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lis v. Bankers Trust Co.," has seemingly aligned the Second Circuit
with the Fifth by concluding that a claimant’s burden in a section
10(b) action should be “simply to negate recklessness when the defend-
ant puts that in issue, not to establish [his own] due care.”* The
court, however, declined to overrule Hirsch. Although maintaining
that the case should be limited to its facts, Judge Friendly stated that
he had “no quarrel whatever” with its result.®

The wide divergence of the post-Hochfelder standards® under-
scores the insufficiency of any attempt to establish an arbitrary de-
marcation of prohibited behavior that results in dismissal of a
plaintiff’s claim. Regardless of which standard is applied, the use of

rev’d on other grounds, 602 F.2d 478 (2d Cir. 1979), cert. denied, 444 U.S. 1045
(1980), cited Hirsh with approval. See also Greene v. Emersons, Ltd., [1979-80
Transfer Binder] Fed. Sec. L. Rep. (CCH) 1 97,266, at 96,868 (S.D.N.Y. 1980) (Ed-
wards & Hanly cited with approval); Bradford Sec. Processing Servs., Inc. v. County
Fed. Sav. & Loan, 474 F. Supp. 957, 965 (S.D.N.Y. 1979) (plaintiff’s “negligence”
sufficient to bar recovery because he is in the “best position to know what was
happening”); Rice v. Baron, [1979-80 Transfer Binder] Fed. Sec. L. Rep. (CCH)
9 97,200, at 96,583 (S.D.N.Y. 1979) (plaintiff was negligent because he ignored
financial statements that gave him notice of a possible fraud).

61. 615 F.2d 68 (2d Cir. 1980). Mallis involved a complex securities transaction
in which the plaintiff purchased shares in Equity National Industries, Inc. and subse-
quently learned that they contained transfer restrictions that rendered them value-
less. Id. at 71-74.

62. Id. at 79 (footnote omitted). Although the court’s language appears to indicate
that the plaintiff's failure to exercise due care is an affirmative defense to be raised
and proved by the defendant, the court adopted Dupuy’s approach, concluding that
the plaintiff must negate his own recklessness as an element of the cause of action.
Id. at 79 n.10.

63. Id. at 79. The court characterized the plaintiff’s conduct in Hirsch as going
“far beyond negligence.” Id. It acknowledged in a footnote, however, that the “facts
in Edwards ¢» Hanly would have led to dismissal under the Dupuy standard.” Id. at
79 n.9. Mallis’ reasoning has been endorsed in Greenfield v. Flying Diamond Oil
Corp., {1979-80 Transfer Binder] Fed. Sec. L. Rep. (CCH) 1 97,298, at 97,043
(S.D.N.Y. 1980). But see Verace v. New York Stock Exch., Inc., [Current Transfer
Binder] Fed. Sec. L. Rep. (CCH) 1 97,575, at 98,043 (S.D.N.Y. 1980) (Edwards &
Hanly, not Mallis, cited with respect to plaintiff’s diligence).

64. The divergent formulations of due diligence present formidable analytical dif-
ficulties. See Dupuy v. Dupuy, 551 F.2d 1005, 1014-18 (5th Cir.), cert. denied, 434
U.S. 911 (1977). For instance, the Fifth Circuit noted that a variable duty standard,
which varies the defendant’s duty to disclose in relation to the status of the plaintiff,
may lead to “gamesmanship” by defendants as they adjust their degree of disclosure
to the status of the victim. Id. at 1015; Wheeler, supra note 4, at 591. Similarly, the
Dupuy court assailed the “materiality-reliance approach™ of the First and Tenth Cir-
cuits as presenting a problem of “consistency of application.” 551 F.2d at 1015. Be-
cause the Supreme Court held that proof of reliance in 10b-5 actions is unnecessary
in cases involving omissions, Affiliated Ute Citizens v United States, 406 U.S. 128
(1972), an approach that subsumes the due diligence element into the plaintiff’s re-
liance requirement would “remove from plaintiffs the responsibility of exercising due
care to protect their interests in omission cases.” 551 F.2d at 1015-16.



1981] DUE DILIGENCE 375

due diligence as a liability-denying rule is at cross purposes with the
policies that the requirement is intended to promote.

II. A Prorosep DUE DiLIGENCE REQUIREMENT
A. Due Diligence as a Liability-Reducing Rule
The notion of a due diligence requirement is a sensible one. It
promotes stability in the securities markets through reasoned invest-
ment-making® and reflects the equitable notion that only those who
have pursued their own interests with care and good faith should
qualify for the judicially created 10b-5 remedy.* Due diligence need
not, however, be formulated in a manner that denies all liability for a
defendant’s intentional misconduct when the plaintiff recklessly or in-
tentionally misbehaves. Such a formulation fails to recognize the lack
of moral parity between litigants with respect to securities fraud.”
The conduct of a defrauding defendant is “egoistical” and “antisocial”
in character;® his conduct is directed at the infliction of injury on
ascertainable victims in the marketplace.® In contrast, a claimant’s
behavior is conduct that “runs an unjustified risk to the actor himself,
rather than to others.”™ Accordingly, it is specious to weigh the
claimant’s fault with that of the defendant without regard for the

65. See Dupuy v. Dupuy, 551 F.2d 1005, 1014 (5th Cir.), cert. denied, 434 U.S.
911 (1977); Wheeler, supra note 4, at 564-65; Due Diligence, supra note 13, at 760-
61.

66. See Dupuy v. Dupuy, 551 F.2d 1005, 1014 (5th Cir.), cert. denied, 434 U.S.
911 (1977); Clement A. Evans & Co. v. McAlpine, 434 F.2d 100, 104 (5th Cir. 1970),
cert. denied, 402 U.S. 988 (1971); City Nat'l. Bank v. Vanderboom, 422 F.2d 221,
230 n.10 (8th Cir.), cert. denied, 399 U.S. 905 (1970); Wheeler, supra note 4, at
568-72.

67. See, e.g., Mallis v. Bankers Trust Co., 615 F.2d 68, 78-79 (2d Cir. 1950);
Sundstrand Corp. v. Sun Chem. Corp., 553 F.2d 1033, 1048 (7th Cir.), cert. denied,
434 U.S. 875 (1977); Holdsworth v. Strong, 545 F.2d 687, 692-95 (10th Cir. 1976),
cert. denied, 430 U.S. 955 (1977).

