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. ) .  . STATEThENT OF QUZSTIONS INVOLVED 

. . 
. . 

. . .  
, .. _: 

.1. Does a conversion of debentures i n to .  common stock, ,  where t h e  
. . .  . . . . . .  . . . . 

debentures have not  been ca l l ed  f o r  redemption, c o n s t i t u t e  a s a l e  of t h e  
' 

conver t ib le  debentures and a purchase of t h e  co&n s tock ,  w i th in  t h e  

meaning of s e c t i o n  16 ( b )  of t h e  s e c u r i  . . tie<kxchange Act, providing t h a t  
. . .  . . . . . .  >: . . .  . . , : .  . . . .  . . 

ce r t a in1  corporate  insider 's  w i l l  be  l i a b l e  t o  t h e i r  corporat ion f o r  p r o f i t s  

"real ized . . ; £ram any purchase and s a l e ,  o r  any s a l e  and purchase" o f .  

t h e  corporat ion 's  equ i ty  s e c u r i t i e s  "within any period of less than s i x  

. months"? 

2. I f  no, where t h e  conversion.of debentures occurred wi th in  s ix  

months of t h e  time they 'were purchased b u t  no s a l e  of t h e  s tock  was 

e f f ec t ed  u n t i l  more than s i x  months ajEter t h e  purchase of t h e  debentures,  
- 

d id  an inc rease  i n  t h e  value of t h e  debent ires  bctwefn t h e  da t e s  of t h e i r  

purchase and conversion ' cons t i t u t e  a "p ro f i t  r ea l i zed f1  sub jec t  t o  recovery 

under Sec t ion  lG(b)? 

3 .  Does cmnon s tock  acquired by t h e  voluntary.  exe rc i se  of a 

conversion p r i v i l e g e  i n  debentures come wi th in  the  exemption from Sect ion  

16(b) f o r  any s e c u r i t y  "acquired i n  good f a i t h  i n  connection with a debt 

previously contracted"? 

4. Is a conversion of debentures exempt from s e c t i o n  16(b) a s  

an ' . 'arbitragem t r ansac t ion  where t h e  conversion occurred almost four  

mon ths -a f t e r  t h e  debentures were purchased 'and the re  was no s a l e  of t h e  

comon s tock  acquired upon conversion u n t i l  almost four  months t h e r e a f t e r ?  
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t h i o  b r i e f ,  amicus c u r i a e ,  pursuan t  t o  t h e  requeo t  o f  t h e  Court  f o r  a n  

express ion  o f  i t s  views on t h e  issues .  r a i s e d  i n  t h i s  appeal .  The appea l  

i n  t akcn  from thn, judwent o f  t h e  c o u r t  balow ho ld ing  Reginald Webstcr, 

a d i r . e c t o r  o f  Hcl i -Coi l  corpora  t i o n ,  l i a b l e  under Sec t i o n  16 (b) o f  t h e  

~ e c u r i t i c o  Exchange Act o f  1934 ("Act"), 15 U.S.C. 78p(b), a s  amended, 

f o r  p r o f i t s  n l l c e c d l y  r e a l i z e d  by him from shor t - t e rm d e a l i n g s  i n  the 

c o n v e r t i b l e  debe.ntures and c o m ~ n  s t o c k  o f  Hel i -Coi l  Corporation.  



STATEEEhT OF THE CASE 

The f a c t s  a r e  not  disputed. Appellant Webster has been a 

d i r e c t o r  05 Heli-Coil  ' s i n c e  i t s  organdza t i o n  on October 16, 1958 
11 - 

(App. 12a). On November 20, 1958, Mr .  Webster purchased a t  par  

61uo accrund in t e ren  t $60,000 p r inc ipa l  a r aun t  o f  Heli-Coil  ' s 5% 

c a l l a b l e  d e b c i t u r e i  due November 1, 1973 ( A ~ ~ .  120). , The debentures 

.' were conver t ib le  into. common s tock  of ~ e l i - c o i l  upon t h e  opt ion  of  . 

. .. con- t h e  holdcro a t . a n y  time p r i o r  t o  redemption o r  m t u r i t y  a t  th, 

veroion p r i c e  of  $16 213 per share.  The indenture under which t h e '  

debentures were issued provided f o r  an  adjustment t o  the  conversion 

- p r i c e  i n  s i t u a t i o n s  where issuance by Heli-Coil  o f  a d d i t i o n a l  shares  

of conmn s tock  would d i l u t e  t he  i i t e r e s t  o f  the  debenture holders  

On March 18, 1959, wi th in  s i x  rconths of  t he  i n i t i a l  purchase, M r .  

Webster exercised h i s  conversion p r i v i l e g e  and exchanged the  debentures 

held by him f o r  3,600 shares  o f  Hel i-Coil ' s  c o m n  stock, none of these  

debcntureo having been c a l l e d  f o r  redemption (App. 13a). Between 

J u l y  16, 1959 and September 1, 1959, Ik. Webstcr so ld  1,300 shares  o f  

~ e l i - ~ o ' i l  ckrrcon s tock f o r  a t o t a l  cons idera t ion  of  $90,771.01 (App. 13a).  

l./ Pages i n  Defendant-Appellant's Appcndix a r e  r e f e r r ed  t o  a s  
"App. " ;  i n  Defendant-Appellant's Brief  a s  "Def's. Bra.-. II  



.The  comnon s tock  of Heli-Coil  was r e g i s t e r e d  f o r  t r a d i n g  on 

t h e  American Stock Exchange on December 17, 1958, l e s s  than one month 

a f t e r  Mr. t febster purchased the  debentures and more than t h r e e  months be- 

f o r e  hr. webster exercised h i s  conversion pr iv i lege .  The debentures have 

never been r e g i s t e r e d  f o r  t r ad ing  on a na t iona l  s e c u r i t i e s  exchangc 

bu t  a r e  t raded from time to  time i n  t h e  over-the-counter m r k e t  (App. 13a). 

The opinion of the  c o u r t  below is repor ted  a t  222 F. Supp. 

831 (D.N. J., 1963) and r ep r in t ed  i n  f u l l  i n  Defendant's Appendix. The 

d i s t r i c t  cou r t  held t h a t  t h e  conversion of  t he  debentures i n t o  c o m n  

s tock  conot i tu ted  a a a l e  of  t he  debentures  and a purchase of  the  s tock  

wi th in  t he  meaning 0-f Sect ion 16(b). It f u r t h e r  he ld  t h a t  n e i t h e r  t h e  
- 

exemption contained i n  Sect ion 16 f o r  s e c u r i t i e o  "acquired i n  good 

f a i t h  i n  connection wi th  a debt  previouoly contracted" nor  the  exemption - 

contained the re in  f o r  a r b i t r a g e  t r ansac t ions  was app l i cab l e  t o  tho 

t r ansac t ions  involved. The c o u r t  concluded t h a t  Mr. Webster was l i a b l e  

f o r  p r o f i t s  der ived from the  d i s p o s i t i o n  o f  the  debentures upon con- 

ve r s ion  wi th in  s i x  months of h i s  a c q u i s i t i o n  thereof  and from t h e  s a l e  of 

common s t o c k  wi th in  s i x  months a f t e r  conversion of the  debentures i n t o  com- 
a 

mon stock. It awarded judgment f o r  Hel i -Coil  i n  t h e  amount of $116,544.36, 

without  i n t e r e s t ,  r ep re sen t ing  the  sum of (1) $71,400, t h e  d i f f e r ence  between 

t h e  i n i t i a l  purchase p r i c e  of t h e  debentures a n d ' t h e i r  va lue  on t h e  conversion 

d a t e ,  and (2) $45,144.36, t h e  d i f f e r ence  between the  va lue  of  t h e  c m o n  

s tock  on the  conversion da t e  and the p r i c e  a t  which t h e  s tock  was subsequently 

sold by Mr. Vebstcr. . 



