liable
as an aider and abettor of a rule 10b-5 violation arising from acts committed
by a customer of the brokerage firm. The act of the brokerage firm which
had provided a foundation for the secondary liability was allowing the customer
to trade in securities through a cash account in spite of his known financial
instability and “erratic trading practices.”*® The court also noted that in the

30. Fey v. Walston & Co., 493 F.2d 1036 (7th Cir. 1974); Lewis v. Walston & Co,,
487 F.2d 617 (5th Cir. 1973); SEC v. First Sec. Co., 463 F.2d 981 (7th Cir.), cert. denied,
409 U.S. 880 (1972); Armstrong, Jones & Co. v. SEC, 421 F.2d 359 gﬁth Cir, 1970). See
also, Ruder, supra note 8, at 608; Note, The “Controlling Persons” Liability of Broker-Deal-
ers For Their Employees’ Federal Securifies Violations, 1974 DUEE LJ. 824 (1974).

31. 15 U.S.C. § 78j(b) (1970).

32. 17 C.F.R. § 240,10b-5 (1974).

33. Bremnan v. Midwestern United Life Ins. Co., 417 F.2d 147 (7th Cir. 1969); Butt-
rey v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 410 F.2d 135 (7ih Cir.), cert. denied,
396 U.S. 838 (1969); Anderson v, Francis I. duPont & Co., 291 F, Supp. 705 (D. Minn.
iggg;, Hawkins v. Merrill Lynch, Pierce, Fenner & Beanse, 85 F. Supp. 104 (W.D. Ark

34, Buttrey v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 410 F.2d 135, 144 (7th
Cir.), cert. denied, 396 U.S. 838 (1969).

35, 410 F.2d 135 (7th Cir.), cert. denied, 396 U.S, 838 (1969).

36. 410 F.2d at 144,

37. 463 B.2d 981 (7th Cir.), cert, denied, 409 U.S. 880 (1972).

38, Buttrey v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 410 F.2¢ 135 (7th Cir.),
cert. denied, 396 U.S. 838 (1969).

39, Brennan v. Midwestern United Life Ins. Co., 417 F.2d 147 (7th Cir. 1969), cert.
denied, 397 U.S, 989 (1970).

(197;1'()). SEC v, First Sec. Co., 463 F.2d 981, 987 (7th Cir.), cert. denied, 409 U.S. 880
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Brennan case an insurer of stock was held liable as an aider and abettor to
similar violations committed by & dealer in the stock on the ground that the
president and general counsel of the insurer knew or should have known that
the dealer was defrauding the purchasers of the issuer’s stock.*! The court
then concluded that the instant case presented a far more compelling reason
for the imposition of liability as an aider and abettor than either Buttrey or
Brennan. First Securities made Nay its president, provided him with the ap-
pearance of a successful investment counselor, held him out as providing such
couasel, ard then wilfully allowed Nay’s enforcement of a rule regarding the
opening of mail which was antithetical to the prevention of frauds of the type
which had occurred. 2

Sufficient case law exists to indicate that aiding and abetting and con-
spiracy will continue to be utilized in securities litigation.** However, it is
doubted whether they will be utilized to any great extent. To establish labil-
ity for aiding and abetting, first an independent violation of the securities laws
must be shown.** Without such an independent violation, there cannot possibly
be a secondary violation. The substance of the secondary violation in this
instance is an aiding and abetting, or conspiracy in, the commission of a prim-
ary violation. Secondly, by definition, there must be shown some form of
knowledge or scienter. Regardiess of whether scienter is a necessary element
of the primary violation, it must necessarily be shown in the secondary vicla-
tion to establish liability.45 Tt is this requirement of scienter which must rele-
gate aiding and abetting and conspiracy doctrines subservient to other the-
ories of secondary liability.

C. Rule 10b-5

Although technically rule 10b-54¢ violations should be classified as the-
ories of primary liability, there is a line of case law holding controlling per-
sons secondarily liable for 10b-5 violations.4? This is in the area which is

41. 463 F.2d at 988.

42, Id. The rule regarding the opening of mail which First Securities allowed and
enforced was one of Nay's own instigation. The rule was that mail addressed to the firm
at its office marked for the president’s attention was to be opened by no one but him. Ob-
viously Nay had requested this procedure to shield any possible discovery of his fraudulent
activity. Regardless of the fact that he was successful, First Securities was still liable as
an aider and abettor. Apparently the court felt that this procedure was so indicative of
fraudulent behavior that First Securities was for all practical purposes in violation of the
securities laws by even allowing this procedure to continue,

43. SEC v. Barraco, 438 F.2d 97 (10th Cir. 1971); Myzel v. Fields, 386 F.2d 718
(8th Cir, 1967), cert. denied, 350 .S, 951 (1968); Hecht v. Harris, Upham & Co., 283
F. Supp. 417 (N.D. Cal. 1968), modified and aff'd, 430 F.2d 1202 (9th Cir. 1970}; Lorenz
v. Watson, 258 F. Supp. 724 (E.D, Pa. 1966).

44, Brennan v. Midwestern United Life Ins. Co., 259 F. Supp. 673 (N.D, Ind. 1966)
{motion to dismiss denied), 286 F. Supp. 702 (N.D. Ind. 1968) (on merits), aff'd, 417 F.2d
147 (7th Cir. 1969), cert, denied, 397 U S, 989 (1970),

45. See Ruder, supra note 8, at 620-38 and discussion therein.

46. 17 CE.R. § 240.10b-5 promulgated pursuant 1o 15 U.S.C. § 78j(b) (1970).