68. Schwartz, Contributory and Comparative Negligence: A Reappraisal, 87 Yale
L.J. 697, 722 (1978).

69. This is the basis of intentionally tortious conduct. See W. Prosser, supra note
37, § 8, at 31-34 (“intent to bring about a result which will invade the interests of
another in a way that the law will not sanction.”).

70. Schwartz, supra note 68, at 722. In support of the abrogation of contributory
negligence-like formulations such as the due diligence rule, Professor Schwartz has
argued that the “foolish” or “stupid” behavior of plaintiffs should not preclude a
negligence judgment against an antisocial defendant. Id. at 722-26. This rationale is
all the more applicable to cases involving intentional wrongdoing such as 10b-5 viola-
tions. Additionally, certain non-diligent investor behavior may be beneficial to the
market. For example, Professor Posner regards the behavior of speculators as benefi-
cial because it “serves the salutary purpose of enabling rapid adjustments of prices to
current values.” R. Posner, Economic Analysis of Law 333-34 (2d ed. 1977). The
information that speculators uncover diffuses rapidly throughout the market enabling
other traders to adjust as rapidly as possible to the changed conditions unearthed by
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qualitative differences involved. Moreover, a liability-denying rule is
equally suspect from the perspective of securities policy. Rule 10b-5,
by compensating defrauded claimants, creates a deterrent effect™ by
making violations unprofitable for defendants.” The imposition of a
liability-denying rule “undercuts this deterrent effect because fewer
violators are forced to return their fraudulent gains.””

The present rule unnecessarily phrases liability in antipodal terms:
a claimant is either victorious or vanquished; a defendant is either
absolved or condemned.” The notion of due diligence would be
neither “impaired [n]or compromised were it deployed in support of
a liability-reducing rule rather than a liability-denying rule.”” Such
a result would be consistent with jurisprudential principles and com-
mon sense.” As one commentator has observed, when possible “the

the speculator. Id. Professor Posner maintains that “society buys this important social
service at a low price.” Id. at 334 n.4. See also H. Manne, Economic Policy and the
Regulation of Corporate Securities, 202-04 (1969); H. Manne, Insider Trading and
the Stock Market, 107, 108 (1966). John Maynard Keynes observed whimsically that
“[t]he game of professional investment is intolerably boring and overexacting to any-
one who is entirely exempt from the gambling instinct.” J. M. Keynes, The General
Theory of Employment, Interest and Money 157 (1949).

71. See Globus v. Law Research Serv., Inc., 418 F.2d 1276, 1288 (2d Cir. 1969),
cert. denied, 397 U.S. 913 (1970). Deterrence, not punishment, is the basis of the
rule. The Securities Exchange Act of 1934 specifically precludes an award of punitive
damages. Securities Exchange Act of 1934, § 28, 15 U.S.C. § 78 bb (1976) (limitation
on amount recoverable to actual damages sustained). Courts also have refrained from
awarding punitive damages. See deHaas v. Empire Petroleum Co., 435 F.2d 1223,
1230 (10th Cir. 1970); Green v. Wolf Corp., 406 F.2d 291, 302 (2d Cir. 1968), cert.
denied, 395 U.S. 977 (1969). The reticence of courts with respect to the award of
punitive damages may be rooted in the notion that, in certain instances, “relatively
minimal involvement might nevertheless lead to tremendous damage exposure.”
Wheeler, supra note 4, at 585. One commentator has suggested that there is no
intrinsic connection between the private enforcement action and the deterrence of
fraudulent conduct because other specific SEC provisions were legislatively enacted
to deter fraudulent conduct. Wheeler, supra note 4, at 585-86. Sections 21 and 32 of
the 1934 Act provide for injunctions and criminal penalties to combat violations of
the Act. See Securities Exchange Act of 1934, §§ 21, 32, 15 U.S.C. §§ 78(u), 78(f)
(1976). It would be unwise, however, to assume that the prospect of exacting a large
damage recovery in a private action with the zeal characteristic of an aggrieved plain-
tiff is not, in practice, a substantial deterrent.

72. Abrogation of Due Care, supra note 13, at 421-22.

73. Id. at 432. “A due care requirement [that bars a recovery by plaintiff] might
even encourage intentional wrongdoing since potential defrauders may find it profit-
able to perpetrate securities fraud, realizing that mere negligence on the part of the
plaintiff will allow them to retain the fruits of the fraudulent transaction.” Id.

74. In so doing, the rule risks compounding the unfairness by permitting the
“break point” of recovery to turn on the questionable judgment of a lay jury.
Schwartz, supra note 68, at 727; see W. Prosser, supra note 37, § 67, at 438; A.
Strick, Injustice for All 97 (1977).

75. Schwartz, supra note 68, at 725.

76. See id. at 725-26.
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law’s preferred course is to seek an accommodating rule or result that
is able to reduce, or if possible to resolve, the original tension” be-
tween the underlying policy and its expression.” A preferable due
diligence formulation is one that distributes liability in proportion to
the responsibility of each actor for the tortious injury.™ The basis for
such a formulation may be drawn from the emerging doctrine of com-
parative fault in tort.

B. Due Diligence and Comparative Fault

The rule of negligence traditionally allocates the entire burden of
loss to one party when both parties usually are culpable to some
degree.® Similarly, contributory negligence operates to bar an in-
jured party’s recovery without inquiry into the extent of each party’s
deviation from a societal norm.® Although the common law sought
to ameliorate the harsh effect of contributory negligence through the
formulation of such judge-made exceptions as the “emergency
doctrine” ® or the “last clear chance doctrine,”* these exceptions also
were premised on an “all or nothing” approach that granted or de-
nied recovery without regard for the relative fault of the parties.®

77. Id. at 726. Reluctance to restructure the present due diligence formulation
may stem from an inability to distinguish the “rule” of due diligence from the “prin-
ciple” it represents: the deterrence of negligent investor behavior and equitable
limijtation on defendant’s liability. Rules merely embody principles. They are not
principles and they may be reformulated so as to promote desirable behavior. See R.
Dworkin, Taking Rights Seriously 24-29 (1977) (distinguishing legal “rules” from legal
“principles”); H. Hart, The Concept of Law 129-30 (1961) (same).

