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A legal update from Dechert’s Financial Services and White Collar and Securities  
Litigation Groups 

Court Finds that NSMIA Does Not Preempt 
Claims Arising Under State Securities Fraud 
Judge Harold Baer of the U.S. District Court for 
the Southern District of New York recently con-
sidered whether the National Securities Markets 
Improvement Act of 1997 (“NSMIA”)1 preempts 
claims under state securities fraud statutes. 
Other courts have previously supported the pre-
emptive nature of NSMIA, but Judge Baer de-
cided that the suit could continue. This opinion 
is significant because it demonstrates that 
NSMIA is, at best, an imperfect shield for in-
vestment advisers and others when claims are 
brought under state law.  

Background 

In July 2007, investor Howard Houston (“Hous-
ton”) filed a complaint against a New York law 
firm, Seward & Kissel, LLP (“Seward & Kissel”), 
in the Southern District of New York over Sew-
ard & Kissel’s role in connection with allegedly 
misleading offering documents of Wood River 
Partners, LP (“Wood River” or the “Funds”), a 
hedge fund in which Houston had invested and 
lost $2.75 million.2 Wood River’s principal, 
John Whittier, had pleaded guilty in May 2007 
to violations of federal securities laws and the 
Wood River fund had been placed in receiver-
ship.3 

                                                 
1  Pub. L. No. 104-290, 110 Stat. 3416. 

2  Houston v. Seward & Kissell LLP, 07 CV 6305 
(S.D.N.Y. March 27, 2008). 

3  See Wood River Capital Management, LLC, et. al., 
SEC Litigation Release No. 20234 (August 9, 

Houston’s complaint alleged that Wood River 
had listed Seward & Kissel as legal counsel and 
had indicated that the law firm’s opinions as to 
the legality of the offering would be made avail-
able to investors in Wood River funds (“Funds”). 
Houston claimed that Seward & Kissel had pre-
pared the Funds’ offering memorandum, which 
allegedly had contained false representations 
about Wood River’s intention to remain diversi-
fied and had omitted material facts about Whit-
tier, and that the firm had allowed its name to 
be used in the offering documents. Specifically, 
Houston alleged that Seward & Kissel had par-
ticipated in the scheme by allegedly drafting, 
editing, reviewing, or approving the prospectus 
and marketing materials. Houston alleged that 
these documents contained material misrepre-
sentations and omissions and violated Oregon’s 
securities fraud (“Blue Sky”) statutes.4 

Response 

Seward & Kissel moved to dismiss Houston’s 
complaint on August 31, 2007, arguing in part 
that federal law under NSMIA preempted, either 
expressly or impliedly, state regulation of  
                                                                      

2007), available at 
http://www.sec.gov/litigation/litreleases/2007/l
r20234.htm. 

4  See, e.g., ORS §§ 59.115(b) and 59.135(1), (2), 
(3). Houston also suggested that Seward & Kissel 
may have participated in the sale of unregistered 
securities in Oregon because Wood River securi-
ties were not federally covered securities or oth-
erwise exempt under Oregon law. The court ulti-
mately rejected this argument. 

http://www.sec.gov/litigation/litreleases/2007/lr20234.htm
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materials related to the Funds’ offering of securities.5 
Seward & Kissel argued that, as Wood River interests 
were “covered securities” and Houston’s claims were 
predicated on the validity and sufficiency of statements 
and disclosures made in an offering memorandum, per-
mitting these claims to continue would impermissibly 
impose conditions and limitations on the use of offering 
materials in an area preempted by NSMIA.6 The law 
firm argued that requiring issuers of nationally offered 
securities to comply with disparate disclosure require-
ments in every state would undermine the effectiveness 
and efficiency of the national securities market. 

