
UNITED STATES DISTRICT COURT FOR 
THE SOUTHERN DISTRICT OF NEW YORK 

/- 

.A 
/= - _ _  /- 

- - - .- _*- 
__s- - - 

P l a i n t i f f s ,  

CHARLES R. ABLE, e t  a 1  . , 
Respondents. 

66 Civ. 3216-CBM 

MEMORANDUM OF THE SECURITIES AND 
EXCHANGE COMMISSION AS AMICUS CURIAE 

WALTER P. NORTH 
Acting General  Counsel 

DAVID FERBER 
S o l i c i t o r  

RICHARD E. NATHAN 
Ass i s t an t  General  Counsel 

MARTIN S. BERGLAS 
Attorney 

S e c u r i t i e s  and Exchange 
Commission 

Washington, D.C. 20549 



UNITED STATES DISTRICT COURT FOR 
THE SOUTHERN DISTRICT OF NEW YORK 

MAC HERBST, e t  a l . ,  

P l a i n t i f f s ,  

66 Civ. 3216-CBM 

CHARLES R. ABLE, e t  a 1  - ., 
Respondents. 

MEMORANDUM OF THE SECURITIES AND 
EXCHANGE COMMISSION AS AMICUS CURIAE 

STATEMENT 

This  is a c l a s s  a c t i o n  under t h e  f e d e r a l  s e c u r i t i e s  laws i n  

which t h e  p l a i n t i f f s  a l l e g e  f raud a r i s i n g  ou t  of t h e  o f f e r  and s a l e  

of c e r t a i n  debentures by defendant Douglas A i r c r a f t  Company pursuant  

t o  a r e g i s t r a t i o n  s ta tement  t h a t  became e f f e c t i v e  J u l y  12,  1966. 

P l a i n t i f f s  a l l e g e  t h a t  t h e  prospectus ,  which is a p a r t  of t h e  r eg i s -  

t r a t i o n  s ta tement ,  contained un t rue  s ta tements  of m a t e r i a l  f a c t s  

and omitted t o  s t a t e  ma t e r i a l  f a c t s  necessary i n  o rde r  t o  make t h e  

s ta tements  made, i n  l i g h t  of t h e  circumstances under which they 

were made, no t  misleading. S p e c i f i c a l l y ,  p l a i n t i f f s  a l l e g e  t h a t  

a s ta tement  on page s i x  of t h e  prospectus ,  which read: "Therefore, 

i t  is very l i k e l y  t h a t  n e t  income, i f  any, f o r  f i s c a l  1966 w i l l  be 



-2- 

nominal," was mis leading i n  t h a t  t he  defendants  knew, o r  should have 

known, t h a t  t he  company would incur  "s tagger ing l o s se s "  i n  f i s c a l  1966. 

P l a i n t i f f s  a l s o  a l l e g e  t h a t  c e r t a i n  of the  accounting methods used by 

the  defendants i n  the  prospectus  "implied t h a t  t he  company had a l ready  

f u l l y  accounted f o r  a l l  a n t i c i p a t e d  l o s s e s  dur ing t he  cur ren t  f i s c a l  

year  ," whi le ,  i n  f a c t ,  those  l o s se s  were "only beginning .I1  

I n  answer t o  c e r t a i n  o f  p l a i n t i f f ' s  i n t e r r o g a t o r i e s ,  defendants 

have i nd i ca t ed  t h e i r  i n t e n t  t o  r e l y  upon o r a l  s ta tements  a l l eged ly  

made by Commission s t a f f  personnel  approving of c e r t a i n  aspec t s  of the  

r e g i s t r a t i o n  s ta tement .  P l a i n t i f f s  a r e  seeking a p r e t r i a l  o rder  ba r r i ng  
11 - 

defendants from in t roduc ing  evidence of any s t a f f  conferences.  

The defendants ' memorandum observes  (p . 3) t h a t  i n  connection 

with  t h e  p r epa ra t i on  of t he  r e g i s t r a t i o n  s ta tement  "the opinions  of a 

number of SEC s t a f f  personnel ,  including the  Chief Accountant, were 

sought and obtained." They quote  an a t t o rney  who had met wi th  t h e  
2 1 

s t a f f -  (pp. 3-5) t o  the  e f f e c t  t h a t  

" the  S .E.C. took t h e  pos i t i on  t h a t  t he  accounting 
t reatment  presented by Ernst  & Erns t  was very ,  very 
good; and they were i n  agreement wi th  i t  ." 

11 - Al t e rna t i ve ly ,  should t h a t  evidence be admit ted,  p l a i n t i f f s  seek 
permission t o  n o t i c e  and t o  attempt t o  secure  p r e t r i a l  test imony 
of a l l  o r  some of the  e igh t  s t a f f  members of t he  Commission 
whom t h e  defendants have s t a t e d  were a t  t h e  conferences.  

