SEC v. Tambone: First Circuit Rejects the SEC's Approach to Scope of Rule 10b-5(b)

BY JOHN R. FAHY

~rokers and other intermediaries often find themselves

lasf*prospectlve defendants standing after a securities fraud

lapses However, a major new case from the First Circuit
on the scope of Securities and Exchange Commission (SEC)
Rule 10b-5(b) may provide brokers and intermediaries with
protection against claims based on distributing someone else’s
statement. The First Circuit held in SEC v. Tambone! that using
a statement is not the same as making a statement, and the
defendant must directly or indirectly make a statement to be
found primarily liable under Rule 10b-5(b) under the Securities
Exchange Act of 1934.

Rule 10b-5 provides a private cause of action for securities
fraud violations.? It can also be generally enforced by the SEC?
and specifically enforced by the Financial Industry Regulatory

- Authority (FINRA) against its members and associated per-
sons.* Rule 10b-5 makes it unlawful for “any person” “directly or
indirectly” in connection with the purchase or sale of securi-
ties to employ “any device, scheme, or artifice to defraud,”™ “[t]
o make any untrue statement of a material fact or to omit to
state a material fact necessary to make the statements made,
in the light of the circumstances under which they were
made, not misleading,™ or “[t]o engage in any act, practice, or
course of business which operates or would operate as a fraud
or deceit upon any person.”

Large amounts of Rule 10b-5 caselaw focused on defining ma-
teriality® and scienter.” Rule 10b-5 was limited in 1994 when the
Supreme Court held in Central Bank that there was no aiding and
abetting cause of action under the Exchange Act.”” Congress then
added Section 20(e) to the Exchange Act to restore the SEC’s
right to pursue aiding and abetting actions, but it did not provide
the ability for any other party to enforce an aiding and abetting
claim." Thus, private litigants and FINRA must allege and prove
primary liability under Rule 10b-5 to pursue a cause of action.

In 2008, the Supreme Court further limited claims under
Rule 10b-5(a)’s scheme liability provisions by requiring that
the defendants be tied to an actual fraudulent statement to
have scheme liability.” The Supreme Court reasoned that such
acts require reliance by private litigants on the defendant’s
statements. The Court went on to hold that a false statement
to an issuer of securities that the issuer knows is false does not
satisfy that requirement because investors could not have re-
lied on that statement.” The Court determined not to use the
scheme approach of Rule 10b-5(a) to, in substance, resurrect
aiding and abetting claims against secondary defendants.

Given this background, the scope of Rule 10b-5(b) became
hugely important for secondary securities fraud defendants and
those who want to sue them. On March 10, 2010, the First Cir-
cuit issued its Tambone en banc opinion defining the scope of
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“to make” under Rule 10b-5(b).* The Tambone defendants were
executives of a mutual fund distributor broker-dealer affiliated
with the mutual funds’ sponsor. The mutual fund prospectuses
made various statements hostile to short-term market tim-

ing purchases and sales. The SEC alleged that the defendants
knew or recklessly ignored these statements hostile to short-
term market timing and allowed certain preferred customers

“to engage in market timing forays” in the funds, and made
material misrepresentations and omissions in the prospectuses.’
The SEC further alleged that the defendants “made” false
statements within the meaning of Rule 10b-5(b) by “using the
prospectuses in their sales efforts, allowing the prospectuses to
be disseminated and referring clients to them for information.”

First, the SEC argued that the defendants “made” the
mistepresentations by using the prospectuses to sell mu-
tual funds. Second, the SEC argued that the defendants
impliedly made false representations to investors to the
effect that they had a reasonable basis for believing that
the key representations in the prospectuses were truthful
and complete. This implied statement theory rested on
the premise that a securities professional engaged in the
offering of securities has a “special duty” to undertake
an investigation that would provide him with a reason-
able basis for believing that the representations in the
prospectus are truthful and complete. Therefore, the
theory goes, a securities professional “makes” an implied
representation to investors that the prospectus is truth-
ful and complete when he engages in an offering.”

The First Circuit rejected both SEC approaches and held
that the defendants did not “make” those statements under
Rule 10b-5(b) and thus have no primary liability. The court
noted that Section 10(b) of the Exchange Act prohibited
the “use” of manipulative and deceptive devices, but that, in
writing Rule 10b-5(b), the SEC chose the term “make” instead
of “use,” that the SEC’s choice of the more restrictive term
“make” was deliberate, and that the SEC cannot now allege
that “make” really means “use” under Rule 10b-5(b)." Thus, the
persons found to have primary liability under Rule 10b-5(b)
actually need to make the statements, not just use them.

