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in responsc to this Court's invitation of December 28, 1967,

that it subtmit a brief amicus curiae on the issue xelating to the

Defendants~Appellees.




Belock!s cozmon stock is listed (§9 5-6 (172))e It iz alleged

applicability of Section 10(b) of the Securities Exchange Act of
1934 (*'1934 Act'), 15 U.S.C. 78j(b), and Rule 10b-5, 17 CFR 240.10b-5,
promuigated by the Commission under that act.

The complaint in the Eoward case alleges that defendant Beleck

-

Instrusent Corporation (MBelock") Ycaused to be eirculated ard

disseminated to the public-at-large through press relesses, statements
to the investmont cemmunity, quarterly and other financial reports
and through other mediag of communication to the public . . " certain

felse ond misleeding financial statements and other information with
1/

- respect to ite coatracts with the Government (5% 11-12 (71a-72z)).

The Heit compleint adds the allegation that some of these reports were

filed with the ‘Coeamigsion and with the American Stech Exnchange, vhere
2/

that carnings-on the governnment contracts, which constituted over 90
per cent ef Belock's zales, weve overstated (7 5 (17a); 55 8, 12 (70a-
722)). The contracts included price redetermination clauses, and

e

Beloclk allegedly had cvercharged the Govarnment through nisallecations

1/ The cppendixz to the brief of the plaintiffs-eppéllants {5 cited
az " .M : :

—

2/ Altheugh there are come differences between the two complaints,

v:hich arice out of the-pame acts aud transactions and are on
bchalf€ of basieally the seme class of investors, we assume that,
insofar as one cexplaint coatains allegations more favorable to
thie clazs than the other, leave to emcnd would be granted, There-
fore, ve shall discuzs the legal issues involved in the centent
of the allegaticns froxm both complaints wost favorable to the
plainciffis,



-3-

3/
of costs emong particular contracts (5 5 (l7a); §9 9, 12 (70a-72a)).

According to the ccmplaints the da fendgnt officers, directors, con-
trolling shavrcholders and audito;s_L 2H_QY, shcald have known that the press
rcleases and reports vere false and misleading (3 7 (18a); §9 13-14, 20
(72a-74a)) and vare responsible for thé dissemination of these materialg
(4 546 (171); 4 1t (71a)). 1Ian the licit complaint it is alleged

-that these corpcréte‘statmaants vere "intended toy and did, have tﬁe-
cffect of artificiallﬁ inflating the market prices of Belocn'é cc&mani
stoclt and debantures "(7 L (183)); In the Howard complaint it is
alleged that the corporate staééments Yserved to raise or prevent the
pariet pricees from declining of the gecurities of Delock Instrument
during the pericdslinvolvsd, as the defendants well kncﬁ aud intended
« « o' ond that certain defendants '"benefited therefrom' (3 15 (722)).

Plaint{ffs allegedly purchaced Eelock cecurities-in reliznce upon
the false end m;sleading fivaneial information (¥ 1l (lSa))»and at
artificially inflated prices (7 10 (18a); ¢ 18 (73a)). Tihcy brought
these actiobs‘;ndcr Section 10(B) aud Rule 10b-5 on bcﬁalf of themselves
end éil other pcrscns'whc head purchiased Belock securities under these

/p/
clreumctances (4% 2, 11 (15z, 18a); 4 19 (73a)).

3/ As indieatad by documants publicly filed with the Cerzission
by Balock after discovaery of the alleged fraud, it had tuo
types cf governuent contracks: contracts wvith e fixed price
and contracts on an actual-cost-plus-fived~feec basis., The
Government has charged that 3elock was allecating te the cost-
plus contractec labor and generzl costs that ghoeld have been
aliceeted to the fixed-price countracts ond thus incrensed its profics
cn the fized-price centraste by over $1,000,C00 at the expense of
the Governmant, .~ ' )

L2

4/ Pelicf was zlao o:t:i“ally cought under other provisions of the
cacurities acts and uvder the corvoun lav. Except for Section 18(a)
of the 1934 Act, 15 U.S.C. 78L\“), these bases for relief have
apparently becn abandeoneo Since the Court's invitation to the
Cemnigeion wae limdted to thc issue relating to the epplicability
ef Sccifon LO(b) and Hule 1Gb-5, we have not discussed Sectior
15{a) ngaoﬂ in this brict,

Q.
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The district judges granted.thc defendants' motions to dismiss
under Rule 12(b)(6) of the Fede:almRulcswog Civil Procedure for failure.
to state a_claiﬂ'upon vhich relief could be granted, The principal
grpund for tﬁe dismissale was that th;Ffraud ccaplained of was not
alleged to have bezen "in cunncction vith tho purchase or cale" of Beloclk
securities boczuse the defendanté' purposc in Eatinc the allegedly
false and umisleading ctatements had been to defraud the Coveriment
rather than public investors, and bzcsuse théy hiad not engaped in any
gecuritics trancactions thcmseiveso

In the Houard cass Judge Cocper cited the prevzouu statement of
thic Court "'that section [10b] twas directed colely ot that type of

- misrepresentat ion or fraudulent practice usually associated with

the ccle or purchase of securitice rather than et fraudulent mirmanage-

57

mant of corporate £A1Y0: o o o' lie deternined that the complaint

vas “"fatally defective for the ailcgatiens here do not show the groveman
7 _
dcfcwb ants' zetivitics to be any wise 'in coanzetion with the purchase
cr sale of any sceurity. o « o' le explainad this conclusion, saying
that "[w}hatever fraud is alleged hcre‘... . ig divected against tha
government, notwithstanding its possible iacidental marlet impact.
Furthermore, defendants ox persons assecloted vwith them did not partici-

: 6
pa te in the security transacticns invelved.”

5/ DBirmbaun v, Kecuport Steel Corp., 193 F. 2d 461, 464, certiorari
denied, 343 U,8, 936 (x952).