2 I - Deposit ion of Ralph L. Jones .  



He continued : 

". . . I s p e c i f i c a l l y  c a l l e d  t h e  a t t e n t i o n  of the  
branch chief  t o  t h a t  s e c t i o n  [ p r e d i c t i n g  nominal 
income f o r  19661. And I t o l d  him t h a t  whi le  i t  
was i n  t h e  n a t u r e  of a  p r e d i c t i o n  which was a g a i n s t  
t h e i r  philosophy, p a r t i c u l a r l y  a t  t h a t  time, t h e  
company thought i t  was a  m a t e r i a l  f a c t  t h a t  should 
go i n .  

"And he s a i d  they would r a i s e  no ob jec t ion . "  

". . . I do remember t h e  product ion of documents 
and d i s c u s s i o n s  t o  s a t i s f y  them of  the  company's 
ea rn ings  p r e d i c t i o n s  and methods." 

The Commission submits t h i s  memorandum t o  urge t h e  c o u r t  t o  

exclude from i t s  cons idera t ion  the  purpor ted evidence of Commission 

s t a f f  "approvalff o r  acquiescence i n  these  m a t t e r s  . The Commission 

takes  no p o s i t i o n  wi th  r e s p e c t  t o  any o t h e r  i s s u e  r a i s e d  i n  t h i s  case .  

ARGUMENT 

The S e c u r i t i e s  Act of  1933 r e q u i r e s  t h a t  a  r e g i s t r a t i o n  s t a t e -  

ment covering s e c u r i t i e s  t o  he  p u b l i c l y  s o l d  must be f i l e d  wi th  t h e  Com- 

mission i n  advance of i ts  e f f e c t i v e  d a t e .  Sec t ion  8 ( a ) ,  1 5  U.S.C. 77h(a) .  

Under t h e  s t a t u t e  t h e  Commission may pursue formal remedies i f  i t  appears 

t o  t h e  Commission t h a t  a  s t a tement  i s  f a l s e  o r  misleading: it may i n i t i -  

a t e  a d m i n i s t r a t i v e  "stop order"  proceedings i n  which, af  t e r  n o t i c e  and 

hear ing ,  it can determine t h e  adequacy of t h e  s t a tement ,  Sec t ion  8(b) 

and (d ) ,  1 5  U.S.C. 77h(b) and (d) ; o r ,  i t  may seek i n j u n c t i v e  r e l i e f  

i n  an a p p r o p r i a t e  d i s t r i c t  cour t  pursuant  t o  Sec t ion  20(b) of t h a t  Act, 

1 5  U.S .C.  77t (b) . Because t h e  Commission r e a l i z e d  t h a t  i t  would be 

impossible  a s  a p r a c t i c a l  m a t t e r  f o r  i t  t o  t ake  formal a c t i o n  i n  any 



3 I - 
s u b s t a n t i a l  number of c a s e s ,  t h e r e  evolved informal p r a c t i c e s ,  includ-  

ing  c o n s u l t a t i o n  between t h e  s t a f f  and r e g i s t r a n t s ,  as well as s t a f f  

p r e p a r a t i o n  of a d e f i c i e n c y  l e t t e r  o r  l e t t e r  of comment, i n  which t h e  

s t a f f  would i n d i c a t e  t o  t h e  i s s u e r  t h e  c o r r e c t i o n s  i t  might make before  
41 - 

t h e  s t a tement  should  become e f f e c t i v e  . 
However u s e f u l  t h e s e  procedures might be t o  t h e  Commission i n  

t h e  a d m i n i s t r a t i o n  of t h e  Act ,  they merely permit  t h e  s t a f f  t o  determine 

whether t h e  r e g i s t r a t i o n  s ta tement  on its f a c e  and i n  l i g h t  of o t h e r  

r e a d i l y  a v a i l a b l e  informat ion appears t o  conform t o  t h e  s t andards  of 

f a i r  and a c c u r a t e  d i s c l o s u r e  r e q u i r e d  by t h e  s t a t u t e .  Time does n o t  

permit  a more thorough review. No independent i n v e s t i g a t i o n  is nor- 
51 - 

mally undertaken t o  v e r i f y  t h e  accuracy o f  s t a tements  f i l e d .  I n  t h e  

f i s c a l  y e a r  dur ing which most of t h e  s t a f f ' s  examination of t h e  

de fendan ts '  r e g i s t r a t i o n  s ta tement  occur red ,  1697 r e g i s t r a t i o n  s ta tements  

3 I - Report of t h e  Committee on Admin is t ra t ive  Procedure ,  Admin is t ra t ive  
Procedure i n  Government Agencies, S. Doc. No. 8 ,  77th Cong . , 1s t 
Sess  . 40 (19 41) . 

