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During the last two years, federal courts 
have experienced a dramatic resurgence in 
securities litigation filings, beginning in the 
latter half of 2007. Federal securities class 
action filings increased by 43% from 2006 
to 2007, and almost two-thirds of the 2007 
filings occurred during the second half of 
the year.1 The data indicates that the first 
part of 2007 was the end of a long quiet 
period, at least partially attributable to a 
strong stock market. As the credit crises 
impacted the broader economy, and asset 
devaluation occurred, securities cases have 
surged since 2007 to a frequency not ex-
perienced since 2002. Approximately one-
fifth of the filings in the second half of 2007 
were associated with the subprime mort-
gage crisis that was then beginning to be 
felt.2 Federal securities suits increased 19% 
in 2008 as compared with 2007, an in-
crease driven largely by suits against firms 
tied most closely to the ongoing liquidity 
crisis.3 Such suits appear likely to crest in 
2009, particularly suits against financial 
services companies.4

In a direct relationship to the overall in-
crease in securities litigation, the percent-
age of total class action filings which were 

Section 11 claims increased from 11% to 
19% between 2006 and 2007 and then to 
23% in 2008.5 This trend appears to be 
continuing in 2009. Facing this rise in se-
curities filings in general and Section 11 fil-
ings in particular, defense counsel will ini-
tially focus on plaintiff’s pleading burdens. 
Counsel should also revisit a powerful but 
underutilized tool in actions involving a 
Section 11(e) claim under the Securities Act 
of 1933 (“1933 Act” or “Securities Act”). 
That tool is a motion to require a party to 
a suit under the Act to post an undertaking 
for the payment of costs, including attor-
ney’s fees, where the suit may be “without 
merit.”6

This article will examine the text of Sec-
tion 11(e) of the 1933 Act, assess the ways 
in which courts have applied the undertak-
ing provision, and, finally, offer several al-
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ternative means by which courts might apply this 
provision to an end more in line with the intent 
behind its enactment, to provide a simple bond-
ing mechanism with the effect of curtailing non-
meritorious suits.

The Text of Section 11
The pertinent part of Section 11(e) of the 1933 

Act reads as follows:

 “In any suit under this or any other section 
of this subchapter7 the court may, in its 
discretion, require an undertaking for the 
payment of the costs of such suit, including 
reasonable attorney’s fees and if judgment 
shall be rendered against a party litigant, 
upon the motion of the other party litigant, 
such costs may be assessed in favor of such 
party litigant (whether or not such under-
taking has been required) if the court be-
lieves the suit or the defense to have been 
without merit, in an amount sufficient to 
reimburse him for the reasonable expenses 
incurred by him, in connection with such 
suit, such costs to be taxed in the manner 
usually provided for taxing of costs in the 
court in which the suit was heard.”8

Notably, the text of this subsection grants the 
court discretion to require an undertaking, condi-
tioning this discretion solely on the court’s belief 
that the suit or defense in question lacks merit.9 
This provision did not appear in the original 1933 
Act; it was introduced as an amendment to Sec-
tion 11 in connection with adoption of the Securi-
ties Exchange Act of 1934 (“1934 Act” or “Ex-
change Act”). At the time, Sen. Duncan Fletcher 
(D-Fla.), Chairman of the Senate Banking and 
Finance Committee, referred to this amendment 
as “the most important of all,” noting that one 
of its purposes was to serve “as a defense against 
blackmail suits.”10

The Supreme Court has emphasized both the 
broad authorizing language of Section 11(e) and 
the comments of Sen. Fletcher regarding that sub-
section in explaining the logic behind its hold-
ings in two seminal cases interpreting the Securi-
ties and Exchange Acts. In Blue Chip Stamps v. 

Manor Drug Stores, the Court cited the amended 
Section 11(e), and Sen. Fletcher’s accompanying 
statement, as evidence of a concern on the part of 
the drafters of the 1933 and 1934 Acts about the 
danger of nuisance or strike suits brought under 
the Acts.11

Soon thereafter, in Ernst & Ernst v. Hochfelder, 
the Court cited to the same sources to distinguish 
the express civil remedies of the 1933 Act and the 
judicially implied cause of action for securities 
fraud under Section 10(b) of the 1934 Act on the 
basis that the former causes of action are subject 
to the significant and carefully drafted procedural 
restriction of Section 11(e) where the latter cause 
of action is not.12 Additionally, the Supreme Court 
has noticed and allowed overlap between Section 
11 and Section 10(b) causes of action,13 noting 
the possibility that the undertaking provision of 
Section 11 has encouraged would-be Section 11 
plaintiffs to seek refuge in other causes of action, 
explicit and implicit, under the Securities and Ex-
change Acts.14 The SEC suggested in 1993 that 
the U.S. Senate Subcommittee on Securities con-
sider whether to amend Section 10(b) to include 
a similar fee-shifting provision to “defer frivolous 
claims without having a significant chilling effect 
on meritorious actions.”15 Nonetheless, this ma-
terial difference between Section 11 and Section 
10(b) cases persists.