6/ Judge Cocper also stated that "the allegations of frawd are legally
iucu-Lic¢ it ceven under & liberal construetion of th nle dinges

cfforded to plaintiffs a wotlen to cicmisg! (footx to
The Ceumisaion expresces no cpinion can the proccdural qua
Rule 9(a) of the Feaeral Rules of Civil Proccdure vhether the plain-
tiffs hove alleged fraud with suiflcicant "poarticularity,”

stien under



In the Reit case Judge Sugarman analyzed the consolidated complainﬁ
in similar language and quoted from Judge Cooper's opinion. Although he
conceded that the complaint did allege that the corporate publicity
"'omit[ted] to state s material fact necessary in order to make the _ .

statemente made . o o not misleading o o o' within the meaning of Rule
(=]

10b-5, he concluded that the cemplaint vas "devoid of the statenent of s
. » :

any facts that the fraud cemplained of vas perpetrated by the

+

defendante ‘in connection with .zny purchase or sale' of Delock's
stock or debontures," because the public statements by the

corporatien wore disseminated Y, . . for the purpose of further

L ]

" defivauding the Government by not uioclo; ing the originzl mal-

fcagance and not for the purpoce of perpstrating a 'misrepresenta-

‘tion or fraudulent practice usualiy acsocisted with the purchase

or sals of sccurities,

\

DOUNENT

Transactions in videly held securities arc coantinually taking
place, and investows vho engage in those transactions way be expected
to rely upon vhatever public statements are made by the. corporations
that issue the sccurities. Tor this reason the general antimanipulative
end antifraud provisicas of the Securities Exchonge Act, Secction 10(bh)
and Rule 10b~5, chould be applied when ﬁhosc statements contzin guch
false or misleading information about materisl aspects of the corporation's

affairs that the market for its securitics is likely to be affected,



-

Otherwise, the purpess of that act to;br ing about honest markets
vould be thwuarted, For this reason, also, no distinetion should

be nade betveen the situstion in vhich the false statements are set
forth in formal cocizunicatiocns spacifically directdd to invastor;,

such as reporte to stockholders or documcnts filed with the Cemmiseion ox

o
o

stock exnchenges, the s{tustica in'which the falee statesonts are con-

- tained in such informal cecmrunications as press relcascs to the general

and financizl nows media., Ror, in'determining vhether the act has been
violated, should therc be any distincticn based on the circumstance

thit those respongible for the misleading statcw, ts caused the dissemina-
ticn of those statements for.the specific purposc of'nffecting the market
as against doing so for semz other puzpose that - weuld hav ve a similar
effect cn thc rarket. In each instance, in view of the cffect upon
parsons purchasing or sclling the-coréoratién's stock, the false state-
wente nmust be censidered to have been made "in connzction with' those
transacticns within the meaning of Secticn 10(b) and Rule 10b-5. This
interpretaticn of the statute will zccomplich the legislative purpoce

without bringing every case of corporate mismanzgemont within th

purvicw ¢f the statute. &nd, although thore nay bb troublesenz probleis

O
+

of damages, thcy should not prevent the epplication of Section 10(b)

and Rule 10b-5; the extent of damages may depend in part upon sll the

e N
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cirCUthavccs mmder vhich thc falge statements vere iscued and,

accoxrdingly, should not be detemrined-summarily on motion,

ARCUMERT

. - -~

SECTION 10(b) CF TIE SECURLTIES EXCHﬁZvF ACT ABD RULE 10b~5 ARE
AFRLICABLE TO MID FA TS ALLEGED IR WHe CORLAINT.

A. Cnc cf the Primary Purposes of the Securities Acts Is
To Insurc That Truthful Infermation Abeut Sccurities,
and Only Truthful Informaticn, Is Available To Enable
the Public To lizske Informad Investmant Decisions,

The Seccuritics Exchange Act of 1934 was enacted 'to insuxe

the rzintenance of fair and honest maikets  for sccurities. lMajor

provisions of this act, like the companilon Sccuritics Act of 1933 (1933

~Act'') cracted by the samz Congress, arzs designed to provide tyuthful

information about securities for the investing public. In reporting

favoxably of the 1934 legislation the House Committee stated:

"The idea of a free and open public rmazket is
the theory that caspeting Juden_nt of buyecrs
as to the fair price of a security brings abou
vhere the market price reflects as nearly as possi
price. Just as artific 1 ranipulation tehds to u
true functicn of an open market, so the hiding and T
of impertaut inLor@rtio obstrists the opsration of the
narkets as indices of real value. %here cannot be hernest
sarkets vithout homest publicity « . » " &/

J‘

1/ Section 2, 15 U.3.C. 7Cb.

8 / H.R. Rep. Ko, 1383, 734 Cong., 24 Sess. (1934), p. 11,



‘8‘

The Senate Comnittee stated in a similaxy vein:

"It is universally conceded that adequate information

as to the financial structure and condition of a corpora-
ticn ic indigpensable to an intelligent determination

-of the quality of its sacurities. The concept of a

free and open mayket for securitics necessarily inplies
that the buyer and seller are acting in the exercise of
an enlightened judement as to what constitutes a foirx
price. Insofar as the judgment of cither is warped by
false, inacecurate, or incomplete information reganding the
corporation, the market price fails to reflect the normal
operation ef the lavw of cupply and demand. One of the
prirme comcerns of the cxchanges should be to make
available to the public, ‘honest, ccmplete, and curreet
informatica regarding the cecurities listed." 2 /

The Ileit and Houvard complaints'allcga, in effect, that the

‘defendants have prevented the accemplishment of this primary objective
vith respzet to the numereus investors vho purchased Beleck secuvrities

cn the basis of false ond misleading information disseminated by the

o

defendants throughout the marketplace., These investors now seek the

aid of thc/gqprts in exercising their rights under the Securities

.
Exchangc Act to'require those rcsponsible for this ététe of affairs
to make them uwhole fo% thelr loss. The district judges, however,
placed the injured pﬁrtics beyond the protecticn of this.act merely
becavse those who had polluted the mavketplace had net themselves

engagad in any securities transoctions and intended o defraud
W

the Government rather than injure public investers.