4 I - The render ing of informal  s t a f f  o r  Commission adv ice  through 
such procedures has  been commended a s  an "exce l l en t  p r a c t i c e  
i n  a d m i n i s t r a t i v e  procedure. 't  Commission on Organizat ion of t h e  
Executive Branch o f  t h e  Government, Task Force Report on Legal 
Serv ices  and Procedures (1955),  p. 189. See a l s o ,  Repor t ,  
supra  n .3 ,  pp. 39-40. 

51 - The Commission i s ,  o f  course ,  au thor ized  under Sec t ions  8 ( e )  and 
20(a) , 1 5  U .S .C. 77h(e) and 77t  ( a ) ,  t o  employ compulsive p rocess  
t o  determine whether a s t o p  o r d e r  proceeding should b e  i n i t i a t e d  
o r  o t h e r  formal  s t e p s  taken because t h e  Act may have been v i o l a t e d .  



were f i l e d ,  bu t  only seven formal examinations and i nves t i ga t i ons  were 
6 1 - 

commenced. I n  J. I. Case Co. v .  Borak, 377 U.S. 426, 432 (1964), the  

Supreme Court recognized t h e  l i m i t a t i o n s  inheren t  i n  t he  comparable 

informal review of  proxy ma te r i a l  by the  Commission and i ts  s t a f f ,  

s t a t i n g :  

I! Time does no t  permit  an independent examination of 
t h e  f a c t s  s e t  ou t  i n  the  proxy m a t e r i a l  and t h i s  
r e s u l t s  i n  t he  Commission's acceptance of t h e  repre-  
s e n t a t i o n s  contained t h e r e i n  a t  t h e i r  f a c e  va lue ,  
un less  con t ra ry  t o  o t h e r  m a t e r i a l  on f i l e  wi th  it." 

The defendants  (Memo p. 5) d i sc la im any i n t e n t i o n  t o  

11 contend t h a t  t h e  SEC s t a f f  passed on t he  accuracy 
of  t h e  a c t u a l  f i gu re s  used i n  o r  underlying the  
. . . Prospectus  o r  t h e  accuracy of the  f a c t u a l  
s ta tements  made i n  t he  r e g i s t r a t i o n  statement." 

They purpor t  t o  recognize  the  p l a i n  import of Sec t ion  23 of the  

S e c u r i t i e s  Act,  15 U.S.C. 77w, which provides i n  p a r t :  

"Neither the  f a c t  t h a t  t he  r e g i s t r a t i o n  s ta tement  f o r  
a s e c u r i t y  has  been f i l e d  o r  is  i n  e f f e c t  nor t he  
f a c t  t h a t  a s t o p  order  i s  not  i n  e f f e c t  wi th  r e spec t  
t h e r e t o  s h a l l  be deemed a f i nd ing  by t h e  Commission 
t h a t  t he  r e g i s t r a t i o n  s ta tement  is t r u e  and a c c u r a t e  

6 / - See S e c u r i t i e s  and Exchange Commission, 32d Annual Report 
(F i s ca l  yea r  1966) , 27, 30 (1967). Only fou r  s t o p  o rde r  
proceedings were a c t u a l l y  commenced t h a t  year .  Id. a t  28. 
Of course ,  t he  mere i n i t i a t i o n  of formal proceedings could 
cause s e r i ous  problems i n  s e l l i n g  t h e  s e c u r i t i e s .  See 
Report ,  supra  n. 3 ,  a t  p. 40: 

I t  [Tlhe s e c u r i t i e s  must be so ld  upon prospectuses  which 
command publ ic  confidence.  . . . [Tlhe mere i n s t i t u t i o n  
of proceedings which c r i t i c i z e  t he  completeness o r  accuracy 
of a s ta tement  is ,  a s  a p r a c t i c a l  ma t t e r ,  a s e r i ous  and 
probably f a t a l  blow t o  t h e  proposed o f f e r i n g  . I '  

I n  recogni t ion  of t h i s  f a c t ,  the  Commission w i l l  genera l ly  
i n i t i a t e  formal admin i s t r a t i ve  proceedings only i f  i t  appears 
that  there was a deliberate attempt to mislead i nves to r s .  C f .  
17 CFR 202.3 (a ) .  



on i t s  f a c t  o r  t h a t  i t  does n o t  con ta in  an  un t rue  
s t a tement  of f a c t  o r  omit t o  s t a t e  a m a t e r i a l  
f a c t .  . . . " - 71  

And they seemingly acknowledge t h a t  t h e  p r i n c i p l e  s t a t e d  i n  t h i s  sec- 

t i o n  a p p l i e s  t o  b a r  r e l i a n c e  upon s t a f f  commentary--as w e l l  a s  Cormission 

inaction--as t o  f a c t u a l  i s s u e s .  But defendants focus  too narrowly upon 

Sec t ion  23 a s  on ly  p reven t ing  use  of "the f a c t  of SEC review a s  a s e l l i n g  

t o o l  i n  inducing i n v e s t o r s  t o  purchase t h e  s e c u r i t y "  (Memo p. 6 ) .  It 

is i m p l i c i t  t h a t  having s o l d  t h e  s e c u r i t y ,  t h e  defendant may no t  r e l y  

on t h e  f a c t  o f  Commission review a s  a mat te r  of defense .  