' The ~ormnission. takes the  pos i t i on  t h a t  the  cour t  below correc t -  

l y  held t h a t  a v o l u n t a r y  conversion of debentures i n t o  common stock 

c o n s t i t u t e d ' a  s a l e  of t he  debentures and a purchase of  the  common 

stock wi th in  the 'neaning  of  Sec t ion . lG(b) ,  t h a t  t he  s tock acquired 

upon conversion i s  not  exempt from Section 16(b) a s  a s e c u r i t y  "acquirid 

i n  good f a i t h  i n  connection with a debt  previously contractedff  and t h a t  

a conversion i s  not '  exempt from Sect ion 16(b) a s  an  a r b i t r a g e  t ransact ion.  

The Commission be l ieves ,  however, t h a t  under the  circumstances of  t h i s  

case  no p r o f i t  was r ea l i zed  by Ifre Webster from t h e . d i s p o s i t i o n  of t he  

debentures upon conversion and t h a t  accordingly the judgment aga ins t  

. . Mr. Webster should have amunted t o  only $45, 144.36,. t he  p r o f i t s  

r ea l i zed  from t h e  s a l e  of  the c o m n  stdck within s ix  months o f  the con- 

version. 

STATUTES AND RULE INVOLVED 

The S e c u r i t i e s  Exchange Act of  1934 i s  s p e c i f i c a l l y  designed, 

i n t e r  a l i a ,  "to insure  the  ~ a i n t e n a n c e  of  f a i r  and honest rmr l~ets t f  

i n  s e c u r i t i e s  t ransac t ions  (Section 2 of the  Act, 15 U.S.C. 78b). 

Sect ion 16(b) seeks t o  implement t h i s  general. purpose by making i t  

unprof i tab le  f o r  i n s i d e r s  t o  c n g g e  i n  short-swing specula t ion.  The 



preamble t o  the  oect ion expressly s t a t e s  t h a t  i t  was enacted "[£]or 

the  purpose of  preventing the  un fa i r  use of i n f o m t i o n  which may 

havc bcen obtained by [a] . . . d i r e c t o r ,  o r  o f f i c e r  by reason of  

h i s  r e l a t i o n s h i p  t o  t h e  i s s u e r  . . . . 11 

The abuses which led t o  the  enactment of  Sect ion 16(b) are' 
2  / - 

discussed i n  t h e  l e g i s l a t i v e  h i s t o r y  of  the Act. Among these  abuses ' 

were t ransac t ions  i n  which in s ide r s ,  wi th  advance knowledge of f a c t s  

which would produce a r i s e  i n  the  m r k c t  p r i c e  of  the stoclc o f  t h e i r  

company, bou&lt s tock a t  then cur rent  market p r i ces  and sold it when 

publ ica t ion  of the  i n f o m t i o n  had caused the  an t i c ipa ted  r i s e  t o  

occur. There were a l s o  t ransac t ions  i n  which i n s i d e r s  wi thadvance  
- 

. knowledge of f a c t s  which would dopres3 t h i  market sold t h e i r  

s tock  a t  then cu r ren t  p r i ces  and rcpurchascd when publ icz t ion  had 

the  a n t i c i p r t e d  e f f ec t .  On occasion, t he  a b i l i t y  t o  obta in  such 

p r o f i t s  l ed  i n s i d e r s  t o  m n i p u l e t e  the  r a r k e t  p r i ce  of t h e i r  s tock  

by causing t h e i r  corporat ion t o  follow f inanc ia l  p o l i c i e s  ce lcula tcd  
3 /  - 

t o  produce sudden changes i n  us rke t  pr ices .  

2 /  See S. Rep. No. 1455, 73d Cong., 2d Sess. 55-68 (1934) ; - 
S. Rep.. No. 792, 73d Cong., 2d Sess. 7-9. (193.4); H.R. Rep. 
No. 1383, 73d Cong., 2d Sess. 13-14 (1934). 

3 /  - S. Rep. No. 792, 73d Cong., 2d Sess. 9 (1934). 



To prevent such p rac t i cee  i n  an  e f f e c t i v e  mnne r ,  and i n  view 

' o f .  t h e  d i f f i c u l t y  of  i n t e n t  on t h e  p a r t  o f .  i n s i d e r s  

t o  specula te  on i n s i d e  information, Sec t ion  16(a) r equ i r e s  o f f i c e r s  

and d i r e c t d r s  o f  any corpora t ion  wi th  s e c u r i t i e s  r e g i s t e r e d  under 

'Sect ion 12 o f . - t h e  Act and b e n e f i c i a l  owners o f  more than 10"/, o f  any 

c l a s s  of such securities t o  f i l e  r e p o r t s  of  t h e i r  holdings and t rans-  
!Ll 

a c t i o n s  i n  any o f  t h e  corpora t ion ' s  equ i ty  s e c u r i t i e s .  Sec t ion  16(b) 

provides  f o r  the recovery by o r  on behalf  o f  t he  corpora t ion  of  any 

p r o f i t s  r e a l i z e d  by such persons from "any purchase and s a l e  o r  any 

s a l e  and purchase1' of  such s e c u r i t i e s  wi th in  a  six-month period. 

Sec t ion  3 (a j  (13), 15 U.S.C. ?&(a) (13), de f ines  a "purchsse" t o  inc lude  
- 

"any c o n t r a c t  t o  buy, purchase o r  otherwise acqui re , "  and Sec t ion  3(a)(14) ,  

15 U.S.C. 78c(a)(14),  dof inas  a "sale" t o  inc lude  "any c o n t r a c t  t o  se l l  

o r  o t h e m i s e  d i spose  of." The term "profi ts1 '  i s  no t  def ined i n  the  Act. 

Sec t ion  16(b) s p e c i f i c a l l y  provides t h a t  t h e  Corrmission may exempt 

by r u l e s  and r egu la t i ons  t r a n s a c t i o n s  no t  comprehended w i t h i n  t h e  purpose 

of t h e  sec t ion .  

4_/ P r i o r  t o  t h e  cnac tnsn t  of  ths S e c u r i t i e s  Acts  Amendments of  1964, 
Pub. L. No. 467, 88th Cong., 2d Scss. (August 20, 1964), Sect ion 16 
was app l i cab l e  on ly  t o  i n s i d e r s  o f  corpora t ions  wi th  s e c u r i t i e s  
r e g i s t e r e d  on a  n a t i o n a l  s e c u r i t i e s  exchange. The 1964 amsndments, 
providing f o r  r e g i s t r a t i o n  undcr Sect ion 12 of  the  Act of  e q u i t y  
s e c u r i t i e o  i s sued  by c e r t a i n  over-the-counter companies, extended 

- 
Sect ion  16 t o  a l l  " s e c u r i t i e s  r e g i s t e r e d  under Sec t ion  12". 