47. E.g., Popkin v. Bishop, 464 F.2d 714 (2d Cir. 1972); Scheenbanm v, Firstbrook,
405 F.2d 215 {2d Cir. 1968) (en banc), cert, denied, 395 U.S. 906 (1969); Dasho v. Sus-
quehanna Corp., 380 F.2d 262 (7th Cir.), cert. denied, 389 U.S. 977 (1967).
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customarily labeled as “internal corporate mismanagement” by the rule 10b-5
literature.8 Primarily this is the area where inside directors, officers or domi-
nant corporate shareholders involve the corporation in fraudulent securities
transactions to the detriment of the corporation and for the benefit of the insti-
gating participaots. Among such practices are the issuance of stock to them-
selves for an inadequate price, either for monetary gain or for the accumula-
tion of power,*® contriving a merger with the primary benefit going to the con-
trolling persons to the detriment of the corporation itself® and consolidation
of their control by redemption of outstanding securities of the corporation.5?

The leading case in this area is Schoenbaum v. Firstbrook.®* In Schoen-
baum, minority shareholders brought suit against the majority shareholder al-
leging he had used his control to acquire shares at a vastly inadequate price.
In its opinion, the Second Circuit announced a ¢wo-step test for determining
whether secondary defendants were liable for violations of rule 10b-5: first,
whether defendants had utilized a controlling influence to induce the transac-
tions in question, and second, whether the transaction was unfair to the corpo-
ration.® It is readily apparent that the Second Circuit, in utilizing its two-
pronged approach to ascertain corporate mismanagement, is creating a prob-
lem for itself analogous to the problem currently existing under the controlling
persons sections of the Securities Act of 1933 and the Securities Exchange Act
of 1934. The first step in the test requires ascertaining whether defendants
utilized a controlling influence. As has been the case elsewhere, no precise
definition of controlling influence can be formulated.>* The line of cases utiliz-
ing rule 10b-5 is both divergent and confusing. The Second Circuit itself has
vascillated in its approach.5> It is submitted that with the vagrancies in the ap-
proach to corporate mismanagement cases, and keeping in mind that they are
an attempt to impose primary liability upon secondary defendants, this approach
should at best play a minor role in extending liability to controlling persons.’®

48. 6 L. Loss, SECURITIES REGULATION 3631 (Supp. to 2d ed. 1969).

49. Pappas v. Moss, 393 F.2d 865 (3d Cir. 1968); Ruckle v. Roto American Corp.,
339 F.2d 24 (2d Cir. 1964).

50, Dasho v. Susquechanna Corp., 380 F.2d 262 (7th Cir.), cert. denied, 389 U.S. 977
(1967); Eagle v. Hovarth, 241 F. Su%g. 341 (S.D.N.Y. 1965).

51, Drachman v. Harvey, 453 F.2d 722 (2d Cir. 1971), rev'd on other grounds, 453
F.2d 736 (2d Cir. 1972) (en banc).

52. 405 F.2d 215 (2d Cir. 1968) (en banc), cert. denied, 395 U.S. 906 (1969).

531, Schoenbaum v. Firstbrook, 405 F.2d 2185, 219-20 (2d Cir, 1968) (en banc), cert.
denied, 395 11.S. 906 (1969).

54. Shell v. Hensley, 430 F.2d 819 (5th Cir. 1970).

55. Compare Schoenbaum v. Firstbrook, 405 F.2d 215 (2d Cir. 1968) (en banc), cert.
denied, 395 U.S. 906 (1969) with Popkin v. Bishop, 464 F.2d 714 (2d Cir. 1972); Pappas
v. Moss, 393 F.2d 865 (3d Cir. 1968); Ruckle v. Roto American Corp., 339 F.2d 24 (2d
Cir. 1964); O'Neill v. Maytag, 339 F.2d 764 (2d Cir. 1964). See Note, The Controlling In-
’(qlu;';‘;)e Standard in Rule 10b-5 Corporate Mismanagement Cases, 86 HARv. L. REV. 1007
56. Tor a discussion of developmenial case law and an argument for utilization of the
Schaenbaum two-pronged fest in corporate mismapagement cases sce Note, The Control-
ling Influence Standard in Rule 10b-5 Corporate Mismanagement Cases, 86 Harv. L. REv.
1007 (1973). An argument can of course be made that rule 10b-5 liability is not designed
to reach the same type of securities violations as the controlling persons sections. Theo-
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III. CoONTROLLING PERSONS LIABILITY UNDER THE SECURITIES
ACT AND THE EXCHANGE ACT

- A. Legislative History
Section 15 of the 1933 Securities Act originally provided:

Every person who, by or through stock ownership, agency, or other-

wise, or who, pursuant to or in connection with an agreement or un-

derstanding with one or more persons by or through stock ownership,

agency, or otherwise, controls any person liable under section 11 or

12, shall also be liable jointly and severally with and to the same ex-

tent as such cortrolled person to any person to whom such controlled

person is liable.57

However, in response to criticism that it was “too drastic” and that it was
“interfering with business™8 the Securities Act was amended. A special de-
fense was included by which a controlling person is not liable if he 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.”5® Sec-
tion 15 in the original Senate version was designed to prevent the evasion of
liability under the securities laws through the excrcise of power through a
“dummy” director’® with the intent to defraud.®® The “dummy” terminol-
ogy, while not incorporated in the final version of the Act, does give some indi-
cation toward the type of liability Congress thought it was reaching through
section 15 of the 1933 Securities Act. It was with the intention of limiting the
appiication of section 15 to those situations where a controlling person had ef-

fectively exercised his control to bring about the violation that Congress amended
section 15 in 1934, 62 '

