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Cooperatives, Securities 

Violations, and Advisor 

Liabilities: A Case Study 


Lucy Ann Wiggins 

This article describes facts and actions leading to liability of a cooperative's 
attorneys and accountants [or securilles law violations. The cooperative. through 
conflicts of interest and failure of those charged with conducting its affairs to 
meet their responsibilities. purchased a gasohol plant that sent thc eoopcrative 
into bankruptcy. A "demand note" financing system was conducted in violation 
of securities laws. Directors. management. and professional adVisors were held 
liable for losses suffered by the cooperative and investors. 

This article describes recent litigation involving an Arkansas farmer co
operative. Farmers Co-op of Arkansas and Oklahoma, a complex case in
volving numerous issues in addition to those discussed herein. I This Civil 
liability litigation arose from two distinct episodes of securities law vio
lations. The first set of Violations grew out of the cooperative's acquisition 
of another corporation's stock. The cooperative, through its trustee in 
bankruptcy. was the plaintiff in litigation based on the acquisition. The 
second set of actions involved the cooperative's sale of investment secu
rities in the form of demand notes. Plaintiffs were cooperative members 
and members of the general public as a class. 2 

Primary liability was imposed on the cooperative's directors and officers. 
However, this article focuses on events leading to liability imposed on 
accountants and attorneys acting as the cooperative's professional advi
sors. The purpose of the article is to describe events and actions leading 
to accountants' and attorneys' liability for securities regulation Violation. 
Securities regulation, federal and state. is summarized only briefly to place 
events and actions in context.3 

Primary and Secondary Liability 
Persons deSignated primary violators are specified in various sections 

of the 1933 and 1934 federal securities laws. 4 Primary liability may be 
incurred by persons having special relationships with investors or with 
greater access to material information. 5 Primary violators include those 
who sign registration statements; directors or partners of the issuer; every 
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accountant, em!ineer, or appraiser whose profession gives authority to a 
statement; and underwriters of the securitv.6 

Civil liability also arises when one offers- or sells, by use of any means 
or instrumentality of interstate commerce, a security that either omits or 
misstates a material fact. This may be done by a seller or the seller's agent 
or broker as well as a buyer's agent or broker'? 

The ability of one to control any person liable under provisions of the 
federal securities acts was expressly recognized by Congress in both the 
1933 and 1934 acts. The "controlling person shall be jOintly and severally 
liable with and to the same extent as such controlled person. "8 As dem
onstrated in the Arkansas litigation, courts may interpret control to in
clude a defendant's "power to protest the way in which its name was used 
to project materially misleading information, "9 When asked to approve 
materials to be published, the defendant "chose not to exercise its prerog
atives. "10 

The federal securities laws also generally contain antifraud provisions. 11 

These provisions were not intended to encompass "simple corporate mis
management or every imaginable breach of fiduciary duty in connection 
with securities transactions. "12 Nevertheless, to maintain the integrity of 
the securities market. liability has extended to any person who acted "in 
connection with" securities violation under the antifraud provision. 13 

Section 10b of the 1934 act makes it unlawful to purchase or sell a 
security using "any manipulative or deceptive device or contrivance" in 
contradiction to the Securities and Exchange Commission (SEC) rules. 14 

Rule lOb-5 states 

it shall be unlawful for any person, directly or indirectly, by the 
use of any means or instrumentality of interstate commerce, or of 
the mails or of any facility of any national securities exchange to 
employ any device, scheme, or artifice to defraud, to make any 
untrue statement of a material fact or to omit to state a material 
fact necessary in order to make the statements made, in the light 
of the circumstances under which they were made, not misleading, 
or to engage in any act, practice or course of business which op
erates or would operate as a fraud or deceit upon any person, in 
connection with the purchase or sale of any security. 15 

It is also unlawful to make any untrue statement, omit a material fact, or 
engage in any act that operates as a fraud in connection with purchase or 
sale of any security. 16 

Rule 10b-5 does not expressly prOVide for a private cause of action. How
ever, courts have conSistently recognized such a right for 40 years. 17 Per
sons primarily liable, those having specific relationships with the injured 
parties identified by the securities acts, are subject to civil suit. 18 In many 
instances, however, by the time the fraud has been discovered, the party 
primarily liable is either bankrupt or insolvent. 19 Thus, those persons who 
sold or purchased securities in a fraudulent transaction may sue those 
who acted "in connection with" the fraudulent activity. providing the "deep 
pockets" necessary for recovery. 20 