Section 11 as Applied
United States District Courts and Courts of Ap-

peals have rarely discussed the undertaking pro-
vision of Section 11(e). Only in the exceptional 
case has a court granted a motion for an under-
taking, and even in such cases the courts have em-
phasized their unwillingness to grant such a mo-
tion.16 Courts reviewing motions for undertakings 
under Section 11(e) often apply the stringent test 
employed by District Judge Joseph F. Gagliardi 
in Straus v. Holiday Inns, Inc., requiring that the 
action be brought in bad faith or be “so utterly 
lacking in merit as to border on the frivolous.”17



July/August 2009   n   Volume 6   n   Issue 7  Securities Litigation Report 

4 © 2009 THOMSON REUTERS

Only in the exceptional case has 
a court granted a motion for an 
undertaking, and even in such 
cases the courts have emphasized 
their unwillingness to grant such 
a motion.

In determining whether a claim was brought in 
bad faith, courts consider, inter alia, whether there 
is clear evidence that a claim is entirely without 
color and was made for reasons of harassment, 
delay or other improper purposes.18 The evaluat-
ing court assesses the conduct of the party bring-
ing the claim for indicators of bad faith such as 
“its pursuit of frivolous contentions, or procedur-
al bad faith as exhibited by, for example, its use of 
oppressive tactics or its willful violations of court 
orders.”19 Making a determination under the al-
ternative standard, whether the claim “borders 
on the frivolous,” requires that a court evaluate 
the factual and legal barriers to the plaintiff’s re-
covery,20 such as elements of the claim that cannot 
be made out or affirmative defenses that cannot 
be overcome.

The set of generally accepted standards used to 
date by district courts on a motion for an under-
taking at the pre-judgment stage are far stricter 
than required on the face of Section 11(e), which 
more simply, and less onerously, states that “the 
court may, in its discretion, require an undertak-
ing for the payment of the costs of such suit”21 

The two events contemplated by Section 
11(e)—bonding at the outset, and costs at judg-
ment—differ starkly in their timing and effect 
on the parties. A pre-judgment undertaking is 
preliminary based on an initial evaluation of the 
merits based on pleadings and affidavits. This is 
not a draconian remedy; it does not take away 
anything from a plaintiff. Rather, it simply pro-
vides the defendant some protection in the form 
of security for payment if the case turns out to be 
one that requires assessment of costs. 

Ordering payment of costs occurs only after a 
final disposition on the merits. A court consider-
ing an undertaking must by definition proceed 

with less information than a court considering an 
order for payment of costs, and such an order is 
only provisional or protective in nature.

Notwithstanding the very different remedies 
(one that merely gives the defendant security and 
one that actually makes an award), the courts 
consistently have applied the same Straus test22 
in both situations.23 Courts thus strain to apply 
a standard fashioned for punitive post-judgment 
relief even where relatively harmless preliminary 
provisional relief is sought in the form of an un-
dertaking. Application of an unduly restrictive 
standard at the preliminary stage should not be 
allowed to functionally moot the undertaking 
provision of Section 11(e). 

In Philips v. Kidder Peabody & Co., the court 
declined to require the payment of an undertak-
ing on the basis that the motion was made too 
early, stating, “At this early stage of the case and 
in light of the paucity of the record, the court is 
loathe to make a finding that the instant action 
was brought in bad faith or borders on the frivo-
lous.”24 The court then preemptively defended its 
denial of the motion for the provisional bonding 
on the basis that Section 11(e) allows the court 
“to impose the costs of the litigation after a judg-
ment in favor of the defendant, even absent an 
undertaking.”25 By this logic, a motion for an 
undertaking is always inevitably both premature 
(because the record is incomplete) and unneces-
sary (because the court can order post-judgment 
payment of costs). This, of course, assumes that 
all plaintiffs bring suits in good faith and are will-
ing and able to pay costs should the court order 
them to do so. This is not the case. Philips ig-
nores the important gate-keeping purpose that 
the drafters intended for the undertaking—to 
weed out plaintiffs unwilling to “put their money 
where their mouth is.”

Superior Approaches to the 
Application of Section 11

Though courts have been consistent in follow-
ing it, the Straus test traces back to a small num-
ber of old opinions, most of which were issued by 
district courts and none of which came from the 
Supreme Court.26 Because of the broad discretion 
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granted to them by statute and the relative pau-
city of authority for the current standard, courts 
should look beyond the language of Straus and 
its progeny and consider the language and pur-
pose of the statute to develop a more appropriate 
standard.