78. See generally W. Hirsch, Law and Economics 144 (1979); Schwartz, supra
note 68, at 727.

79. See W. Prosser, supra note 37, § 67, at 433.

80. Id. Contributory negligence, as traditionally formulated, bars the plaintiff en-
tirely from recovery even though his fault may be slight in comparison to that of the
defendant. See H. Woods, Comparative Fault § 1:3, at 7 (1978). This fundamental
unfairness is compounded by the plaintiff's relative inability to shoulder the financial
burden of the loss. Hoffman v. Jones, 280 So. 2d 431, 437 (Fla. 1973); W. Prosser,
supra note 37, § 67, at 433.

81. The emergency doctrine effectively excuses the contributory negligence of an
actor when he is suddenly and unexpectedly deprived of a reasonable opportunity for
deliberation and considered decision. Prosser, supra note 37, § 33, at 168-70 & n.11.
An actor is not excused, however, when the emergency is attributable to his own
negligence, id. at 170 n.12, or when the emergency should have been anticipated by
the actor. Id. at 170 nn.16-17.

82. The doctrine of the last clear chance holds that if the defendant has the last
opportunity to avoid the harm complained of, the plaintiff’s negligence is not a prox-
imate cause of the result and may be disregarded. W. Prosser, supra note 37, § 66,
at 427. See generally James, Last Clear Chance: A Transitional Doctrine, 47 Yale
L.J. 704 (1938); MacIntyre, The Rationale of Last Clear Chance, 33 Harv. L. Rev.
1225 (1940).

83. See H. Woods, Comparative Fault § 1:8, at 15 (1978); Prosser, Comparative
Negligence, 51 Mich. L. Rev. 465, 474 (1953) (“[Tlhe real objection to the last clear
chance is that it seeks to alleviate the hardships of contributory negligence by shift-



578 FORDHAM LAW REVIEW [Vol. 49

From its origins in civil law jurisdictions and admiralty tribunals, the
doctrine of comparative fault® arose in reply to the perceived harsh-
ness of the contributory negligence formulation.®* In its simplest
form, comparative fault allocates a percentage of fault for tortiously
caused injuries to each party and assesses damages in accord with
these percentages.* Thus, the liability of each actor more accurately
reflects his responsibility for the result.

At present, three distinct forms of comparative fault exist.” “Pure”
comparative fault represents the maximum relaxation of the common
law doctrine of contributory negligence.® Under a “pure” rule, a
claimant may recover from a wrongdoer, regardless of the extent of
the claimant’s own fault, if the other party’s conduct was a cause of
the claimant’s injury.® An alternative formulation, “modified” com-

ing the entire loss due to the fault of both parties from the plaintiff to the defendant.
It is still no more reasonable to charge the defendant with the plaintiff’s share of the
consequences of his fault than to charge the plaintiff with the defendant’s .. ..”).

84. “‘Comparative [fault]” properly refers only to a comparison of the fault of the
plaintiff with that of the defendant. It does not necessarily result in any division of
damages, but may permit full recovery by the plaintiff notwithstanding his contribu-
tory negligence.” Prosser, Comparative Negligence, 51 Mich. L. Rev. 465, 465 n.2
(1953).

85. See Henry, Why Not Comparative Negligence in Washington?, in Compara-
tive Negligence 8 (W. Schwartz ed. 1970). “It early developed that hard-headed ship
owners recognized the harshness of the rule of contributory negligence. A ship owner
whose vessel was sunk, suffering a loss of vessel and cargo of a thousand pounds,
in a collision with another vessel whose damage was slight, could not bear to stand
the entire loss where both vessels were negligent.” Id. at 10. See generally W. Pros-
ser, supra note 37, § 67, at 433-39; H. Woods, Comparative Fault §§ 4:1-4:6 (1978).

86. See Committee on Continuing Legal Education, Chicago Bar Association,
Comparative Negligence 3-21 (1968); Defense Research Institute, Inc., Comparative
Negligence Primer 7-10 (1975) [hereinafter cited as Defense Research]; W. Prosser,
supra note 37, § 67 at 434-39; V. Schwartz, Comparative Negligence § 3.2, at 46
(1974); H. Woods, Comparative Fault § 1.1-11 (1978).

87. Defense Research, supra note 86, at 9.

88. Id.

89. See H. Woods, Comparative Fault § 4.1, at 77 (1978). “In other words, a
plaintiff damaged in the sum of $100,000 who is 99% negligent may theoretically
recover one thousand dollars on his claim.” Id. Because of the adoption of the “pure”
form of comparative fault in New York, California, and Florida, three of the nation’s
most populous states, “pure” comparative fault now affects more litigants than any
other system. Id; see Li v. Yellow Cab Co., 13 Cal. 3d §04, 810, 119 Cal. Rptr. 858,
862, 532 P.2d 1226, 1230 (1975); Hoffman v. Jones, 280 So. 2d 431, 438 (Fla. 1973);
N.Y. Civ. Prac. Law § 1411 (McKinney 1976). Other states following the “pure” rule
are Alaska, Kaatz v. Alaska, 540 P.2d 1037, 1049 (1975); Mississippi, Miss. Code
Ann. § 11-7-15 (1972), Rhode Island, R. I. Gen. Laws § 9-20-4 (Supp. 1980), and
Washington, Wash. Rev. Code Ann. § 4.22.010 (Supp. 1980). On the federal level,
the Federal Employers Liability Act, 45 U.S.C. 8§ 51-60 (1976), and the Federal
Uniform Comparative Fault Act (1977) both provide for a “pure” form of comparative
fault.
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parative fault, denotes two distinct systems, each distinguished by the
point at which the claimant will be barred from recovery.® The “not
greater than” or “fifty percent” system allows for the recovery of re-
duced damages when the fault attributable to the claimant does not
exceed fifty percent of the total fault.® The “not as great as” system
bars a claimant from all recovery when the percentage of fault attrib-
utable to his conduct is equal to fifty percent of the total fault.® A
final formulation of comparative fault, the “slight versus gross™ sys-
tem, exists in a few jurisdictions. This system permits the recovery of
damages only when the claimant’s fault is determined to be “slight”
in comparison with the “gross” culpability of the defendant.®

90. Defense Research, supra note 86, at 9; H. Woods, Comparative Fault § 4.3,
at 82 (1978).

91. See Defense Research, supra note 86, at 9; H. Woods, Comparative Fault
§ 4.3, at 82 (1978). This system has been adopted by the following jurisdictions:
Arkansas, Ark. Stat. Ann. § 27.1765 (1979); Colorado, Colo. Rev. Stat. § 13-21-111
(1973); Idaho, Idaho Code § 6-801 (1979); Kansas, Kan. Stat. Ann. § 60-258(a) (1979),
Minnesota, Minn. Stat. Ann. § 604.01 (West Supp. 1950); North Dakota, N.D. Cent.
Code § 9-10-07 (1975); Oklahoma, Okla. Stat. Ann. tit. 23, § 13 (West Supp. 1980-
1981); Utah, Utah Code Ann. § 78-27-37 (1977); Wyoming, Wyo. Stat. § 1-1-109
1977).