At the time Congress was amending the Securities Act of 1933 it also en-
acted the Securities Exchange Act of 1934.68 The Exchange Act also contained

retically, Corporate mismanagement liability would be imposed on those control persons who
are primarily liable in the first instance, rather than vicariously liable for the acts of others,
However, the main thrust of corporate mismanagement liability has been towards elimina-
tion cf deception, reliance, and scienter requirements in rule 10b-5 actions. This wounld not
only make control persons liable for their own acts, but also for the acts of others without
the benefit of statutory or common law defenses, The resnlt would be an expansion of sec-
ondary liability beyond that which was originally seen in the controlling persons statutes.

37. Act of May 27, 1933, ch. 38, § 185, 48 Stat. 84. '

58. 78 Cowg. Rec, 8668 (1934) (remarks of Senator Fletcher).

59. 15 US.C. § 770 (1970). "The purpose of this amendment was to “restrict the
scope of the section so as more accurately to carry out its real efgl.lrj;nost.-.. The existence of
control is not made a basis for liability unless that control was effectively exercised to bring
abont the action upon which liability is based.” 78 Cone. REc. 8669 (1934) (memoran-
dum submitted by Senator Fletcher).

60. S, 875, 73d Cong., 1st Sess. §§ 2(k), 4, 13 (1933), The Senate draft defined
“dummy” as a person with nominal authority or power to act but who was under an obliga-
tion to act under the direction of another. §. 875, 73d Cong., 1st Sess. § 2(k) (1933).

61. S. 875, 73d Cong., 1st Sess, § 13 (1933). This section provided in part: “It shall
be unlawful for any person, firm, corporation, or other entity, directly or indirectly . . .
wilfully to employ any device, scheme, ar artifice or to employ any ‘dummy’ or to act as
any such ‘dummy” with the intent to defraud , , . .»

62. See Act of June 6, 1934, ch. 404, § 208, 48 Stat. 908, amending, Securities Act
of 1933, § 15, ch. 38, § 15, 48 Stat. 84,

63. 15 US.C. § 78 (1970).
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a controlling persons provision similar to that of the Securities Act.** It was in
the context of the 1934 Exchange Act and the 1934 amendment to the 1933
Securities Act that the terms “control”, “controlling person” and “controlled
person” were first introduced.® Nothing appears in the Acts or in the legis-
lative history to further clarify precisely what Congress meant by ““control”.
Congress, apparently by design, has left the boundaries of definition to be
decided on the basis of the factual context of each situation on a case by case
basis. It is clear from case law that a variety of defendants may be found to
be control persons. Liability. has been extended to a firm for the acts of the
owner’s son (a former employee),®® to corporations for the acts of their direc-
tors,®” to directors for the acts of other officers,%® to promoters for the acts of
other promoters,®® to brokerage firms for the acts of their correspondents,?®
to brokerage firms for the acts of their employees™ and to minority sharehold-
ers for the acts of officers and directors.”> However, the real issue in securities
litigation under the controlling persons provisions of the Securities Act and the
Exchange Act is not who has been held liable, but rather upon what standards
their liability has been determined.

B. What is Conirol

As noted, Congress intended a very broad definition of control.”® The
best statement of this policy has been reflected in Myzel v. Fields.™ There the

. 64, 15US.C. § 78t(a) (1970), See note 7 supra. The defense available to control-
ling persons under the Exchange Act is: “acted in good faith and did not directly or indi-
rectly induce the act or acts constituting the violation or cause of action.”

" 1415515 Control is not defined, and this was deliberate according to the House Report
which states: .

In this section and section 11, when reference is made to “control”, the term is
intended to include actual control as well as what has been called legally enforce-
able control. (See Handy & Harmon v. Bumnet (1931) 284 US. 136.) It was
thought undesirable to attempt to define the term. It would be difficult if not im-
possible to enumerate or anticipate the many ways in which actual control may
be exerted. A few examples of the methods used are stock ownership, lease, con-
tract, and agency.” It is well known that actual control sometimes may be exerted
through ownership of much less than a majority of the stock of a corporation
either by the ownership of such stock zlone or through such ownership in com-
bination with other factors.

H.R. Rep. No. 13283, 73d Cong., 2d Sess. 26 (1934).

66. Senmott v. Rodman & Renshaw, 474 F.2d 32 (7th Cir.), cert. denied, 414 US.

926 (1973 5

67. v. Lum’s, Inc., 365 F. Supp. 1046 (S.D.N.Y. 1973).

68. Moerman v. Zipco, Inc., 302 F. Supp. 439 (E.D.N.Y. 1969), affd per curiam, 422
F.2d 871 (2d Cir. 1970). See also, Mader v. Armel, [1970-1971 Transfer Binder] CCH
Fep. Sec. L. Rep. 1 93,027 (S.D. Ohio 1971}, affd, 461 F.2d 1123 (6th Cir.), cert.
denied, 409 U.S. 1023 (1972).

