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SCHERK V. ALBERTO-CULVER CO. AND ARBITRATION
UNDER THE SECURITIES EXCHANGE ACT: A COMITY

OF ERRORS

The waiver of rights under the securities law of the United States is a subject
which poses a true dilemma. Basic notions of freedom of contract and unobstructed
transaction of business, which would encourage the waiver of statutory rights in
certain instances, stand in contrast to public policies which demand openness and
honesty in securities dealings. A classic instance of the disharmony between
commerical efficiency and public control is the matter of arbitration. On the one
hand it is easy to see that submitting a securities dispute to arbitrators is a desirable
means of achieving a prompt resolution of the controversy. On the other hand there
may be good reasons, such as the protection of unwary investors, for requiring full
litigation of claims. In the field of securities regulation this debate over waiver of
litigation rights is not merely theoretical. Federal statutes themselves conflict as to
the proper treatment of arbitration agreements.

The United States Arbitration Act' was passed in 1925 to overrule the
common law tradition under which courts refused to enforce contractual arbitration
clauses. 2 The thrust of the Act is that written arbitration agreements will be "valid,
irrevocable and enforceable." 3 The Act embraces any contract "evidencing a
transaction involving commerce, ' 4 and has been construed to cover securities
transactions.' The Act calls for federal courts to order compliance with arbitration
agreements 6 and allows a stay of litigation pending the results of arbitration?

Less than a decade after the enactment of the Arbitration Act, two major
statutes regulating securities transactions became part of the federal law. The
Securities Act of 19338 was intended to protect investors from fraud in the issuing
of new securities,9 and Congress attempted to achieve this end by requiring full
disclosure of all material facts in a prospectus describing the issue.10 A right of

THE FOLLOWING CITATION WILL BE USED IN THIS ARTICLE:
Loss - L. Loss, SECURITIES REGULATION (2d ed. 1961).

1. 9 U.S.C. § I et seq. (1970). For a general analysis of the Act, see Sturges & Murphy,
Some Confusing Matters Relating to Arbitration Under the United States Arbitration Act, 17 LAW
& CONTEMP. PROB. 580 (1952).

2. Sturges & Murphy, supra note 1. at 581-83.
3. 9 U.S.C. § 2 (1970).
4. Id.
5. See, e.g., Scherk v. Alberto-Culver Co.. 417 U.S. 506, 511 (1974): Wilko v. Swan. 346

U.S. 427, 438 (1953): Reader v. Hirsch & Co.. 197 F. Supp. III. 113 (S.D.N.Y. 1961).
6. 9 U.S.C. § 4 (1970).
7. 9 U.S.C. § 3 (1970).
8. 15 U.S.C. § 77aet seq. (1970).
9. The Supreme Court. in Wilko v. Swan. 346 U.S. 427 (1953), described the origins of

the Securities Act as follows:
In response to a Presidential message urging that there be added to the ancient rule of
caveat emptor the further doctrine of "let the seller also beware," Congress passed the
Securities Act of 1933. Designed to protect investors, the Act requires issuers.
underwriters, and dealers to make full and fair disclosure of the character of securities
sold in interstate and foreign commerce and to prevent fraud in their sale. lid. at 430-
31.1

For a brief description of the Act's provisions see I Loss 130.
10. 1 Loss 130.
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recovery for investors," coupled with criminal penalties for violators,12 ensured
compliance with the prospectus requirements. The Securities Exchange Act of
1934"1 placed similar controls on continuous trading of securities after issue. 4 Of

particular relevance to the present analysis are section 14 of the 1933 Act and
section 29(a) of the 1934 Act,' 6 which bar the waiver of compliance with any
provision of the respective acts. The controversial aspect of these nonwaiver
sections arises in connection with provisions of the securities laws which either
explicitly or implicitly grant investors the right to sue under the acts.' 7 Arguably, an
investor who contracts in advance to arbitrate any disputes growing out of a
transaction was waived "compliance" with the jurisdictional and procedural
provisions of the securities acts. Under the 1933 and 1934 acts, such a waiver of
compliance is apparently void." However, under the Arbitration Act a contractual
arbitration clause is valid and enforceable. 9

It was inevitable that situations would arise in which resolution of an investor
dispute would necessitate a choice between the Arbitration Act and the securities
acts. These circumstances have materialized, and until recently judicial authority
was strongly in favor of the 1933 and 1934 acts. 20 In the "neat conflict between two
socially desirable policies,"21 courts sought to protect the rights of investors by
refusing to enforce arbitration clauses in securities contracts.2 However, a 1974
decision of the United States Supreme Court has boldly challenged the earlier
holdings. In Scherk v. Alberto-Culver Co., 2 ' a narrow majority of the Court ruled
that a corporate investor which had contracted to arbitrate disputes arising from its
purchase of foreign securities was bound by that agreement and had waived its
rights to sue under the securities law. 24

11. 15U.S.C.§771(1970).
12. 15 U.S.c. § 77x (1970).
13. 15 U.S.C. § 78aet seq. (1970).
14. 1 Loss 130-31. According to Loss, the 1934 Act had four purposes:
to afford a measure of disclosure to people who buy and sell securities: to prevent and
afford remedies for fraud in securities trading and manipulation of the markets: to
regulate the securities markets; and to control the amount of the Nation's credit which
goes into those markets. [Id.]

15. 15 U.S.C. § 77n (1970). The provision states:
Any condition, stipulation, or provision binding any person acquiring any security to
waive compliance with any provision of this subchapter or of the rules and regulations of
the Commission shall be void.

16. 15 U.S.C. § 78cc(a) (1970). The provision states:
Any condition, stipulation, or provision binding any person to waive compliance with any
provision of this chapter or of any rule or regulation thereunder, or of any rule of an
exchange required thereby shall be void.

17. Section 12 of the Securities Act of 1933. 15 U.S.C. § 771 (1970). creates an express
right of action in investors. Numerous decisions have held that section 10(b) of the Securities
Exchange Act of 1934, 15 U.S.C. § 78j (1970). implies a right of action in shareholders. See.
e.g., Superintendent of Ins. v. Bankers Life & Cas. Co.. 404 U.S. 6. 13 n.9 (1971): Fratt v.
Robinson, 203 F.2d 627, 631-32 (9th Cir. 1953): Kardon v. National Gypsum Co.. 69 F. Supp.
512, 514 (E.D. Pa. 1946). For a general discussion of this idea, see 6 Loss 3869-73.

18. The United States Supreme Court held such a waiver to be void in Wilko v. Swan. 346
U.S. 427, 434-35 (1953). See notes 43-61 infra and accompanying text.

19. 9 U.S.C. § 4 (1970).
20. See Wilko v. Swan. 346 U.S. 427 (1953). The decision is analyzed at notes 43-61 infra

and accompanying text.
21. 3 Loss 1813.
22. See notes 43-64 infra and accompanying text.
23. 417 U.S. 506 (1974).
24. Id. at 519-20.
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The thesis of this article is that the Supreme Court was ill-advised to create an
international-contracts exception to the nonwaiver provisions of the securities laws.
The Scherk decision suffers primarily from an inadequate treatment of the
important legal issues which were presented and from lack of foresight as to the
possible ramifications of the holding. A careful study of earlier decisions on
arbitration under the securities laws is wanting in Scherk, despite the relevance of
those cases. In addition, the Court failed to fully consider the authority it cited for
its holding, particularly the important public policy limitations on that authority.
Conspicuously absent is a detailed scrutiny of the securities acts and the precise
factors in a contract which will exempt it from the acts. Analysis will show that the
Scherk decision has incautiously stripped the securities laws of much of their
potency.