92. See Defense Research, supra note 86, at 10 (1975); H. Woods, Comparative
Fault § 4.4, at 84-85 (1978). The following jurisdictions have adopted this approach:
Connecticut, Conn. Gen. Stat. Ann. § 52-572h (West Supp. 1980); Hawaii, Hawaii
Rev. Stat. § 663-31 (Supp. 1976); Massachussets, Mass. Gen. Laws Ann. ch. 231 § 85
(West 1974); Montana, Mont. Rev. Codes Ann. § 58-607.1 (Supp. 1977); Nevada,
Nev. Rev. Stat. § 41.141 (1979); New Hampshire, N.H. Rev. Stat. Ann. § 507.7a
(Supp. 1973); New Jersey, N.J. Stat. Ann. § 2a 13-61 (West Supp. 1973), Texas, Tex.
Rev. Civ. Stat. Ann. art. 2212a (Vernon Supp. 1980-1981); Vermont, Vt. Stat. Ann. tit.
12 § 1036 (1970). The difference between the two systems may be illustrated by the
following example. Plaintiff's damages arising from an automobile collision with a
negligent driver are assessed at $10,000. Under the “not as great as” system, plaintiff
may exact a recovery diminished by his proportion of fault provided that damages
attributable to his fault do not exceed $4,999, 495 of the total damages assessed.
Under the “not greater than” system, plaintiff may exact a recovery diminished by
his proportion of fault provided that damages attributable to his fault do not exceed
$5,000, 50% of total damages assessed. When damages attributed to plaintiff’s fault
exceed 35,000 (or in excess of 50% of total damages assessed), plaintiff would be
barred from recovering under either system. The rationale underlying both systems
has been criticized as shifting “the lottery aspect of the contributory negligence rule
to a different ground.” Li. v. Yellow Cab Co., 13 Cal. 3d 804, 827, 532 P.2d 1226,
1242, 119 Cal. Rptr. 858, 874-75 (1975) (footnote omitted).

93. See Defense Research, supra note 86, at 10; H. Woods, Comparative Fault
§ 4.5, at 85 (1978). The following jurisdictions have adopted the “slight versus gross”
system: Georgia, Ga. Code Ann. § 105-603 (1968); Nebraska, Neb. Rev. Stat. § 25-
1151 (1979); South Dakota, S.D. Comp. Laws Ann. § 20-9-2 (1979); Tennessee,
Bejach v. Colby, 141 Tenn. 686, 214 S.W. 869, 870 (1919); Louisville & N. R. Co. v.
Cheatham, 118 Tenn. 160, 100 S.W. 902, 909 (1807).
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Of these systems, “pure” comparative fault offers the only equita-
ble model * because it is the only formulation that adequately re-
flects the basic premise of comparative fault: “the plaintiff should not
be barred from recovery by his own negligence; rather, his negli-
gence should serve only to reduce his recovery.”® Alternative for-
mulations are inconsistent with this idea because a plaintiff’s negli-
gence may, if sufficiently great, bar his recovery rather than reduce
it.®* One commentator has observed that

[t]he “pure” form of comparative negligence seems the superior
rule of apportionment. It is difficult to justify discriminating be-
tween the case in which the plaintiff is a little more negligent than
the defendant and the case in which the defendant is a little more
negligent than the plaintiff. Apportionment seems a fairer solution
in both cases than making one party bear all his own loss. More-
over, in one sense, the more limited form of comparative negligence
would only aggravate this unfair discrimination if it really worked
according to its theory, because the party a little more negligent
would bear all his own loss plus a little more than half the loss
flowing from the injury to the other.”

Similarly, Dean Prosser has rejected “modified” systems of compara-
tive fault, characterizing them as “more or less obvious [political]
compromises . . . remarkable neither for soundness in principle nor
success in operation.”*

Because a “pure” system of comparative fault permits plaintiffs to
recover some damages despite bearing some responsibility for their
injuries, its extension to 10b-5 cases would transform due diligence
from a liability-denying rule to a liability-reducing rule. The introduc-
tion of comparative fault into the private 10b-5 action is problematic,
however, because of the general resistance by courts to apply compar-
ative fault principles to intentional torts.® This resistance may be

94. V. Schwartz, Comparative Negligence 349 (1974); Prosser, Comparative
Negligence, 41 Cal. L. Rev. 1, 21-25 (1953).

95. Pearson, Apportionment of Losses Under Comparative Fault Laws—An
Analysis of the Alternatives, 40 La. L. Rev. 343, 351 (1980); see Fleming, Foreword:
Comparctive Negligence At Last— By Judicial Choice, 64 Cal. L. Rev. 239, 249
(1976).

96. See Pearson, supra note 95, at 350-51. “[The adoption of pure comparative
fault] is justified because the basic reason for the existence of the doctrine of compar-
ative negligence is social justice and a modified form which denies such justice in
some cases produces only modified justice.” Id.; see Lawler v. City of Park Falls, 35
Wis.2d 308, 316, 151 N.W.2d 68, 72 (1967); Bielski v. Schulze, 16 Wis.2d 1, 10-11,
114 N.w.2d 105, 109-10 (1962).

