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ARTICLE REPRINT

What happens if someone makes mate-
rial misrepresentations or omits to make 
material statements, yet acts in good faith? 
Are innocent misrepresentations or omis-
sions actionable? The answer is, it depends. 
While the Financial Industry Regulatory 
Authority (FINRA), the Securities and Ex-
change Commission (SEC) and the courts 
all agree that the intent to deceive is a 
necessary element of an action under Sec-
tion 10(b), as set forth in Hochfelder1 and 
Sundstrand,2 they don’t seem to agree on 
the proper framework for evaluating the 
mental state of persons who make material 
misrepresentations or omissions. A recent 
case involving two registered representa-
tives, Alvin and Donna Gebhart, illustrates 
the problem. In 2004, Mr. and Mrs. Geb-
hart were found not liable on fraud charges 
by an NASD (now, FINRA)3 Hearing Panel 
because they acted in good faith (although 
they were found liable on other charges).4 
Subsequently, they have gone through an 
internal appeal to NASD’s National Adju-
dicatory Council,5 an appeal to the SEC,6 an 
appeal to the Ninth Circuit,7 and a remand 

back to the SEC,8 which they will now be 
appealing. All of the decisions turn on the 
same issue: how the good faith defense 
works (or is supposed to work). While all 
adjudicators cite Sundstrand, they analyze 
the application of the good faith defense 
differently. Until the Supreme Court weighs 
in on the issue, it appears that confusion 
will continue to reign.

Mr. and Mrs. Gebhart and Their 
Good Faith Conduct

Mr. and Mrs. Gebhart sold unregistered 
promissory notes to certain of their custom-
ers from January 1997 to February 2000.9 
The Gebharts learned most, if not all, of 
their information about the notes from a 
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former colleague.10 They personally invested in 
the notes and began offering the notes to their cus-
tomers, conveying to the customers the informa-
tion they received from their former colleague.11 
Ultimately, the issuer of the notes was forced into 
bankruptcy and the investors lost money.12 

The Hearing Panel found that Mr. and Mrs. 
Gebhart acted in good faith. They “truly believed 
they fulfilled their responsibilities to ensure that 
[the notes] were appropriate investments,” based 
on: (1) their belief in the reliability of the infor-
mation provided by the former colleague; (2) the 
general information they gathered from other 
sources; (3) their own one-year personal invest-
ment history with the notes; and (4) their broker-
dealer’s failure to respond to certain information 
they provided regarding the issuer.13 As the SEC 
later acknowledged, Mrs. Gebhart testified that 
they “had faith with everybody that was involved 
that it was a good program.”14 

Hochfelder, Sundstrand and the 
Good Faith Defense

In the landmark Hochfelder decision,15 the Su-
preme Court established the required mental state 
for securities fraud actions, while acknowledging 
the good faith defense. In that decision, the Court 
held, for the first time, that scienter (defined as “a 
mental state embracing intent to deceive, manipu-
late or defraud”) was required to prove a viola-
tion of Section 10(b) of the Securities Exchange 
Act of 1934 and Rule 10b-5 thereunder.16 In sup-
port of its decision, the Court analyzed the legis-
lative history of Section 10(b) and concluded that 
“there is no indication that Congress intended 
anyone to be made liable for such practices unless 
he acted other than in good faith.”17 The Court 
expressly declined to decide whether reckless con-
duct could constitute scienter. Nonetheless, it spe-
cifically acknowledged that, “[i]n certain areas of 
the law recklessness is considered to be a form of 
intentional conduct for purposes of imposing li-
ability.”18 

Since Hochfelder, the Supreme Court has re-
peatedly refused to rule on whether recklessness 
can constitute scienter, but it has recently noted 
that every court of appeals that has considered 

the issue has held that recklessness satisfies the 
scienter requirement, although they differ on the 
required level of recklessness.19 When analyzing 
recklessness, most courts appear to cite the Sev-
enth Circuit’s Sundstrand decision. According to 
Sundstrand, reckless conduct: 

may be defined as a highly unreasonable 
omission, involving not merely simple, or 
even inexcusable negligence, but an ex-
treme departure from the standards of or-
dinary care, and which presents a danger 
of misleading buyers or sellers that is ei-
ther known to the defendant or is so obvi-
ous that the actor must have been aware 
of it.20

The Sundstrand court explained that reckless-
ness included both an objective test and a subjec-
tive test. The objective test required that “the dan-
ger of misleading buyers must be actually known 
or so obvious that any reasonable man would be 
legally bound as knowing.…”21 The subjective 
test required that the alleged fraudulent “omis-
sion must derive from something more egregious 
than even ‘white heart/empty head’ good faith.”22 
The court elaborated on the subjective test, stat-
ing that if an actor “genuinely forgot to disclose 
information or [the information] never came to 
his mind,” then he was not reckless in failing to 
disclose the information, even if the “proverbial 
‘reasonable man’ would never have forgotten.”23 
The Seventh Circuit stated that it added this “sub-
jective test” to comply with the Supreme Court’s 
requirement in Hochfelder that scienter required 
“something more than ‘inexcusable negligence.’”24 
Thus, the Sundstrand recklessness standard repre-
sents an attempt to join together both objective 
and subjective recklessness standards. 