The defendants '  p r i n c i p a l  argument a t t empts  t o  avoid  any claim 

of approval  a s  t o  f a c t s .  Thus they  a s s e r t  

" t h a t  t h e  SEC'S approval  went t o  m a t t e r s  of account- 
i n g  procedure and methods and t o  t h e  p o l i c y  d e c i s i o n  
which favored t h e  i n c l u s i o n  of t h e  s t a tement  t h a t  
' i t  is v e r y  l i k e l y  t h a t  n e t  income, i f  any, f o r  
f i s c a l  y e a r  1966 w i l l  be nominal. "' (Memo pp. 5-6.) 

But t h e  c la im of approval given by members of t h e  Commission's s t a f f  

concerning "accounting. procedures and methods" is no d i f f e r e n t  than 

a c la im of approval  a s  t o  f a c t s ,  when those  procedures and methods 

a r e  a l l e g e d  t o  have had f a l s e  and mis lead ing  consequences. Likewise,  

7 / - Sec t ion  26 of t h e  S e c u r i t i e s  Exchange Act,  15 U.S.C. 782, 
con ta ins  a s i m i l a r  p rov i s ion  wi th  r e s p e c t  t o  s t a tements  o r  
r e p o r t s  f i l e d  under t h a t  Act ,  and s t a t e s  i n  a d d i t i o n :  

11 No a c t i o n  o r  f a i l u r e  t o  a c t  by t h e  C o m i s s i o n  . . . 
i n  t h e  a d m i n i s t r a t i o n  of t h i s  . . . [Act] s h a l l  b e  
const rued t o  mean t h a t  t h e  . . . [Commission] has  i n  
any way passed upon t h e  m e r i t s  of o r  g iven approval  t o  
. . . any t r a n s a c t i o n  o r  t r a n s a c t i o n s . "  



a l l e g e d  approva l  of  a  "po l i cy  d e c i s i o n "  t o  i n c l u d e  a  s t a t e m e n t  w i t h  

r e s p e c t  t o  p robab le  n e t  inccme f o r  t h e  f i s c a l  y e a r  1966,  where t h e  

s t a t e m e n t  is claimed t o  be  f a l s e  and m i s l e a d i n g ,  is i n  s u b s t a n c e  3 

c l a i m  t h a t  t h e  f a c t u a l  s t a t e m e n t  i t s e l f  was approved.  The law is  

v i o l a t e d  when f a l s e  o r  m i s l e a d i n g  s t a t e m e n t s  a r e  made and when 

m a t e r i a l  f a c t s  are omi t t ed .  It is i r r e l e v a n t  what p rocedures  were 

fo l lowed ,  what methods were employed and what p o l i c y  d e c i s i o n s  were 

made; and i t  is l i k e w i s e  i r r e l e v a n t  whether  they  were "approved" 

o r  n o t  by members o f  t h e  Commission's s t a f f .  

A s  Judge  Weinfe ld  s t a t e d  i n  Boruski  v .  D i v i s i o n  c i  Corpora t ion  

Finance  o f  t h e  Un i t ed  S t a t e s  S e c u r i t i e s  and Exchange Commission, 321 F .  

Supp. 1273,  1276 (S.D. N . Y . ,  1971) :  

I I The r e s p o n s i b i l i t y  f o r  s u b m i t t i n g  an  adequa te  s t a t e -  
ment t h a t  p u r p o r t s  t o  comply w i t h  t h e  d i s c l o s u r e  
and o t h e r  r e q u i r e ~ e n t s  of  t h e  law is upon t h e  i s s u e r  
and i t  cannot  b e  s h i f t e d  t o  t h e  Commission o r  i t s  
s t a f f .  . . . I I 

Compare S e c u r i t i e s  and Exchange Conmission v .  Henwood, CCH Fed.  Sec .  L. 

Rep., 1191,125 (S.D. C a l . ,  1 9 6 1 ) ,  mod i f i ed  on o t h e r  grounds ,  298 F.  2d 

641  (C.A. 9 ) ,  c e r t i o r a r i  d e n i e d ,  371 U.S. 814 (1962),  a t  p .  93,713-7: 

"It is t h e  i n e s c a p a b l e  o b l i g a t i o n  o f  t h e  con- 
t e s t a n t s  [ i n  a proxy f i g h t ;  themselves  t o  make c e r t a i n  
t h a t  a l l  material f a c t s  are set f o r t h  i n  t h e i r  c o m u n i -  
c a t i o n s  t o  s t o c k h o l d e r s  i n  a  s t r a i g h t f o r w a r d  and 
u n d e r s t a n d a b l e  manner. This  o b l i g a t i o n  cannot  be 
s h i f t e d  t o  t h e  SEC o r  t o  i t s  s t a f f  ." 
S i m i l a r l y ,  i n  S e c u r i t i e s  and Exchange Commission v .  Lake Havasu 