69. Strong v. France, 474 F.2d 747 (9th Cir. 1973).

70. Hawkins v. Merrill Lynch, Pierce, Fenner & Beane, 85 F. Suggr 104 (W.D, Ark.
1949). A correspondent is a dealer in stocks who, because not a mem of the exchange,
must have his orders executed through a broker.

71. Hecht v. Harris, Upham & Co., 283 E. Supp, 417 (N.D. Cal. 1968}, modified on
other grounds, 430 F.2d 1202 (9th Cir. 1970).

72. Jezarian v. Csapo, [1972-1973 Transfer Binder] CCH Fep. Sec. L. Rer. T
93,795 (S.D.N.Y. 1973).

73. See note 65 supra.

74. 386 F.2d 718 (8th Cir. 1967), cert. denied, 390 U.5. 951 (1968).
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court said: “The statute is remedial and is to be construed liberally, It has
been interpreted as requiring only some indirect means of discipline or influ-
ence short of actual direction to hold a ‘controliing person’ liable.”?”s In cases
following the line of reasoning of the Myzel court, sections 15 and 20 of the
Securities Act and the Exchange Act, respectively, have been viewed as an cxten-
sion of the general common law doctrine of respondeat superior.”®  Generally
managers, officers and directors, and majority stockholders are found to be per-
sons controlling a corporation or other entity, and thus liable for its frauds.
Conversely, frequently the direction of the transmittal of responsibility has been
reversed by holding that a corporation or other entity is a controlling person
and subject to liability for the conduct of an agent, representative or corrsspond-
ent even thoogh the law of agency itself might or might not sustain such lia-
bility. 77

Two discernible lines of authority can be identified in the attempt to de-
fine what type or quantum of control will be necessary to establish a person or
entity as a controlling person in securities litigation. The first line of demar-
cation in cases explicitly construing a definition of control views the term as a
static concept requiring no affirmative conduct upon the part of the controlling
person to impose liability.’® In Moerman v. Zipco, Inc.,™® plaintiff, a pur-
chaser of securities, alleged that the president of Zipco had represented to him
that the issue of securities would be small. In fact there were 227 subscrib-
ers to the 175,000 share issue. Plaintiff demanded a return of the consider-
ation paid. The court held:

Based on their actions at the board meetings and their sale of stock,

the conclusion is inescapable that persons who act as directors are in

control of the corporation. This is especially true in light of the lib-

eral construction of this section as including “indirect means of disci-

pline or influence of actual direction.”so
Zipco was held liable for the fraud of its president. The control of Zipco
included the indirect control of its president. Thus, all of the directors, by
their control of Zipco were said to be in control of, and responsible for, the

(1965' Myzel v. Fields, 386 F.2d 718, 738 (8th Cir. 1967), cert. denied, 390 U.S. 951

76. Mader v. Armel, 461 F.2d 1123 (6th Cir.), cert. denied, 409 U.S. 1023 (1972);

gemilsgr;;' v. Weaver, 445 F.2d 76 (7th Cir. 1971); Whittaker v. Wall, 226 F.2d 868 (8th
ir. :

71. Fey v. Walston, 493 F.2d 1036, 1052 n.16 (7th Cir. 1974); Richardson v, MacAr-
thur, 451 F.2d 35 (10th Cir. 1971); Hecht v. Harris, Upham & Co., 430 F.2d 1202 (5th
Cir. 1970); Lorenz v. Watson, 258 F. Supp. 724 (E.D. Pa, 1966).

78. Harriman v. EI. duPont Nemours & Co., 372 F. Supp. 101 (D. Del. 1974); Dyer
v. Eastern Trust & Banking Co,, 336 F. Supp. 890, 915 (D. Me. 1971); Moerman v. Zipco,
Inc, 302 F, Supp. 439, 447 (BDN.Y. 1969), affd per curiam, 422 F2d 871 (2d Cir.
1970), This has been termed the control by status approach. Note, The Burden of Con-
rol: Derivative Liability Under Section 20(a) of the Securities Exchange Act of 1934, 48
N.YU.L. Rev. 1019, 1021-22 (1973).

';9. 302 F. Supp. 439 (E.D.N.Y. 1969), aff'd per curiam, 422 F.2d 871 (2d Cir,
1970).

80. 302 F. Supp. at 448. Myzel v. Fields, 386 F.2d 718, 738 (8th Cir, 1967), cert.
denied, 390 U.S. 951 (1968).
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acts of Zipco's president unless they sustained their burden of proving that
they acted in good faith.5!

Another line of cases requires a showing of control in fact over the activ-
jties constituting the alleged violation.?* To impose liability upon directors
simply because of their status as directors would, even in light of the statutory
defenses provided, be a major step towards the imposition of strict liability the-
ory in securities law.,

The legislative history of the securities laws with its reference to “legally
enforceable control”®3 arguably could support the proposition that this section
was intended to embrace those who merely by their position may be deemed
to be in control. However, as was said in Lorenz v. Watson,"* “[e]ach provi-
sion of the Act must be interpreted in light of the evil Congress sought to pre-
vent.”85 The burden of liability is imposed upon controlling persons to deter
conduct which is violative of the securities laws. If a person is not in control
or in a position to influence conduct, although he may be an officer or director,
the sanction of liability is not, as to him, apt to change his actions. On the
other hand, in cases such as Lorenz where failure to supervise was considered
a violation, it would appear that even a non-controlling director could super-
vise conduct and perhaps prevent a securities violation from taking place.