I. Scherk DECISION
In Scherk, the plaintiff was an American public corporation which entered into

a contract to purchase three interrelated business entities organized under the laws
of Germany and Liechtenstein and operating in Europe. The seller was Fritz
Scherk, a German citizen. After extensive negotiations in Europe and the United
States, the contract was signed in Austria. The agreement included guarantees by
Scherk that trademark rights to the various cosmetic goods sold by his companies
were unencumbered. The two parties contracted that any controversies arising out
of the sale would be arbitrated before the International Chamber of Commerce in
Paris. Nearly a year after the closing of the transaction, Alberto-Culver discovered
substantial encumbrances on the trademark rights.25

When Scherk refused Alberto-Culver's offer to rescind the contract, the
present action was commenced in a federal district court in Illinois. 26 The plaintiff
claimed that Scherk's fraudulent misrepresentations constituted violations of
section 10(b) of the Securities Exchange Act 7 and Rule 1Ob-5. 28 Relying on the
Arbitration Act,29 the defendant moved for a stay of the action pending arbitration
in Paris as stipulated in the contract.30 The district court denied the motion on the
ground that the nonwaiver provisions in the securities laws forbid any relinquish-
ment of the right to sue under those laws. 3 ' The Court of Appeals for the Seventh
Circuit affirmed.3 2 In a 5-4 decision, the Supreme Court reversed, forcing the
plaintiff to arbitrate its claim.3"

A majority of the Supreme Court felt that the Arbitration Act had clearly
established a policy of enforcing arbitration clauses in contracts, was applicable in
securities transactions a4 and should control in this circumstance. 5 Justice Stewart,
speaking for the Court, stressed the "truly international" character of the

25. Id. at 508-09.
26. Id. at 509.
27. 15 U.S.C. § 78j(b) (1970).
28. 17 C.F.R. § 240.1Ob-5 (1974).
29. 9 U.S.C. § 3 (1970).
30. 417 U.S. at 509.
31. Id. at 510. The opinion of the district court is unreported.
32. 484 F.2d 611, 614-15 (7thCir. 1973).
33. 417 U.S. at 520-21. Voting in the majority were Chief Justice Burger and Justices

Stewart, Blackmun, Powell, and Rehnquist. The dissent was comprised of Justices Douglas,
Brennan, White, and Marshall.

34. 417 U.S. at 511.
35. Id. at 519-20.
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agreement36 and purported to follow a judicial and legislative trend toward approval
of forum-selection by parties to an international contract." Despite nonwaiver
provisions in the securities acts and ample precedent to deny enforcement of the
arbitration clause, the Court felt that it would be "parochial" to insist upon
resolution of the dispute in district court.38 Furthermore, the majority took a dim
view of allowing Alberto-Culver to renege on its "solemn promise" to arbitrate.3 9

Enforcement of the arbitration clause in the Scherk contract would result in
adherence to the Arbitration Act, promotion of international comity, and further-
ance of the policy of contract integrity.

The dissenting justices believed that Congress had unqualifiedly carved out an
exception to the Arbitration Act by specifically voiding the waiver of rights granted
under the 1933 and 1934 acts. 40 The fact that Scherk involved an international
contract did not justify abandonment of the legislative mandate for honesty in
securities dealings.4' Writing for the minority, Justice Douglas asserted that the
only way to protect powerless investors in domestic and international transactions
is to ensure that the rights granted them under federal law will be zealously
protected in the courts.42

The majority and dissenting opinions clearly reflect different outlooks on the
scope of American securities regulation as it pertains to international contracts.
Justice Stewart and the majority placed their emphasis on the ideal of international
cooperation, while the dissent stressed the goal of investor protection. In the
remaining portions of this article these themes will serve to frame the issues that are
raised.

II. MAJORITY REJECTION OF Wilko v. Swan

The search for precedent is a basic step any time a court must resolve an issue
of law. The Scherk court did not have to look far for authority on the statutory
conflict presented in the case. In fact, the proper place of arbitration in securities
transactions had been under judicial review for more than twenty years when
Scherk was decided. The most notable case on the subject was a 1953 decision of
the Supreme Court itself. In Wilko v. Swan,43 the Court had applied the nonwaiver
section of the Securities Act to deny enforcement of an arbitration clause in a
contract between a purchaser of securities and a brokerage firm.44 The dissenting
justices in Scherk felt that the Wilko holding was squarely on point,45 but a majority
of the Court-found its earlier decision to be inapposite. 46 Because of the significance
of this divergence on the Court, a detailed examination of Wilko is necessary.

A. Wilko

The plaintiff in Wilko was an individual investor who had entered into a margin
agreement with the defendant brokerage firm. This agreement was a standard form

36. Id. at 515.
37. Id. at 518-20.
38. Id. at 516.
39. Id. at 519.
40. Id. at 524 (dissenting opinion).
41. Id. at 529-31 (dissenting opinion).
42. Id. at 527-28 (dissenting opinion).
43. 346 U.S. 427 (1953).
44. Id. at 438.
45. 417 U.S. at 525 (dissenting opinion).
46. Id. at 517 & n.1 1.
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printed in small type, and its numerous provisions defined the relationship between
the broker and the plaintiff. One provision was an arbitration clause covering any
controversy arising between the parties. Subsequently the parties entered into a
separate contract for the sale of certain stock. 47 After this sale the plaintiff filed suit
under section 12(2) of the Securities Act, 48 alleging that the defendant had
knowingly misrepresented the stock, and that the plaintiff had suffered a loss on the
stock. 49 Citing section 3 of the Arbitration Act,50 the defendant moved to stay the
trial until the parties had arbitrated in accordance with their margin agreement.'
The district court denied the motion on the ground that arbitration was incompati-
ble with the 1933 Act.52 The Second Circuit reversed, reasoning that the arbitrators
would be bound to decide the issue under the same Securities Act standards as a
court would use. 3 In a landmark decision, the United States Supreme Court
reversed the court of appeals.5 4

The chief concern of the Supreme Court in Wilko was whether the arbitration
clause in the margin agreement constituted a waiver forbidden under section 14 of
the 1933 Act.5" The Court noted that section 12(2) of the Securities Act creates in
buyers a special right of recovery for misrepresentation, and that this right is
enforceable "in any court of competent jurisdiction."-

5
6 Although recognizing the

validity of arbitration agreements in general, 5' a majority of the justices felt that
Congress intended to treat buyers of regulated securities "'on a different basis from
other purchasers."58 The superior bargaining position of most professional sellers in
the complex securities business-it is brokers who draft the detailed margin
agreements-made it necessary for buyers to retain their right to select a judicial
forum under section 12(2). 9 Thus, the Court held that under the 1933 Act the
arbitration clause in question was unenforceable.60 Furthermore, the Wilko opinion
rejected the rationale of the Second Circuit decision by declaring that the limited
scope of judicial review of an arbitration award would prevent adequate protection
of the legal rights guaranteed to buyers under the Securities Act.6

Numerous cases have construed Wilko v. Swan. In Reader v. Hirsch & Co. 6
' a

district court extended the Supreme Court's rule to cover causes of action under
the Securities Exchange Act. 6 The nonwaiver provision of the 1934 Act. section

47.. Wilko v. Swan, 107 F. Supp. 75, 76-77 (S.D.N.Y. 1952).
48. 15 U.S.C. § 771(2) (1970).
49. 346 U.S. at 428-29.
50. 9 U.S.C. § 3 (1970).
51. Wilko v. Swan, 107 F. Supp. 75, 76 (S.D.N.Y. 1952).
52. Id. at 79.
53. Wilko v. Swan, 201 F.2d 439. 444-45 (2d Cir. 1953). For a critical analysis of the

Second Circuit's decision, see Note. Enforceabilit" of Arbitration Agreements in Fraud Actions
Under the Securities Act. 62 YALE L.J. 985 (1953).

54. 346 U.S. at 438.
55. Id. at 430.
56. Id. at 431.
57. !d. at 438.
58. Id. at 435.
59. Id.
60. Id. at 438. The Court reasoned as follows:
The words of § 14 . . .void any "'stipulation" waiving compliance with any "'provision"
of the Securities Act. This arrangement to arbitrate is a "'stipulation,' and we think the
right to select the judicial forum is the kind of *provision" that cannot be waived under §
14 of the Securities Act. [Id. at 434-35.1

Section 14 is cited in its entirety at note 15 supra.
61. 346 U.S. at 436-37.
62. 197 F.'Supp. 111 (S.D.N.Y. 1961).63. Id. atl116-17.
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29 (a), was given the same effect of voiding arbitration clauses as Wilko had given
to section 14 of the 1933 Act.6 4 Besides this amplification of Wilko. two
noteworthy limitations have been imposed upon the holding. First, severl courts
have ruled that arbitration agreements entered into after a securities controversy
has arisen will not be void as long as the investor's election to arbitrate was
voluntary and there was full awareness of the right to sue.65 This distinction was
suggested in the Wilko opinion itself66 and is reasonable because it applies to
investors who are not negotiating from a position of weakness.