E s t a t e s ,  [ '71- '72 T r a n s f e r  B inde r ]  CCH Fed. Sec.  L. Rep.,  1193,348 

(D. Minn., 1972) ,  t h e  c o u r t  h e l d  : " ' app rova l '  of  a  r e g i s t r a t i o n  



s ta tement  is no t  w i t h i n  t h e  power of t h e  Commission o r  i ts  s t a f f . "  On 

t h a t  b a s i s  it  r u l e d :  

I 1 . . . a l l  test imony and o t h e r  evidence in t roduced  on 
beha l f  of  Lake Havasu concerning conferences  and o t h e r  
c o m u n i c a t i o n s  between i ts  r e p r e s e n t a t i v e s  and t h e  
Commission's s t a f f  w i t h  r e s p e c t  t o  t h e  s t a f f ' s  review 
o r  non-review of Lake ~ a v a s u ' s  r e g i s t r a t i o n  s t a t ement  
a r e  deemed immater ia l  . . . . I t  

81 - 
Id .  a t  p. 91,885. - 

Even i f  Commission i n a c t i o n  might be considered by t h e  c o u r t s  

(bu t  s e e  Sec t ion  23 of t h e  S e c u r i t i e s  Act ,  s u p r a ) ,  t h e  defendants  r e l y  

s o l e l y  upon s t a t e m e n t s  a t t r i b u t e d  t o  t h e  members of t h e  Commission's 
9 I - 

s t a f f .  The Commission has  made c l e a r  by i ts r u l e s ,  however, t h a t  

8 I - The defendant  i n  an  enforcement a c t i o n  brought by t h e  Commission 
had counterclaimed f o r  "an i n j u n c t i o n  d i r e c t i n g  t h e  Commission 
' t o  p rocess ,  comment upon, o r  approve'  i ts r e g i s t r a t i o n  s t a t e -  

ment . . . ." - I d .  a t  p. 91,883. 

9 I - Of course ,  i f  t h e  Commission were t o  hold  formal proceedings 
pursuan t  t o  S e c t i o n  8 (b )  o r  (d) of t h e  S e c u r i t i e s  Act ,  15  U.S.C. 
77h(b) and (d) , t o  review o r  t o  suspend t h e  e f f e c t i v e n e s s  of 
a r e g i s t r a t i o n  s t a t e m e n t ,  t h e  conc lus ions  reached i n  t h a t  
adversa ry  con tex t  would and should  be given g r e a t  weight by 
t h e  c o u r t s .  On t h e  o t h e r  hand, a Commission d e c i s i o n  t o  t a k e  
no enforcement action--which is  a t  most what is involved i n  t h e  
c a s e  a t  bar- - is  n o t  t h e  k ind o f  a d m i n i s t r a t i v e  r u l i n g  t o  which 
c o u r t s  should d e f e r ,  even i f  Sec t ion  23 d i d  not  mandate such 
a r e s u l t .  C f .  v. Roth, 353 F. 2d 182,  183 n.2 
(C.A. 2 ,  1965) ;  Subin v. Goldsmith, 224 F. 2d 753, 774 (C.A. 2 ) ,  
c e r t i o r a r i  den ied ,  350 U.S. 883 (1955). A s  Judge Learned Hand 
po in ted  o u t :  

". . . t h e  p o s i t i o n  of a p u b l i c  o f f i c e r ,  charged wi th  
t h e  enforcement of a law, is  d i f f e r e n t  from one who 
must d e c i d e  a d i s p u t e .  I f  t h e r e  is  a f a i r  doubt ,  h i s  
du ty  i s  t o  p r e s e n t  t h e  c a s e  f o r  t h e  s i d e  which h e  
r e p r e s e n t s ,  and l e a v e  d e c i s i o n  t o  t h e  c o u r t .  . . 
upon which l i e s  t h e  r e s p o n s i b l i l t y  of d e c i s i o n  . . . . 
Since  such r u l i n g s  need n o t  have t h e  detachment of a 

(cont inued)  
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I I opin ions  cl:presscd by t?or.lbcrs of the staEE do n o t  c o n t l t i t u t a  c n  , 

o f f i c i a l  express ion  of t h e  ~o;:mission's vie:.rs . . . . I '  17 CFR 202.l(d).  