- 7 -  

Sect ion 16(b) a l s o  excepts £ton the provis ions of  t h a t  s e c t i o n  any 

"secur i ty  acquired i n  good f a i t h  i n  connection wi th  a debt  previously 
5 /  - 

contracted. I n  addi t ion ,  Sec t ion  16(e) provides: 

"(e)' The provisions of t h i s  s e c t i o n  s h a l l  no t  apply 
t o  foreign o r  d o ~ s t i c  a r b i t r a g e  t r ansac t ions  un le s s  
made i n  contravent ion o f  such r u l e s  and r egu la t ions  
a s  t h e  Comisoion m y  adopt i n  o rde r  t o  c a r r y  ou t  
the  purposes of t h i s  section." 

Pursuant t o  t h i e  a u t h o r i t y  the  Commission has adopted Rule 16e-1, 

17 CFR 240.16e-1, which provides i n  per t inent  part :  

"It s h a l l  be unlawful f o r  any d i r e c t o r ,  o r  o f f i c e r  o f  
an i s s u e r  o f  an equ i ty  s a c u r i t y  which i s  r eg i s t e r ed  o n .  
a na t ioaa l  s e c u r i t i e s  exchange t o  e f f e c t  any foreign 
o r  dams t i c  a r b i t r a g e  t r ansac t ion  i n  any equ i ty  
s e c u r i t y  o f  such i s sue r ,  whether r eg i s t e r ed  o r  not,  
un less  he s h a l l  include such t r ansac t ion  i n  t he  s t a t e -  
ments required by sec t ion  16(a) and Rule 16n-1 and 
s h a l l  account t o  such i s s u e r  f o r  t h e  p r o f i t s  a r i s i n g  
from ouch t ransac t ion ,  a s  provided i n  Sect ion 16(b). . . . 
The provisions o f  Rule 1.6a-1 and o f  s e c t i o n  16 s h a l l  
no t  apply t o  any bona f i d e  foreign o r  domestic a r b i -  
t r a g e  t ransac t ion  i n s o f a r  a s  i t  is ef fec ted  by any 
person o ther  than such d i r e c t o r  o r  o f f i c e r  of  t he  
i s s u e r  of such security," 

5 /  This  s e c t i o n  and t h e  r u l e  thereunder were designated Sec t ion  16(d) - 
and Rule 16d-1 p r i o r  t o  enactment of t he  S e c u r i t i e s  Acts Amendments 
of 1964, Pub. L. No. 467, 88th Cong., 2d Sess.  (August 20, 1964) 
and a r e  s o  r e f e r r e d  t o  i n  t h e  b r i e f s  of M r .  l ~ e b s t e r  and ~ e l i - c o i l .  

. 



1. The Voluntary Conversiori of t he  Debentures 
Held by tk. Webster was a "Sale" of  the  
Debentures and a "Purchase" of  t he  C o m n  
.Stock Within t h e  K ~ a n i n g  o f  Sect ion 16(b). 

... By de f in ing  i n  Sec t ions  3 (a) (13) and 3 (a) (14) of t h e  Act t h e  

terms "pu rchse"  and "sale" t o  inc lude  no t  only c o n t r a c t s  t o  purchase . 

or s e l l  bu t  a l s o  c o n t r a c t s  t o  "otherwise acquire"  o r  "dispose of", 

Congress made c l e a r  t h a t  t h e  concept of purchase and s a l e  was intended 

t o  extend beyond the  ord inary  rrkaning o f  t he se  terms and beyond the  

conventional l i m i t a t i o n s  app l i cab l e  under t h e  conutercial law of  sa les .  

Although these d e f i n i t i o n s  s p e c i f i c a l l y  r e f e r  only t o  executory con t r ac t s ,  

obviously they were no t  intended t o  exclude the  more c o m n  and important 

executed t ransac t ions .  

Cons is ten t  wi th  t hc se  broad d e f i n i t i o n s  and wi th  t h e  remedial 

purpose o f  Sec t ion  16(b), the  c o u r t s  have repea ted ly  found a purcha'se 

o r  s a l e  i n  a v i d e  v a r i e t y  o f  t r ansac t ions ,  such a s  t he  exe rc i s e  of s t ock  

opt ions  o r  war ran ts  granted i n  connection wi th  an  employment con t r ac t ,  
61 

t he  exchange of s tock  i n  a subs id i a ry  fo r  s tock  of  i t s  paren t  pursuant 
7 1 - ,  

t o  o plan  of corpora te  s i m p l i f i c a t i o n  and the  exchange -by an  i n s i d e r  
. . 

corpora t ion  of s toek  he ld  by i t  fo r  s tock  of  i t s  less-than-wholly-owned 
8 1  - 

subsidiary.  The cour t  below, i n  ho ld ing  khat t h e  conversion 

6/ Walct v. Je f f e r son  Lake Sulphur Co., 202 F.2d 433 (C.A. 5 ) ,  ' c e r t .  - - .- 
denied, 3413 U.S. 820 (1953); Blau v. Hodgkinson, 100 F. Supp. 351 (S.D. 
tl.Y., 1951); Truncale v. Bluiuberg, 80 F. Supp. 387 (S.D. N.Y., (1948). 

7 /  ~ l n i  v. Hod$inson, supra,  no te  6 - - 
8/ Blsu v. Hission C o r ~ . ,  212 F.2d 77 (C.A. 2),  c e r t .  denied, 347 U.S. - . -  

1016 (1956)'. 



involved here  cons t i t u t ed  a sa.le of A e d e b e n t u r e s  and a .purchase of . 

common stock,  followed Park & Ti l fo rd ,  Inc. v. Schulte,  160 F. 2d 984 

(c,A., 2), c e r t .  denied, 332 U.S. 761 (19471, where the  Court of Appeals 

f o r  t he  ~ e c b n d  C i r c u i t  held t h a t  a conversion of prefer red  i n t o  common 
91 . -  - 

s tock  cons t i tu ted  a purchase of c m 6 n ' i t o c k .  Although t h e  cour t  below 
. . 

recognized t h a t  Pork & Ti l fo rd  d id  not  dea l  with the  quest ion whether the 

conversion r e su l t ed  i n  a "sale" of t h e  conver t ib le  secu r i ty ,  it s t a t e d  t h a t  

t h e  " r a t io  decidendi would seem equal ly  appl icable  t o  t h a t  fsoue" (App. 
101 

' Mr.. Weboter urgeo, hobever, t h a t  t h e  two s e c u r i t i e s  were economic ' 

. . 

equivalents ,  and therefore  t h e  f a c t s  of t he  i n s t a n t  case a r e  clooely . . 
- - 

. analogous t o  Fe r ra io lo  v. N e ~ ~ m n ,  259 F. 2d 342 (c.A~ 6, 1958), c e r t .  denied, 

359 U.S. 927 (1959), where t h e  Court of Appeals f o r  t h e  S ix th  C i r c u i t  held 

t h a t  a conversion of prefer red  s tock,  which had been c a l l e d  f o r  redemption, 

i n t o  c m o n  s tock  d id  not  - c o n s t i t u t e  a purchase f o r  purposes of Sec t ion  

16(b). But as the  cour t  below noted (App . 181a), "it was the  involuntary 

na tu re  of t he  conversion i n  Fe r ra io lo  t h a t  was t h e  determinative f a c t o r  ' 

i n  t h a t  case.'' The cour t ' s  opinion i n  Fe r ra io lo  emphasized t h a t  t h e  

9/ See a l so ,  Kogan v. Schulte ,  61 F. Supp. 604 (S.D.N.Y., 1945), a - 
conipanion case t o  Park & Ti l ford .  