97. Keeton, Comment on Maki v. Frelk, 21 Vand. L. Rev. 906, 911 (1968).

98. Prosser, Comparative Negligence, 51 Mich. L. Rev. 465, 484 (1953).

99. See V. Schwartz, Comparative Negligence § 5.2, at 101 (1974 & Supp. 1978);
H. Woods, Comparative Fault § 7.1, at 159 (1978 & Supp. 1980); Comment, Com-
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intensified by a rule that diminishes recoveries of negligent plaintiffs.
Nevertheless, the rationale for the resistance is unjustified and should
be rejected for several reasons. First, contrary to the basic premise of
the tort analogy, a plaintiff’s negligence and a defendant’s intentional
wrongdoing can be compared. The two concepts can be viewed as
points on a continuum of fault instead of two distinct types of fault."”
Second, recent developments in the law of contribution and post-
Hochfelder reformulations of the due diligence standard provide a
basis for incorporating comparative fault notions into securities fraud
litigation.™ Finally, application of comparative fault to 10b-5 cases is
economically efficient and consistent with the purposes of the private
action.'®

parative Fault and Intentional Torts, 12 Loyola of L. A. L. Rev. 179, 182-84 (1978)
[hereinafter cited as Intentional Torts). This unwillingness by the courts is attributed
to the inapplicability of contributory negligence, a predecessor concept, to inten-
tional torts, see W. Prosser, supra note 37, § 65, at 425-27, and the notion that plaintiff's
negligence and defendant’s intentional wrongdoing are different types of fault, as
opposed to different points on a continuum of fault, and are, therefore, not compara-
ble. W. Prosser, supra note 37, § 65, at 426.

100. See note 53 supra. Rule 10b-5, however, must be read flexibly to permit the
fullest realization of its potential as an enforcement mechanism. Superintendent of
Ins. v. Banker's Life & Cas. Co., 404 U.S. 6, 12 (197]). Consequently, the introduc-
tion of comparative fault should not be deferred because of the analogization of 10b-5
to the tort of deceit. The tort analogy is limited at best and certainly not determina-
tive. Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 731-32 (1975); see note
53 supra. The extension of comparative fault to cases alleging strict liability suggests
that fault of different types may be compared. See, e.g.. Stueve v. American Honda
Motors Co., 457 F. Supp. 740, 752 (D. Kan. 1978); Murray v. Beloit Power Sys.,
Inc., 450 F. Supp. 1145, 1146 (D.V.1. 1978), aff'd, 610 F.2d 149 (3d Cir. 1979);
Sturm, Ruger & Co. v. Day, 594 P.2d 38, 42 (Alaska 1979); Daly v. General Motors
Co., 20 Cal. 3d 725, 734-37, 575 P.2d 1162, 1165-69, 144 Cal. Rptr. 350, 383-84
(1978); Ransome v. Wisconsin Elec. Power Co., 87 Wis. 2d 605, 619-20, 275 N.w.2d
641, 647-48 (1979). See also V. Schwartz, Comparative Negligence § 12.7 (1974); H.
Woods, Comparative Fault § 14:49 (1978); Intentional Torts, supra note 99, at 185-
86. See also Homburger, The 1975 New York Judicial Conference Package: Class
Actions and Comparative Negligence, 25 Buffalo L. Rev. 413, 434 n.69 (1976)
(“Under the sweeping language of New York's statute, apportionment of damages
appears to be authorized even though defendant is charged with intentional wrong-
doing in rare cases where the plaintiff's culpable conduct was a substantial factor in
producing the harm.”). This view has been hailed as “the wave of the future . . .
permitting the decision of the jury to be rendered less on legal niceties and more on
a comparison of the total conduct of the litigants.” H. Woods, Comparative Fault §
4.6, at 90 (1978).

101. See notes 103-16 infra and accompanying text.

102. Deterrence of intentional wrongdoing is enhanced by the application of com-
parative fault. A defendant is deterred by the heightened availability of a judgment
on the merits. Moreover, the reduction of damages possible under a comparative
fault formulation equally deters fraudulent defendant conduct by promoting investor
diligence and thus depriving defendant of a gullible victim. Furthermore, unlike cer-
tain kinds of intentional wrongdoing that cannot be avoided by a watchful plaintiff,
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1. Contribution

In contrast to indemnification '™ among defendants in 10b-5 litiga-
tion, which has been rejected as contrary to public policy,'*
contribution '® is a viable method of apportioning damages for secur-
ities violations among joint tortfeasors without “absolving one at the
expense of the other.” ™ For some time, pro-rata contribution'” was
regarded as the only acceptable method of contribution.'® Recent
decisions, however, have endorsed, if not effected, alternative means
of contribution.’® One decision, McLean v. Alexander, "™ recognized
a continuum of “prohibited behavior between negligence and specific
intent to defraud” in 10b-5 actions.'* Thus, because there was a

most securities fraud can be avoided by the diligence of plaintiff. By failing to con-
sider the fault of plaintiff in apportioning damages, the present rule deters fraudulent
conduct by punishing the defendant and not by compensating the victim. Compensa-
tion, not punishment, is the goal of the private 10b-5 action. See 15 U.S.C. § 78b
(1976) (actual damages recoverable).

103. Indemnification entails a shift of the loss arising from a tortious event from
one tortfeasor who has been compelled to pay to another who, for equitable reasons,
should bear it instead. See W. Prosser, supra note 37, § 51, at 310.

104. See, e.g., Premier Corp. v. Economic Research Analysts, Inc., 578 F.2d 551,
555 (4th Cir. 1978); Globus v. Law Research Serv., Inc., 418 F.2d 1276, 1288 (2d
Cir. 1969), cert. denied, 397 U.S. 913 (1970); McLean v. Alexander, 449 F. Supp.
1251, 1266-67 (D. Del. 1978), rev’'d on other grounds, 599 F.2d 1190 (3d Cir. 1979);
Odette v. Shearson, Hammill & Co., 394 F. Supp. 946, 954-55 (S.D.N.Y. 1975).

105. Contribution entails the distribution of losses among tortfeasors by requiring
each to pay his proportionate share for the loss caused. See Prosser, supra note 37, §
50, at 310.