A s  Judge Frank,  d i s s e n t i n g  i n  p a r t  i n  Subin v .  Goldsmith, 224 F. 2d 

753, 767 (C.A. 2 ) ,  c e r t i o r a r i  denied,  350 U.S. 883 (1955),  a p t l y  

observed i n  a comparable con tex t :  ". . . those  subord ina tes  cannot 

b ind t h e  ~ m a i s s i o n  
10 /  

n o t  g iven h e r e .  ti- 

, and do no t  speak f o r  i t  wi thout  i ts  approva l ,  

The v a s t  m a j o r i t y  of r e g i s t r a t i o n  s t a t a n e n t s  a r e  

pe rmi t t ed  t o  become e f f e c t i v e  by t h e  D i r e c t o r  of t h e  s t a f f  Div i s ion  

of Corporat ion Finance,  a c t i n g  pursuan t  t o  de lega ted  a u t h o r i t y ,  1 7  CFR 

200.30 ( a )  (5) ( i )  . I n  view of competing demands upon l i m i t e d  t ime,  no 

a s p e c t  of  a  r e g i s t r a t i o n  s t a t ement  would. l i l ce ly  r e c e i v e  more than  

pass ing  c o n s i d e r a t i o n  a t  h i g h e r  s t a f f  l e v e l s  o r  by t h e  C o m i s s i o n .  

No c o u r t  should assume t h a t  t h e  C c ~ a i s s i o n  o r  even t h e  Div i s ion  D i r e c t o r  

has  considered a  q u e s t i o n  merely because  t h a t  q u e s t i o n  was a t  sone t i n e  

posed t o  a s u b o r d i n a t e  s t a f f  member. 

I n  S e c u r i t i e s  and Exchange Commissicn v .  Culpepper,  270 F. 2d 

241 (C . A .  2, 1959) ,  where t h e  Comnission sought t o  e n j o i n  s a l e s  of  

u n r e g i s t e r e d  s e c u r i t i e s ,  i t  was a s s e r t e d  t h a t  t h e  Commission o r  i ts  

9  / (cont inued)  - 

j u d i c i a l ,  o r  semi - jud ic ia l  d e c i s i o n ,  and nay p roper ly  
c a r r y  a  b i a s ,  i t  would seen t h a t  they should n o t  
b e  a s  a u t h o r i t a t i v e  . . . . I I 

Fishgo ld  v .  S u l l i v a n  Drydock & Repair  Corp. ,  154 F. 2d 785, 789 
(C.A. 2 ) .  a f f i rmed ,  328 U.S. 275 (1946). See a l s o  Skidnore  v .  . . 
S w i f t  & Co., 323 U.S. 134,  140 (1944). 

10/  See a l s o  t h e  remarks of Judge l ledina ,  speaking f o r  t h e  - 
m a j o r i t y ,  224 F. 2d a t  774. - Cf. I n t e r n a t i o n a l  Paper CO. 

v .  Federa l  Po;rer Commission, 438 F. 2d 1349, 1358 (C.A. 2 ,  
1971).  See a l s o  S t e r l i n g  Drug, I n c .  v .  Federa l  Trade Com- 
miss ion ,  450 F. 2d 698, 706 (C.A. D . C . ,  1971).  
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s t a f f  had concurred i n  t h e  l e g a l i t y  of the  s a l e  of c e r t a i n  unreg i s t e red  

s e c u r i t i e s .  The c o u r t  of  appea l s  observed,  however, 

11 t h a t  t h e  Commission would n o t  . . . be  estopped 
even i f  i t  had acquiesced i n  t h e  . . . t r a n s a c t i o n .  
It has  o f t e n  been s a i d  t h a t  ' t h e  Commission may n o t  
waive t h e  requirements  of a n  a c t  of Congress n o r  may 
t h e  d o c t r i n e  of e s t o p p e l  be invoked a g a i n s t  t h e  
Commission.' S e c u r i t i e s  and Exchange Commission 
v .  Morgan, Lewis & Bockius, 3 C i r .  209 F. 2d 44, 49; 
S e c u r i t i e s  and Exchange Commission v .  T o r r ,  D.C.  
S.D. N.Y.,  22 F. Supp. 602 . . . ." - l r  

It fo l lows  a f o r t i o r i  t h a t  an  i n v e s t o r ,  f o r  whose p r o t e c t i o n  t h e  Act 

is des igned ,  and who is n o t  r e s p o n s i b l e  f o r  what t h e  Commission o r  i t s  

s t a f f  may have s a i d  o r  done, may no t  b e  depr ived  of h i s  s t a t u t o r y  r i g h t s  

on a  theory  of Commission o r  s t a f f  acquiescence.  

The defendants  contend, however, t h a t  s t a f f  "approval" of 

account ing procedures  and of a  d e c i s i o n  t o  i n c l u d e  an ea rn ings  

f o r e c a s t  i s  r e l e v a n t  t o  t h e  es tab l i shment  of t h e  de fense  of "due 

d i l igence"  (Memo pp. 5-6, 1 1 ) ;  of course ,  i t  is  a l s o  a rguab ly  

c o n s i s t e n t  w i t h  having s u c c e s s f u l l y  mis led  t h e  s t a f f .  But, i n  

any e v e n t ,  t h e  "due d i l igence"  de fense  a r i s e s  under S e c t i o n  11 

of  t h e  S e c u r i t i e s  Act ,  1 5  U.S.C. 77k. Under S e c t i o n  l l ( a ) ,  1 5  U.S.C. 