One proposed standard, presented by the de-
fendants but rejected in Straus, draws from Blue 
Chip Stamps and Hochfelder and would require 
that “if a complaint, considered by objective stan-
dards, presents a possibility of vexatious litigation 
because it appears to have little chance of success 
at trial, then a court should exercise its discretion 
to require the plaintiff to post a bond for the pay-
ment of defendants’ costs and expenses.”27 The 
Straus court declined to follow this test, stating 
that neither Blue Chip Stamps nor Hochfelder 
compelled such a standard or articulated any 
other standard guiding the application of Section 
11(e) and that every court previously construing 
Section 11(e) has applied the “bad faith border-
ing on the frivolous standard.”28 Though Blue 
Chip Stamps and Hochfelder did not announce a 
standard, their highlighting of the important gate-
keeping function of Section 11(e) and citation to 
the statements of Sen. Fletcher suggests potential 
receptivity to an alternative test more closely tied 
to the text of Section 11(e) and the legislative his-
tory. If the purpose of Section 11(e) is to grant 
courts broad discretion to require an undertaking 
and thereby discourage vexatious litigation, then 
the broadly discretionary but goal-oriented lan-
guage proposed by the Straus defendants’ seems 
well aligned with that purpose.

Another model that the courts might follow is 
that of the Southern District of New York’s Local 
Rule 54.2, which grants the court discretion to 
“order any party to file an original bond for costs 
or additional security for costs in such an amount 
and so conditioned as it may designate.” This rule 
is designed to assure “that a successful defendant 
will at least be able to recoup its costs.”29 The 
factors that courts have considered in applying 
Rule 54.2 include: whether the party is likely to 
pay; the legal costs expected to be incurred; the 
merit of the underlying claims; and compliance 
with past court orders.30 Though the discretion 
granted the court under Rule 54.2 is not limited, 

as is Section 11(e), to suits “without merit,” nor 
tied to a specific statute like the Securities Act, 
the differences are not so great as to render Rule 
54.2 unhelpful as a model. Courts weigh ordering 
a bond under Rule 54.2 after considering a non-
exhaustive list of factors compiled from previous 
decisions focusing on assuring that a prevailing 
defendant’s costs will be paid.31

If the purpose of Section 11(e) is 
to grant courts broad discretion 
to require an undertaking and 
thereby discourage vexatious 
litigation, then the broadly 
discretionary but goal-oriented 
language proposed by the Straus 
defendants’ seems well aligned 
with that purpose.

Rather than apply the exclusive two-factor 
Straus test, which severely inhibits the effective 
use of Section 11(e)’s undertaking provision, dis-
trict courts applying Section 11(e) could use the 
discretion granted them by statute to consider the 
merits of: the likelihood of eventual success on 
the merits; whether the existing record supports 
or undermines the allegations contained in the 
complaint; the plaintiff’s litigation history; or, in 
the case of a class action, the likelihood that a 
class will be certified. The list of factors consid-
ered by such a test should be exemplary rather 
than exclusive. This would allow district courts 
to apply Section 11(e) with the flexibility and 
discretion that the drafters of the Securities Act 
intended.

Finally, courts could take an incremental ap-
proach by applying the existing standard in a 
manner that gives weight to their broad discretion 
to consider the preliminary and reversible nature 
of the relief requested and the early point in the 
litigation at which a motion for an undertaking is 
typically made.

For example, in Weil v. Investment/Indicators, 
Research and Management, Inc., the Ninth Cir-
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cuit Court of Appeals cited the test from Straus 
but emphasized that “an order requiring an un-
dertaking need not be based on a formal, factu-
al finding that the claim or defense is obviously 
without merit or is asserted in bad faith; such a 
finding is premature and inappropriate at the time 
when the decision whether to require an under-
taking must be rendered.”32 The Weil court made 
a practical application of the Straus test early in 
the case and before a significant record has devel-
oped, at which moment a motion to require an 
undertaking will come before a district court. Ac-
knowledging that this test must be applied on the 
basis of a partial record, the court required only 
“that an eventual finding of bad faith or obvious 
lack of merit appear likely to the district court 
in view of the evidence before it.”33 Importantly, 
this disjunctive language allows a defendant to 
successfully move the court to require an under-
taking based on a showing that either eventual 
finding appears likely. By requiring a less formal 
and certain showing from a successful motion for 
an undertaking, the Weil court treated the mo-
tion in a manner appropriate to its preliminary 
nature, thereby differentiating it from a motion 
for post-judgment payment of costs. Such a modi-
fied application of the Straus test represents an 
incremental departure from the status quo. This 
is a step in the right direction. 

Courts should not unfairly burden plaintiffs 
who have filed suits with legal and factual basis, 
diligent inquiry, and good faith, and such plain-
tiffs’ day in court should not be unnecessarily cut 
short for financial reasons. But the mere posting 
of a bond as security for costs, on an appropri-
ate showing, does not threaten such harm, and 
safeguards are readily available.34 Meritless suits 
burden the courts and impose heavy costs on de-
fendants, often for reasons of cost and prospect 
of collection without the eventual repayment of 
those costs by plaintiffs who are legally obligated 
to pay. Section 11(e) provides a mechanism to 
mandate repayment of such costs where the suit 
appears to lack merit or a good faith basis. This 
subsection has unfortunately fallen largely out of 
use in light of the current standard. A new stan-
dard more carefully tailored to the preliminary 

nature of the remedy would allow federal courts 
to use this important case management tool.
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