106. McLean v. Alexander, 449 F. Supp. 1251, 1266-67 (D.Del. 1978), rev'd on
other grounds, 599 F.2d 1190 (3d Cir. 1979). Contribution may be obtained from
joint tortfeasors even if one of them is not a defendant. Jacobs, 10b-5 Developments
— Who Can Sue and Who Is Liable, in Tenth Annual Institute on Securities Reg-
ulation 477 (A. Fleischer, Jr., M. Lipton, and R. Stevenson, Jr., eds. 1978)
[hereinafter cited as 10b-5 Developments]. See generally Index Fund, Inc. v. Hogo-
pian, 417 F. Supp. 738, 743-44 (S.D.N.Y. 1976); B & B Investment Club, Inc. v.
Kleinert’s Inc., 391 F. Supp. 720, 724 (E.D. Pa. 1973); Ligget & Myers, Inc. v.
Bloomfield, 380 F. Supp. 1044, 1046 (S.D.N.Y. 1974).

107. In pro-rata contribution, total liability is determined independently and then
divided by the number of tortfeasors to determine each tortfeasor’s contribution for
the injury. 10b-5 Developments, supra note 106, at 477-78.

108. See, e.g., McLean v. Alexander, 449 F. Supp. 1251, 1272 (D. Del. 1978),
rev’d on other grounds, 599 F.2d 1190 (3d Cir. 1979); Herzfeld v. Laventhol, Krck-
stein, Horwath & Horwath, 540 F.2d 27, 38-39 (2d Cir. 1976); Wassel v. Eglowsky,
399 F. Supp. 1330, 1370 (D. Md. 1975), aff’'d, 542 F.2d 1235 (4th Cir. 1976).

109. E.g., Kohr v. Alleghany Airlines, Inc., 504 F.2d 400, 405 (7th Cir. 1974),
cert. denied, 421 U.S. 978 (1975); Gomes v. Brodhurst, 394 F.2d 465, 468-70 (3d
Cir. 1967); Feit v. Leasco Data Processing Equip. Corp., 332 F. Supp. 544, 587
(E.D.N.Y. 1971); deHaas v. Empire Petroleum Co., 286 F. Supp. 809, 815-16 (D.
Colo. 1968), aff’d in part and vacated in part, 435 F.2d 1223 (10th Cir. 1970).

110. 449 F. Supp. 1251 (D. Del. 1978), rev'd on other grounds, 599 F.2d 1190
(3d Cir. 1979).

111. Id. at 1275.
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“vast difference between defendants in the degrees of . ..
wrongdoing,” ' the court believed it more equitable to apportion
liability according to the comparative fault of the defendants.'* In
adopting this method of contribution, the court was influenced by the
weight of critical opinion favoring use of comparative fault as a flexi-
ble tool for the apportionment of damages'* and by the Supreme
Court’s adoption of comparative fault in admiralty cases.'* Ulti-
mately, the court observed that “comparative fault more directly
stimulates deterrence, is only minimally more difficult to administer
and most importantly best serves justice.” ™ There is no ground to
restrict McLean’s reasoning to the apportionment of damages solely
among defendants. A comparable system could be applied to appor-
tion culpability among litigants in a 10b-5 action.'*

2. Due Diligence

Post-Hochfelder cases have also relied on comparative fault notions
in reformulating the due diligence requirement. The Straub court
implicitly confirmed this when it stated that, “against the background
of common law negligence, where the doctrine of comparative negli-
gence is in the ascendency, the policy of denying all recovery to a
defrauded plaintiff who was only somewhat careless or understand-
ably trusting may be questioned,” and, accordingly, permitted a
recovery despite the claimant’s negligence."™ Similarly, in denying
the defendant’s assertion of a due diligence defense, the Dupuy

112. Id. at 1272.

113. Id. at 1274-77.

114. Id. at 1274 n.77. A. Bromberg & L. Lowenfels, supra note 2, § 8.5, at
908.52; Freund and Hacker, Cutting Up the Humble Pie: A Practical Approach to
Apportioning Litigation Risks Among Underwriters, 48 St. John's L. Rev. 461, 472
(1974); Note, Contribution Under the Federal Securitics Laws, 1975 Wash. U.L.Q.
1256, 1308. Contribution among violators of the securities laws based on comparative
fault has been adopted by the proposed securities code. ALl Fed. Sec. Code §
1724(H)(2) (1978).

115. See United States v. Reliable Transfer Co., 421 U.S. 397, 401-11 (1975).

116. McLean v. Alexander, 449 F. Supp. 1251, 1276 (D. Del. 1978) tfootnote
omitted), rev’d on other grounds, 599 F.2d 1190 (3d Cir. 1979). Two cases have
expressed approval of the reasoning in McLean, but have declined to follow it. Hei-
zer Corp. v. Ross, 601 F.2d 330, 333-34 (7th Cir. 1979); Marrero v. Abraham, 473 F.
Supp. 1271, 1277-78 (W.D. La. 1979); see 10b-5 Developments, supra note 106, at
478-79.

117. Cf. Equilease Corp. v. Smith Int’l, Inc., 588 F.2d 919, 929 & n.12 (5th Cir.
1979) (“The notion of fault encompasses . . . both the intentional harming of another
(dolus) and the negligent harming of another (culpa).”). See also Tort Doctrine in
Louisiana: The Concept of Fault, 27 Tul. L. Rev. I, 8-13 (1952).

118. Straub v. Vaisman & Co., 540 F.2d 591, 597 (3d Cir. 1976).

119. Id. at 598.
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court observed that “[i]t is in reality a rule of comparative fault which
is being applied . . . and the court is refusing to set up the lesser
fault [of plaintiff] against the greater [fault of defendant].” **

As in a comparative fault analysis, the courts evaluate the relative
culpability of the parties and correctly disallow the negligence of the
claimant to preclude a recovery.’® Unlike a comparative fault analy-
sis, however, this same rationale is then used to bestow an undimin-
ished recovery on the foolhardy claimant.'® The net result is a re-
covery similar to that under a “modified” comparative fault
formulation.”® Thus, a claimant’s negligence will not operate to bar a
recovery if it is slight when compared with reckless or intentionally
fraudulent conduct.’ Once a claimant acts “recklessly” '™ or in a
manner “‘comparable to that of defendant,”'” however, his fault is
impliedly adjudged to be equal to or greater than that of the defend-
ant, and accordingly, he is barred.’” Although this “modified”
methodology bears all of the vices of a contributory negligence for-
mulation, it is bereft of any of the virtues obtained under a system of
“pure” comparative fault.'®

3. Policy Considerations

As a judicially implied cause of action ' delimited by judicially im-
plied elements and defenses, rule 10b-5 represents a suitable vehicle
for the introduction of comparative fault notions into the liability pro-
visions of the securities laws.”®® Because the proposed liability-

120. Dupuy v. Dupuy, 551 F.2d 1005, 1018 (5th Cir.), cert. denied, 434 U.S. 911
1977).

121. See Dupuy v. Dupuy, 551 F.2d 1005, 1020 (5th Cir.), cert. denied, 434 U.S.
911 (1977); Holdsworth v. Strong, 545 F.2d 687, 694 (10th Cir. 1976), cert. denied,
430 U.S. 955 (1977); Straub v. Vaisman & Co., 540 F.2d 591, 598 (3d Cir. 1976).