To define control in terms of quantum of ownership or degree of con-
trol would be to place precise limitations upon the bounds of the controlling
persons sections and would be at odds with the remedial purposes of the
acts. Rather, courts should develop control status based on the facts of each
case, comsidering all relevant factors which indicate an exercise of restraint,
direction or command. In Hawkins v. Merrill Lynch, Pierce, Fenner & Beane 8
factors which were considered to demonstrate control of a correspondent bro-
ker were that:

The defendants directed Waddy in the conduct of his business by fur-
nishing him the wire, the cotton ticker, prescribing the form of ac-
counts, prescribing the manner in which accounts . . . were to be han-
dled, furnished part of the forms for the transaction of his business,
checked and approved his confirmation forms . . . and particularly
directed him in his compliance with the rules of the exchange.??

In Richardson v. MacArthur,®® in discussing control of the agent MacAr-
thur by Bonneville, a Utah insurance corporation, the court said:

81. Id.

82. Klapmeier v. Telecheck Intl, Inc., 482 F.2d 247 (8th Cir. 1973}; Sconott v.
Rodman & Renshaw, 474 F.2d 32 (7th Cir.), cert. denied, 414 US. 926 (1973); SEC v.
First Sec. Co., 463 F.2d 981 (7th Cir.), cert. denfed, 409 U S. 880 {1972); Stadia Oil &
Uranium Co. v. Wheelis, 251 F.2d 269 (10th Cir. 1957); Mader v. Armel, [1970-197]
Transfer Binder] CCH Fep. Stc. L. Rep. 1 93,027 (8.D. Ohio 1971), aff'd, 401 F.2d 1123
{6th Cir.), cert. denied, 409 U.S. 1023 (1972).

83. See note 65 supra.

84. 258 F. Supp. 724 (E.D. Pa. 1966).

85. 258 F. Supp. at 733.

86. 85 F. Supp. 104 (W.D. Ark, 1949).

87. 85F. Supp. at 123,

88, 451 F.2d 35 (10th Cir, 1971).
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MacArthur was the man selected by Bonneville to develop Benneville

in California. In this capacity and with the knowledge and consent

of Bonneville’s officers, MacArthur not only set up Bonneville’s

agency in California and obtained certification for Bonneville fo sell

insurance there, but he also prospected California for mergers and ac-

quisitions. In sum, he dealt with practically any matter affecting

Bonneville in California. Since MacArthur regularly reported to Bon-

neville’s executive committee concerning those vast dealings which he

was undertaking for Bonneville in California, it cannot now be

claimed that Bonneville lacked influence to control, direct or disci-

pline MacArthur with regard to those dealings, 89

It will be noted that in neither Hawkins nor Richardson did the de-
fendant controlling person actually control the specific fraudulent activity of
the employee, agent or correspondent. Nevertheless, they were found to be
controlling persons within the meaning of the Acts. This is because they were,
in fact, in control of the general activities of their employees. Their control was
an all encompassing sphere. ‘When the agent or employee steps beyond this
sphere of control, it does not eliminate the status of the defendant as a con-
trolling person, but rather brings him within another adjacent sphere of statu-
tory defense to controlling persons liability. It is submitted that this is exactly
the analysis both intended by Congress and needed by the courts if the con-
trolling persons sections are to become an effective means of reaching the goals
of the securities acts. It will also be noted that this is an approach
which lies somewhere between the two predominant lines of authority con-
sidering a definition of controlling persons, those of control by status and con-
trol in fact. -

This view can be demonstrated by Klapmeier v. Telecheck International,
Inc.,°° where it was said:

The issue of “control” is a complex fact question which requires an
examination of the relationships of the various alleged “controlling
persons” to the person or entity which transacted the sale of securities
alleged to have violated the Act, an examination which cannot be lim-
ited to a cursory review of their proportionate equity positions, em-
ployment or director status on relevant dates. While a majority share-
holder might as a matter of law be held to “control” the entity regard-
less of his actual participation in management decisions and the spe-
cific tramsaction in question, the absence of a substantial ownership
of shares does not foreclose liability under the Act as a “controlling
person,”?#!

The issue of whether a particular defendant is constructively a controlling per-
son should be faced only in the event the evidence fails to establish that
quantum of actual control contemplated by the securities acts.®? Tt has been

89. 451 F.2d at 42 (footnote omitted). - ‘

80. 315 F. Supp. 1360 (D. Miun. 1970), rev'd and remanded on other grounds, 482
F.2d 247 (8th Cir. 1973%_.

91. Klapmeier v. Telecheck Intl, Inc., 315 F. Supp. 1360, 1361 (D. Minn. 1970),
rev’dgr;nd Ir;manded on other grounds, 482 F.2d 247 (8th Cir. 1973).
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said that the purpose of the controlling persons sections is to impose liability
only upon those who fall within its definitions and are in some meaningful
sense culpable participants,®® This is a valid conclusion, yet quite logically it
can be reached through the same analysis used in the Hawkins, Richardson and
Telecheck decisions. Under proper analysis, there is no need to restrict the
scope of what can be termed culpable control, for where fairness requires re-
striction it can be found within the statutory defenses.

In White v. Abrams,?* although primarily within the context of a rule
10b-5 action the court developed an interesting approach in this regard.