121 See a l s o ,  Blau v. m, 163 F. Supp. 528 (S.D.N.Y., 1958), where t h e  
cour t  denied motions f o r  s m m r y  judgment by both p a r t i e s  i n  a s u i t  
oeektng recovery of p r o f i t s  a l leged  t o  have been r ea l i zed  i n  connec- 
t i o n  with a conversion of prefer red  i n t o  c m o n  stock,  s t a t i n g  t h a t  
"the defendants. have not es tabl i shed  as  a mtter of law t h a t  t he  con- 
vers ion  of t h e i r  prefer red  i n t o  coa?,non was not a s a l e t t  (163 F. Supp. 
a t  533-534). 



r .  
- 1 0  - 

prefer red  s tock,  which was conver t ib le  i n t o  cowon,  had been c a l l e d  f o r  

redemption, S ince  t h e  comon s tock  was s e l l i n g  f o r  n ine  d o l l a r s  above 

t h e  conversion p r i ce ,  and the  in s ide r s  thus e i t h e r  had t o  convert o r  

accept  a l o s s  upon redemption, t h e  court  found t h a t  t he  conversion was, 
? ' .  

a t l e a s t  i n  an economic sense, involuntary, Here the  conversion-was 

e n t i r e l y  voluntary, s ince  no c a l l  f o r  recenption had been issued by 

Heli-Coil, 

Whatever bearing the  economic -equivalence of  Heli-Coil 's  debentures 

and c o m n  stock urged by fir. Wsbster rnay have on th'e i s s u e  whether a 'p rof i f .  
* 

I 
I 

i 

has been r ea l i zed  upon comrersion,(see p, 14, - i n f r a )  i t  is, i n  ou r  view, 

i r r e l e v a n t  t o  the  determination whether t h e  conversion c o n s t i t u t e s  a 

- purchase and s a l e  within the  meaning of  s ec t ion  16(b). I n  determining 

t o  exerc ise  h i s  conversion pr iv i lege ,  lk, Webster m d e  an  investment 

dec is ion  iridcpendcnt' o f  both h i s  i n i t i a l  dec is ion  t o  purcha;e the  

debentures and h i s  subsequent dec is ion  t o  s e l l  a port ion of  h i s  cormion 

stock. ~ l t h o u ~ h  he re ta ined  an .investment pos i t i on  i n  Heli-Coil e f t e r  

conversion, t h e  na ture  of h i s  investnent  and t h e  r i s k  involved was 

s u b s t a n t i a l l y  a f f ec t ed  by the  dec is ion  t o  convert,  The conver t ib le  

debentures represented fixed debt obl iga t ions  payable upon m a t u r i w  

o r  redemption and bearing a fixed i n t e r e s t  r a t e  and c a r r i e d  a n  option 

t o  exchange the  debt  obl iga t ion  f o r  c o m o n  stock. - The cormon s tock  

- represented an equi ty  i n t e r e s t  i n  ~ e l i - C o i l ' s  a s s e t s  and earnings and 

c a r r i e d  a voice i n  i t s  mnagement. P r io r  t o  conversion, Y'ir. Webster 



did  not  o k  the  comon s tock  and had a . c r e d i t o r  r e l a t i o n s h i p  t o  Heli-  . 
. . 

Coil. He acquired the  r i g h t s  of a '  stockholder on ly .  by disposing of '  

t he  debt  s e c u r i t y  held by him upon corrversion. 

The s i t u a t i o n  here  is thus e n t i r e l y  d i f f e r e n t  from those involved 

i n  Roberts v. Eaton, 212 F.2d 82 (c.A. '2), c e f t .  denied, 348 'u.s.. 827 

(1954), r e l i e d  upon by M r .  Webster ( ~ e f  Is. Br .  11-12) o r  i n  t h e  rbcent  . . 

case  of Blau v.  b x  Factor & Co., 342 F.2d 304 (C.A. 9, 1965), 
. . - - . -. 

where exchanges of s e c u r i t i e s  were not deemed t o  involve a purchase 

f o r  purposes of Sect ion 16(b). I n  the  Roberts case  the  cou r t  held t h a t  

s tock ms not  "purchased" wi th in  the  meaning of  Sect ion 16(b) where i t  

was acquired pursuant t o  i; plan of r e c l a s o i f i c a  t i o n  i n  which a l l  share-  
- 

holders  exchanged corrinon s tock  f o r  a package cons i s t i ng  of  common and 

, prefer red  stock. There the  i n s i d e r s  '' i n t e r e s t s  r emined  proportiona t e l p  

unchanged, a f a c t o r ,  which t h e  cour t  noted, was "of course e s s e n t i a l  f o r  
. , 

t h e  defendants '  posi t ion" (212 F. 2d a t  86). I n  the  Pax Factor  case the  

defendants converted c m o n  s tock  held by them i n t o  the  i s s u e r s '  Class  A 

s tock  as a prel iminary s t e p  t o  a publ ic  o f f e r ing  of t he  Class  A. The 

cour t  t h e r e  held t h a t  t h e  conversion d id  not involve a purchase of t h e  

Class A s tock  under s e c t i o n  16(b) ,  no t ing  that: t h e  only d i f f e r ence  

betrs7een t h e  two c l a s ses  of s t o c k  was t h a t  t h e  board of d i r e c t o r s  had the  
. . 

power t o  dec l a re  l e s s e r  dividends on t h e  comion than  on t h e  Class A. 



I n  d i s t i ngu i sh ing  the case before it from the  conversion involved i n  

Park & T i l f o r d ,  Inc. v. Schul te ,  supra,  t he  cour t  noted: - 

"The prefer red  and common exchanged i n  Park & Ti l fo rd  
involved s i g n i f i c a n t l y  d i f f e r e n t  investment r i sks .  
For t h i s  and o t h e r  reasons, the  dec is ion  t o  exchange 
the  conver t ib le  s ecu r i ty  required an investment 
dec is ion  within the  s i x  months period d i s t i n c t  from 
the  dec is ion  t o  s e l l  the  converted secu r i ty  - a new 
investment r i s k  was undertaken, and a  new, i f  l imi ted ,  
opportuni ty was presented t o  r e a l i z e  p r o f i t ,  o r  avoid 
lo s s ,  through the  use of i n s ide  information." 

Whether a  t r ansac t ion  i s  a purchase o r  s a l e  f o r  purposes of 

Sec t ion  16(b) cannot depend upon a  minute examination of each p a r t i c u l a r  

t ransac t ion .  To r equ i r e  t h a t  a  p l a i n t i f f  show a poss ib le  b e n e f i t  t o  t he  

defendant i n  a  p a r t i c u l a r  case would come c lose  t o  e s t ab l i sh ing  the  

sub jec t ive  burden of proof t h a t  Sect ion 16(b) was intended t o  el iminate .  

Under Sect ion 16(b) t h i s  Commission was express ly  authorized by 

Congress t o  exempt by r u l e s  any t r ansac t ions  deemed "not comprehended 

wi th in  the  purpose of t h i s  subsection." Thus, while recognizing t h a t  
1,1/ 

t h e  "crude r u l e  of thumb" of Sec t ion  16(b) might encompass t rans-  

11/ Stock Exchange P r a c t i c e s ,  Hearings Before the  Senate  Committee on - 
Banking and Currency, 73d Cong., 2d Sess . ,  p t .  15  6557 (1934). 



ac t ions  which a r e  no t  f a i r l y  wi th in  its purpose, it indicated t h a t  t he  

. cour ts  a r e  t o  apply t h e  r u l e  general ly,  leaving i t  f o r  t he  Conmission 

t o  make appropr ia te  exemptions. The t ransac t ions  involved he re  have not  
12/  - 

been so  exempted. 