A second restriction on Wilko was found in suits involving members of a stock
exchange. Section 28(b) of the 1934 Act67 expressly allows stock exchanges to
make rules for the settlement of disputes between members . 6  Exchanges have
adopted comprehensive arbitration rules, 69 and courts have consistently compelled
exchange members to obey them. Thus, member firms," allied members,7 ' and
members' employees" have been forced to arbitrate even in cases where a
nonmember is invoking the rules. 7

' In addition to the authority of section 28 (b) in
these decisions, courts have noted that the securities laws were intended to protect
investors, and not dealers.7 4 Sophisticated members of a stock exchange are
certainly less likely to be coerced into contracts of adhesion than are individiual
investors.75 Along this line, the Second Circuit distinguished Wilko as a case in

64. Id. The Reader extension of Wilko has been approved at the circuit level. See Moran v.
Paine, Webber, Jackson & Curtis, 389 F.2d 242, 246 (3d Cir. 1968).

65. See, e.g., Murtagh v. University Computing Co., 490 F.2d 810, 816 (5th Cir. 1974):
Pearlstein v. Scudder & German, 429 F.2d 1136, 1143 (2d Cir. 1970), cert. denied, 401 U.S.
1013 (1971); Moran v. Paine, Webber. Jackson & Curtis, 389 F.2d 242, 246 (3d Cir. 1968):
Reader v. Hirsch & Co., 197 F. Supp. I 11. i17 (S.D.N.Y. 1961).

66. 346 U.S. at 438. To further emphasize what was implied by the Wilko majority. Justice
Jackson wrote a succinct concurring opinion in which he stated:

I agree with the Court's opinion insofar as it construes the Securities Act to prohibit
waiver of a judicial remedy in favor of arbitration by agreement made before any
controversy arose. I think thereafter the parties could agree upon arbitration. [lId.I

67. 15 U.S.C. § 78bb(b) (1970).
68. Id.
69. The New York Stock Exchange is governed by the following provision:
Any controversy between parties who are members, allied members, member firms or
member corporations shall, at the instance of any such party, and any controversy
between a non-member and a member or allied member or member firm or member
corporation arising out of the business of such member, allied member, member firm or
member corporation, or the dissolution of a member firm or member corporation, shall,
at the instance of such non-member, be submitted for arbitration, in accordance with the
provisions of the Constitution and the rules of the Board of Directors. [N.Y.S.E.
Constitution, Article VIII, § 1.1

The American Stock Exchange has a similar provision. A.M.E.X. Constitution, Article VIII. § !.
70. Brown v. Gilligan, Will & Co.. 287 F. Supp. 766, 769, 776 (S.D.N.Y. 1968). This

holding has been approved at the circuit level. In re Revenue Properties Litigation. 451 F.2d 310.
312-13 (lstCir. 1971).

71. Coenen v. R.W. Pressprich & Co.. 453 F.2d 1209, 1210-12 (2d Cir. 1972).
72. Dickstein v. duPont. 443 F.2d 783. 787 (1st Cir. 1971): Ayres v. Merrill Lynch, Pierce.

Fenner & Smith, Inc., 353 F. Supp. 1084. 1090-91 (E.D. Pa. 1973).
73. Axelrod & Co. v. Kordich. Victor & Neufeld. 451 F.2d 838, 842-43 (2d Cir. 1971).
74. See, e.g., Coenen v. R.W. Pressprich & Co., 453 F.2d 1209, 1213 (2d Cir. 1972)-

Axelrod & Co. v. Kordich, Victor & Neufeld, 451 F.2d 838, 842-43 (2d Cir. 1971): Brown v.
Gilligan, Will & Co., 287 F. Supp. 766, 772 (S.D.N.Y. 1968).

75. In Brown v. Gilligan, Will & Co., 287 F. Supp. 766 (S.D.N.Y. 1968), the court stated
that the purpose of the 1933 Act

was not to furnish protection to dealers from the improprieties of fellow dealers, although
such might be an incidental benefit of the Act's passage. It was assumed that dealers
could fend for themselves: it was the investing public that was in need of protection. lid.
at 772.1
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which "the party seeking to avoid arbitration was a small investor and not a member
firm of an exchange. '7 6

B. Wilko Distinguished

Although the district court and court of appeals in Scherk had found Wilko to
be controlling," the Supreme Court deemed its earlier decision inapposite to the
lawsuit filed by Alberto-Culver.78 The "crucial" difference between the cases,
according to the majority, was that Alberto-Culver had entered into "a truly
international agreement," while Wilko had resolved a dispute between American
parties over the sale of American securities."9 The Scherk controversy concerned
an American buyer and German seller whose negotiations in the United States and
Europe pertained to the transfer of a wholly European enterprise.8 0 The Court
asserted that in Wilko there could have been no question as to the applicability of
American securities law, while in Scherk there would be "considerable uncertainty"
as to which law should resolve the dispute if there were no arbitration clause."
Furthermore, the majority predicted chaos in international commerce if arbitration
agreements were not enforced. To insist on application of U.S. law in this case
could lead to situations in which every party to an international contract would, at
the first hint of trouble, race to a forum whose laws were most favorable. Justice
Stewart hypothesized that in a setting where arbitration was not respected Scherk
might have sued in a European court to enjoin Alberto-Culver from litigating in the
United States.82 To avoid the "dicey atmosphere of such a legal no-man's-land" the
Supreme Court rejected Wilko and embraced arbitration.83

C. Dissenting View

The Scherk dissent emphatically denounced the majority's "international
contract" exception to Wilko. Justice Douglas protested that foreign and multina-
tional corporations had been given free reign to defraud American investors. The
recourse to arbitration on foreign soil would be financially prohibitive to many
investors and simply inadequate protection for those who did enter the arbitral
process.84 The dissent insisted that foreign and multinational corporations whose
dealings have a substantial impact in the United States should be no less bound by
American securities laws than their domestic counterparts.8 5 The Scherk exception
to Wilko was really an "international contract" exception to the securities acts. The
dissent felt that Congress, and not the Court, should create such a major shift in
policy.

8 6

76. Axelrod & Co. v. Kordich, Victor & Neufeld, 451 F.2d 838, 842 (2d Cir. 1971).
77. 484 F.2d 611, 614-15 (7th Cir. 1973). The opinion of the district court is unreported.
78. 417 U.S. at 517.
79. Id. at 515-16.
80. Id.
81. Id. For an analysis of the issue of applicable law in Scherk, see notes 165-95 infra and

accompanying text.
82. 417 U.S. at 516-17.
83. Id. at 517, 519-20.
84. Id. at 529, 533 (dissenting opinion).
85. Id. at 529-31 (dissenting opinion). Justice Douglas characterized Scherk as a member of

the "off-shore funds," the foreign investment companies which are having a significant impact on
U.S. securities transactions. Id. at 526 (dissenting opinion). For a detailed analysis of off-shore
funds and their relationship to the U.S. securities markets see 3 INSTITUTIONAL INVESTOR STUDY
REPORT OF THE SEC, H.R. Doc. No. 92-64, 92d Cong., 1st Sess. 879-967 (1971).

86. 417 U.S. at 533 (dissenting opinion).
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There seem to be two central ideas in the dissenting opinion. The first is that
forcing arbitration victimizes individual investors who had no part in negotiating the
arbitration clause. The second is that arbitration as a process is unsatisfactory for
resolving investor grievances. Both of these points merit further attention.

1. Protecting the Helpless Investor
One theme brought out in the dissenting opinion was that Wilko should be

followed to avoid an injustice to Alberto-Culver's security holders. Justice Douglas
asserted that the purpose of section 29(a) in the Securities Exchange Act was to
prevent those in control of a corporation from relinquishing the statutory rights
which were ultimately intended to protect investors in that corporation.87 A textual
footnote to the dissenting opinion summarized the procedural safeguards granted
shareholders by SEC regulations promulgated under the 1934 Act.8" The view
expressed was that corporate officers and directors must not be allowed to waive
the statutory rules establishing these safeguards and thereby jeopardize the welfare
of "a host of wards unable to care for themselves."8 9 The size or sophistication of
the investors was irrelevant; the key factor was their power within the enterprise. 90

Wilko's refusal to permit arbitration should extend to any shareholder lacking a
controlling interest in a corporation.9'

The dissent's interpretation of section 29(a) is a novel one. Wilko and its
offspring involved plaintiffs who had themselves signed arbitration agreements. 92 In
Scherk the plaintiff was Alberto-Culver, not shareholders of the company. 93

Nevertheless Justice Douglas wanted the 1934 Act applied to prevent Alberto-
Culver's directors from making imprudent waivers which would adversely affect a
security investment in the company. 94 He noted that American investors have
shown an increasing tendency to invest indirectly, as in mutual funds.95 This fact,
according to Douglas "may change the character of the regulations but not its
need."9" Changing investment practices required adherence to Wilko v. Swan for
reasons never contemplated in that decision.