The proper analysis, as we see it, is not only to focus on the duty of

the defendant, but to allow a flexible standard to meet the varied fac-

tual contexts without inhibiting the standard with traditional fault con-

cepts which tend to cloud rather than clarify. By adopting such a

duty analysis, we avoid the confusion that arises from classifying the

defendants as primary and secondary, ot from classifying the transac-

tions as direct or indirect.”®
The approach taken in White may well be a workable solution to the prob-
lem of defining control and ascertaining the controlling person. It would
involve a factual determination and an imposition of liability based upon the
merits of that factual determination rather than a strict departmentalization

of defendants and degrees of liability.

IV. EXCLUSIVITY

Since the common law theories of liability ‘which were discussed earlier
existed long before the imposition of secondary liability under the securitics
acts, and since they often contain less readily available defenses than the se-
curities acts, secondary defendants have argued that the securities acts should
be, and were intended to be, the exclusive theory of liability. They reach this
conclusion by pointing to the statutory defenses afforded to all controlling per-
sons under the securities acts, and arguing that unless statutory Liability is exclu-
sive it will merely be superfluous in most cases of secondary Hability.?® Two cases
have specifically upheld the doctrine of exclusivity.?” In SEC v. Lum’s, Inc.,*®
liability was predicated on an agency or respondeat superior doctrine. The de-
fense contended that the existence of statutory liability implied a congressional
intent that other theories of secondary liability were inapplicable. They ar-
gued that employer-employee, principal-agent and broker-dealer relationships
were within the controlling persons sections.?® Although it is uncertain whether

93. Lanza v. Drexel & Co., 479 F.2d 1277, 1299 (2d Cir. 1973).

94, 495 F.2d 724 (9th Cir. 1974).

95, 495 F.2d at 734,

96, See Note, Brokerage Firm’s Liability for Salesmen’s Fraudulent Practices, 36
ForpuaM L. Rev. 95, 101 (1967).

97. Gordon v. Burr, 366 F. Supp. 156 (5.D.N.Y. 1973); SEC v. Lum’s, Inc., 365 F.
Supp. 1046 (S.D.N.Y. 1973).

98. 365 F. Supp. 1046 (S.D.N.Y. 1573).

99. Defendant Lehman Brothers’ Post-Trial Memorandum of Law at 52, SEC v,
Lum’s, Inc., 365 F. Supp. 1046 (S.D.N.Y. 1973)
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the court actually considered the controlling persons sections as exclusive, it
did reject the SEC contention, holding that section 20(a) was applicable and
tejecting liability on a good faith defense.100 Nevertheless, in Gordon v.
Burr,*%! the court held that where section 20(a) was applicable there was no
basis for applying the theory of respondeat superior, given the existence of an
express statutory remedy.102

On the other hand, in John Hopkins University v. Hutton,'%® it was ex-
pressly held that the partners of a broker-dealer were liable for the frauds of
their employee committed in the course of his employment, and that the “con-
irolling persons” standard of liability did not apply to the employer-employee
relationship.1%* “What legislative history there is does not indicate that Con-
gress intended Section 15, originally or as amended, to serve as a limitation
on liability.”15 The district court, joined by the Fourth Circuit, felt that
section 15 should be seen only as establishing a ‘“controlling perscns” la-
bility which would suppplement and extend beyond common law. Other courts,
while not specifically addressing the issue have applied agency principles in-
stead of the relevant controlling persons sections of the acts, thus stripping
defendants of their statutory defenses.19® in light of the limitations inher-
ent in common law theories discussed above, and in light of courts propensities
to search for alternate theories of Liability'®7 it would seem that few courts
will construe statutory liability as exclusive. This, it is submitted, accords with
both the remedial purposes of the act and the language itself which, at least in
secticn 15, speaks to control “through agency or otherwise.” Tt seems likely that
the specific statutory sanctions will be available only in those instances where
liability can be imposed only under the statutory theory.1¢8

V. STATUTORY DEFENSES
A. The1933 Act: Section 15
As noted above'®® the 1933 Act was amended to include as a statutory

100. SEC v. Lum's, Inc., 365 F. Supp. 1046, 1064-65 (S.D.N.Y. 1973).
10L. 366 F. Supp. 156 (S.D.N.Y. 1973),
102. 366 F, Supp. at 168,
1C3. 422 F.2d 1124 (4th Cir. 1970),
104. 422 F.2d at 1130.

105, John Hopkins Univ, v, Hutton, 297 F. Supp. 1165, 1211-12 (D. Md. 1968}, affd
on this point, 422 F.2d 1124, 1130 (4th Cir. 1970). The court further said:

The legislative history and case law, to the extent there is any, wouid appear to

buttress a construction of Section 15 to exclude application of the latter to an em-

ployment relationship. A coatrary conclusion would in effect give blessing to a

hear-no-evil, see-no-evil approach by partners of a brokerage house which is

hardly in keeping with the remedial purposes of the ’33 Act. . . .

297 F. Supp. at 1212.

06. Fey v. Walston & Co., 493 F.2d 1036 (7th Cir. 1974); Lewis v. Walston & Co,,
487 F.2d 617 (5th Cir, 1973); John Hopkins Univ. v. Hutton, 422 F.2d 1124 (4th Cir.
197C), aff’'g in part and rev'gin part 297 F. Supp. 1165 (D. Md. 1968); Armstrong, Jones
& Co., 421 F.2d 359 (6th Cir, 1970).
1972§07. SEC v. First Sec. Co., 463 F.2d 981 (7th Cir.), cert. denied, 409 U.S. 380

108. See Ruder, supra note 8, at 608.
109. See supra notes 57-62 and accompanying text.
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defense a section which provides that a controlling person will not be liable
if he 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 al-
leged to exist.”110 This amounts essentially to a defense which must be scru-
tinized on a factual basis. Actual knowledge may, of course, be ascertained
by objective standards and, “reason to believe”, while measuring liability by
hindsight, may also be established with reasonable objectivity.