Te e

9 / S. Rep. No. 1455, 72d Cong., 2d Sess. (1634), p. 68,



B, Congress Intended the Disclosure Provisions and
the Antifraud Provisions of the Securities Acts
To Operate as Cemplementary Elewents of a Cempre-
hensive Statvtory Schemz To Carry Out the Le nlsla- ,
tive Purposes, .

Requirements of disclecure and prchibitions of fraud wesze

the ceoplementary tools that Congress ussd in the tuo basic

| 10/ |
sccurities acts, e Sccurities Act of 1933 geneyally requires
the dicclosuze of epecified information that is to be formally
filed with the Ccxxmission and distzibuted to prospective
purchasers in connaction with securities offerings. Although
Congress did not consider this formsl disclosure process to be

1/

necessary in every cale of securities, | 1t did not want to
icave cempletely unprotected any sales that £ell within its com-
utltULlOLaﬁ powers. Thus, the gencral antifraund proﬁisicdibf the
1933 Aet, Soction 17(a), 15 U.S.C. 77g{a), appliecc to all salces of

gecurities in which interstate means or tie mails are used, ‘nuthcr
- 32/

or not cuempt from the disclosure requivements of Sacition 5.

10/ Prior to 1933 the state blue sky-laus ware generaily of two types:

vhic h ‘ﬂrcly prchiibited fraudulent
cti and the go-called registration
or licensing statutes, vhich roqui affirzative disclosuras of
spacified information before securiticu cculd Le sold,- Congress
decided that ncither of these techniques standing alons was SLffi“

cient to eliminate existing abuscs, and it therefore used both of
them in the securitica acts.

the so~called fraud statutes,
practices in cecurities fransa

'J

Q_,\-

11/ The registraticn ond prospectus reguirvemente are contained in
Section 5, 15 U.5.C 7/ n“»mption ave ceatained in
Gections 3 and £, 1J u.s eC 17¢~77d.

/ Sce Section 17(c), 15 U.S.C, 77q(c).
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Even vhen secuxities are registered, the antifraud provision
is necessary to prevent the frustration of the disclosure devices
through other ccz4un1cuti0 15 to prospective purchasers than the re-

quired registration state=mant and prospectus. .Oral communications

(other than by radio and televis cq) and wrltten cormmunications |

. .1.3/

accompanying or following the prospectus arc also permitted.

Thus, the disclosure provi"4on itself doas not preclude additional

~

staterments incensistent with the required disclosurcs, The antifraud
provisions ware inteaded to £111 this cap. Tha Houge Cormittee,
referring to the fact that prospective puxchasers of securities would

be given information in addition to that contained in the prospectus,

stated: ) 7 | . i )

“This additional information, of courze, by virtue of ¢
provisions containzd in sections 12(2) and 16{a)(2)
[ultirately 17(a}(2)] cuct not contain fraudulent state-
rents or statcmﬂntﬂ that are thenmsaives untrvee, cither
because of the misstztements that they contain or the
facts of a rnlcv ﬂt character that asre omitted," 14/

1

.

.13/ This is beecause Section 2(10), 15
such comzunications frem the de

W\

There awe othor gaps in the disclosure reauinvexcnts for noncucmpt
sales, Yor czemple, the disclozure wogulyenants are eaticfied
vhen g recictration statoment or prospuctus is accurate as of its
cffective date. If cubsegnent cvents make continued use of the
decurante falce or miskesding, the Commisscicn's only re::dv is

to initiate injunctive or cyiminzl proceedings in the ccur

unde: the general antifraud provicion.  $2a, a.y., Danger V.
'('n_it_‘nl_‘ci__&z_,m,(u, 281 P, 24 £92 {C.58. 1, 1950); Cuaxles A. Z‘.’ounrd,

1 S'he’e U; 10 (lggh)o

[



In the éecurities uxchangc.Aéglof 1934 Congrﬁss repeated the
legislative technique o£ ccmbining complencntﬂvy di closure and anti-.
fravd provicions to achieve the underlying statutory purposes. The
objectives of the 193&AAct are broader, however, than those of the
1933 Act, - The latter act wa 8 primnr11y designad to protéct,investors
iﬁ the pu;cha;e of gecurities, particularly in the coursc of primary
distvibutions. The purpose of th071934 Act, as stated in Section 2,
was to ragulate the pecuritids mavkets in order "to insure the
aintenance of fair and honzst markets, . ; .

The repulatory requivemznts of cach of these ntatutes are

gations impcsed by the Securitics Escliange Act depend

‘-J
[T
-

niile the ob
upon the relaticnship of the conduct or transaction to the functioning

y disclosure scheme

L]

of the secirities markets. Thus, tha statuto

for issuers in the Scburities Act comas into play only when the issuer

poe ]
I

or its affiliztes proposc to scll geecurities, Dut the statubory cdis- |
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clesure scherms for iscuers

sizply because the iscuers' securitics are traded in the markets,

orlginaily upon exchzonges and
15/

rmarket as well,
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15/ Section 12 of the 1934 Act, 15 U,5.C. 781, requires the registra-
tion of sacurities thot are traded on a steck eunchange and of
certain other widely held securitics, The information contained
in the registration statemeut is reaquired by Section 13, 15 U.S5.Ce
76z, to ba kept "reagonably currant' by pollﬁdxc dna other 1eports

5 t

fi le uvith the Coxnis e stock exchanges "for the proper
_ pro;cctlcn of investers and in oxder to insuve fair dealing in the
security." Officers, dircctors and najor shareholdcrs of
(centinucd)
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As uith the 1933 Act, Congress in the 1934 Act did not consider
the disclosure provisions alone sufficient to accomplich the statutory
—————yy

objectives, Thus, it included specific antifraud provisions such as in

acticn 9 of the 1934 Act, 15 U,.5.C. 781, which prohiﬁifs cpecified active

,1tié" that weuld man wipulate security prices, and'Seqtioh lé(é), 15 U.S.C

78p(c), wvhich prohibits ins 1deru from selling securities in their corpora-
ticn "short” or "against the box," In addition to the specific antifraud
provisicns Congress ealso provided a gen?ral_anti frzud provicion in
Scction ¥O(b), and the Commiission hes excrclsed its authority undex
that section to prcomulgate Rule 10b~5.