Secondary liability may be established through a variety of theories. 
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including agency principles, conspiracy, tort, contribution, and indem
nification as well as aiding and abetting, Aiding and abetting occurs "when 
[someone] knows or is reckless in not knowing that a violation is occurring 
and he renders substantial assistance either by remaining silent or inactive 
when he has a duty to speak or act. or by taking an affirmative action. "21 
The courts have used the language of the Restatement of Torts in creating 
the aiding and abetting cause of action because it "surely best fulfills the 
purposes of the Securities Exchange Act of 1934."22 

The three elements required for finding one liable for aiding and abetting 
are: (1) existence of an independent wrong, a primary violation, (2) knowl
edge of the wrong by an aider or abettor, and (3) substantial assistance 
by the aider or abettor in the execution of that wrong. 23 

The Restatement of Torts provides a five-element test for determining 
substantial assistance. 24 Courts, however, prefer to focus on conduct in 
connection with "various affirmative acts, including misrepresentations 
and participation in the preparation of misleading documents. "25 

The Arkansas antifraud securities section provides "any person who ... 
offers or sells a security by means of any untrue statement of material fact 
or any omission to state a material fact necessary to make the statement 
made, in light ofcircumstances under which they are made, not misleading 
(the buyer not knowing of the untruth or omission) ... is liable to the 
person buying from him.... "26 Although the language of this statute 
refers to "sellers," the Arkansas blue sky law expands liability, stating 
"every person who controls a seller ... every partner, officer. director ... 
every person occupying a similar status or performing a similar function. 
every employee of such seller ... who materially aids in the sale ... [isl 
also liable jointly and severally with ... the seller.... "27 

Under antifraud statutes, it is not fraud if there was an honest belief in 
the representations and they were carried out in good faith, no matter how 
inaccurate the statements turn out to be. However. no amount of honest 
belief that a scheme or plan will ultimately make a profit for investors is 
a defense for fraudulent activity. 28 

The Litigation 
A year after Farmers Co-op of Arkansas and Oklahoma filed for reorga

nization under Chapter 11 of the Bankruptcy Code on February 23. 1984. 
the trustee in bankruptcy, Thomas Robertson, Jr., filed a lawsuit against 
individual managerial employees, all the cooperative's directors who had 
served between 1974-84, and accountants and attorneys the cooperative 
had retained during that period. 29 Examination of the cooperative's state 
of insolvency led Robertson to conclude it had been run in a negligent. 
fraudulent, and reckless manner by those entrusted with responsibility 
for conducting its affairs.30 Robertson's action was based on alleged se
curities violations growing out of the cooperative's acquisition of the stock 
of a gasohol plant, White Flame Fuels, Inc. 31 Joining Robertson in the suit 
was a class of demand note holders who claimed financial statements 
presented to cooperative members and public investors fraudulently mis
represented the cooperative's financial status upon and after acquisition 
of White Flame Fuels. 32 

http:affairs.30
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A number of the defendants, including the directors, settled before the 
case went to the jury.33 By October 16, 1986, $8.2 million had been received 
by plaintiffs in settlement.34 Division of the settlement was $2.6 million 
to the cooperative (by way of the trustee) and $5.6 million to the class of 
demand note holders.35 

For those whose liability was determined by the jury. awards were granted 
plaintiffs of $2,732,000 against attorneys involved in the gasohol plant 
acquisition36 and $6,121,652.94 against accountants for securities fraud 
in connection with the sale of demand notes.37 

History 
Farmers Co-op of Arkansas and Oklahoma was organized in 1948. In 

1952, the cooperative hired Jack White as its general manager. 38 With a 
large commercial facility located near the Arkansas River, the cooperative 
developed an extensive operation in western Arkansas and eastern Okla
homa. 