It is submitted that the defense standard under section 15 of the Securi-
ties Act of 1933 is more difficult to satisfy than the analogous defense under
section 20(a) of the 1934 Securities Exchange Act. If, as was noted in John
Hopkins University v. Hutton,'*' a hear-no-evil, see-no-evil attitude by sec-
ondary defendants was sufficient to establish a defense under section 15, then
the act would hardly seem to accomplish its remedial purpose. Quite the con-
trary, it would seem such a construction would actually foster securities viola-
tions, as the primary defendant would operate in a context screened from su-
pervision, However, it appears, as was noted in DeMarco v. Edens,*1? as long
as defendants exercised reasonable care in the selection and supervision of the
primary participant in the securities law violations, they would be seen as estab-
lishing their statutory defense. Conversely, however, it appears that if the de-
fendants fail to exercise reasonable care they would not be able to avail them-
selves of the statutory defense. The failure to meet a standard of reasonable
care seems to be that of mere negligence.l'® Consequently, courts, when
considering whether defendants meet this statutory standard as a defense will
need to find only some failure to exercise reasonable care to deprive a sec-
ondary defendant of any statutory defense under section 15 liability.

It is somewhat contradictory in a sense, that under section 15 of the Se-
curities Act only a minor implied burden of investigation appears!!* and yet
mere negligence will suffice for liability, while under section 20(a) of the Ex-
change Act defendants are often required to exercise a high degree of super-
vision or affirmative action to establish their good faith defense. Under sec-
tion 20(2) a higher degree of culpability is required. Yet that is the only
logical interpretation which may be given to case law under section 15. It
might be added that it is logical in another sense that where a higher burden of
affirmative action is required, more culpable conduct will be required to es-
tablish liability while with lesser supervision required negligence will suffice.

110. 15 U.S.C. § 770 (1970).

111. 297 F. Supp. 11635 (D. Md. 1968), aff'd in part and rev’d in part, 422 F.2d 1124
(4th Cir. 1970).

112. 390 F.2d 836 (2d Cir. 1968).

113, See Whittaker v. Wall, 226 F.2d 868 (8th Cir. 1955); Hawkins v. Merrill Lynch,
Pierce, Fermer & Beane, 85 F. Supp. 104, 123 (W.D, Ark. 1949).

114. DeMarco v. Rdens, 390 F.2d 836, 84243 (2d Cir. 1968); Hawkins v. Merrill
Lynch Pierce, Fenner & Beane, 85 F. Supp. 104, 123 (W.D. Ark. 1949); Folk, Civil Lia-
bilities Under the Federal Securities Acts: The Barchris Case, Part II—The Broader Im-
plications, 55 VA, L. Rev. 199, 216-24 (1969) (suggesting that the statutory defense imposes
a duty similar to that imposed under section 12(2) of the 1933 Act).
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But it is hard to find justification for this analysis in the language of the acts
themselves.

B. The 1934 Act: Section 20(a)

It has been suggested that:

[Tihe 1934 Act gives the controlling person a seemingly readier de-
fense than the 1933 Act. Under section 20(a) of the 1934 Act the
controlling person need prove only that he “acted in good faith and
did not directly or indirectly induce the act or acts constituting the
cause of action,” whereas under Section 15 of the 1933 Act the con-
trolling person must prove that he “had no knowledge of or reasonable
ground to believe in the existence of facts by reason of which the lia-
bility of the controlied person is alleged to exist.”115

The most commonly cited case construing section 20(a) defenses is Lorenz
v. Watson,'1¢ Under allegations of “churning”!17 an account, the court, with re-
spect to the good faith defense, said that to satisfy the act “it is necessary

for the [controlling person] to show that some precauticnary measures were
taken to prevent the injury suffered.”’'® Fajlure of a controlling person to

properly maintain and diligently enforce a proper system of internal supervi-
sion and control has been held to constitute participation in the misconduct
and wiil be deemed to Lave been committed by the controlling person.1® ) ja-
bility is clearly distinguishable under section 20(a) from that of section 15
with the recognition that where the evidence shows that the controlling per-
son is the actual intended beneficiary no knowiedge of the wrongdoing is re-
quired. The situation is directly analogous to the generally understood con-
cept that a principal need not have knowledge of the frauds of his agent before
liability may be imposed.12® Tt appears, however, that the burden of proving
good faith or non-inducement is much easicr than that of proving freedom from
negligent conduct.2?! In SEC v. Lum’s, Inc.,'22 the court was unwilling to im-
pose liability upon a secondary defendant because an actual internal supervi-
sion system had been utilized, aithough obviously not effectively.’?s Tt ap-
pears that the secondary defendant must be found to be “in some meaning-
ful sense culpabie . . ."2¢ such as was the case in SEC v. First Securities
Co.,'*% where the firm actively enforced a policy which led to a securities

115. 3 L. Loss, SECURTTIES REGULATION 1747 (2d ed, 1961) (citation omitted).

116. 258 F. Supp. 724 (E.D. Pa. 1%66).