2. For Purposes of Sect ion 16(b)  Mr. Uebster d id  n o t  
Realize P r o f i t s  a t  the  Timc of the Ccnversion of 
the  Debentures. 

For the reasons s t a t e d  i n  Point  I, we agree with the cour t  below 

t h a t  the convcrsion cons t i t u t ed  both the s a l e  of the  debentures and the  

purchase of the comon stock by Mr. Webster. Sect ion 16(b), however, 

makes him l i a b l e  o n l y f o t  "any p r o f i t  r ea l i zedew W i l c  the re  ~ u l d  seem 
- 

t o  be no t h a t  p r o f i t s  wcre "realized" upon the  s a l e  of the 

s tock,  a subs t an t i a l  and novel question a r i s e s  a s  to  whether o r  not  any 

. p r o f i t s  were "realized" by the  conversion of the debentures, a s  the cour t  

below appears t o  have tnosur~d without discussion. Neither "prof i t "  nor 

"realized" a r e  defined i n  the s t a t u t e  and, insofar  a s  we can determine, 

no cour t  has had occasion t o  devote much considerat ion t o  the quest ion 

1 I n  t h e  administrat ion of Sect ion 16(b) t h e  Commissionhas 
adopted eighteen r u l e s  exempting various t ransac t ions  i n  whole 
o r  i n  p a r t  from the  provisions of Sect ion 16(b) and i n  some 
cases  from t h e  reppr t ing  requirements of Sect ion 16(a). See 
Rules 16a-1 t o  1Ga-10 and 16b-1 t o  16b-9, 1/ CFR 240.16a-1 t o  
16a-10 and 240,16b-1 t o  16b-9. It, of course, may exerc ise  
i t s  au thor i ty  t o  provide exemptions f ron  Section 16 only i f  
it i s  persuaded on the  b a s i s  of i t s  experience i n  the  adminis- 
t r a t i o n  of the  f ede ra l  s e c u r i t i e s  laws t h a t  such ac t ion  would 
be cons i s t en t  with the  purposes of Sect ion 16(b). 



of whether or  not  a p r o f i t  has been "real ized" s ince  i n  t he .o rd ina ry  

purchase and s a l e  or  s a l e  and purchase s i t u a t i o n ,  r e a l i z a t i o n  is unques- 
131 - 

t i onab le .  

We b e l i e v e  t h a t  ne i t he r  words used nor t h e  s t a t u t o r y  purpose c a l l s  

f o r  a f i nd ing  t h a t  a p r o f i t  was "real ized" upon t h e  conversion of t h e  

debentures  under t h e  circumstances of t h i s  case.  When used wi th  re fe rence  

t o  investments,  t h e  term "real ized" genera l ly  r e f e r s  t o  t h e  l i q u i d a t i o n  

of an investment p o s i t i o n  and the  c o l l e c t i o n  of whatever p r o f i t  has  

accrued. Although i n  some s i t u a t i o n s  t he  s t a t u t o r y  purpose may r e q u i r e  a 

broader concept,  t h i s  i s  no t  such a case.  I n  no r e a l  sense d id  Mr. Webster 

- l i q u i d a t e  h i s  pos i t i on  o r  c o l l e c t  a p r o f i t  when he converted. The deben- 

t u r e s  ware then s e l l i n g  a t  a p r i c e  of approximately $2,100 f o r  each $1,000 

of face  value (App. 100a) r e f l e c t i n g  the  f a c t  t h a t  t he  c o m n  stock. was 

s e l l i n g  a t  approximately $36 (App. 64a) a s  coinpared with the conversion 

p r i c e  of $16 213.  It i s  thus apparent  t h a t  f o r  market o r  specula t iva  

purposes the  debenture was, a t  t h a t  time, s u b s t a n t i a l l y  the  economic 

equiva len t  o f  the comon stock i n t o  which i t  was conver t ib le .  Af te r  the 

conversion, a s  before ,  M r .  Webster r e t a ined  h i s  i n v e s t m n t  pos i t i on  i n  

the s e c u r i t i e s  of Heli-Coil  and whatever p r o f i t s  had accrued continued 

13/ The cou r t s  i n  Park & T i l f o r d  v. Schul te ,  supra,  and F e r r i o l o  v. Neman, 
supra,  d id  n o t  have occasion t o  conoider whether o r  no t  any p r o f i t s  
were r ea l i zed  upon conversioti s ince ,  i n  Park EZ T i l f o r d  the purchase of 
the  conve r t i b l e  s e c u r i t y  appears t o  have occurred nore than 6 nanths 
b e f o r e . t h e  conversion, and i n  Fe r r io lo  t h i s  was c l e a r l y  t rue.  . 



t o  be a t  t he  r i s k  of the market and could disappear without " rea l iza t ion"  

i f  t he  market p r i ce  of the conion were t o  dec l ine  subs t an t i a l ly .  I n  the 

parlance of  inventors ,  thaoa p r o f i t s  continued to  be "paper" p r o f i t s  

both before and a f  t c r  tho con-~ersion,  

The s t a t u t o r y  purpooe does not  requi re  o d i f f e r e n t  result . '  By . . 

converting, M r .  Webster d id  not  place himself i n  a pos i t i on  where he . . 

could uake any core  advantageous use of i n s ide  infor&tion f o r  spccbla- . 
. . 

t i v c  purposes than he could have before, 6ince the market p r i ce  of thc 

debentures end the co-n s tock 'could be expected t o  continue t o  move 

together ,  Indeed, by converting, Mr. Webster reduced h i s  oppor tuni t ies  

- 
f o r  pure specula t ion-o incc  he l o s t  the  pro tec t ion  of a  senior  pos i t ion  

without gaining any conpcnoating specula t ive  advantage, Ordinar i ly  an 

investor  b ~ u l d  convert i n  t h i s  s i tua t ion ,  where the conver t ib le  s e c u r i t y  

i s  protected againot  d i l u t i o n  and has not .been ca l l ed  f o r  redenption, 

only becaune he hoped t o  ga in  a  long t e r n  advantage f ron  rece iv ing  d iv i -  

dend inconz i n  excess of the i n t e r e s t  payable upon the  detcnturcs.  

Under these  circumstances the s t a t u t o r y  purpose does not  compel a  broad 

app l i ca t ion  of t he  t e r n  " p r o f i t s  r ea l i zed"  which, as  indicated above, 

contemplates t h e  l i qu ida t ion  of an investment pos i t ion  o r  some enhance- 

ment of the  p o t e n t i a l  f o r  specula t ive  p r o f i t .  

The foregoing i o  not  t o  suggest t h a t  a p r o f i t  can never bc r ea l i zed  

within the azaning of  n Scction 16(b) i n  t ransac t ions  involving the  con- 

version of a conver t ib le  oecuri ty.  I f  th= convertible secur i ty  i s  pur- 
' 

chased, the  conversion p r iv i l ege  is  exercised,  and the  s e c u r i t y  so acquf-red \ 



is sold a l l  v i t h i n  a 6-=nth period, h i  believo t h a t  t h s  c n t i r o  p r o f i t  

. . - t h a t  t h e  p r o f i t  cccrtrcd'on the dsbsntures an txll aa the  p r o f i t  on the 

c- otocz heo bccn real izad,  "within [a] p z r i d  of l ens  thcizr 6 

r;3nth3" f o r  p u r p m o  o f ' t h e  otatukc, o r  clco upon thc  tbaory that ,  rurder such 

c i r c ~ ~ ~ t m c c o ,  thz parchase of a coovcrt iblc d9bantura m y  be treated ao 

a purcbone of utock,.oilzce thr! o to tu tc  hfinrs purchsae ns including " a y  

. cmk;?c t  to buy, purchase o r  ot i~crwlca acquire" (Scctiol~ 3(a)(13)), m d  

the purchme of tho c o n v a r t ~ b l a ~ c ~ c u r i t y  ircludeo rr contractual r i ~ h t  

to acquire t h ~  canwcroicn cecurity. . 