77k(a) ,  a  person who has  purchased a s e c u r i t y  o f f e r e d  pursuant  t o  a  

m a t e r i a l l y  mis lead ing  r e g i s t r a t i o n  s t a t e m e n t  has  a cause  of a c t i o n  

a g a i n s t  v a r i o u s  persons  who have had a  r o l e  i n  t h e  p r e p a r a t i o n  of t h e  
12 I - 

r e g i s t r a t i o n  s t a t ement .  With t h e  except ion of t h e  i s s u e r  of t h e  

111 I n  G e r s t l e ,  e t  a l .  v .  Gamble-Skogmo, I n c . ,  298 F. Supp. 66 (E.D. - 
N.Y.,  1969),  t h e  Commission argued d i r e c t l y  c o n t r a r y  t o  a  posi -  
t i o n  p rev ious ly  taken by a  s t a f f  member a t  an  informal  conference .  
See Memorandum of t h e  S e c u r i t i e s  and Exchange Commission, amicus - 
c u r i a e ,  a t  7-8 and 19-30. 

121 See Sec t ions  1-1 (a) (1) through 11 (a) ( 5 ) ,  1 5  U.S .C. 77k(a) (1) - 
through 77k(a) (5 ) .  



s e c u r i t i e s ,  however, each nay succe s s fu l l y  defend aga i z s t  h i s  personal  

l i a b i l i t y  i f  he  can prove with  r e spec t  t o  t h e  por t ions  of t he  r eg i s -  

t r a t i o n  s ta tement  f o r  which he is r e spons ib l e  t h a t  

". . . he had, a f t e r  reasonable  i n v e s t i g a t i o n ,  
reasonable  ground t o  be l i eve  and d id  be l i eve ,  a t  
t h e  time such p a r t  of t h e  r e g i s t r a t i o n  s ta tement  
became e f f e c t i v e ,  t h a t  t he  s ta tements  t h e r e i n  
were t r u e  and t h a t  t h e r e  was no omission t o  s t a t e  
a  m a t e r i a l  f a c t  requ i red  t o  be s t a t e d  t h e r e i n  o r  
necessary t o  make t h e  staterncnts t h e r e i n  not  
misleading . . . ." 13/ - 

An expe r t ,  such as  an accountant ,  w i l l  be respons ib le  i n  accordance 

wi th  t h i s  s t andard  f o r  those  po r t i ons  of t h e  r e g i s t r a t i o n  s ta tement  pur- 

po r t i ng  t o  b e  prepared or  c e r t i f i e d  by him. Accountants c e r t i f y i n g  

f i n a n c i a l  s t a tements  have been held  l i a b l e  f o r  not conducting an examina- 

t i o n  i n  accordance wi th  t he  s tandards  recognized i n  t h e i r  profess ion.  

Esco t t  v .  BarChris Construct ion Corporation,  283 F.  Supp. 643, 703 

(S.D. N.Y . ,  1968). Non-experts must meet t h i s  s tandard only with r e spec t  

t o  those  por t ions  of t h e  r e g i s t r a t i o n  s ta tement  f o r  which no exper t  is  
14 / - 

respons ib le .  I n  F e i t  v .  Leasco Data Process ing Equip. Corp., 332 F. 

131 Sec t i on  l l ( b )  (3) (A) and 11 (b) (3) (B) ( i )  , 15 U.S .C . 77k(b) (3) (A) - 
and 77k(b) (3) (B) ( i )  . The "standard of reasonableness" under 
t h e s e  p rov is ions  is  defined i n  Sect ion 11 (c)  , 15  U .S .C . 77k(c) , 
a s  " t ha t  required of a  prudent man i n  t h e  management of h i s  own 
proper ty .  " 

141 A s  r egards  por t ions  of t h e  r e g i s t r a t i o n  s ta tement  f o r  which an - 
exper t  is  r e spons ib l e ,  a  non-expert need only show t h a t  

11 . . . he had no reasonable  ground t o  be l i eve  and d id  
no t  b e l i e v e ,  a t  t he  time such p a r t  of t he  r e g i s t r a t i o n  
s ta tement  became e f f e c t i v e ,  t h a t  t h e  s t a t e n e n t s  t h e r e i n  
were un t rue  o r  t h a t  t h e r e  was an omission t o  s t a t e  a  
m a t e r i a l  f a c t  requ i red  t o  be  s t a t e d  t h e r e i n  o r  necessary t o  
make the  statements there in  not misleading , . m 

11 

S e c u r i t i e s  Act ,  Sec t ion  l l ( b )  (3) (C) , 15 U.S .C .  77k(b) (3) (c) . 