Further, the First Circuit was greatly concerned with how
the SEC’s Rule 10b-5(b) standard would affect private litigation
in light of the 1994 Central Bank case limiting aiding and abet-
ting liability. The court said:

Refined to bare essence, the SEC, through the instru-
mentality of Rule 10b-5(b), seeks to impose primary
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liability on the defendants for conduct that constitutes,
at most, aiding and abetting (a secondary violation).
Allowing the SEC to blur the line between primary and
secondary liability would be unfaithful to the taxonomy
of Central Bank. . . . Allowing courts to imply that “X”
has made a false statement with only a factual allegation
that he passed along what someone else wrote would
flout a core principal that underpins the Central Bank.
We decline the SEC’s invitation to go down that road.”

The First Circuit focused on the duties owed by under-
writers in the Rule 10b-5(b) context. The court said that “se-
curities professionals working for underwriters have a duty
to investigate the nature and circumstances of an offering

. (and that) the SEC theorizes that such securities profes-
sionals impliedly ‘make’ a representation to investors that
statements in a prospectus are truthful and complete.” The
First Circuit said that:

If we were to give credence to this theory, the upshot
would be to impose primary liability under Rule 10b-
5(b) on these securities professionals whenever they
fail to disclose material information not included in a
prospectus, regardless of who prepared the prospec-
tus. That would be tantamount to imposing a free-
standing and unconditional duty to disclose.”

The Fizst Circuit held that the nondisclosure of informa-
tion involving those other than the issuer:

[I]s actionable under Rule 10b-5 only when there is an
independent duty to disclose the information arising
from ‘a fiduciary or other similar relation of trust and
confidence’ between the parties. . . . Fidelity to that
requirement demands that we reject the SEC’s notion
that a breach of duty to investigate [under Sections

11 and 12 of the Securities Act of 1933], without more,
is a breach of a duty to disclose (and thus should be
treated as a primary violation under Rule 10b-5(b)).”

On March 26, 2010, the SEC's solicitor, Jacob Stillman,
told SEC Speaks conference attendees that it was too early to
determine if the SEC was going to appeal the Tambone deci-
sion to the Supreme Court.

The Tambone case is very significant to brokers and other
securities intermediaries because it provides a defense against
allegations that a defendant should be liable under the anti-
fraud provisions of federal securities laws for statements made in
prospectuses and private placement memoranda created by oth-
ers through the mere act of distributing those statements. In the
wake of the court’s holding in Tambone, distribution of someone
else’s statement does not necessarily mean adopting that state-
ment as one’s own for the purposes of Rule 10b-5 liability.

The SEC and a bankruptcy court have recently taken
several actions against issuers of purported private placements
sold by brokers that each involved several hundred mil-
lion dollars of investor funds. Receivers® and a bankruptcy
trustee* have been appointed. With receivers and a trustee in
place of the issuers, victimized investors have been pursuing
claims against brokers that sold these private placements.
The Tambone case may provide some protection against
making the brokers vicariously responsible for the issuers’
statements. However, brokers or other intermediaries may
theoretically remain liable under Rule 10b-5(b) for their own
statements regarding due diligence?® or investor suitability.”

The Tambone case may also be used to interpret other
rules with similar language. For example, SEC Rule 10b-9
provides for liability for “any person, directly or indirectly, in
connection with the offer or sale of any security, to make any
representation” (emphasis added) regarding the specified units,
price, and time requirements of an offering and then not fol-
low through on those representations.” Both Rule 10b-5(b) -
and Rule 10b-9 were promulgated under the SEC’s authority
under Section 10(b) of the Exchange Act. Additionally, both
rules use precisely the same phrase: “to make” modified by
“directly or indirectly.” Consequently, the same limitations
should apply to both rules. Securities professionals can’t be
held primarily liable under Rule 10b-5(b) and 10b-9 for state-
ments in offering documents that they did not make and only
disseminated and referred prospective investors to as part of
their sales efforts.

John R. Fahy is a partner with Whitaker, Chalk, Swindle &
Sawyer, LLP in Fort Worth, Texas. He can be reached at jfahy@
whitakerchalk.com.
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