There ic no reaseon to suppese that the same Congress that passed
the 1933 Act intendad the genaral antifraud provision of the 1934 Act
to ke any narrewer {n scope with regard to the overall purposes of that
ftct or to perfora a diffeveat function in carrying out those purposes
then it did with zespect to the gemexal antifraud provisicn of the-

1933 Act. _Ag” stated in Sectfcn 2 of the 1934 Act, Congress intended

"to imposc require ants pecessary to rmake o o o régulation and coutrol

't1u1dcz the act] reasonably complete and cffe ti"c " Certainly thewze

wvas an cqually gxeat need under the 1934 Lct for ¢ provisien both
to prevent f£raud in connection with sccouritiies trencactions not
cevexed by the disglosure provisicas and to prevent the frustration

of tho formal disclosure reguirements thr JUH vo;uatﬁry coxmunications

15/  (continucd)
ce*poraticﬁs with secuwities wegistered under Scction 12 are
requized by Scctiom (1) 15 U.S.C. 78p(a), to file reports with
the Cemmisslon and the steck exchanges ags to thelx initicl holding
cf ecquity secuvitics in those corporaticns and subsequent changes
in thase holdings, In addition, purcuant to Scction 14 of the
1924 feg, 1 S.C. 731, the Commaission hes prosulgated specific
requirenents satting forth Information to be sent to sharcholders
prio. to tnui anaual or other meatings. Schedules 14A-14C, 17

CFR 240.140-10L to -103,
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on thoe samz subject matter. Indeed, Congress manifested its intention
to use the ""nerﬁl antifraud proviS1on of the 1934 Act to protect thc
integrity of the foranl disclosurecs that vere required, as well as

to preﬁént fraud vhen the disclesuxe provisions were not applicable,
by Stating in Scction 10{b) itself thé£ it applies to Many seccurity

ragistered on a national cecurities exchange and ony security not zo
16/ '

The legislative history of the 1934 Act indicates tha Section
10{b) was intcnded to be as bread as the act itself. Congress recogn

=t that the variocus iJLLD" abuses in the sccurities markets “were
_ RR Y/
all a single scamless web T It a1uo recognize ed that, just as

the abuses themselves were all interrelated, the verious provisions
of the azct designed to.deal with particular abuses weuld have to be

equally cen plch_ﬂtu '« hs the House Cormittee stated, “"Ho onc of
18/
thege evils can be icolated for cure of itself alenz.” Section 10(b)
ac the provisiean that Cengrecs intended to carry cut this cbjective
N P ,
by £illing any geps left by the specific provisieas.' ‘'in describing

.
3

Section 10{h) (as criginally introduccd) before the House Cexmittee,

19/

- e

provided in effect, “Ihou shalt not devise any cthew cunning devices,”

ihormas C. Corco.hn, cne of -the draftcmen of the zct, noted thak it

16/ Vhen that zct was oviginzlly adopted, 5
visions applied only to securities rpgi"tered ou 2 nationzl securxi-
ties cuchange. Disclesure requiremants ae to ether securities
ware added by the 1064 Securities Acts Amondmontse  Sce Scction
12(g), 15 U.5.C. 78L{5)

18/ Ihid.

-]_2/ Hearinns ate d4 Fore
Cemanree on H R, 7857 an "c 8'4_ 0, 73d uo..u., 2.3 Secs. €1934), p. 115.




«14=

Representatives of the securities industxy complained that this

provision veuid give tne Coamission pover to prohibit virtually

20/
anything, and the louse then attegpted to limit what is now
: LAl ST '
.‘Snctlcq 10° In cenfcrence, however, the Senate version, which

then gave the Cezaission rulemaking power to prchibit “any manipula-

tive or deceptive device or dcntrivan:c," S. 3420, 5 10(b), 734 Ccng.,
— : 22/ .
2d Scss. (193%4), was accepted by the House;  and that version.was’

hrase "In Cemnection With the Purchase ox Sale of
curity," as YUscd in Scetica L0(b) and Rule 10b-5,

2 Construed Broadly To Czrry Cut the Remedial
Pu*p»ses of the 1934 Act apd the Role of Its Generol
raud Provision in Achieving Those Furpeses.
In dicmissing the complaints in the inutaut caces the district

judges relied upon the language of SGCE1C1 10{b) and Rule 10b~5

limiting the applicaticn of those provisicns te conduct "in connection

with the purchasc or sale of any security.” The restrictive manner

in vhich they construed thisz phrase iz contrary both to the genersl

gg/ Id. ot 178, 203 03 251, 258, 297, 305; lsarine Beforc the
Sonate Cosuittee on Bankiun und Curyency on S, Das., &4 (72d
jene ) and §. Res. 56 and 97 (724 Cone.), 72d Cong., lst and
2d Sess. (1933-1934), pp. 6624, GG 34, 6814, 6910, 6936~6938,
6548, '