In late 1975, the Internal Revenue Service (IRS) began an investigation 
of White and Gene Kuykendall, auditor/accountant. for tax fraud regarding 
the cooperative's 1973 and 1974 tax returns. 39 In May 1977, the cooper
ative authorized White, Signatory of the tax returns, to retain the law firm 
of Ball. Mourton & Adams to defend him in the IRS's criminal investiga
tion.40 In September 1980, a federal grand jury indicted White and Kuy
kendall for engaging in a pattern of self-dealing with the cooperative and 
juggling the books to conceal their "predatory" behaviorY In September 
1981, White and Kuykendall were conVicted on all counts, and one year 
later the Eighth Circuit confirmed the convictions. 42 

Board members continued to support White by explaining the convic
tions were based on "at most technical violations of the tax laws and no 
transactions detrimental to the Co-op had been shown. "43 On March 18, 
1982, the cooperative's board of directors gave White a six-month leave of 
absence so he could serve his prison sentence for criminal tax fraud. White 
continued to serve as general manager until 1983.44 

The Gasohol Plant 
Two years before White's conviction. he had become involved with an 

enterprise called Big D & W Refining and Solvents, Inc .. which later changed 
its name to White Flame Fuels. Inc. 45 White began construction of the 
gasohol-producing plant in June 1979. White owned 50 percent of this 
venture. with Edwin Dooley owning the remaining half. 46 Although White 
suggested his 50 percent interest was always owned by the cooperative, 
he claimed White Flame Fuels' entire loss on his 1979 income tax return.47 

Within a few months of beginning construction on the plant. White 
bought Dooley's shares. agreeing not to hold Dooley responsible for the 
$1.2 million they had borrowed to finance the operation. 48 The White Flame 
Fuels' financial statement for that year. 1979. had been prepared by Kuy
kendall and showed a net worth of $350.000 when, in fact. White Flame 
Fuels was insolvent. The gasohol plan and equipment had been carried on 
the balance sheet at their purported cost of $1.5 million. 49 

http:million.49
http:return.47
http:convictions.42
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To finish construction and begin operation, financing of $3 million was 
necessary. Arkansas Act 9 industrial development bonds seemed to be the 
answer,50 but bond counsel found the plant to be a high risk, unsuitable 
for investment purposes. The offering statement reported White Flame 
Fuels "was a new entity with no operating history of any type, whose 
management had no experience, proposing to use an untried process with 
no assurance of mechanical success. "51 The statement also noted White 
Flame Fuels "had no contracts to purchase raw materials and no market 
for its product. no personnel with technical proficiency and no assured 
demand for its product. "52 

Neither could White obtain financing from conventional lenders who 
required proof the plant could produce at 90 percent capacity for 60 days. 
The plant could produce only at 25 percent capacity, and alcohol it did 
produce was of inferior quality. 53 White turned to the cooperative's cash 
funds for financing. From January 17, 1980, through October 9, 1980, 
White signed promissory notes to the cooperative, as much as $1 million 
per note, taking a total of $4 million with no security other than his per
sonal guarantee. 54 White signed these promissory notes twice, once "as an 
individual" and once on behalf of White Flame Fuels. 55 The Chapter 11 
trustee believed these loans were either unauthorized, made through de
ception of the board of directors, or through negligence or collusion on 
the part of the cooperative's controller. 56 

The board seemed to have justified these large loans to White with the 
idea that in 1979 a gasohol plant using agricultural products was "a darned 
good idea" and a person who built one was a "national hero. "57 White 
Flame Fuels began production in 1980 but never produced more than 25 
percent capacity. It lost $100.000 a month. 58 By the end of 1980, White 
was in "financial straits" because he had guaranteed White Flame Fuels' 
debt to the cooperative. The plant was "plagued with cost overruns" and, 
if the cooperative chose to call in those loans "due on demand," White 
stood to lose his entire personal fortune. 59 

On November 12, 1980, the board of directors held a meeting, the hand
written minutes of which reflect the first reference to a cooperative plan 
to purchase the plant from White. "Waldo made motion Jimmy second the 
Co-op buy the gasohol plant motion carried. "60 These minutes indicate no 
contract terms, either as to price or time. 

Farmland Industries. the cooperative's principal supplier and largest 
single creditor. "advised against acquisition. "61 The deCision to purchase. 
however. had been made-the only question remaining was how. It ap
pears the issue was whether transfer of White Flame Fuels' stock as late 
as November would still entitle the cooperative to investment tax and en
ergy credits for 1980.62 If documentation showed the cooperative owned 
the gasohol plant prior to the date production commenced, the cooperative 
could take advantage of available tax credits. If the plant was still in the 
research and development phase prior to acquisition by the cooperative. 
credits accrued to the entity that actually placed the plant into commerCial 
production.63 

Because the plant had started making sales in April 1980.64 the research 
and development phase had passed. In a meeting on November 25. 1980, 
the suggestion was made to simply "backdate"65 the stock certificates but 

http:production.63
http:month.58
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was quickly dismissed as the type of fraud that was "pretty ease to prove. "66 

A "friendly lawsuit" in chancery court was considered a way to "finalize" 
the desired date of acquisition. 