While virtually all courts cite Sundstrand, they 
often apply it inconsistently when the defen-
dant asserts a good faith defense. For example, 
in apparent contradiction to Sundstrand, certain 
courts have found that subjective good faith is not 
a defense to reckless conduct.25 Other courts have 
specifically cited Sundstrand’s “subjective test,” 
and even cited the “white heart/empty head good 
faith” language, but have not applied it. For ex-
ample, in Hollinger,26 the court determined that 
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the “essential inquiry” based on Sundstrand was 
whether the defendant’s omission was “highly 
reasonable” and “an extreme departure from 
standards of ordinary care.”27 This standard ap-
pears to completely ignore the defendant’s subjec-
tive state of mind. 

The Gebharts’ Trial, Tribulations  
and Appeals

The Gebharts’ travails illustrate how adjudica-
tors have analyzed the good faith defense incon-
sistently. As noted above, Mr. and Mrs. Gebhart 
sold the unregistered promissory notes from Janu-
ary 1997 to February 2000. During the past nine 
years, Mr. and Mrs. Gebhart have gone through 
one trial, where they were found not liable on 
fraud charges, and four different appeals. And 
their fight is not yet over. 

The Trial:  
NASD’s Office of Hearing Officers

In December 2002, NASD’s Department of 
Enforcement brought a disciplinary proceeding 
against the Gebharts, charging them, with, among 
other things, making fraudulent misrepresenta-
tions and omissions in violation of Section 10(b) 
and Rule 10b-5 thereunder.28 The trial was held in 
May 2003, and on Feb. 9, 2004, the Hearing Panel 
issued its decision, finding the Gebharts not liable 
on fraud charges, but liable on other counts.29 In 
analyzing their fraud liability, the Hearing Panel, 
like the Sundstrand court, defined recklessness 
as an “extreme departure from the standards of 
ordinary care ... which presents a danger of mis-
leading buyers or sellers that is either known to 
the defendant or so obvious the actor must have 
been aware of it.”30 As set forth above, based 
on the Gebharts’ testimony and other evidence, 
the Hearing Panel found that the Gebharts had 
“failed to conduct a reasonable investigation” 
of the issuer by relying on the former colleague’s 
representations. Nonetheless, they lacked scienter 
because they “truly believed they fulfilled their 
responsibilities to ensure that [the notes] were 
appropriate investments.”31 The Hearing Panel 
concluded that Enforcement proved the Gebharts 
were “negligent, perhaps even grossly negligent, 

but not reckless.”32 The Hearing Panel thus took 
into account the Gebharts’ subjective beliefs in its 
analysis of recklessness. 

NASD Appeal:  
National Adjudicatory Council

The Gebharts faced a different result after the 
case was reviewed by NASD’s appellate body, the 
National Adjudicatory Council (NAC). Following 
the trial, neither Enforcement nor the Gebharts 
appealed the trial level decision. Nonetheless, the 
NAC called the case for review and reversed the 
Hearing Panel’s scienter finding.33 The NAC cited 
Sundstrand, describing it as providing an “excel-
lent explanation” of recklessness, and even ex-
pressly acknowledged the Sundstrand court’s sub-
jective test; nonetheless, the NAC concluded that 
“recklessness is primarily, but not exclusively, an 
objective test.”34 Furthermore, the NAC, citing 
the Third Circuit’s decision in Infinity Group, 
stated that “good faith without more, does not 
necessarily preclude a finding of recklessness” be-
cause a good faith belief that is the result of reck-
less conduct satisfies the scienter requirement.35

With regard to the evidence presented to the 
Hearing Panel, the NAC concluded that the Geb-
harts’ failure to investigate the notes was reckless 
and “derived from more than just empty-head-
edness.”36 The NAC, however, did not focus on 
the Gebharts’ subjective beliefs. Instead, the NAC 
focused on objective considerations. The NAC 
found that the four factors listed by the Hear-
ing Panel provided “scant” justification for the 
Gebharts to believe they had fulfilled their duty 
to investigate.37 In addition, the NAC found that 
the Gebharts were confronted with numerous 
red flags (including, for example, that their com-
missions were being paid from their former col-
league, not the issuer) that “must have heightened 
their level of concern” regarding the notes.38 The 
NAC therefore interpreted recklessness as an al-
most purely objective standard. 