In interpreting Wilko as inapposite to the facts of Scherk,97 the majority
implicitly rejected the Douglas "indirect investor" argument. A more forthright
response would have been preferable. The Court might have noted that although
the SEC regulations cited in the dissent do afford some protection for shareholders,
the Securities Exchange Act never mentions indirect investors. Justice Douglas
notwithstanding, there is no clear evidence that the 1934 Act-which was primarily

87. Id. at 527 (dissenting opinion).
88. Id. at 527-28 n.6 (dissenting opinion). The safeguards for shareholders include the

annual reports which a corporation must file with the SEC, 17 C.F.R. §§ 240.13a-1, 249.310
(1974), and special reports concerning events which would affect any class of securities, 17
C.F.R. §§ 240.13a-11, 249.308 (1974).

89. 417 U.S. at 527 (dissenting opinion).
90. Id. at 525-27 (dissenting opinion).
91. Id. at 527-28 (dissenting opinion).
92. 346 U.S. at 429-30. See also notes 62-76 supra and accompanying text.
93. 417 U.S. at 509.
94. Id. at 526 (dissenting opinion).
95. Id. (dissenting opinion). Douglas cited the SEC's study of institutional investors as

evidence of the changing nature of the securities industry. Id. (dissenting opinion). For the SEC's
analysis of mutual funds see 2 INSTITUTIONAL INVESTOR STUDY REPORT OF THE SEC. H.R. Doc.
No. 92-64, 92d Cong., 1st Sess. 325-47 (1971).

96. 417 U.S. at 526 (dissenting opinion).
97. Id. at 517.



108 The Journal of Corporation Law [Fall

a registration and reporting statute98-was intended to protect shareholders of a
corporation by nullifying arbitration agreements entered into by the corporation. To
interpret section 29 (a) as Douglas suggests would indeed "change the character of
the regulation." The Court might have reminded Douglas of his own insistence that
important policy changes under the securities acts should be left to the legislative
branch."

2. Inadequacy ofArbitration

The second major contention of the dissenting justices in Scherk was that
arbitration as a process is significantly less protective of investor rights than is
litigation under the securities laws. 00 Although the dissent acknowledged that
arbitration might be the best means of settling some disagreements,' 0' it is also
warned of the "undesirable effects of remitting a securities plaintiff to an arbitral,
rather than a judicial, forum."'' 0 Wilko was cited as having elucidated the
shortcomings of arbitration, namely, that arbitrators would proceed without judicial
instruction on the law, that pretrial discovery methods could not be used, that
accurate records would not be kept, and that meaningful judicial review would be
unavailable. 03 In short, the dissent viewed arbitration as "the loss of substantial
rights."

04

While the Douglas interpretation of congressional intent behind section 29 (a)
may be characterized as a wild stab, his criticism of the arbitration process cannot.
Most of his arguments have been expressed in the past, most notably in Wilko, 03

and they spring from a traditional judicial attitude of hostility toward arbitration.'06

The majority may have avoided the issue precisely because it had been fully aired
elsewhere. Whatever their reason, the justices have slighted a crucial question. The
securities acts have created some very important procedural and substantive rights,
and the nonwaiver provisions are an attempt to keep those rights intact. In this
context the issue of arbitration is much more than a general question of "ousting"
the federal courts' jurisdiction.0 7 Justice Stewart should have evaluated the arbitral
process with precise reference to the rights granted under the securities acts.
Instead, the Court endorsed arbitration on the basis of a vaguely defined concept of
international business integrity. Because of this inadequate treatment of the issue,
the best analysis of the relationship between arbitration and the nonwaiver sections

98. Although the antifraud provisions of the Securities Exchange Act of 1934 have received
much attention in recent years, the Act itself does not emphasize that aspect. See general* r 3
Loss 1421-1528. Most of the substantive provisions of the Act are devoted to registration and
reporting. For a general description of the Act, see I Loss 130-31.

99. 417 U.S. at 528, 533 (dissenting opinion).
100. Id. at 532 (dissenting opinion).
101. Id. at 526 (dissenting opinion).
102. Id. at 532 (dissenting opinion).
103. Id. (dissenting opinion). See 346 U.S. at 435-37.
104. 417 U.S. at 532 (dissenting opinion).
105. 346 U.S. at 435-37.
106. 417 U.S. at 510 n.4. For a succinct description of some of the limitations of arbitration.

see Sayre, Development of Commercial Arbitration Law. 37 YALF L.J. 595. 611 (1928). See also
Note, Judicial Review of Arbitration Awards on the Merits. 63 HARV. L. REv. 681 (1950). The
history of the judicial attitude toward arbitration is traced in Kulukundis Shipping Co. v. Amtorg
Trading Corp., 126 F.2d 978. 982-85 (2d Cir. 1942).

107. "Ouster" is a term commonly used by courts in criticizing the effect of arbitration on
courts' jurisdiction. See 417 U.S. at 510 n.4.
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continues to be Wilko's. The Wilko Court concluded its discussion of the matter by
stating:

As the protective provisions of the Securities Act require the exercise of judicial
direction to fairly assure their effectiveness, it seems to us that Congress must have
intended § 14 . . .to apply to waiver of judicial trial and review. 05

Justice Douglas saw merit in this interpretation. In even stronger language, he
asserted that American securities laws "are rendered a chimera when foreign
corporations . . . can nullify them by virtue of arbitration clauses .... .109 Until a
subsequent decision articulates what was left unsaid in Scherk, the analyses by the
Wilko Court and the Scherk dissent will stand as most consistent with the goals of
the securities acts.

D. Narrower Distinguishing of Wilko

Although the Scherk dissent raised legitimate doubts about the arbitration
process in securities disputes, the fact is that the majority ruled to reject Wilko as
precedent. The Court chose not to follow Wilko because the earlier case had
involved a domestic transaction, while Scherk concerned a "truly international
agreement."" 0 Unfortunately, Justice Stewart did little to assist future courts in
spotting truly international contracts. He did note that the seller and the subject
matter of the contract in Scherk were foreign. He also mentioned that some
negotiations had taken place on foreign soil."' But those bits of information
standing alonie do not furnish much guidance. Stewart cited no securities cases as
authority for the Court's holding. Furthermore, the potential variations in fact
patterns range across a broad scale. Would the same result be reached if the seller
were a multinational corporation doing business in this country and elsewhere?
What if the nationalities of the purchaser and seller in Scherk were reversed? What
if the subject matter were partly American and partly foreign? What if all the
negotiations were to take place in the United States? It is impossible to predict
whether Wilko has any vitality left as regards contracts with international elements.
What can be said at this time is that the Supreme Court could have distinguished
Wilko on grounds much narrower than those chosen.

The weakness of the "truly international contract" test is that it is too vague.
Under that formulation a great many securities transactions may be exempted from
the nonwaiver provisions of the securities acts-and thus ultimately from the
substantive provisions of the acts-not because protection is unnecessary, but
because the transactions are international. If Wilko is not to control in Scherk, a
much more satisfactory ground for distinguishing the cases is the bargaining posture
of the parties.

The Scherk contract had resulted from lengthy negotiations between two teams
of sophisticated business and legal experts,"' whereas the Wilko agreement was
between an individual investor and a large brokerage firm."' Wilko was truly a case
of an adhesion contract; Scherk was not. In Wilko, the plaintiff would probably
have been unable to purchase any securities anywhere without signing a broker's
standard margin agreement. Alberto-Culver might well have tailored its contract to
avoid arbitration or to specify an American arbitral forum utilizing securities law
experts.