On November 26, 1980, a complaint was drafted affixing the "date of 
acquisition" as January 1, 1980.67 In a letter from P. H. Hardin, the at
torney who drew up the original complaint, to Carl Creekmore, the coop
erative's general counsel, the proposed decree was to be reviewed and 
discussed. A handwritten notation at the bottom of this letter reads, "E.J. 
[Ball], what do you think? If you have suggested changes please call me re 
same as I have this set up on tape, H. "68 

In the redraft, the date of acquisition was changed from January 1 to 
February 15, 1980. The final complaint in the "friendly lawsuit" also made 
the cooperative responsible for White's $250,000 note obligation to Citi
zen's Bank and classified $4 million lent to White as "cooperative invest
ments" in the plant. 69 The stock transfer was decreed by Chancery Court 
of Crawford County, Arkansas, on December 19, 1980, with the "equitable 
transfer of all capital stock" dated February 15, 1980. 70 

The decision to base the transfer on stock rather than purchase of the 
assets had been discussed by the controller Kirit Goradia, Kuykendall, and 
attorney Ken Mourton in two separate meetings with an accounting firm. 71 

Discussion suggested simply buying the assets "would not be good"72 be
cause the investment credit would disappear at the point the corporation 
disappeared. 

For an investment tax benefit of any significant amount, the transfer 
necessitated a stock acquisition rather than purchase of assets. Addition
ally, "in order to obtain any investment credit, the cooperative would have 
had to have purchased the White Flames stock prior to the date that the 
gasohol plant ... was first placed in service. "73 Therefore, the final com
plaint stated that White Flame Fuels "was and is of substantial interest" 
to the cooperative; the cooperative made loans to White on the assurance 
of receiving material benefits from White Flame Fuels; in January 1980, 
an additional loan was made to White from the cooperative in the amount 
of $750,000; and in February 1980, it became apparent that to protect its 
loan, the cooperative "would have to loan in excess of$1 ,500,000" to White 
for payments on notes due at the Merchant's National Bank in Fort Smith, 
Arkansas. 

The complaint further stated White "assured" the cooperative White Flame 
Fuels' entire stock would become the property of the cooperative and upon 
these assurances all money lent White from the cooperative "would be 
considered as the Co-op's investment in White Flame Fuels." It also was 
stated that an additional $1,430,000 was invested by the cooperative in 
February 1980. In reliance on assurances provided by White and "upon 
the belief and premise" White was the "sole and only stockholder of White 
Flame Fuels," another $2,980,000 was invested by the cooperative between 
February 15 and October 29, 1980. In section VIII of the complaint, ex
planation for the nonexistence of a written agreement between the coop
erative and White Flame Fuel is stated as an existing relationship of "trust 
and confidence." Paragraph 5 of section IX of the complaint asserts that 
all amounts lent to White were to be cooperative investment and that White 
"shall be relieved and forever discharged" for any amounts. 74 
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In the cooperative's 1980 financial statement. losses incurred by White 
Flame Fuels during that year, in excess of $1 million, were not reported. 
As a result. the cooperative reported a profit. 75 Kuykendall. White Flame 
Fuels' independent auditor for 1980. testified he "got up" a figure for White 
Flame Fuels overnight. 76 It appears he took all the money spent on the 
gasohol plant and arbitrarily capitalized 80 percent of it. expensing out 
the remaining 20 percent. Kuykendall "candidly admitted that expenses 
were figured at 20% because otherwise the gasohol plant would have shown 
a 'tremendous big loss' for 1980. "77 

Due to the suspiciousness of a 20 percent across-the-board expense rate 
for 1980, Kuykendall fortuitously rated the various expenditure categories 
at 23 percent. 18 percent. and 19 percent. 78 Arthur Young & Co. account
ants, serving as cooperative auditors. testified they independently arrived 
at a figure for the cost of the gasohol plant on the cooperative's 1980 
statement. Coincidentally. the Arthur Young figures matched "to the penny" 
those figures reported by Kuykendall in his White Flame Fuels' audit. 79 

The Demand Notes 
At this pOint. the accountant's actions became intertwined with demand 

note sales and provided the foundation for aiding and abetting a securities 
fraud scheme. Under the cooperative's demand note system. anyone could 
invest in a demand note. The cooperative was obligated to redeem notes, 
with stated interest. at the demand of the investor. The notes were un
secured and represented a substantial portion ofthe cooperative's financial 
structure. 