As to implied preemption, Seward & Kissel argued that 
Oregon’s Blue Sky law stood as an obstacle to the Con-
gressional objective of an efficient and effective national 
securities market.7 The court disagreed with Seward & 
Kissel, holding that nothing in the history of the legisla-
tion of NSMIA preempted state oversight of alleged 
fraud or deceit in the securities realm.  

The court’s opinion did not distinguish a contrary hold-
ing in a November 2005 California state court case, 
Capital Research and Mgmt. Co. v. Lockyer.8 In that case, 
the court found that Congress had intended to eliminate 
states’ authority to require or otherwise impose condi-
tions on the disclosure of information in connection with 
the offering of securities in a fund and that the suit, 
based upon an omission of information that was not by 
its nature indicative of common law fraud, was therefore 
preempted because any state law action would have 
been tantamount to state-mandated disclosure. In 
2007, the California Court of Appeals overturned this 
decision, finding that the state attorney general could 
maintain a suit against the companies for omissions.9 

                                                 
5  See Memorandum in Support of Seward & Kissel LLP’s 

Motion to Dismiss the Complaint, 07 Civ. 6305 (S.D.N.Y. 
filed August 31, 2007).  

6  Id. at 11-14. 

7  Id. at 14-16. 

8  Capital Research and Mgmt. Co. v. Lockyer, LASC Case No. 
BC330770 (Nov. 22, 2005) (consolidated with California v. 
American Funds Distributors, Inc., LASC Case No. 
BC330774). 

9  Capital Research and Mgmt. co. v. Lockyer, 147 Cal.App.4th 
58 (Cal. App. 2 Dist. 2007). This appeal leaves the deci-
sion in People v. Edward D. Jones & Co., in question. Not 
Reported in Cal.Rptr.3d, 2005, WL 4112812 
(Cal.Super.Ct. 2005). 

The Court’s Analysis on NSMIA 

The court in Houston v. Seward & Kissel stated that the 
fundamental issue before it was how Oregon’s Blue Sky 
laws governing securities fraud and deceit could be ap-
plied to a law firm located in New York that prepared 
documents for a non-public stock offering and that may 
or may not have been aware of an offeror’s wrongful 
acts. The court suggested that both Congress and the 
courts had repeatedly recognized state authority to 
regulate securities fraud independent of federal law.10 
As this case involved securities fraud by principals Wood 
River and Whittier, the court determined that the ques-
tion before it was whether NSMIA specifically preserved 
state power to regulate the activity alleged in Houston’s 
complaint.  

The scope of NSMIA’s preemption is stated as follows: 

No law, rule, regulation, order or other administra-
tive action of any State or any political subdivision 
thereof that –  

(1) requiring, or with respect to, registration or 
qualification of securities, or registration or qualifi-
cation of securities transactions, shall directly or 
indirectly apply to a security that –  

A. is a covered security; or 

B. will be a covered security upon completion of the 
transaction; 

(2) shall directly or indirectly prohibit, limit, or im-
pose any conditions upon the use of –  

A. with respect to a covered security described in 
subsection (b) of this section, any offering docu-
ment that is prepared by or on behalf of the issuer; 
or B. … 

(3) shall directly or indirectly prohibit, limit, or im-
pose conditions, based on the merits of such  

                                                 
10  The court acknowledged in a footnote that Seward & Kissel 

had been successful in NY state court against a plaintiff 
that alleged common law fraud, but found that New York 
common law was inapplicable to Oregon Blue Sky law. See 
Eurycleia Partners, LP v. Seward & Kissel, LLP, 600704/06 
(N.Y. App. Div. Dec. 20, 2007).  
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offering or issuer, upon the offer or sale of any se-
curity described in paragraph (1).11 

The court suggested that a plain reading of the statute 
demonstrated that NSMIA’s preemption of state securi-
ties law was limited to precluding states from imposing 
disclosure requirements in offering documents. To de-
termine whether Seward & Kissel’s interpretation of this 
language—that NSMIA completely preempted state law 
touching on offering materials for federally covered se-
curities—the court turned to statutory construction. The 
court noted that the statute expressly revealed Congres-
sional intention to preserve states’ traditional authority 
in the realm of fraud and deceit in securities offerings, 
even those involving inherently national “covered” secu-
rities.12 The preservation is stated as: 