108. 346 U.S. at 437.
109. 417 U.S. at 533 (dissenting opinion).
110. Id. at 515.
Ill. Id.
112. Id. at 512-13 n.6.
113. 346 U.S. at 428.
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Defendant Scherk had urged the Supreme Court to apply Wilko only in
"situations where parties exhibit a disparity of bargaining power .... ,"4 This
position would have been consistent with previous cases distinguishing Wilko. Prior
to Scherk the courts had enforced arbitration agreements voluntarily and knowingly
entered into after a dispute had arisen.' In addition, stock exchange members and
affiliates were required to arbitrate in accordance with exchange rules." 6 In both of
these circumstances the need for judicial protection was considerably less than in
Wilko. These courts interpreted Wilko as a case involving a contract of adhesion
and a "small investor."'"1 7 Had the Scherk Court found this view persuasive, it
could have compelled arbitration without striking a serious blow to Wilko and
without opening a gaping international-contracts hole in the securities acts. Of
course, there is still a strong case that can be made for following Wilko in Scherk:
the language of the statutes," 8 the intent of Congress," 9 the evils of arbitration.2 0

But having rejected Wilko, the Court surprisingly declined to base its decision on a
narrow ground for which there was precedent.' 2' Unless the Court intended its
international-contract theory to be a sweeping limitation of the securities acts-a
step better left to Congress122-its rejection of Wilko as precedent must be
criticized as ill-conceived and unnecessarily overbroad.

114. 417 U.S. at 512-13 n.6.
115. See notes 65-66 supra and accompanying text.
116. See notes 67-76 supra and accompanying text.
117. See notes 67-76 supra and accompanying text.
118. See notes 15-19 supra and accompanying text. See also notes 160-64 infra and

accompanying text.
119. For the Wilko Court's interpretation of congressional intent, see text accompanying

notes 55-61 supra. The thoughts of the dissenting Scherk justices are discussed in text
accompanying notes 85-109 supra.

120. See text accompanying notes 100-09 supra.
121. 417 U.S. at 512-13 n.6. The Court also declined to distinguish Wilko on the ground that

the language of the 1933 Act, applicable in Wilko, is different from the 1934 Act, which was
under scrutiny in Scherk. Id. at 513-14. Wilko was brought under section 12(2) of the 1933 Act,
which creates a "special right" of recovery. 346 U.S. at 43 1. Alberto-Culver sued under section
10(b) of the 1934 Act, 417 U.S. at 509, a provision under which a cause of action is only implied.
See note 17 supra. The Court suggested that since section 29(a) bars the waiver of any
"provision" of the 1934 Act, the right to sue under 10(b) could be waived because it was not
based on a "provision" of the Act. 417 U.S. at 514. Although the Scherk Court found this
statutory distinction to be a "colorable argument,'" it accepted the premise that "the operative
portions of the language of the 1933 Act relied upon in Wilko are contained in the Securities
Exchange Act of 1934 .... Id. at 513, 515.

The Court's decision not to distinguish Wilko on the basis of statutory differences is sound,
for reasons expressed in Reader v. Hirsch & Co., 197 F. Supp. I 11. 114-15 (S.D.N.Y. 1961). In
Reader a securities suit brought under section 7 of the 1934 Act, 15 U.S.C. § 78g (1970), was
challenged on the grounds that the plaintiff had agreed to arbitrate. 197 F. Supp. at 112. The key
issue was whether Wilko should apply to a suit under section 7 of the 1934 Act, because section 7
did not expressly create a remedy. The district court found three reasons to follow Wilko. First,
the court cited a general principle of tort law that one who is injured by an act in violation of a
statute "has a civil right of action if one of the purposes of the statute was to protect interests
similar to his own." Id. at 114. Second, Congress had intended a right of action under section 7.
and previous decisions had so held. Id. at 114-15. Third. the court declared that Wilko had not
even turned on section 12(2) of the 1933 Act. Instead. Wilko had been based on a venue
provision and the nonwaiver section, both of which have counterparts in the 1934 Act. Id. at 115.
The Reader decision was not appealed, but its application of Wilko to the 1934 Act has been
approved at the circuit level. See Moran v. Paine. Webber, Jackson & Curtis, 389 F.2d 242. 246
(3d Cir. 1968).

122. 417 U.S. at 528, 533 (dissenting opinion).
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III. AUTHORITY FOR Scherk

A. The Bremen and Forum Selection
Support for the Scherk holding was found in a 1972 decision of the Court, The

Bremen v. Zapata Off-Shore Co.'23 In that case a German company contracted to
tow an American corporation's drilling rig from the Gulf of Mexico to Italy. The
agreement between the parties included a provision that any disputes would be
brought before the London Court of Justice. Shortly after the towing had
commenced, a storm in the Gulf damaged the rig.124 The American owner then filed
a suit in admiralty in United States district court in Florida, alleging negligence and
breach of contract by the German company. 25 Both the district court 126 and court
of appeals'2" refused to enforce the forum-selection provision by denying the
defendant's motion to dismiss the suit. The Supreme Court vacated the decisions of
the lower courts, 28 declaring that "present-day commercial realities and expanding
international trade" demand enforcement of forum clauses unless the resisting party
can show compelling reasons to the contrary. 29 The choice of a forum acceptable to
both sides of such an agreement was considered "an indispensible element in
international trade, commerce, and contracting."' 30

In Scherk the Court found an opportunity for a logical extension of The
Bremen. Having stressed the international aspects of the transaction under
consideration,' Justice Stewart characterized the arbitration provision as "a
specialized kind of forum-selection clause that posits not only the situs of suit but
also the procedure to be used in resolving the dispute."'3 2 Ground had been broken
in The Bremen, and the policy favoring forum clauses would be applied beyond the
realm of admiralty law. Although the Court's reasoning seems sound on its face, a
careful look at The Bremen raises doubts as to its applicability in Scherk.

Commentators have identified in The Bremen three factors necessary for a
forum-selection clause to be held valid.'33 First, the clause may not be secured by
fraud or overreaching. 3 4 Second, the forum clause must not deny the parties a
meaningful day in court.'35 Third, the choice of forum must not contravene a strong
public policy of the jurisdiction in which the clause is being challenged. 36 While
there is no claim of fraud or overreaching in the securing of the arbitration clause in
Scherk, the Scherk dissent poses challenges under the second and third criteria
from The Bremen. Justice Douglas' doubts about the propriety of arbitration in the
complex securities area have already been discussed.' The dissent felt that the
arbitral forum would indeed deny the parties a meaningful day in court. In addition.

123. 407 U.S. 1 (1971).
124. Id. at 2-3.
125. Id. at 3-4.
126. In re Unterweser Reederei, GMBH, 296 F. Supp. 733, 736 (M.D. Fla. 1969).
127. In re Unterweser Reederei, GMBH, 428 F.2d 888, 890 (5th Cir. 1970). The decision of

the three-judge panel was affirmed on rehearing en banc. 446 F.2d 907, 908 (5th Cir. 1971).
128. The Bremen v. Zapata Off-Shore Co., 407 U.S. 1. 20 (1971).
129. Id. at 15.
130. Id. at 13-14.
131. 417 U.S. at 515.
132. Id. at 519.
133. The Supreme Court, 1971 Term, 86 HARV. L. REV. 52. 58 (1972).
134. Id. at 58-59.
135. Id. at 60-61.
136. Id. at 61-62.
137. See notes 100-09 supra and accompanying text.
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Douglas asserted that The Bremen cannot justify "abandonment of a national public
policy that securities claims be heard by a judicial forum . . "' Both section
29(a) and Wilko were proof of that policy. 3 9 It is apparent that the Scherk
majority, in interpreting The Bremen, overlooked these significant limitations in the
case. The result is that The Bremen as applied appears quite different from The
Bremen standing alone, and its use as authority in Scherk is questionable.