White Flame Fuels' assets were reported in the cooperative's financial 
statements for 1980, 1981. and 1982 at a value exceeding $3 million when 
the correct value was "probably less than $500,000. "80 In 1981. 1982, and 
1983, Arthur Young & Co .. the cooperative's auditors. gave unqualified 
opinions with a footnoted reservation that read. "Some doubt as to the 
recoverability of the Co-op's investment in White Flames. "81 

By the March 1983 annual meeting. the cooperative's investment in 
White Flame Fuels exceeded $7 million. A "condensed" version of the Arthur 
Young audit findings was printed and circulated among members and 
noteholders. 82 This "condensed" version excluded the accountant's ex
planatory notes or reservations. Until January 1984. when the cooperative 
filed for bankruptcy, newsletters encouraging depositors to place their 
savings in the "safe, secure" cooperative repeatedly used the "condensed" 
finanCial statements.83 In late 1983. one cooperative director redeemed 
more than $700 thousand of his own demand notes but told others the 
investment program "was as safe as putting money in the bank. "84 

The trustee recognized that Arthur Young had considered whether to 
"recommend the write down to net realizable value" of White Flame Fuels 
and to issue an adverse opinion stating the cooperative financial state
ments were not fair representations of its finanCial condition. 85 Arthur 
Young failed to do so despite the fact it should have in accordance with 
generally accepted accounting principles. The court found the auditors 
had a choice of "really getting people's attention" by listing the "albatross" 
at its net realizable value or maintaining and, to an extent, "inventing" a 
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fiction. 86 The plant's actual worth, estimated at between $500 thousand 
and $750 thousand, was listed on the books at its "cost" of $4.5 million. 87 

Arkansas Securities Regulation 
The cooperative had been issuing and selling demand notes to cooper

ative members and the general public since 1959. 88 Farmer cooperatives 
organized and operated under Arkansas law are exempt from registering 
any stock, preferred stock, promissory note, or debenture so long as proof 
of exemption is filed with the commissioner of the Arkansas Securities 
Department. Proof of exemption must contain a statement upon which 
grounds for exemption are claimed, such as farmer cooperative status. 89 

On December 29, 1975, White, as the cooperative's general manager, 
received a letter from the Arkansas Securities Department regarding the 
cooperative's issuance of promissory notes. 90 Although securities issued 
by agricultural cooperatives might have been exempt from registration, 
the cooperative was required to qualify for the exemption by filing with 
the Arkansas Securities Department. 91 

In a January 8, 1976, conference with White and Kuykendall, the Ar
kansas Securities Department laid out the importance and necessity of 
filing the requisite documents. 92 A letter dated January 16, 1976, gave 
the cooperative "further information on why a promissory note is a se
curity" under either federal securities laws or the Arkansas act, reiterating 
"procedures to be followed ... for exemption from registration. "93 

By April 1978, the cooperative's filing for the Arkansas act exemption 
had yet to be completed. A warning was issued by Arkansas securities 
commissioner Harvey L. Bell. The warning placed each officer and director 
on notice that each could be found personally liable, criminally and civilly, 
for noncompliance with the Arkansas laws. 94 One week later, the Arkansas 
Securities Department received an incomplete proof-of-exemption claim 
from the cooperative. The securities commissioner responded by request
ing notification "at your earliest convenience whether you plan to complete 
the proof of exemption or withdraw the claim."95 The Securities Depart
ment requested demand notes be sold to members only, with more detailed 
disclosure statements. 96 

It was during this period that the cooperative bought the White Flame 
Fuels' stock from White. By August 1983, the Arkansas Securities De
partment had categorized the cooperative's financial statements as inad
equate. Although the noteholders had been informed of their unsecured 
common creditor status, there was concern that there be disclosure as to 
their subordinated status in bankruptcy proceeding. This concern seemed 
to stem from deterioration of the overall financial health of the cooperative 
as a result of the acquisition of White Flame Fuels. 97 