(1) Fraud Authority 

Consistent with this section, the securities commis-
sion (or any agency or officer performing like func-
tions) of any State shall retain jurisdiction under the 
laws of such State to investigation and bring en-
forcement actions with respect to fraud or deceit, or 
unlawful conduction by a broker or dealer, in con-
nection with securities or securities transactions.13 

The court also examined the legislative history of 
NSMIA, noting that the Commerce Committee stated 
that, in passing NSMIA, it did not intend to “alter, limit, 
expand, or otherwise affect in any way any State statu-
tory or common law with respect to fraud or deceit . . . 
in connection with securities or securities transac-
tions.”14 Finally, the court noted that the Supreme 
Court, in dicta, had affirmed that states continue to have 
securities regimes establishing aider and abettor liabil-
ity.15 

As to implied field preemption, the court noted that 
while Congress could have decided to occupy the entire 
field of securities regulation, it chose not to broadly 
preempt the field with NSMIA. The court noted that 
                                                 
11  15 U.S.C. § 77r(a) (2005).  

12  15 U.S.C. § 77r(c) (2005).  

13  Id.  

14  Houston, 07 CV 6305, at * 7 (citations omitted).  

15  Id. at *7 (citing Stoneridge Investment Partners LLC v. Scien-
tific-Atlanta, Inc., 128 S. Ct. 761, 773 (2008)).  

Congress had instead created a limited preemption for 
fraud class actions, but not otherwise.16 

As to conflict preemption, the court held without further 
analysis that there was no conflict between the fraud 
provisions of Oregon’s Blue Sky law and NSMIA because 
NSMIA was strictly limited to the registration state-
ments and disclosure requirements of federally covered 
securities. The court also rejected Seward & Kissel’s 
argument that Oregon’s Blue Sky law violated the “dor-
mant” Commerce Clause.  

Because the Blue Sky laws were not preempted, the 
court held that aiders and abettors could be liable if 
they had actual or constructive knowledge of the under-
lying facts on which liability of Wood River and its prin-
cipal were based. As the complaint alleged sufficient 
facts to find under Oregon law that Seward & Kissel may 
have materially aided in the preparation of an offering 
memorandum that contained materially misleading and 
false statements and omissions by the principal actors, 
the motion was denied. The court so held despite the 
fact that Wood River’s principal, Whittier, had admitted 
that he had lied to the law firm.  

Prospective Impact 

This case is a setback for the securities industry as it 
may require participants to deal with new, confusing 
and potentially contradictory sets of mandates from 
each of the 50 states. In contrast to the now overturned 
holding in Capital Research, industry participants may 
face substantial difficulty in avoiding costly and time 
consuming state law claims as plaintiffs’ lawyers cite to 
this precedent for persuasive authority. Unlike in the 
California case, the court found no support for the posi-
tion that the legislative history of the savings clause for 
fraud only applied to common law fraud. The court ap-
pears willing to permit state-mandated disclosure re-
quirements through court action. 

The court’s decision here also failed to account for 
many of the arguments raised by defendants seeking to 
avoid the imposition of state-by-state disclosure stan-
dards under the guise of enforcement or civil litigation 
taken under state law. Notably, Oregon’s Blue Sky law, 
like many other state Blue Sky laws and consumer fraud 
statutes, lacks any scienter element.  Precedents of this 
                                                 
16  Id. at *8 (citing Securities Litigation Uniform Standards 

Act (“SLUSA”), 15 U.S.C. § 78bb(f)(1)(A)).  
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sort may encourage claims in other situations where 
offerings failed and the issuer or borrower lacks the 
deep pockets to make investors whole. 
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