Although llr. Webster d ~ d  not  r e a l i z e  a p r o f i t  when h e  converted, 
- 

he d id  make an i w e s t m n t  decision and acquired a o m  secur i ty ,  and the  

p r o f i t  r ea l i zad  by him upon tihe s a l e  of  that new secur i ty  within 6 

months after its 'purchase is properly recovcr~b le .  The over-all r e s u l t  ic 

t h a t  the ohort tern p r o f i t  reolizcd by llr. t h t a t e r  d u r i n ~  t h e  6 mntho 

a f t c r  blarch 18, 1959 i n  recovarcrblc, r:Sflc t l ~ c  ovcr-.all p r o f i t  accruing 

f r c n  h io  i n v z o e n e  i n  Hcli-Coil cccur i t ico  over a period of .co-2 9 conths 

i o  not rccovcmbbc i n  f u l l ,  1:c balicva th in  r e s u l t  to bo c ~ o i n t c n t  with 

t h o  otceotary objact ivc  of detcsrgrrg abort  srxir.3 opzcuEiticn, a r b i t r a r -  

i l y  deficrzd i n  term of n 6-=nth pzrEcd, u%ilc  p c m i t t i n ~  ths rc tcn t i an  

of longer tern profi tn.  



. 3 .  The Comon Stock Acquired b? Plr. Gicbster Upon 
Conversion was not Exempt frm Sec t i on  16(b) ao a 
S e c u r i t y  Acquired i n  Good F a i t h  i n  Connection wi th  
ti Debt Previously '  Contracted,  

, 

Mr. ~ e b s t e r  a l oo  argues  t h a t ,  because t h e  converoion of t h e  

. .  . . . ' d e b i n t i r e s  cnnc i l i ed  ~ e l i - c o i l t i  d eb t  dbligat: ion t i  him, t h e  c o ~ i n .  ., , . . .  

I 

s t o c k  acqui red  on conversion was exempt from the  p rov is ions  of 

. Sec t ion  16(b) a s  a s e c u r i t y  "acquired i n  good f a i t h  i n  &onnection w i th  

a deb t  p rev ious ly  contracted"  (Def'e. Br. 20). I n  r e j e c t i n g  a s i m i l a r , . ,  . . 

' c l a im  t o  t h i s  e x m p t i o n  f o r  s t o c k  acqui red  pursuant  t o  a p r i o r  c o n t r a c t  

f o r  t h e  s a l e  of t h e  same s t o c k ,  t he  Court  of Appeals f o r  t h e  F i r o t  

C i r c u i t  i n  Varinn Assoc ia tes  v. Booth, 334 F. 2d 1, 5 ( C . A . ~ ,  1964),  

a f f i rming ,  224 F. Supp. 225 (D. Wacs., 1963), quoted approvingly f r o n  

the opinion of t h e  lower c o u r t  which s t a t e d  t h a t  t o  a ccep t  t h e  arg ,  - : 

urged by t h e  defendants  would 

"open t h e  door t o  widespread evasion of t h e  Act, s i n c e  
any a c q u i s i t i o n  of s t ock . cou ld  t a k e  t h e  f o m  of a con- 
t r a c t  i n  which t he  s e l l e r  would owe a deb t ,  t h a t  i s ,  
would have a f i m  obligation t o  d e l i v e r  s tock  a t  come 
f u t u r e  d a t e ,  and the  buyer would owe a corresponding 
o b l i g a t i o n  t o  pay For t he  s tock  a t  a f u t u r e  d a t e  i n  
money o r  o t h e r  property." ' 

A s  t h e  d i s t r i c t  c o u r t  a l oo  noted (224 F. Supp. a t 2 2 7 ) :  

"Clearly t h e  deb t  r e f e r r e d  t o  i n  §16(b) must be an 
o b l i g a t i o n  independent of t h s  ob l i ga t i on  t o  d e l i v e r  
t h e  very s t ock  involved i n  t h e  purchase." 

S imi l a r l y ,  i n  Truncale  v.  B lmbe rg ,  80 F. Supp. 387, 392 (S.D. N.Y.,  

- 
1948), t h e  cour t  r e j e c t e d  t h e  c la im t h a t  war ran t s  acquired pursuant  t o  

, \  



an employment i n c e n t i v e  c o n t r a c t  were  esernpt from S e c t i o n  16(b) a s  

s e c u r i t i e s  a c q u i r e d  i n  c o n n e c t i o n  w i t h  a d e b t  p r e v i o u s l y  c s n t r a c t e d .  

I n  s u p p o r t  of  h i s  c l a i m ,  Mr. Webster r e l i e s  on Smolowe v. Delendo 

Corp . ,  135 F. 2d 231 (C.A. 2 ,  1943),  c e r t .  d e n i e d ,  320 U . S ,  751 (1945) 

and Rheem Manufac tu r ing  Co. v .  Rheem, 295 F .  2d 473 (C.A. 9 ,  1961). I n  

t h e s e  cases where t h e  exemption was deemed a p p l i c a b l e  t h e  s e c u r i t i e s  were 

a c q u i r e d  i n  s e t t l e m e n t  of matured d e b t s  which 2.xisted a p r t  from t h c  

o b l i g a t i o n  t o  t r a n s f e r  t h e  s e c u r i t i e s .  I n  Smolowc t h e  deb t  was due  and 

payab le  i n  cash  b u t  was s a t i s f i e d  by t r a n z f c r  of  s e c u r i t i e s  n n l y  wi th  t h e  

mutual  c o n s e n t  of  bo th  p a r t i e s .  Rheern i n v o l v e d  t h e  a c q u i s i t i o n  of 

- 

s e c u r i t i e s  i n  s a t i s f a c t i o n  of  t h e  d e f e n d a n t ' s  i ~ t e r e s t  i n  t h e  company's 

r e t i r e m e n t  fund.  Although t h e  de fendan t  had t h e  o p t i o n  o f  o b t a i n i n g  bene- 

f i t s  i n  e i t h e r  c a s h  o r  s e c u r i t i e s ,  t h e  b e n e f i t s  wen.  f u l l y  v e s t e d  and 

t h e  v a l u e  of t h e  s e c u r i t i e s  r e c e i v e d  was e q u i v a l e a t  t o  t h e  amount of  bene- 

f i t s  t o  which t h e  de fendan t  was e n t i t l e d .  