21/ H.R, 9323, ¢ 9, 730 Ccnde, 2d Sens. (1934},

22/ H.e Rep. No. 1838, 734 Cong., 2¢ Sess. (1934), pp. 32-33.
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principles that the Supresme Court has lzid down for the interpre-

tation cf£ the fedcral sccuritiee laws and to specific holdings of a

nuzber of courts as to the nconing of this phoase,
The 1234 Act was intended to "be construed like other securities
legislaticn 'c"uctcd for the purpose of avoiding.frauds,' not technically

5 remedisl purposes,”

o

and xcstrictively, but flemibly to cffectucte i

on

ccuritics and Fichanse Ceomaissien v.e Czpital Gains Buresu, 375 U.S,

180, 195 €1963) (footnote emitted). In Tcherennin v. Fanipht, 389 U.S,

332, 336 (1967), Supyveme Ceourt referred to_the "

femiliar
canen of statutory censtruction tnhL remedial legiclatica should be
construed breadly to effectuate its purposes” and;’inrievcgéiﬁg

a2 narrow ceastruction of the 1934 Act, stated that “"the Securities

Exchange Act quite clearly falls into the category of remodial legislation."

-

We have pot beem able to f£ind any specific lcgislntive’history

4

e
.

indicating the background for the inclusion of the "in comnection with"
phrase in Scetion 10(b). If no such phrase ﬁcrc in the secticn, however,
Secticn 10(b)} vwould be universally applicable and vould authofizc the -
Cezmiscsion to preoulgate rulcs'add regulati&nc prohibiting all kinds of
ranipulative ex écceptiwe devices regardless of vhether any securitices
transacticns ot all were involved. Sirce Congress did not intend the
securities acts to be applicable to situations having no relation to
sccurities transsctiecns, it vas thus ﬁccessary to insert lanpguage in
both Sectien 17{a) cf the i§337Act and Szction 10{b) of'thc 1934 Act

so that there scctions vould not be byesder than the intended scope
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‘of the acts. fhis-explain§ vhy Cénéréss used the éhrasc “in the

offer and sale of any secﬁritics" in Scction 17(a) oﬁ‘the 1933 Act,
Mich deals only with sales of securitiles, while it used the broader
"in connrection with" 1anguage in Section 106{b) of the 1934 Act,

whlch provides for "regulation and control" of "}:ansactiohs in
sceurifies as ccateonly conducted upon sccurities exchanges and
cver-the=-counter warkets" and of "practices and natters velated thoreto

e insurance of "the raintenance of fair and honest

nmazhess dn such tyansactions ¢ o o o' Section 10{D) dozs not say

"in cennection with the purchase or cale of any security by the alleped

and to read the underlin=d uoxds {into Section 10(b) is
rot ealy inconsistent with the statutery Longuage but also vith the
statutory purpose of regulating the cecurities markets, which, as

stated in Section 2, calls for the impositien of "requircments nsces=-

sary to 1aké such regulation and control ;euuonably co :nlete ond

ti

cffective," vhather or not the parson vhoss conduct is sought to be

a

catrolled happens to be himzelf engaged in purchasing or sclling

securities at the time, As pointed cut in liooper v, licuntain States

Sec. Covp., 262 T, 2d 195, 202 (C.A, 5, 1960), a primary puxpo

i

e
of the 1934 Act was "to keep the channels of interstate cezmarce
the rails, and natienal szcuvitics exchonges pure frea fraudulent

schemes, trieks, devices, and cll forms of panipulation.”
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Unlike the decisions below, in Stockwell v, Revnolds & Co.,

————

252 F. Supp. 215, 219 (s.D. N, Y., 1905), thé phrase "in conncction
with" was.construed *"liberally in order to ca"*§ out the intent of the
Act,'which'is des%gngd to protect investors against fraud." 1t was
there held sufficient that the fraud operates to prevent a securities

transaction., In Ceupar v. Horth Jevseoy Trust Co., 226 F., Supp. 972,

9738 (S.D. .Y, 1964); Judge Feinberg dc ribed the phrase "in connec-

ticn vith" as & "brocd" cne that chould b2 read in the lizht of

"the intent of the Act and Rule to protect investers.' I, L. Lee & Co.

v, Armzrican Cardboard & Pockagming Covp., 36 I'.R.D. 27 (E.D. Pa., 1964),

1ekd that no censurmated purcha r sale is nocessaxy fow iolatics
held that no ted purct or sale necess for a violaticn

ra

G

Rule 190b=5, And in lieisal v, lNorth Jersey Prust Co., 218 F. Supp.
274, 279 (S.D. H.Y., 1063), it was indicated that a viclation of
Seectien 10(b)} and Dule 10b-5 would have been stated if the defendant

broker, vho-had no direct dealings with the plaintiff, "knev that

anything 1t did o said, ox failed to do or say, would influcnce

byl

rt

laintiff to buy . . . steck, The principlc establiched by thesa
decislons ig that, vhen affirmative fa2ls2 or nisleading stateronts
havg been made, such ctatenents ¢ :stxtutc 2 violaticn of Sectien 10(b)
and Rule 10b-5 if the porsoa vho mads then knew that hic statoments

wzre lilely to affect a securities trencaction.:
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D. Ncitﬁcr the Hotive for tiic-Dissemination of False
or liisleading Corporate Statements Likely to Affect
the Market nor the Absence of Securities Trancactions
by Those Responsible for Théir Dissemination Should Be
Determinative of the Applicability of Section 10(b)
.end Rule 10b-5,

When the securities of 'a corporation are widély held, trons-
actions in those sccurities are continually taling place in the open
market, It waz the existence pf this mnkkct.that created the need
for the 1934 Act z2nd ceused Co;gress to provide in Section 13 of
that act that corporations with securities listed on ctqck cxchanges
~or gidely held must file periodic recports about their affairs with
the Commiccion and the exchanges. Since the purposc of the reporting
requirements iqrto provide a ccnstén“ Eioﬁ of information about the
corporation®s securitics so that investors vill have a basis for
informezd ingggtment decisionz (seé¢ pp. 7-8, supra), it mak:s'littlc
gense to s;y that these reports are not disscminaﬁcd'“in ccnﬁccticn
ﬁith" 211 transactions in the zecurities of that corporation then
taliing place on the marlket. Since corporate reports seat directly to
the shareholders are designed to serve the samz purpese, cven thcugh
they may not be required by the 1934 Act, the "connection' betueen
their dissemination znd the narket is equally clear,

The

[ 4]

zme result is alco apparent when corporate statements
arc made to the press about materinl aspects of a corporztion's

affoire threush relences issued to the gencral and financial news

rzdia.  The legislative history of the cecurities lows indicates thoat
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Congress was concerned with insuring the truthfulness of publicly
vailable information about securities. As we pointed cut at p. 7,

" supra, the - louse Repert on the 1934 Act statess '"Therc cannot be
23
honest markets without honest publicity.”