The history of the cooperative's relationship with the Arkansas Securities 
Department, as evidenced by eight years of correspondence produced at 
trial, resulted in contingent approval of demand note sales to members if 
the cooperative would properly file under the Arkansas act. 98 This contin
gent approval also stated that concurrence of Arthur Young "must be so
licited for the use of their statements as this amounts to their being 
conscripted as 'experts.' "99 

http:Fuels.97
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Frank discussion and full disclosure by the cooperative to noteholders 
as to their status in event of bankruptcy also predicated this permission 
by the Arkansas Securities Department on October 19. 1983. Fear such 
disclosure would cause a run on the cooperative it could not have absorbed 
appeared to the court to be the reasons for "knowingly permitting members 
and investors to invest and reinvest their money in the cooperative without 
showing them the offering statements. "100 

Liability 
The jury unanimously found Arthur Young negligent in preparation and 

presentation of the audit report to the cooperative's board of directors. 101 
The jury found the proximate cause of the cooperative's loss was failure 
to question the propriety of payments to White. The burden of the "neg
ligent" behavior was shared by Arthur Young and the cooperative. 

The jUly did not find Arthur Young guilty of actual fraud in preparation 
of the audit reports of 1981 and 1982 but did find guilt under both federal 
and state securities fraud laws in demand note sales between April 22. 
1982, and February 23, 1984. 102 Damages determined by the total number 
of demand notes sold during this period by means of these violations 
exceeded $6 million. 

Liability under the Arkansas Securities Law was based on the following 
elements: (1) A financial statement was found to be misleading due to the 
omission of a material fact; (2) the cooperative omitted to tell the note
holders facts necessary to make the statements not misleading; (3) the 
statements or omissions originated with Arthur Young; (4) a reasonable 
person would foresee ably rely to their detriment, whether such reliance 
actually occurred or not: and (5) Arthur Young knew these statements or 
omiSsions were false or made them recklessly. Recklessly was defined to 
the jury as acting in disregard of a risk whether there was truthful basis 
in the representation or, in the case of an omission, recklessly disregarding 
the material nature of that omission,I03 

Under federal securities laws' antifraud provisions, the jury needed to 
find Arthur Young either omitted or made untrue statements of a material 
fact: the actions were in reckless disregard for the truth. the noteholders 
justifiably relied on the statements. and they were the proximate cause of 
damages suffered by noteholders: and Arthur Young used instrumentali
ties of interstate commerce. 104 Arthur Young argued no one specifically 
relied on the misrepresentations. 105 However, reliance is irrelevant under 
the Arkansas Securities Act, 106 and actual reliance need not be established 
under the federal securities acts; 107 there need only be omitted facts of a 
material nature. Securities laws are designed to protect the gullible and 
unsophisticated as well as the experienced investor. Omission or misstate
ment of a material fact is one that would have been significant to the 
decision of a reasonable investor; a reasonable investor is not necessarily 
one of ordinary intelligence. 108 

The instrumentalities-of-interstate-commerce element could be satisfied 
without Arthur Young being involved. directly or indirectly. in any mailing. 
Nor was it necessary that items sent through the mails contain any fraud
ulent or objectionable material. The use of the mails need not be central 
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to the plan's execution. It was necessary only that the mails bear some 
relation to the object of the scheme. 109 

The jury found the attorneys guilty of federal or state securities fraud in 
facilitating the stock transfer from White Flame Fuels to the cooperative. 110 
Under the antifraud provisions of the federal securities laws. the jury had 
to find that "in connection with" stock transfer the attorneys employed a 
device, scheme, or artifice to defraud; omitted or made an untrue statement 
of material fact; or engaged in an act that operated as a fraud or deceit 
upon the seller or purchaser. III Anyone of these three elements would 
suffice. A device, scheme. or artifice is defined as any plan for the accom
plishment of an objective, and it need not relate to the investment value 
of the securities involved. 112 It was no defense that the attorneys were not 
involved from the beginning or only a minor role was played. There had 
only to be a substantial nexus or relation "in connection with" the plan. 
not personal misrepresentation of facts or omissions. 113 "There is no ev
idence to suggest that any of the accountants or the lawyers were in privity 
with any of the purchasers." nor did it appear to the court that either 
group "performed any act which was a substantial factor in causing any 
one sale to take place." 114 in the sense of "seducing the prey and leading 
it to the trap." 115 An "inducing cause of the sale, "116 although necessary 
under the federal securities law. is not necessary under the state securities 
act. In Arkansas, "active participants" who aid or abet commission of a 
tort are jointly and severally liable. 117 