The c o u r t  below h e l d  t h a t  n e i t h e r  Smolcnc n o r  Rhccn was c o n t r o l l i n g  

i n  t h e  i n s t a n t  c2s2 "because  they  invo lv t r l  good f a i t h  s e t t j e r n c n t s  of 

i ndependen t  and matured o b l i g a t i o n s "  v h e r e a s  " the  d e b c n t u r e s  h e r e  were 

not  t o  mature  u n t i l  November 1973, and were s u b j e c t  tc a  number of coal-  

d i t i o r r s  which n e g a t i v e  t h e  g e n e r a l l y  accep ted  ccncnpt  of n r :~a turcd  

d e b t "  (App. 182a).  By c o n v e r t i n g  3 i s  d e b e n t u r e s  I4r. i f e b s t s r  w:is e x e r c i s i n g  

h i s  c o n t r a c t u a l  r i g h t  t o  o b t a i n  s t o c k  w i t h  a v a l u e  f e r  i n  exczss of t.hc 

f a c e  ayrrunt of t h e  d e b e n t u r e s .  S i n c e  t h e  v a l d #  of t h e  s t o c k  Xr. GIebster 

'\ 
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was e n t i t l e d  t o  rece ive  on conversion was unrelated t o  t h e  amount of 

the  debt ob l iga t ion  represented by the  debentures,  t he  conversion was 

i n  no sense the  "one-shot set t lement"  of a debt which the  cour t  i n  

Rheem (295 F'. 2d a t  476) o a i d  was made p o s s i b l e  by t h e  exemption f o r  

s e c u r i t i e o  "acquired i n  good f a i t h  i n  connection with s debt  previously 

contracted.  

M r .  Webnter a s s e r t s ,  however, i n  c o n f l i c t  with thc  p r i n c i p l e  

recognized by the  cour t  below, t h a t  t he re  i s  nothing "in t h e  s t a t u t e  

requi r ing  an independent ex is tence  of t he  debt" (Def's. B r .  25). 

Apparently, he would urge t h a t  t he  requirement t h a t  the  otock be "acquired 

- i n  good fa i th"  means-only the  absence of an i n t e n t  t o  p r o f i t  on the  b a s i s  

of i n s ide  information. Such a l ind ted  appl ica t ion  of the  "good f a i t h "  

requirement would, of course,  lead t o  t he  same subjec t ive  s tandard of 

proof Congress intended t o  avoid by the  prophylnct ic  provis ions of Sect ion 

16(b). 
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4. M r .  Webster's Conversion of Debentures i n t o  
Comon s tock  w a s  not  Exenpt from Sect ion  16(b) 
a s  an kirbf t r age  ' irznsnction. . . 

. . .  

Fina l ly ,  lfr. Webs'ter contends t h a t  t h e  co&ersion of the  

debentures i n t o  comon s tock  i s  excluiieb f ro& the operat ion of 

Sec t ion  16(b) b y  s e c t i o n  16(e), which exempts "arb i t rage  t r a n s a c t i o n s "  

from the  provis ions of Sec t ion  16 "unless made 'in contravent ion of 

.- such r u l e s  and regula t ions  as the  C o u g i ~ s i o n  m y  adopt i n  order  t o  

ca r ry  ou t  the  purposes of t h i s  section." M r .  Webster recognizes t h a t  
I 

under Rule 1Ge-1 t h e  Corcnission has  mnde i t  unlawful for-.'an i n s i d e r  

sub jec t  t o  Sect ion 16, o the r  than a ten-percent holder ,  t o  engage i n  

' a r b i t r a g e  unless  he., i n t e r  a l i a ,  " s h a l l  account t o  [ t h e ]  i s sue r ,  f o r  

t h e  p r o f i t s  a r i a i n g  from such t ransac t ion  a s  provided i n  Sec t ion  lG(b)." 

ne contends, however, t h a t  t h e  r u l e  i s  i n v a l i d  because i t  "is a p r o  t a n t o  

repea l  of an exemption granted by Congress" and i s  "discr iminatory,  

uncons t i tu t iona l ,  and i n  d i r e c t  c o n f l i c t  with the l e g i s l a t i v e  in ten t"  

(Def's. B r .  30-31). 

The c o a r t  below found it unnecessary t o  r u l e  on t h o  v a l i d i t y  of 

Rule 16e-1, s ince  i t  c o r r e c t l y  found t h a t  t he  t r ansac t ions  involved i n  

t h e  c&vcrsion were not  a r b i t r a s e .  "Arbitrage" was defined i n  the  

l e ~ i s l n t i v e  h io to ry  of the  s t a t u t e  AS " the  ainrdltaneous buying of a 

s e c u r i t y  i n  one market a t  a p r i c e  f o r  t h e  purpose of s e l l i n g  it i n  

another market a t  another p r i c e  f o r  t h e  purpose of p r o f i t i n g  f r o n  the 
,, -, : 
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151 - 
di f ference  i n  p r i ces  in '  such markets." ' Arbitrage may a l so  cons i s t  . . 

of the purchase of one secur i ty  and the s a l e  of an equivalent  s ecu r i ty  

for the .purpose  of p r o f i t i n g  from the d i f f e rence  i n  the  nnrket p r i ces  

of tho tvo oecu i i t i e s .  I n  e i t h e r  e v e ,  i t o  economic function is  t o  

. . eliminate the  d i f fe rence  i n  p r i c e  where"there i e  no renoon f o r  n . . 
161 ' - 

di f fcrencc .  A person engaging i n  a r b i t r a g e  makes h i s  p r o f i t  with 

, respect  t o  conver t ib le  s e c u r i t i e s  by buying the .c&ver.tible '  s ecu r i ty  

when i t s  p r i c e  i s  lover  th'mn the  market p r i c e  of the nccu&itiea i n t o  , 
/ 

. . .  

which i t  m y  be converted, exerc is ing  the  conversion ; r iv i l cge  and 

s e l l i n g  the  s e c u r i t i e s  acquired upon conversion. Usually', the purchnoe 

and s a l e  a r e  executed eimultnneoualy o r  a t  the next rnarlcet opportunity 

eo t h a t  the transaction i s  completely r i s k l e s s ,  providing a  p r o f i t  equal 

t o  the d i f fe rence  between the  market p r i ce  of t he  s e c u r i t i e s  t o  be sold 

l e s s  the t o t a l  of the  market p r i c e  of the  s e c u r i t i e s  purchased and the  

expensea of the  t ransac t ion .  

s i n c e  M r .  Webster did not' convert h i s  debentures i n t o  s tock u n t i l  

four months a f t e r  he  purchased them and did not  begin t o  s e l l  the  s tock  

acquired on conversion u n t i l  a lnos t  four months t h e r e a f t e r ,  the conversion 

c l e a r l y  was not inc ident  t o  an a r b i t r a g e  t ransac t ion .  Nor can the 

151 Remarks of Representative Rsyburn, sponsor of  the Act, on - 
H.R. 9323, 76 Cong. Rec. 7700 (1934). 

161. Weinstein, Arbi trage i n  Secur i t i e s  8 (1931). - 



convers ion by i t s e l f  be deemed a r b i t r a g e ,  s i n c e  i t  merely r e f l e c t e d  

M r .  ~ e b s t e r ' s  de te rmina t ion  t o  e x e r c i s e  a con t r ac tua l  r i g h t  adher ing 

t o  t h e  debenturqs he ld  by him and d i d  no t  involve tile execut ion of 

s imul taneous o f f s e t t i n g  t r a n s a c t i o n s  i n  the  market f o r  the  purpose of 

p r o f i t i n g  from the d i f f e r e n c e  i n  market p r i c e  between t h e  debentures  
17/ - 

and t h e  s t ock  i n t o  which they were conve r t i b l e .  Indeed, Mr. Webster's 

con ten t ion  t h a t  t he  conversion c o n s t i t u t e d  a r b i t r a g e  i s  wholly.incon- 

s i s t e n t  wi th  h i s  c la im (Def 's .  B r .  29) t h a t  he could no t  p r o f i t  from the  

convers ion.  