-
-—

Since a basic purpose of the general antifraud provicions of
both gecuritics acts is to prevent the circumveantion and frustration

leading informal

<)

of the formal disclosure reauxrcm&.ts Ly falsc or mi
communications on the came subject matter (see pp. 10-13, supra), there
is a close fclatioﬁship betueen corporate reports filed under

Sezticn 13 or dircctly distributed tb the sharcholders under

Section 14 and corporate press releases, It is our ejpperience that
corporaticus cu;tomzrily issue press relezces to the pgeneral zaad
finzneial news media at the sewe time that they file reports with the
Cermiseion “nd the stock exchenges. It Is these precs releases and

not the formnl reports that receive the widest iﬂltial dissemination

and are relied wpon by numarous investors in making their investment

decisions. If & corporation were frec to say with 1rpunit" znything

23/ In providing for cupress civil liabilities for misstatements under
- the 1633 Act, the House Ceomwanittee had sajd that such statements,
"because of their wide dissemination, determine the market price
of the zecurity, which in the last cnalysis reflcects those wani-
fold ccussgs that are the impelling motive of the particular purchase.
The cennection between the statements made and the purchase of the
security is clear, awd, feor this reacon, it is the essence of fair-
nece to insist uypon the assumption of r_ﬁpc1u1Li11t; for thn waking
of these statenents.” IR, Rep. Mo, 85, 734 Ceny., 1ot Sess, (1933),
pe 10, : )
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it pleaced in such press releases, so long as the reports filed with
the Commicsion were accurate, the reporting requirements would, to
use the words of this Court, be "little wmore than a enare and a

delusien." Charles Hushes & Co. v. ‘Securities oad Exchange Cemmiscion,

-~

139 F. 2d 434, 438 (1943), cortiorari denicd, 321 U.S. 786 (1944).

Unless this can ke prevented by Section 10(b), the "reasonably complctc
end effective" regulation called for by Section 2 of the Act cculd not
be obtained.

A flagrent cxsmple of the nccé for the applicaticn of Secticn 10{b)

- . .

end Rule 10b-3 to dezl with inceonsistent corporate statementc occurred in

the Elcctro“bﬂ Industrics case, in vhich the Cezmission _reccontly obtained
A ﬁé/ ' d ,
a preliminory injunchicn, The Cormission had suspe ended trading in the

defendont corporeticn's sccurities pending clarificotion of apparcqtly
false information thot was being éidcly disscaminated about the corpora-
tion'c principal product. After negotiations with the Comaission the
defendant corporation E:iicd a statement to its stockholdars denying
the false information cnd furniching zecurate information sbout the

corporation®s affairs. The Commiccion then lifted the trading ban.

n indus.. Inc.,

24/ Securities and Eunchanea Gesmission v. Elcctrogs
66 Cive 23 (EJDs LeYes, Febe 20, 1968) (FOL } t reported).

-
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Irmediztely thercafter persons associoted with the corporation held

—— e —e

press conferences repeating the s2me false information that had caused

the Commissicn to suspend trading. Since there had been no violation

of sny d c]osure prov ciong, and the prior experience suggasted that the

<

temporary suspensicn of'trading was not a permanont cure, the

Coimmicgion pought on ivyuactioq ender Scetion 10{b) snd Rule 10b-5 to

prevent further false or mislesding publicity zbout this corporation,

The Elcctrogen Industries case slco points out the relationship
betuseen tha general antifrauvd provigions of the 1956 Act and othe
bprovisions designed to secure adequate disclosures. The Cemmission is
cpecificslly authorized by that act to suspend trading in securities,
both on the exchangec and in over-the-counter rarkets vhen "in its 25/
opinion the pu¥lic interest and the protection of fnv;oto rs 5o requirc;"—
.Such suspensions are designed "to prevent fraud," fmmediate action
being nccessary 'Y'when fraudulent or maonipulative practices of the issuer

or other persons have deprived . . . [2] sccurity of a fair and

orderly market, or vhen gom2 covpsrate eveat has made informnd
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likely to be deceived, wiil ghe situatiorn alleged in the cemplainta

253/ Sece Scction 15(e}(5), 15 U.S.C. 780{c)(5} (over-thcecounter).
Section 19(a)(4), 15 U.5.C. 78s5€4), *nlch deals vith suspensicns
of trading on exchaures, uses euly the "public intevest' lenguage.

[

26/ 8. Rep. No. 379, &oc e Cong., lst Scss, (1963), pPP.. 26, 66,



;) =22a

in the instant cases falls within this description; and, in fact,

%

the Coimissicn did cuspend trading in Belock sccurities on June 22,
1665, after its staff had been advised "that, on the besis

of infcrmatien so far developed, there have been substantial
overcharpgos in certain Government contracts which will have a mterial [s
zdverse cffect on the financial condition of the compsny ac well as

21y
on its published prior carnings reports."  The trading bsn was

“in view of . . . [subscquent filings and other)

28/

1lifted in Koverber 1365
disclosuree by the company.
The suspencion devicé wag intended td act only as a stop=gap
measure to afford a breathing period until adequate disclosures could
be made; Congress did not intend the Commigsion to keep suspensions of
28/ ) ’

trading in effect indefinitely, If cuch disclosurces cannot be obtained
o4 y

during a suspencion perioed of reasonable duratien, or if, 2s in

the Llectronién Industrics cace, the same false informaticn is

agein disseminated to the public after the tuspenmsicon has been

w
.

lifted, the only other alternative fov the Ceamigsion is to com-

mznce an cnforggﬁént ncticn under Sccticn 10(b) and Rule 10b-5.