B. United Nations Convention

In addition to citing The Bremen as precedent, the Supreme Court noted that
its decision was consistent with accepted principles of international law.140 In 1958,
several years after Wilko v. Swan, the United Nations Economic and Social
Council adopted the Convention on the Recognition and Enforcement of Foreign
Arbitral Awards. 4 The United States acceded to the treaty in 1970,142 and
Congress passed implementing legislation directing the courts of the United States
to enforce the Convention. 43 The Scherk majority found the adoption of the
Convention to be "highly persuasive evidence" that Congress intended arbitration
agreements such as the one in Alberto-Culver's contract to be enforced. 44

The Court stressed that underlying the U.N. Convention was the principle that
signatory governments should not refuse to enforce arbitration agreements "on the
basis of parochial views of their desirability."' 45 In response to Alberto-Culver's
allegation of fraud, the Court cited Article V (2) (b) of the Convention, which
permits a country to refuse recognition of an arbitral award when enforcement
would violate that country's public policy. 46 However, public policy would not
control until after arbitration had taken place. 4

1

A different perspective on the Convention was presented by the dissent, with
Justice Douglas pointing out an important provision overlooked by the majority. 4

1

Article 11(3) of the Convention permits a court to refuse to refer a matter to
arbitration if the arbitration agreement involved is "null and void, inoperative or
incapable of being performed."' 49 Under the securities laws, any waiver of

138. 41"7 U.S. at 531 n. 10 (dissenting opinion).
139. Id. (dissenting opinion).
140. See id. at 520-21 n.15.
141. See [19701 3 U.S.T. 2517, T.I.A.S. No. 6997.
142. [19701 3 U.S.T. 2517, T.I.A.S. No. 6997.
143. 9 U.S.C. §§ 201-08 (1970).
144. 417 U.S. at520-21 n.15.
145. Id. at 520 n.15.
146. Id. at 519 n.14. Article V(2) states:

Recognition and enforcement of an arbitral award may also be refused if the competent
authority in the country where recognition and enforcement is sought finds that:

(b) The recognition or enforcement of the award would be contrary to the public
policy of that country. 1119701 3 U.S.T. 2517. 2520, T.I.A.S. No. 6997.1

147. The Court stated:
[Plresumably the type of fraud alleged here could be raised, under Art. V of the
Convention ...in challenging the enforcement of whatever arbitral award is produced
through arbitration. [417 U.S. at 519 n. 14.1

148. Id. at 526-27 & n.5 (dissenting opinion).
149. Article 11(3) states:

The court of a Contracting State. when seized of an action in a matter in respect of which
the parties have made an agreement within the meaning of this article, shall, at the
request of one of the parties, refer the parties to arbitration, unless it finds that the said
agreement is null and void, inoperative or incapable of being performed. 1l9701 3
U.S.T. 2517, 2519, T.I.A.S. No. 6997.1
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compliance with the statutes is "void."' 150 Justice Douglas asserted that an
arbitration agreement in a securities contract constitutes such a forbidden waiver.,'
Thus the Court could refuse to enforce arbitration in Scherk, and do so with the
blessing of the U.N. Convention.

It appears that Douglas has made the better argument from the U.N.
Convention. Stewart correctly noted that the clear goal of the U.N. Conference was
to achieve enforcement of arbitration clauses, 15 but he was wrong to suggest that
public policy arguments could be raised only after an award was made.'' Douglas
even cited to a summary of the U.N. Conference proceedings to show that the right
of a nation to refuse to refer a matter to arbitration because the agreement was
"null and void, inoperative or incapable of being performed .... .- was interpreted
by the Conference as a "public policy" limitation. 15 4 Since Stewart felt that U.S.
ratification of the Convention was "strongly persuasive evidence" of a pro-
arbitration policy in this country,' 55 he should have been prepared to confront all of
its relevant provisions. He should have acknowledged the existence of Article 11 (3)
and directly confronted the issue of whether there is a federal policy for or against
arbitration of securities disputes. Because he simply ignored the question, Scherk
stands as weak precedent for those who must interpret the Convention in the future.

C. Public Policy Question

The foregoing analysis of the authority relied on by the Supreme Court in
Scherk has indicated an important question posed in the case. The recurring issue is
whether there is a strong public policy against forced arbitration in securities
disputes such as that between Alberto-Culver and Scherk. If there is such a policy,
neither The Bremen nor the U.N. Convention provides a convincing basis for the
Scherk holding. If there is no policy, then the express limitations of these
authorities do not come into play, and the majority is vindicated.

The arguments of the two factions of the Court are not complex. The dissent
felt that Wilko had correctly interpreted the nonwaiver provisions of the securities
acts as a congressional mandate against enforcement of arbitration clauses., -' 6 In
addition, Justice Douglas pointed to the mushrooming power of giant foreign and
multinational corporations and the relative helplessness of American investors as
circumstances underscoring the need for such a policy.' -" The majority, on the other
hand, cited the Arbitration Act, The Bremen, and the U.N. Convention as evidence
of an emerging policy favoring enforcement of arbitration agreements in internation-
al contracts.' 8 Justice Stewart characterized any attempt to resist the trend as mere
parochialism. "

9

While there is support for both the majority and the dissent, the crux of the
issue seems to be an interpretation of section 29(a). The Wilko Court felt that the

150. See notes 15-16 supra.
151. 417 U.S. at 527 (dissenting opinion).
152. Id. at520n.15.
153. Id. at 519 n.14.
154. Id. at 530-31 n.10 (dissenting opinion), citing G.W. HAIGHT. CONVENTION ON TiE

RECOGNITION AND ENFORCEMENT OF FOREIGN ARBITRAL AWARDS: SUMMARY ANALYSIS OF
RECORD OF UNITED NATIONS CONFERENCE. MAY JUNE 1958 (1958).

155. 417 U.S. at 521 n.15.
156. See notes 84-109 supra and accompanying text.
157. 417 U.S. at 526. 533 (dissenting opinion).
158. Id. at 518-20.
159. Id. at 516-17.
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right to select a forum was "the kind of 'provision' that cannot be waived under §
14 of the Securities Act." 160 Likewise, Justice Douglas declared:

Section 29(a) of the 1934 Act provides that a stipulation binding one to waive
compliance with "any provision" of the Act shall be void, and the Act expressly provides
that the federal district courts shall have "exclusive jurisdiction" over suits brought under
the Act. 15 U.S.C. § 78aa.161

Furthermore, Douglas emphasized that the 1934 Act makes no exception for
international contracts. 62 Additional support for the Wilko-Douglas view comes
from the SEC itself. The Commission filed an amicus brief in Wilko, supporting the
view that arbitration clauses are incompatible with section 14 of the 1933 Act.' 63

Also, the SEC General Counsel had issued an opinion prior to Wilko, ruling that
the antifraud provisions of the SEC statutes are violated by the employment of any
legend, hedge clause or other provision which is likely to lead an investor to believe that
he has in any way waived any right of action he may have. 64

This evidence is persuasive. In the securities area Congress has declared a public
policy against waiver of an investor's right to sue in future disputes. The Scherk
majority abandoned that policy without really examining the securities legislation-
the Court's gaze was fixed upon the facilitation of.international commerce. That is a
major weakness in the decision, and that is why the fruit of Scherk is likely to be a
great deal of perplexity. A profusion of litigation may now be necessary to define
precisely where the securities law policy ends and international comity begins.

IV. QUESTIONS CONCERNING THE APPLICABLE LAW

The failure of the Supreme Court to analyze section 29 (a) of the 1934 Act in
any detail is disturbing. However, this omission is also enlightening, for it points to
what is perhaps the most significant weakness in Scherk: the Court never really
addressed the issue of what law should govern the Alberto-Culver contract. The
majority did rule that the Arbitration Act was to apply,' 6

1 but this merely resolved
the conflict between that act and section 29(a). There still loomed three basic
questions. First, was sale of the Scherk companies a securities transaction defined
and governed by the Securities Exchange Act? Second, was the transaction exempt
from federal regulation because of its international character? Finally, what was the
effect of a stipulation in the Alberto-Culver contract that Illinois law should apply?
A brief analysis of each of these issues is necessary for a critical understanding of
Scherk.