The convers ion h e r e  was e n t i r e l y  d i f f e r e n t  from the  t r a n s a c t i o n s  

of t he  defendants  i n  Fa lco  v. Donner Foundation, I n s . ,  208 F. 2d 600 

( C . A . , ~ ,  1953),  upon which Mr. Webster r e l i e s .  The cou r t  t h e r e  held  

t h a t  t he  exemption f o r  a r b i t r a g e  t ransact ion 's  was ava i l ab l  c. where t he  

defendants  so ld  common s t o c k  which c a r r i e d  a  r i g h t  t o  rece ive  dividends 

a l r e ady  dec la red  and s imul taneously  purchased an equal number of shares  

which d id  c o t  share  t h a t  r i g h t .  Unlike Mr. WeSster's t r a n s a c t i o n  he r e ,  

-- --- 

17/ A t  a l l  times the  debentures  could be converted i n t o  common s tock  -- 
a t  t h e  conversion p r i c e  of $16-2/7 per  shnre .  @n Xovenber 20, 
1958, t h e  d a t e  on which Mr. Webster purchased t h e  deben tures ,  he  
a l s o  purchased 500 shares  of He l i -Co i i  comon s t ock  a t  $14.50 per  
sha r e  (App. 12a).An a r b i t r a g e r  would have purchased t h e  debentures  
on t h a t  d a t e  only i f  they so ld  a t  t h a t  time f c r  l e s s  than t he  
s e c u r i t i e s  i n t o  which they were conve r t i b l e .  



i n  Falco the re  were merely r i s k l e s s  maiket t ransac t ions  which had the  . 
. . 

e f f e c t  of e l i n i n a t i n g  the d i f fe rence  i n  p r i c e  $0 the  extent  t h a t  i t  

.i 
. . exceeded the  amount .of the dividends s ince  the re  was, of course,  n o  

economic reason . fo r  t h i s  d i f fe rence .  

Since the t ransac t ions  involLed h&e/ were c l e a r l y  n o t  arbi ' t rage,  

t h i s  Court, l i k e  the cour t  below, need not  pass on the question of the  . 

. v a l i d i t y  of t he  Connrics.ionls Rule 16e-1, which i n  e f f e c t  removed the  

exemption f o r  a rb i t r age  t ransac t ions  of of f i ce rh  and d i r e c t o r s  ' subjec t  

t o  Section 16(b). Accordingly, we do not  be l ieve  i t  necessary t o  defend 

the  r u l e  a s  a  reasonable exerc ise  of t h e   omission's l e g i s l a t i v e  ru le-  

. making powers under Section 16(e),  It should be noted, however, t h a t  by 
- 

dis t inguish ing  between ten percent bene f i c i a l  o-mers and o f f i c e r s  o r  

d i r e c t o r s ,  ' the  r u l e  r e f l e c t s  t h e  sane cohsiderat ions which presumably 

prompted enactment of Section 16(e).  The exemption xas provided i n  the  

b i l l  a s  f i n a l l y  enacted only a f t e r  i t  was pointed out during the senate  

Hearings t h a t  Section 16(b) might unduly i n t e r f e r e  with a rb i t r age  t rans-  

ac t ions  because professional  a r b i t r a g e r s  cornonly acquire  i n  the  course 
IS/ - 

of t h e i r  a c t i v i t i e s  la rge  holdings i n  a  p a r t i c u l a r  s ecu r i ty .  Since 

18/ A representa t ive  of the  New York Stock Exchange t e s t i f i e d :  - 
I t  . . .[w]e would l i k e  t o  point  ou t  t h a t  the  5 per cent 
provision i n  regard t o  s tockholders ,  a s  draf ted  today, 
might prevent a rb i t r age  t r ansac t ions ,  because i t  i s  
very cormon, i n  a rb i t r age ,  f o r  a man t o  buy one secu r i ty  
and a t  the same time s e l l  aga ins t  it an equivalent  

(continued) 
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a 

thebe pos i t ions  a r e  hei.d only nomentari-ly, t he  n rb i t r age r  can*ot e s t a b l i s h  . '  

a re . la t ionship  with the i s s u e r  by v i r t u e  of h i s  hgldings which could give 
. 

him access t o  conf iden t i a i  i n fomat ion .  On the  jother hand, t h e  o f f i c e r  o r  

d i r e c t o r  engaging i n  a r b i t r a g e  t r ansac t ions  is  i n  a r e l a t ionsh ip  with the  

corporat ion which gives him access  t o  i n s i d e  information. Although i t  has 

been s a i d  t h a t  "arb i t rage  i s  . . . c l e a r l y  divorced from t h e  abuses which. 
19/ 

.~ : - . . ., . . 

Section 16(b) seeks t o  prevent", advance knowledge t h a t  infori iat ion ' 
..i . ::, ' 

. . .I 

l i k e l y  t d  produce a temporary d i s p a r i t y  i n  market p r i ces  i s  about to be 

released could give one an advantage over o the r s  who would a l s o  seek t o  =- 

p r o f i t  from the  d i s p a r i t y .  
. . . . . . . . 

. . . . . . .  . . . . 
- .  . . . . 

. . ,. _ .  .: 
. . 

18/ (continued) - 
secur i ty .  While t h a t  process of the  a rb i t r age  i s  
going on he  n ight  conceivably accumulate more than 
5 percent of t h i s  s e c u r i t y ,  and he would be the  
bene f i c i a l  owner of t ha t  5 percent.  He would, of 
course, have o f f - s e t t i n g  con t rac t s  o r  obl iga t ions  aga ins t  
i t ,  but  they a r e  not  r e f l ec t ed  i n  the  d e f i n i t i o n ,  which - 

imposes pena l t i e s  upon a stockholder or;ning 5 percent  o r  
more of a r eg i s t e red  secur i ty ."  (Stock Exchcnge P rac t i ces ,  
Heariags Before the  Senate Corni t tee  on Gznking and 
Currency, 73d Cone., 2d Seso . , p t  . 16, 7566-67 (1934) .) 

H.R. 9323, as  i n i t i a l l y  passed i n  the Houce of Representzt ivcs,  d id  
no t  contain the  provisions of Sect ion 16(b) but extended the  
-report ing requirements now contained i n  Sect ion 16(a) t o  5 percent 
b e n e f i c i a l  o:marc. 'fie Senate,  ir. adding t h e  p r o f i t  recovery pro- 
v i s ions  of Sect ion 16(b) t o  t h e  House b i l l ,  l i n i t e d  t h e  app l i ca t ion  
-,of Section 16 t o  o f f i c e r s ,  director:, and 10 percent bene f i c i a l  
&,~ncrs.  These changeo were rubsequmtly  cccepted by the  conference 
$ o m i t t e e .  See, H.R. Rep. 1838, 73d Ccng., 2d Seso,, 35-36 (1934). 

19/ Falco v. Donncr Foundaticn, suprc?, 208 F. 2d a t  604. - - 
1 .' 
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For t h e  foregoing reasons t h e  order  o f  t h e  cou r t  below should 

be modified t o  provide only f o r  t h e  recovery of $45,144.36 a s  the  

p r o f i t s  r e a l i z e d  by I.&. Hebnter f r m . t h e  s a l e  of comon s tock  wi th in  

s i x  mnths o f  the conversion o f  the debentures i n t o  stock. 

Respec t fu l ly  submitted, 
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