27/ Securities Exchange Act Releace llo. 7032 (June 22, 1965).
20/ Securitiecs Exchance Act Releszse Ho. 7741 November &4, 1965).

-

i

S. Rep. Ho. 379, C&3th Cong., lat Sess. (1563), pps 25-26, 66~67.
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One of the reasons éiven by the judges below for holding
Scction 10(b) snd Rule 10b-5 inapplica@lc here wis that the
defendants publicly»discem ated false or micleading information

- for the purpose of defrsuding the Government and not to injure

investors. Although there is some question vhother the district

udges properly read the pertinent allegations of these compleaints

[t

(sce p. 3, supra), we believe that their holdirg that Section 10(b)
and Rule 10b-5 are applicable only when false or frcudulent state-:
ments arc motivated by a desire to defraud investors is umwarrsmted.

Even ot cozmon law it had long bnen established that ene vho Lﬁo"‘xgly

.

éisseminatcd false statezents could not escape liability for his

acticns on the -theory that he did not 1n-eu1 to dc‘ruud the particula
. 10/

perzons who were injured. In fact, congressional dissatisfaction

30/ Sce, ¢.5., Claflen v. Commenwcalth Ins, Co., 110 U,S, 81, 96-57
(1&?4) As Justice Holmes czid in Ellis v, United States,
206 U.S. 240, 257 (1S07): 'If a m2n intentionally adopts cortain
conduct {n certain circumstznees known to him, and that conduct
is forbidden by the law under those circumstances he intentionally
breaches the law in the only sense in vhich the law ever considers

intent,

To sugoest, as did the judges balow, that the statement was “directed
against the governzent" {see pe 4, supra) is comparable to urging
that the cyy "£ixe" in a croudes th:ﬂ*e- ;az dizected at the person

er, 1t schould ko nated that the reports in

‘he Depavtrent of Befenne, vith which
, but with the Securities and

zrican Steck Exchanga.

in Rew A, Seat 3, lior
qucsticn vare not £il

Belesk did its contract b
Lxe b’ﬂ“u Commizsion and &
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I v
with ru 3 of the New York Stock Erchonge that made the unlawful-

ness of stock pools turn on proof of motive was one of the baces

for legislation in 1934. As the Scnate Committee stated, "ilotive

furniches no juﬂ'bichtion fcr the c:p1 ment of wmanipulative
31/ - ‘

devices, - It is difficult to believe that the same Congress that

considered these stocl: cuchznge rules to have bee
32/

1

Yemasculated by

the inclucion of restrictive phraceology” would have intended its

oun legislation to be read in an cqually restrictive wmammer., The

fact that defendants® motive for publicly diuvcmin:tiﬁg false snd

mislesding corporate statemants may not have been to defraud investor

>but_to‘dc£:au¢ the Goveraxent 1o Emall cemfort to investors vho
-~

may hoave bzen injured 25 o yasult of the dhfcadun 5! misconduct. As

ctated in Puliarich v. Berders Elcctrenics Co., CCH Fed, Sec, L. Rep,
§ 92,141, at 96,653 (5.D. N.¥., Jan, 24, 1968): "Thc injury to the
31/ S. Rap. Fo. 1455, 734 Ceng., 24 Sess. (1934), p. 32.

fu
N
S

Id. at 49,
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e « o [investors] is the same, no matter what . . . [the defendants')

-

notive."

The only limhturion to the appliceblility of the general anti-

"in councction with" phrase is that

froud provisions other then the
Interstate means or the mails wust be used. his réguirement is not

vhien uee of such meens by cther persons 1s reaconebly forcsceable,

©w
e
o]
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3
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despite the faet thot the use of thesz mean:
3/
desired by the wrongdosr. ¢ likolihood thazt securities transaction:
by other persons will be affeeted by false ctatements should be equally
cufficient to meet the "in cenacction with" limitation irrespective of
cny desire on the part of the wrongdoer to affect such traasactions.
The judges below alzo held that thie complaints in the instant

3

cases were deficlent becsuce they did not allege that the defendants

themselves had engeged in treznsuzctions in Belock securdties, - This
//7/

result vould have baen justified under the antifraud provisicns of

the Sccuritles Act.cf 1233, since in generzl thet act irposes obliga-

tionc only upon those percens actually selling cecuritics or assisting

24 Act i different. It deals with all natters

[uN
=}
T
=~
]
e]
o
st
°
(%]
1
'—I
=

The
affecting the cecurities warkets., And nzny provisions of that act

impoce ob‘iﬂtim.u uposx persoas vhether or not they are engaged in

I, 2d 785 (C.A. 5),

Dansey v. United States,
v. Williasrhon,
Tl nY .
v. Unites States,
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sccuritics tra naactiona, for exzmple, the presence or absence of ' -
~securities transactious by the corpo-htiOW or its insidere does not
affecct the rcglbt.ution obligations under Secticn 12, the reporting

obligations under Section 13 or the obligsations under Section 14 to

©

distribute informatios to sharcholders prior to their wmeeting:
(see ppe 11- 12 0,15, supra)e :
Furthermore, this Court hns affovrded relief vnder Secticn 10(b) and
1