122. See note 121 supra.

123. See notes 90-92 supra and accompanying text.

124. Dupuy v. Dupuy, 551 F.2d 1005, 1020 (5th Cir.), cert. denied, 434 U.S. 911
(1977); Holdsworth v. Strong, 545 F.2d 687, 694 (10th Cir. 1976), cert. denied, 430
U.S. 955 (1977); Straub v. Vaisman & Co., 540 F.2d 591, 596 (3d Cir. 1976); see
Bauer, The Degree of Moral Fault as Affecting Defendant’s Liability, 81 U. Pa. L.
Rev. 586, 592-96 (1933) (“Courts have no compassion for defrauders.”).

125. Dupuy v. Dupuy, 551 F.2d 1005, 1020 (5th Cir.), cert. denied, 434 U.S. 911
977).

126. Holdsworth v. Strong, 545 F.2d 687, 693 (10th Cir. 1976), cert. denied, 430
U.S. 955 (1977).

127. Hirsch v. du Pont, 553 F.2d 750, 762-63 (2d Cir. 1977); Dupuy v. Dupuy,
551 F.2d 1005, 1020 (5th Cir.), cert. denied, 434 U.S. 911 (1977); Holdsworth v.
Strong, 545 F.2d 687, 693 (10th Cir. 1976), cert. denied, 430 U.S. 955 (1977).

128. See notes 94-97 supra and accompanying text.

129. See note 4 supra and accompanying text.

130. 3 A. Bromberg & L. Lowenfels, supra note 2, § 8.5, at 204.213; see Freund
& Hacker, supra note 114, at 472; Note, Contribution Under the Federal Securities
Laws, 1975 Wash. U.L.Q. 1256, 1308. Because the private 10b-5 cause of action was
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reduction rule apportions losses caused by a fraudulent transaction
among all the responsible actors, it is inherently equitable.’™ 1t is
also economically efficient and consistent with the underlying pur-
poses of the private 10b-5 damage action.

The present due diligence formulation has been criticized as eco-
nomically inefficient because it promotes involuntary wealth redistribu-
tion by denying a claimant the means of recapturing wealth involun-
tarily transmitted to a defendant through an “information failure.”'*
The crux of this argument is that resources are diverted to wrong-
doers through this redistribution.’® Conversely, the receipt by a
reckless claimant of an undiminished award of damages as a result of
the abrogation of a due diligence defense is equally inefficient. By
redistributing resources to “reckless” claimants, funds that might
otherwise compensate the diligent victims whom the Securities Acts
were intended to protect are diverted.' Alternatively, a compara-
tive fault formulation would recapture resources for defrauded
claimants in direct proportion to the assessed fault of the parties, thus
permitting a redistribution of wealth commensurate with the value
placed on the litigants’ conduct by society.'

The due diligence requirement also has been criticized because it
requires a claimant to expend resources to verify previously available
information prior to making an investment.'™ Thus, it is argued that,
“[blecause the cost of independent verification is greater than the
cost of disseminating existing information, the aggregate cost of inves-
tor protection rises.” '™ Abrogation of a due diligence requirement,
however, would discount the value of a diligent claimant’s informa-
tion costs by awarding a “reckless” claimant who may have incurred
insignificant or no investigation costs the same recovery received by a
diligent claimant. This promotes foolish investment behavior by dis-
couraging the assumption of investigation costs.'™ On the other

implied by the judiciary, comparative fault may be incorporated into it without a
legislative mandate. See notes 4-6 supra and accompanying text.

131. See notes 94-97 supra and accompanying text.

132. Abrogation of Due Care, supra note 13, at 430 & nn.158 & 159.

133. Id.

134. See Dupuy v. Dupuy, 551 F.2d 1005, 1014 (5th Cir.), cert. denied, 434 U.S.
911 (1977); Myzel v. Fields, 386 F.2d 718, 736 (8th Cir. 1967), cert. denied, 390
U.S. 951 (1968).

135. A contrary approach would recompense conduct that runs counter to one of
the aims of securities policy, the stabilization of the trading markets, by rewarding
non-diligent investment behavior. See Dupuy v. Dupuy, 351 F.2d 1005, 1014 (5th
Cir.), cert. denied, 434 U.S. 911 (1977).

136. Abrogation of Due Care, supra note 13, at 430.

137. Id. at 430-31.

138. For example, A, a diligent plaintiff, spends $100 on verification and alleges
81000 in damages arising from a fraudulent transaction procured by D, the defend-
ant. B, reckless plaintiff, expends no sums on verification in a suit against D
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hand, a comparative fault formulation would consider a claimant’s in-
vestigation costs as one element relating to his fault for the resulting
injury. Damages would be reduced by the difference between what
the claimant spent and what a reasonable claimant should have spent
to avoid the injury.™ Diligent plaintiffs would recover larger awards
than foolish ones, thus providing an incentive to diligent behavior.
A reformulation of due diligence based on comparative fault would
be consistent with judicial attitudes to the private damage action. By
substituting a diminished recovery for the absolute bar presently in
place, the reformulated rule would provide an incentive to private
enforcement of 10b-5 violations.'® Additionally, the implementation
of a comparative fault approach may promote the deterrence of
fraudulent behavior by increasing a court’s willingness to impose
liability. Justice Cardozo has noted that a court would hesitate to im-
pose liability for deceitful conduct if the resulting hazards would be
“so extreme as to enkindle doubt whether a flaw may not exist in the
implication of a duty that exposes [legitimate business] to these
consequences.” ! Courts apparently are willing to reinterpret stand-

arising out of the same transaction. An abrogation of the due diligence requirement
would result in A and B each recovering $1000. In reality, however, A would recover
only $900 because of the expense incurred in verifying information. Accordingly, a
reckless plaintiff would recover more than a diligent one.