A. "Securities" and Enforcement of the 1934 Act

The Scherk action had been brought under section 10(b) of the 1934 Act, a
provision prohibiting fraud in connection with the purchase or sale of "securi-
ties."'16 6 A basic issue in the case was whether the agreement to transfer the Scherk
enterprises was a security within the meaning of the Act. The Seventh Circuit held
that a security was involved, and that this determination mandated full application
of the Act.1 67 The Supreme Court dissent approved this holding.' 68 The majority

160. 346 U.S. at 434-35.
161. 417 U.S. at 531-32 (dissenting opinion).
162. Id. at 530 (dissenting opinion).
163. 3 Loss 1813-14.
164. SEC Securities Act Release No. 3411 (195 1) (opinion of general counsel).
165. 417 U.S. at 519-20.
166. 15 U.S.C. § 78j(b) (1970).
167. Alberto-Culver Co. v. Scherk, 484 F.2d 611, 615 (7th Cir. 1973).
168. 417 U.S. at 522-25 (dissenting opinion).
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refused to decide the issue, because petitioner Scherk had not appealed the ruling
of the lower court.' 69

By giving no opinion on this issue the Court has left a crucial question
unanswered. If no "securities" were involved in the Alberto-Culver contract, the
Securities Exchange Act and section 29 (a) would be irrelevant. Scherk would be a
simple case of contract and forum selection like The Bremen, and arbitration would
be appropriate. However, two facts make it unlikely that Scherk was not a
"securities" case. First, because the securities issue was neither raised on appeal
by Scherk nor considered by the Court, the holding of the Seventh Circuit was not
displaced.1 10 Second, the agreements in the Scherk transaction were easily
"securities" within the meaning of the 1934 Act, as interpreted by the courts .17

169. Id. at 514-15 n.8.
170. It could be argued that the Court's refusal to rule on the issue, coupled with the actual

result in Scherk, was an implicit finding that securities were not involved, and thus that the
Seventh Circuit was in error. However, this would contradict the Court's own statement that the
majority did not "reach, or imply any opinion" on the issue. Id.

Another reason for concluding that the Seventh Circuit holding retained its vitality is the
lower court's statement:

The question of the district court's jurisdiction turns on whether the transaction here in
issue involves "securities" within the purview of Section 10(b) of the Securities
Exchange Act of 1934 and Rule IOb-5. We conclude that it does. [Alberto-Culver Co. v.
Scherk, 484 F.2d 611, 615 (7th Cir. 1973).]

The Supreme Court never addressed the subject-matter jurisdiction question, yet the Court did
arrive at a substantive holding in the case. It is conceivable that subject-matter jurisdiction was
based on diversity of citizenship; however, there is no evidence in the reported opinions that this
was so. Furthermore, such a determination would directly contradict the statement of the Seventh
Circuit quoted in this footnote. The logical conclusion is that the Seventh Circuit's finding of
subject-matter jurisdiction-based as it was upon the existence of "securities"-was not displaced
by the Supreme Court.

171. Section 3(a) (10) of the 1934 Act provides:
The term "security" means any note, stock, treasury stock, bond, debenture, certificate
of interest or participation in any profit-sharing agreement or in any oil, gas. or other
mineral royalty or lease, any collateral-trust certificate, preorganization certificate or
subscription, transferable share, investment contract, voting-trust certificate, certificate
of deposit, for a security, or in general, any instrument commonly known as "security":
or any certificate of interest or participation in, temporary or interim certificate for.
receipt for, or warrant or right to subscribe to or purchase, any of the foregoing but shall
not include currency or any note, draft, bill of exchange, or banker's acceptance which
has a maturity at the time of issuance of not exceeding nine months, exclusive of days of
grace, or any renewal thereof the maturity of which is likewise limited. 115 U.S.C. §
78c(a) (10) (1970).]

The Supreme Court itself has stated that the term "security" in the 1933 and 1934 Acts
"embodies a flexible rather than a static principle." Tcherepnin v. Knight, 389 U.S. 332, 338
(1967). The Tcherepnin Court also declared:

[Riemedial legislation should be construed broadly to effectuate its purposes. The
Securities Exchange Act quite clearly falls into the category of remedial legislation. One
of its central purposes is to protect investors through the requirement of full disclosure
by issuers of securities, and the definition of security in § 3(a) (10) necessarily
determines the classes of investments and investors which will receive the Act s
protections. Finally, we are reminded that, in searching for the meaning and scope of the
word "security" in the Act, form should be disregarded for substance and the emphasis
should be on economic reality. [Id. at 336.1
With these definitions and general principles in mind, the Seventh Circuit in Scherk cited two

cases more precisely on point. In Lawrence v. SEC. 398 F.2d 276 (1st Cir. 1968). a written
promise for the future delivery of securities was held to be a security itself. Id. at 279. In
Movielab, Inc., v. Berkey Photo, Inc., 452 F.2d 662 (2d Cir. 1971), notes issued by one company
in exchange for the assets of another were held to be securities. Id. at 663. The contract
agreement by Scherk to transfer the assets of his companies to Alberto-Culver is sufficiently
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The Seventh Circuit and the Douglas dissent believed that once it has been
determined that securities were involved in a transaction, the securities acts must be
applied fully. The nonwaiver provisions, as construed in Wilko,'"1 would be in
effect. Unfortunately, the issue which offered a simple means of removing the case
from the purview of the securities acts was passed over by the Scherk Court. The
Court apparently accepted the existence of securities, but it also seemed to indicate
that these securities were to be less regulated than others. The disconcerting aspect
of the Court's nonanalysis is that the Scherk decision may have a significant
impact on the securities laws. But the precise impact intended has not been
articulated.

B. Securities Laws and Foreign Transactions

A second question concerning applicable law was whether the international
character of the business transaction removed it from federal regulation. Scherk had
moved to dismiss the complaint on the ground that this international sale was
outside the Securities Exchange Act, but the district court denied the motion.' 7"
Scherk did not appeal this ruling, and once again the Supreme Court did not see fit
to state an opinion on a matter not formally brought before the Court."4 This is
unfortunate, because the Court's ultimate holding has had the effect of a
pronouncement on the issue. Moreover, the Scherk decision has cast a shadow
across the preeminent case on this subject.

In Leasco v. Data Processing Equipment Corp.'75 the Second Circuit held that
the 1934 Act does govern the sale or purchase of securities outside the United
States when fraudulent acts occur in this country.' The transaction under analysis
in Leasco involved an American corporation's purchase of stock in a British
enterprise. During meetings held in the United States and in Britain, representa-
tives of the British sellers allegedly gave false information as to the value of the
securities, and the buyers sued in district court under section 10(b)., 77 On
interlocutory appeal the Second Circuit, in an opinion written by Judge Friendly,
made two rulings of significance to Scherk. First, the court found that Congress
intended the protections of section 10 (b) to extend to the sale of foreign securities,
and that federal courts would have subject matter jurisdiction in cases involving
fraud in such transactions.1 7 8 Second, the court responded to the defendants'
argument that since none of the crucial negotiations had taken place in the United
States, choice of law principles would select the law of England as governing in this
case. 179 Judge Friendly declared that any communications-meetings, telephone
calls, or correspondence-which whetted the purchaser's interest in the shares were
deemed to be significant conduct within the United States, and therefore there were

similar to Lawrence and Movielab to merit their use as precedent for the Seventh Circuit. Alberto-
Culver Co. v. Scherk, 484 F.2d 611, 615 (7th Cir. 1973). The Seventh Circuit's holding was also
clearly in keeping with the spirit of Tcherepnin.

For a general discussion of the expanding definition of "'security- see Mofsky. Some
Comments on the Expanding Definition of "Securit.," 27 U. MIAMI L. REV. 395 (1973).

172. 346 U.S. at 434-35.
173. 417 U.S. at 510, 516 n.9.
174. Id. at 516 n.9.
175. 468 F.2d 1326 (2d Cir. 1972).
176. Id. at 1335-36.
177. Id. at 1330-33.
178. Id. at 1335-38.
179. Id. at 1338-39.
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sufficient contacts to permit application of American law. 8 0 Furthermore. Friendly
cited authority for abandoning normal choice of law considerations in cases
involving fraud.''

The facts of Scherk are quite similar to the events in Leasco. Although the
majority in Scherk did not take note of Alberto-Culver's allegations that the
misrepresentation of trademark validity had occurred during "crucial" negotiations
in Illinois, 8 2 the Court did find that "some" of the deliberations had taken place in
this country. 3 Under either characterization it seems clear that Justice Stewart
should have addressed himself to Leasco. Judge Friendly's finding of subject matter
jurisdiction over foreign securities transactions and his pronouncements on choice-
of-law principles and sufficient contacts would apparently be controlling in a
contract like Alberto-Culver's.

The Supreme Court did not evaluate the Leasco formulation, because that
issue was not raised on appeal.1 4 However, the Scherk holding has unquestionably
undermined Leasco. Judge Friendly had found that Congress intended broad
application of section 10 (b), and therefore he ruled that foreign transactions should
not be immune from the 10(b) prohibition against fraud.'85 Under Scherk, foreign
securities contracts with waiver provisions can sidestep the fraud prohibitions of the
1934 Act.