Supp. 544 (E.D. N.Y.,  1 9 7 l ) ,  i t  was hc ld  w i t h  r e s p e c t  t o  d i r e c t o r s  and 

o f f i c e r s  t h a t  " [ r l h e  key t o  reasonab le  i n v e s t i g a t i o n  . . . is independent 

v e r i f i c a t i o n  of t h e  r e g i s t r a t i o n  s t a t e n e n t  by r e f e r e n c e  t o  t h e  o r i g i n a l  

w r i t t e n  records  . I t  332 F. Supp. a t  576. 

Thus, due d i l i g e n c e  d e a l s  wi th  the  r e s p o n s i b i l i t y  t o  a s c e r t a i n  

t h e  t r u t h  and completeness of the  f a c t s  t o  b e  included i n  t h e  r e g i s t r a -  

t i o n  s ta tement .  To t h a t  end,  only t h e  a c t i o n s  of t h e  defendants  them- 

s e l v e s  i n  i n v e s t i g a t i n g  those  f a c t s  can be  considered;  c o n t r a r y  t o  

t h e i r  a s s e r t i o n  (Memo pp. 9 ,  l l ) ,  t h e i r  c o n s u l t a t i o n s  wi th  o t h e r  per-  
15/  - 

sons ,  except  t o  v e r i f y  f a c t s ,  a r e  i r r e l e v a n t .  

Defendants c i t e  a  number of cases  i n  which c o u r t s  appear t o  

have i n f e r r e d  Commission approval from t h e  f a c t  t h a t  a  r e g i s t r a t i o n  

s ta tement  has  become e f f e c t i v e  o r  t h a t  proxy m a t e r i a l  has  been mailed 

t o  shareho lders  and no enforcement a c t i o n  has been taken.  Such 

i n f e r e n c e s ,  we we have shown, a r e  c o n t r a r y  t o  t h e  p rov i s ions  of Sec- 

t i o n  23 of the  S e c u r i t i e s  Act and Sec t ion  26 of the  S e c u r i t i e s  Exchange 

Act,  s u p r a ,  p. 5 ,  and f o r  t h a t  r eason ,  we view t h e ' o p i n i o n s  t h a t  

15/ Defendants a l s o  a rgue  (Meno p. 9) t h a t  t h e  d i s c u s s i o n s  wi th  s t a f f  - 
members a r e  "highly r e l e v a n t  t o  t h e  proof of s c i e n t e r ,  s t i l l  
c l e a r l y  requ i red  by the  Second C i r c u i t  b e f o r e  lob-5 l i a b i l i t y  
i s  ixposed." They r e l y  s o l e l y  upon Shemtob v.  Shearson,  
Hammil & Co., 448 F. 2d 442, 445 (C.A. 2 ,  1971). But Shemtob 
does n o t  suggest  t h a t  s c i e n t e r  i s  a  necessary  i n g r e d i e n t  f o r  
l i a b i l i t y  under Rule lob-5; i t  merely l i s t s  a  number of a l t e r -  
natives--among them s c i e n t e r  and " r e c k l e s s  d i s r e g a r d  f o r  t h e  t ru tht t - -  
any of which w o u l d - s t a t e  a cause  of a c t i o n  under Rule lob-5, 448 
F. 2d a t  445. 



16/  - 
r e f l e c t  such in fe rences  a s  erroneous.  

CONCLUSION 

For t h e  reasons  s e t  f o r t h  above, t h e  Court should exclude from 

i t s  c o n s i d e r a t i o n  t h e  purpor ted evidence of Commission s t a f f  "approval" 

o r  acquiescence i n  t h e s e  m a t t e r s .  

Respec t fu l ly  submit ted,  
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161 Defendants (Memo pp. 12-13) g i v e  prominence t o  t h e  c a s e  of - 
Armour & Co. v .  General  Host Corp., 296 F. Supp . 470 (S .D. 
N.Y. ,  1969),  i n  which the  c o u r t  held  t h a t  "the SEC's c lea rance  
of t h e  r e g i s t r a t i o n  s ta tement  may be accorded some weight ," 
a p p a r e n t l y  because t h e  p l a i n t i f f  had f i r s t  brought i ts  con- 
p l a i n t s  t o  t h e  a t t e n t i o n  of t h e  Commission's s t a f f .  On 
January 17 ,  1973, t h e  Commission f i l e d  s u i t  a g a i n s t  General  
Host Corporation a l l e g i n g  v i o l a t i o n  of the  s e c u r i t i e s  laws wi th  
respect to the same registration statement. S e c u r i t i e s  and 
Exchange Commission v.  General  Host Corp., e t  a l . ,  73 Civ. 
275 (S.D. N.Y.). 