139. Absent other variables, the recovery of B in note 138 supra would be re-
duced by $100 as an index of his causative fault in the transaction. This recovery
would then equal A’s. This hypothetical assumes a direct relationship between inves-
tigation costs and diligence. A larger reduction in plaintiff’s recoverable damages
would follow when it was determined, for example, that plaintiff’s unwillingness to
spend $100 in verification signalled a higher degree of fault.

140. The promotion of private enforcement of 10b-5 violations has long been con-
sidered a desirable goal because the SEC lacks the resources to police adequately all
transactions within the ambit of rule 10b-5. J.I. Case Co. v. Borak, 377 U.S. 426,
432 (1964). See also Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 730
(1975); Herpich v. Wallace, 430 F.2d 792, 804 (5th Cir. 1970); Wheeler, supra note
4, at 586 n.79. Moreover, the increased availability of a judgment on the merits
against defendants would allow for the offensive use of collateral estoppel by similarly
situated claimants. The doctrine of collateral estoppel provides that, when an issuc
necessary to the outcome of a proceeding is litigated therein and is decided by a final
judgment on the merits, the party against whom the issue was decided is estopped
from relitigating the issue in a subsequent action. Parklane Hosiery Co. v. Shore,
439 U.S. 322, 324-33 (1979); 1B J. Moore, Federal Practice Y 0.405[4.-1], at 634-53
(2d ed. 1976); see Lawlor v. National Screen Serv. Corp., 349 U.S. 322, 326 (1955);
Commissioner v. Sunnen, 333 U.S. 591, 598-99 (1948). Conversely, the retention of
a due diligence requirement, as presently formulated, requires diligent plaintiffs in
subsequent suits to relitigate, at great expense and needless duplication, the issue of
defendant’s culpability not addressed in the first suit because of the interposition of a
due diligence defense.

141. Ultramares Corp. v. Touche, 255 N.Y. 170, 179-80, 174 N.E. 441, 444
(1931); see SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 867 (2d Cir. 1968)
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ards of culpability to avoid awarding claimants a recovery of devas-
tating proportions to defendant.!'* When liability is diminished in
proportion to fault, however, a court may more willingly impose
liability for misconduct. Ultimately, the award of damages to a larger
class of plaintiffs promotes one of the central aims of the Securities
Acts, the deterrence of fraudulent behavior,'* by making violations
more “unprofitable” for defendants.'*!

On the other hand, the present due diligence formulation offers no
comparable advantages. Its only attractive feature, economy of admin-
istration, may be offset by the salutary effects of the reformulated
rule.’® Sufficient guidelines for a jury, through the use of special
verdicts and interrogatories,'* will suffice to remedy most administra-
tive difficulties.’*

ConcLusion

Rules, whether promulgated by legislatures or established by
courts, represent convenient mechanisms for effecting the principles

(Friendly, J. concurring), cert. denied, 394 U.S. 976 (1969).

142. See, e.g., Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 761 (1973)
(“[A finding of liability] allowing this type of open-ended litigation would itself be an
invitation to fraud.”); Fridrich v. Bradford, 542 F.2d 307, 321 (6th Cir. 1976) ("[A
finding of liability] would present a situation wholly lacking in the natural limitations
on damages present in cases dealing with face-to-face transactions.™, cert. denied,
4929 U.S. 1053 (1977); Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 495
F.2d 228, 242 (2d Cir. 1974) ("[Aln analysis . . . of the nature and character of the
Rule 10b-5 violations committed may require limiting the extent of liability
imposed . . . .”); Kohn v. American Metal Climax, Inc., 458 F.2d 235, 286 (3d Cir.)
(“[IIn a suit on behalf of a class composed of thousands of sharcholders, damages
might well extend into millions of dollars. When faced with such huge potential
payments [a lesser degree of disclosure is imposed].”), cert. denied, 409 U.S. 874
(1972). The notion is analyzed in Mullaney, Theories of Mecasuring Damages in Se-
curity Cases and the Effect of Damages on Liability, 46 Fordham L. Rev. 277, 290-
94 (1977).

143. See Dupuy v. Dupuy, 551 F.2d 1005, 1014-15 (5th Cir.), cert. denied, 434
U.S. 911 (1977); Lanza v. Drexel & Co., 479 F.2d 1277, 1280 n.34 (2d Cir. 1973).

144. See Abrogation of Due Care, supra note 13, at 431-32.

145. See pt. II supra; notes 132-45 supra and accompanying text.

146. See generally H. Woods, Comparative Fault (1978). A special verdict may be
defined as “[a] special finding of facts of a case by a jury, leaving to the court the
application of the law to the facts thus found.” Black’s Law Dictionary 1731 (Rev. 4th
ed. 1968). Special interrogatories are asked “in addition to the instruction to return a
general verdict, and as a check on the jury's conclusions.” Prosser, Comparatice
Negligence, 51 Mich. L. Rev. 465, 497 n.193 (1953).

147. The McLean court suggested several factors for consideration when admin-
istering the apportionment of damages among defendants. They include “the
defendant’s extent of involvement, duration of involvement, knowledge of entire
scheme to defraud, intent, extent of his contribution toward causation of the losses
and benefit received.” McLean v. Alexander, 449 F. Supp. 1251, 1276 n.84 (D. Del.
1978), rev’d on other grounds, 599 F.2d 1190 (3d Cir. 1979) (citation omitted). Simi-
lar factors could be used to apportion damages among plaintiffs and defendants.
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that underlie them. When a rule may be reformulated to reflect more
accurately its underlying principles, the reformulation should not be
summarily dismissed merely because it departs radically from existing
precedent. A reformulation of the due diligence requirement in pri-
vately prosecuted actions under rule 10b-5 based on comparative fault
equitably apportions liability among litigants in an economically effi-
cient manner and is consistent with the purposes of the Securities
Acts. Moreover, the rationales for incorporating comparative fault
into the due diligence requirement need not be restricted to this area
alone. Other defenses to violations of the Securities Acts may benefit
from a similar reformulation. When fault is the basis of liability, a
modern approach to securities regulation commends the consideration
of comparative fault.

Mario J. Suarez