Justice Stewart should have stated explicitly whether Scherk was a conflict-of-
laws problem, and if so, what elements in the "truly international agreement"
removed the contract from strict application of the securities laws. Perhaps the facts
of Scherk-for example, the existence of an arbitration clause-were distinguishable
from Leasco. Or perhaps the Court wished to reshape Judge Friendly's sufficient-
contacts test. 86 Perhaps the majority even felt it desirable to reject the principle
that choice-of-law considerations are inapplicable in cases of fraud. t'8 The Court
could have addressed these issues, but it did not. As in its rejection of Wilko as
precedent, the Court forsook clarity and opted for vagueness in meeting the Leasco
challenge. Justice Stewart avoided a direct repudiation of the Friendly opinion, but
the Court's holding may have had that effect.

C. Perplexing Language in the Contract

A third issue as to the applicable law in Scherk is even more perplexing than
the first two. The Court never did make clear the effect of the parties' stipulation in

180. Id. at 1334-35.
181. Id. at 1339 n.7. Judge Friendly cited this passage from Professor Ehrenzweig's treatise:

JAI fraud is still considered sufficiently tainted with moral blame to induce courts to
follow their own standards in deciding any case that involves this charge. Indeed, no
.'conflicts" case can be found in which the court would have decided differently had all
elements of the case been entirely domestic. There is not the slightest support in the case
law for any rule that would, in true conflicts cases, make applicable either the law of the
place of injury or that of the place of conduct or of the state with the "most significant
relationship." It is this simple: the court in a fraud case involving foreign elements will
apply its own law. It will not listen to either a plaintiff or a defendant who claims a
standard of behavior stricter or less strict than that prevailing in the forum. [A.
EHRENZWEIG, CONFLICT OF LAWS 558-59 (1962).1

182. However, the dissent did note this allegation. 417 U.S. 529-30 n.8 (dissenting opinion).
183. Id. at 517 n.1 1.
184. Id. at 516 n.9.
185. Leasco Data Processing Equip. Corp. v. Maxwell, 468 F.2d 1326. 1335-39 (2d Cir.

1972).
186. See note 180 supra and accompanying text.
187. See note 181 supra.
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the arbitration clause that: "The laws of the State of Illinois, U.S.A. shall apply to
and govern this agreement, its interpretation and performance."' 88 An immediate
question is whether the words "this agreement" referred to the contract as a whole
or merely to the arbitration clause where the statement was found. While the Court
did not note this ambiguity, a footnote to the majority opinion implied that the
arbitrators must interpret the whole transaction under Illinois law. 1 9 However, this
implication loses its persuasiveness when juxtaposed with a different footnote in
which Justice Stewart seemingly undermined the force of Illinois law. Without
further elaboration he wrote that "a determination of the existence and extent of
fraud concerning the trademarks would necessarily involve an understanding of
foreign law on that subject."' 19 Perhaps, then, the elements of fraud under Illinois
law would not bind the arbitrators.

Yet another ambiguity regarding the parties' stipulation is whether the contract
clause allowed for application of federal securities law. The contract did not specify
that the Illinois Securities Law must be applied, but rather the "laws of the State of
Illinois."' 191 This could be interpreted to mean the law governing any securities
transaction in Illinois, including appropriate federal law. In fact, under the
supremacy clause of the United States Constitution, the federal securities acts are a
part of the law of every state. 192 Carrying this idea to its ultimate conclusion, the
parties' stipulation of Illinois law amounted to an invocation of federal law,
including the nonwaiver provisions voiding arbitration clauses. In effect, the
selection of Illinois law in the Scherk contract may be interpreted as negating the
force of the arbitration clause containing that stipulation. While the parties and the
Court probably intended Illinois law to be applied without jeopardizing arbitration,
the Court's lack of guidance on a proper reading of the clause has made possible an
absurdity.

As a decision affecting the scope of federal securities law, Scherk presents an
inadequate examination of that law. Because the majority did not expressly hold
that the transaction involved "securities," the significance of the Court's enforce-
ment of the Arbitration Act is unknown. 93 If the contract did indeed involve
securities, and if the Securities Exchange Act was in fact applicable, then the
Scherk holding is a major exception to the 1934 Act. On the other hand, if the
interest in the European enterprises did not constitute securities, the securities laws
were not applicable and were not undermined by the order to arbitrate. Similarly,
the status of Leasco is in limbo because the Scherk Court seemed to reject Judge

188. 417 U.S. at 508-09 n.l.
189. Id. at 519 n.13. The Court stated:

Under some circumstances, the designation of arbitration in a certain place might also be
viewed as implicitly selecting the law of that place to apply to that transaction. In this
case, however, "ft]he laws of the State of Illinois" were explicitly made applicable by the
arbitration agreement. [Id.l

190. Id.at5l6n.10.
191. Id.at508-09n.l.
192. The Scherk dissent touched on this matter in oblique fashion in its criticism of the

arbitration process:
The agreements in this case provided that the "'laws of the State of Illinois" are
applicable. Even if the arbitration court should read this clause to require application of
Rule lOb-5's standards, Alberto-Culver's victory would be Pyrrhic. The arbitral court
may improperly interpret the substantive protections of the Rule, and if it does its error
will not be reviewable as would the error of a federal court. [Id. at 532 n. 11 (emphasis
added).]

193. See notes 166-72 supra and accompanying text.
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Friendly's decision. 94 Until a subsequent case answers the question, it is uncertain
whether or to what extent the securities law may apply to international transactions
with arbitration clauses. Finally, the Court's approval of forum selection is clouded
by its maladroit handling of the Illinois law issue.1 95 The Court apparently rejected
application of the 1934 Act by sidestepping section 29 (a) and referring the dispute
to arbitration. Yet arbitration was to be governed by the laws of Illinois, which
include the federal law. The curious result of the Supreme Court's treatment of
securities law in Scherk is that the precedential value of this seemingly momentous
decision may be nil.

V. CONCLUSION

This article has shown that Scherk v. Alberto-Culver Co. poses many analytical
problems. Justice Stewart's majority opinion seems to raise more questions than it
answers. Justice Douglas and the minority contribute to a better understanding of
the case, yet the dissenting opinion is in itself somewhat confusing. Undoubtedly
future decisions will clarify many of the issues blurred in Scherk by limiting or
expanding the Court's holding. As the veil of mystery is slowly lifted, a touchstone
for future Scherks will evolve. The test that develops must be more specific than
the Stewart "truly international agreement" basis for sidestepping the rights granted
in federal securities legislation. Justice Stewart may know a truly international
contract when he sees one, but he has not shared his insights. Perhaps the new test
will center around the Leasco concept of sufficient contacts with the United States.
Perhaps the nature of the security or the type of business will control. It is even
possible that the Douglas idea, the potential for harm to helpless investors, will be
the key. No matter what route is chosen, the test should define with some precision
the circumstances in which the federal securities laws must govern a transaction
despite an attempted waiver of rights.

The most satisfying formulation would be one that focuses on the bargaining
posture of the securities buyer. An arbitration clause should be enforced only when,
as in Scherk, the agreement was arrived at through negotiation by sophisticated
parties with comparable resources. Wilko would still be followed in any circum-
stance in which a buyer claims to have been defrauded by a seller who had enjoyed
a superior bargaining position. Furthermore, this factor should be considered only
in situations governed by Leasco-contracts for foreign securities, arrived at
through significant conduct in the United States. In wholly domestic transactions
the nonwaiver provisions of the securities acts would strictly control, and in wholly
foreign transactions American law would have no effect.

As described by Justice Douglas, the potential danger of Scherk as it now
stands is that foreign corporations-and conceivably multinationals as well-will
have free reign to operate outside the confines of securites laws. The victims in
such an unregulated international securities market would be the small investors,
either direct or indirect, who lack the bargaining power to protect themselves. The
Supreme Court in Scherk felt that it would be "parochial" to insist on applying
American standards of fairness to an international securities contract. Instead, it
opened the door to widespread securities abuses by foreign corporations. In the

194. See notes 173-86 supra and accompanying text.
195. See notes 188-92 supra and accompanying text.
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absence of any international convention requiring honesty in securities dealings, it
would be better if in future cases the Court were to examine the policies behind the
securities laws and then close and bolt the door.

Stephen C. Sieberson