117. Churning involves overactive trading of an account to generate commissions,

118. Lorenz v. Watson, 258 F. Supp. 724, 732 (E.D. Pa. 1966),

119, SEC v. First Sec, Co., 463 F.2d 981, 987 (7th Cir.), cert. denied, 409 U8, 880
(1972); Hecht v, Harris, Uphem & Co., 283 F. Supp. 417, 438 (N.D. Cal. 1968), modi-
fied on other grournds, 430 F.2d 1202 (%th Cir. 1970).

12()). Myzel v. Fields, 386 F.2d 718, 738 (8th Cir. 1967), cert. denied, 390 U.S. 951

121. See notes 10 and 11 supra and accompanying text.

122. 365 F. Supp. 1046 (S.D.N.Y, 1973).

123. 365 F. Supp. at 1065-58,

124, Lanza v. Drexel & Co., 479 F.2d 1277, 1299 (2d Cir. 1973).
125. 463 F.2d 981 (7th Cir.), cert. denied, 409 .S, 880 (1972).
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law violation,128

Statutory defense under section 20(2) requires good faith and non-in-
ducement. Since the legislative history indicates that liability cannot be predi-
cated on control unless it is effectively exercised,127 the conclusion which obvi-
ously must be reached is that mere negligence will not sustain liability under
section 20(a). This is exactly the result which was reached in Hughes v.
Dempsey-Tegeler & Co.,** when the court was directly confronted with the
issue. The court said that: “a controlling person cannot be held accountable
for that which he did not intend, murture, encourage, condone, sanction or
otherwise induce.”2® In Lanza v. Drexel & Co.,1%° the court held that “a di-
rector . . . owes no duty to insure that all material, adverse information is con-
veyed to prospective purchasers . . - M31 Thus it appears that under section
20(a) affirmative action is required. However, more than mere negligence is
required to replace whatever affirmative action has been taken by the sec-
ondary defendant. There still exists, however, a certain amount of confusion
as to how much affirmative action is required as can be seen by a comparison
of the Lanza and Lorenz decisions. In the final analysis it would appear that
the approach in Lorenz could be effectively utilized in situations such ag that
presented in Lanza. A duty to supervise could be imposed, and Hability assessed
for non-supervision, without any undue burden. It could take into account
many factors such as knowledge of the specific frandulent activity,'®* the de-
gree of benefit obtained by the secondary defendant,’®® and whether the sec-
ondary defendant knew of the existing potential for fraud.!** Such a duty is
neither unfair nor inconsistant with a reading of the act itself.

VI. CONCLUSION

In the increasing amount of securities litigation under the guise of secon-
dary liability, courts often are confronted with numerous alternative theories
of liability, and are often prone to establish or deny liability under more than
one.’35 Consequently, the burden of defending such litigation is often im-
mense. 188 While recognizing that many common law secondary liability the-
ories do present a useful, if somewhat limited function, it is submitted that

126. See note 42 supra and accompanying text,

127. See note 59 supra.

128. [1973 Transfer Binder] CCH FED. Sec. L. Rep. T 94,133, at 94,551 (C.D. Cal.
Sept. 4, 1973).

Id.

130. 479 F.2d 1277 (2d Cir. 1973).

131. 479 F.2d at 1289.

132, Moerman v. Zipco, Inc., 302 F. Supp. 439, 447 (ED.N.Y. 1969), affd per
curiam, 422 F.2d 871 (2d Cir. 1370).

133, Mader v, Armel, [1970-1971 Transfer Binder] CCH Fep. Sec. L. Rep, 7 93,027
5(11997%';99 (S.D. Ohio 1971), aff'd, 461 F2d 1123 (6th Cir.), cert. denied, 409 .S, 1023

134, Richardson v. MacArthur, 451 F.2d 35, 4142 {10th Cir, 1971).

135, SBC v. First Sec. Co., 463 F.2d 981 (7th Cir.), cert. denied, 409 U.S. 880 (1972).

136. See, e.g., Carpenter v. Hall, 311 F. Supp. 1099 (S.D. Tex. 1970) (93 defendants
were named, primarily on theories of secondary liability).
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sections 15 and 20(a) of the Securities Act of 1933 and the Securities Ex-
change Act of 1934 respectively should be utilized more often. Following a
factual analysis such as is suggested in the Telecheck®” decision, courts can
expand their definition of control without expanding liability as is suggested
in several cases above.l%® The enormous potential for abuse which exists in
the securities area demands that control include within its bourds all of the
activities of those persons acting under the direction, supervision or authority
of another. Yet if the statutory defenses are considered with an eye towards
fairness in dealing with the individual defendants, the burden of liability need
cot be too great. If control is determined upon an actual rather than a status
basis, the secondary defendant who is determined to be a control person can
escape liability by sustaining his statutory defense by showing that the activity
was within the sphere of control where the statutory defense is applicable.

It is imperative that a more cohesive body of law develop around. the
sections which, in today’s world of directors and conglomerates, impose Hability
on those who operate behind the scenes of the business structure. If the courts
reject the exclusivity doctine, and keep one eye towards the common law doc-
trines as supplemental theories, controlling persons’ liability can perhaps de-
velop info a consistant body of law which will further the original goals of the
securities laws.

RaNDALL G. HORSTMANN

137. Klapmeier v. Telecheck Int’l, Inc., 482 F.2d 247 (8th Cir. 1973).
138. See notes 86.90 supra and accompanying text.