SEC Appeal

The result didn’t change after the Gebharts ap-
pealed to the SEC. The SEC affirmed the NAC’s 
scienter determination, finding that the Gebharts 
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were reckless because they failed to discharge 
their duty as securities professionals to investigate 
investments before offering them to their clients, 
despite numerous “red flags” suggesting a need 
for “thorough investigation.”39 The SEC stated 
that the Gebharts “may not ‘deliberately ignore 
that which [they have] a duty to know and reck-
lessly state facts about matters of which [they are] 
ignorant.’”40 In addition, the SEC found that the 
four factors cited by the Hearing Panel did not 
demonstrate the Gebharts’ good faith.41 Moreover, 
the SEC stated that “even an ‘honest belief in an 
issuer’s prospects does not itself give [one] a rea-
sonable basis for recommending the [investment] 
to others.’”42 Although the SEC cited Sundstrand, 
it did not specifically acknowledge the subjective 
test.43 Thus, the SEC, like the NAC, treated reck-
lessness primarily as an objective standard.

Ninth Circuit Appeal

The Gebharts then appealed to the Ninth Cir-
cuit, which reversed the SEC’s scienter determina-
tion, in an unpublished opinion, and remanded 
to the SEC for further findings. The court cited 
the Sundstrand standard and acknowledged that 
recklessness required both objective and subjec-
tive tests.44 The subjective test required an evalu-
ation of the “actor’s actual state of mind at the 
time of the relevant conduct.”45 With regard to 
the Gebharts’ state of mind, the Ninth Circuit 
found that the SEC “failed to find that the Geb-
harts must have known their actions presented a 
danger of misleading their clients” and chastised 
the SEC for phrasing its decision in terms of what 
a reasonable securities professional should have 
done.46 In addition, the court took issue with the 
SEC’s contention that the Gebharts were fore-
closed from establishing a good faith defense to 
scienter because they failed to discharge their 
duty to investigate, ruling that such a contention 
would “eliminate the subjective component of 
recklessness in failure-to-investigate cases.”47 

SEC Remand

On remand, the SEC cited the correct legal 
standard, and not surprisingly, the SEC found the 
Gebharts liable for fraud again.48 In explaining 

the legal standard, the Commission stated that 
the objective component of recklessness “asks 
what a reasonably prudent securities professional 
under the circumstances would have done,” while 
the subjective component “looks at an actor’s 
actual state of mind at the time of the relevant 
conduct.”49 After citing the standard, the Com-
mission then examined statements made by the 
Gebharts and concluded that they had insufficient 
knowledge and failed to act reasonably to con-
firm the validity of their statements.50 

While the SEC’s result was arguably expected, 
it is interesting to see how the Commission ana-
lyzed the subjective state of mind of the Gebharts. 
In evaluating their subjective state of mind, the 
SEC purported to accept the Gebharts’ testimony 
that they acted with good faith. It quoted Mrs. 
Gebhart’s statement that they “had faith with ev-
erybody that was involved that it was a good pro-
gram.”51 In addition, the SEC “acknowledge[d] 
the Gebharts’ assertions that they believed they 
had done enough to confirm the truthfulness of 
their statements to clients.”52 However, in reach-
ing its decision, the Commission did not evaluate 
the Gebharts’ good faith arguments by assessing 
their credibility or the Hearing Panel’s conclusion 
that they “truly believed.” Instead, the SEC held 
that “a respondent’s belief that he acted in good 
faith must be tested by reference to objective crite-
ria; i.e., the applicable standard of conduct is de-
termined in accordance with the degree to which 
the respondent had acted extremely unreason-
ably.”53 Applying this standard, the Commission 
concluded that the Gebharts’ “misplaced ‘faith’” 
did not “overcome our finding of recklessness 
given the obvious warning signs that some inves-
tigation was necessary.”54 Thus, while the SEC 
stated that it was accepting the Gebharts’ subjec-
tive rationale, the SEC found that, objectively, the 
Gebharts behaved recklessly. The SEC’s restate-
ment of the legal standard and its analysis appear 
to conflate the objective and subjective standards. 
Its decision also casts doubt on whether the Com-
mission recognizes a subjective standard for reck-
lessness, as articulated by Sundstrand, or simply 
paid lip service to that standard to comply with 
the Ninth Circuit decision. 
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Now What?
On appeal to the Ninth Circuit, the Gebharts 

are likely going to argue that the Commission 
acted inconsistently with Sundstrand because it 
should not have “tested” the Gebharts’ good faith 
belief by simply applying the SEC’s objective view. 
Instead, the SEC should have accepted the Hear-
ing Panel’s determination that they acted in good 
faith, and therefore, under Hochfelder, the Geb-
harts should not be found liable for fraud. Geb-
hart demonstrates that until the Supreme Court 
addresses these issues, confusion will continue to 
reign (or is it rain?) on Sundstrand and cloudy 
days are ahead for the good faith defense. 
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