Under antifraud provisions of the Arkansas Securities Act. the jury had 
to find that White offered or sold a security to the cooperative by means 
of either an omission or an untrue statement of material fact of which the 
cooperative was unm'ilare. It also had to find that the attorneys were either 
employees of White who materially assisted the sale or that they were the 
cooperative's fiduciaries owing it a duty to not materially assist the trans
action because of facts or circumstances known to them. 118 The jury was 
instructed that matters of public record affecting one's interests are 
chargeably known to the individual. 119 Arkansas case law has found that 
"the burden of establishing the fairness of a transaction is on the attor
ney"120 and White's indictment should have been "sufficient notice. "121 

Sale of demand note "securities" had been going on since 1959; thus 
the court found none of the defendants had "commanded, directed. advised 
or encouraged the sale of unregistered demand notes." 122 Interestingly. 
the court found that at "no time" were either the attorneys or the account
ants under any duty to perform an independent analysis of their client's 
finanCial practices to ensure compliance with state and federal laws. To 
impose this responsibility, a position the trustee urged, "would go far 
toward making the accountant ... an enforcement arm of the SEC. "123 

Directors' Role 
Although directors had been found liable for securities law violations 

previously124 and had agreed to pay damages prior to trial to settle all 
claims against them, the court and jury also noted the directors' role in 
securities violations leading to accountant and attorney liability. A number 
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of board actions or failures to act, detailed in the complaint,125 resulted 
in negligence contributing to the cooperative's problems. 

The jury found that the cooperative's directors and employees had been 
contributorily negligent in the damages sustained by the cooperative after 
April 22, 1982. 126 This was the date from which Arthur Young had been 
held liable for securities violations resulting from the negligently prepared 
financial statements. A director is presumed to have competent knowledge 
of the cooperative's books and records as well as knowledge of the directors' 
own duties. 127 Ignorance is no defense if it is the result of inattention, 
negligence, or shirking of responsibility, The failure of a director to become 
acquainted with director duties and the business matters of the cooper
ative is failure to exercise due care. 128 

The court found that after White's and Kuykendall's indictments, in "any 
transaction involving White and the Co-op. , . red flags abounded to those 
who wanted to see them." 129 Apparently, the directors did not see them 
because the indictment did not prompt an investigation by the board as 
to the economics of the acquisition. Nor was it "obvious" to "any director 
with the most basic understanding ... and a conscientious concern for 
the welfare of the CO_Op"130 that it could not remain in business if it 
acquired White Flame Fuels. 

Another departure from the exercise of due care by the board occurred 
after White's conviction. In 1982, the cooperative leased White }<'lame Fuels 
back to White giving him 50 percent of the net profits of the plant. Animal 
feed, a by-product of the gasohol plant. purportedly had a $90 to $150 per 
ton value at the time. The trustee claimed White sold this feed to Valley 
Feeds, another entity White controlled, at 30-50 percent of its value, prof
iting from the difference. 131 

Conclusion 
The episode, a portion of the events of which are described in this article, 

is a dramatic illustration of the importance of educating all who are or 
may be involved with an agricultural cooperative that deals in securities. 
It is essential for those in positions of responsibility to be fully advised of 
the applicability of registration reqUirements, methods of obtaining an 
exemption when available. and, under any circumstances, the importance 
of a policy of full and accurate disclosure. 

This case stands as a warning to those involved with cooperatives, whether 
as directors, employees, or outside professional advisors such as attorneys 
and accountants. that they are not "out of the bounds" of regulations 
designed to protect the public, nor in a special category under securities 
laws of their respective states or the federal government. When other peo
ple's money is involved, the law expects fair and honest dealing. "In the 
twilight of the twentieth century it should hardly corne as a surprise that 
government pervasively regulates the broad-scale solicitation of capital for 
investment. "132 

Cooperatives must have open and informed management-level discus
sions about the issuance of security instruments. Directors are espeCially 
vulnerable to errors based on uncertainty about technical matters or undue 
reliance on professional advisors. 133 In working with retained accountants 
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and attorneys. the constant concern of possible securities issues must be 
stressed as well as the need for continuous counsel so "issues" can be 
addressed as they arise. 

While the facts of the Farmers Co-op of Arkansas and Oklahoma case 
are extraordinary, they nevertheless demonstrate how people of good will 
and honest intention can find themselves dragged into a costly nightmare; 
costly in personal, financial, and professional terms as well as in terms of 
the life of the cooperative. 
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