Rule 10b-5 cven vaen the defendants have not engapged in secuvities tyons-

actions with the plaintiff., Iutual Shares Corp, ve Gengsco. ¥ne., 384 F, 2d

— >
denied, 389 U.S. (1967). &4s the Couxi caid in the I'atvad Sharos cese, the
requiremont of privity "“has rore receatly been ignored." 384 F. 24 at 543-

544. Aad srother ceurt ha2s stated, Bredcheoaft v, Cornell, 260 F. Supp. 357,

559

D

(D. Ore., 1966), "Scetion 10(L) does not require thzat if the plaintiff

/

[vietim] ic & celler of a security that the defendant [urongdocr] iust be
the purchoser. It cnly regulres wrengdoing in connection with the
purchase or sale of & sceurity." Indecd, the defendants here have not
attempted to rely upon the sppareant holdinga of the judges beleow that

the complainte arc defective becouse of & lack of privity. If there
nead be no transzcction ﬁith the plaintiff, thore is no rezson why the
availability of relief should tura upon the ortuitous ci;cumstcnce

that the defendent did ovy did not have szecurities transactiens with

"vant both to the froudulent conduct compiained of and to the injuries
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suffered by particular plaintiffs sz a result.

There nmay be circumstences of cewplete rondisclosure in which the

epplicability of Section 10{b) zrd Rule 10b-5 turns on whether the

alleged vrongdoor has bLeen trading in securities, as_vhen there are

-

legitimate corporate rezscus for kesping news secret. For exarmple,

in the Temnns Gulf Sulpﬁd“ case  the Cemmizsicn did not contend that
the corporation had violated Seétic: 10{b) .rd Rule 10b-5 because it

failed to dinclese that it hed discovercd a large minaral deposit
vhile it wvas purchasing the surrounding lend. It contended only that

at that tlue these provisicons vere beingz violated by the corporate

]
51

officinis and employeces who were purchasing its sscuritil

cn the basic of this secret information. Thic is because it is the

- . .
in gsuch situatioans. But, vhen there has been widespread discemination

f?

of affirmntively falsc or wmicleading covporate statements that necessarily

affect: sccuritics tronssetions the nmarket, the

3
o,
&
=}
%
£3
w
1
3
%
o]
fod
n
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vapplicability of Section 10{L) and Rule iGb«S shiould not depend upon

victher there has alco been trading by the corporstion or its insiders.
Realisticelly, corporate exacutives cexmonly have a substantial

5 securities  regardless of

ot the tiwce., Incofaxr as

they may previeusly have roecived steoch options as additfonal cempencaticn,

3&/ Sccurities and Exchenes Commdssion v, Texns Gulf Sulphur Co.,
pending in this Ceurt (Pocket lio. 30882).
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:hc value ofbthbsé options depends upon future rises in the market price
of the stock, and they hqye-an incentive to issue favorable publicity

in oxder to enccurage such price risés.;. in addiéion; sharcholders may
judge the performance of management as wuch by the price of the corpora-

tion's ctoeck as by its earnings reports, and managerment thus has a

- -

furtheyr pevsonal intercst in Lhe rmaxket. ¥In cur viecu, denying the
investing public the protecticn of Scection 10{b) ond Rule 10b-3, when a

corporation has issucd fzlce statcuenss, on the theory that the corperation

is an artificial dictinstion peither required by the lang of thoso
proevisions noy censistent with the rewedial leglslative purposes.

Jt has been stated that, if Scction 10(b) and Rule 10b-5 wer

inapplicavle because o corporaticn that publicly disseminated falsc

and mizleading infermation about its affzirs was not cagaging in

ons uvith the public at that tima, the lew, in

ete

sccurities transact
effect,

", . . would allew & covperation vhese stocl is {ssued
publicly to mrcke nisrepresentaticns ceoacerning the
stock without any fear of liability as lonpg as {ts
stock was only sold to the public in the market by
undesruriters or others. Such a rule uould ignore the
reazlitics of the public securitiecs market, cnd such
was certainly not the intention of Congress."

Freed v. Szabo Food Serv., ¥se., CCH Fed. Ssc. L. Rep. § 91,317 at

94,363-5 (31.D. I1l., Jan, 1&, 1864).
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This unwarranted result would also severely hcmper the Commisg=~

sion in its enforcement ectivitiesd For érample, in the Electrogen

Indusntrics case (see pp. 20-23, supra), the Commission did not have

any evidence of securities tramsactions by the defendants. at the time

it commenced ite action. It was oaly fortultcus that durirng the trial

a gericus degrimental effect cn the mayket could the Commission adequately

protect the investing public. Judge Beoling stated in his opinion that in
such a situagion, when “the SIS, in a scnse, acts for all potential sellers

and buyers as a class, no more ne2d be shown (beyond jurisdictional facts)

than the defendants' responsibility for the false statcments, the defendants!

Iknowledge that the statements will influence the wabiing of sceourit
- . 32/
transactiens, and the falsencss of "the statenments,’

Tex=ge Gulfl Suvlnhur case, vas

previcusly stated in thz ceontent of eanfo

4]

cezont actionz by the Cermission,

ve believe that no different result would Le sppropriate in private

» Y"Seeurities Troding aud Corporate Inforration
Practices:s The Implicaticas of the Yoxas Gulf Sulphur Procceding,”
51 Va. L. Rev. 1271, 12922-1295 (155},
- s

gg/ Secnrities ond Exchapra Coonissicn ve Groat Amor, Iondus,, Inc,
RIS 5 \
{ocket To. 31010},



actions for damages. The Suprcme Court has pointed cut that private
rights of action are "a necessary supplement" to the Cormission's owm

ceaforcenont activities, J. I, Case Co. vy Boralk, 377 U.S. 426, 432 (1964);

and thic Court has wade 1t clear that private rights of action for damages

£
h | k J \] * “—?-', A
are to be implied under Secticn L0(b) snd Rule 10b 5. Although private

parties may be requived to prove additicnnl elcmcnts to recover demages

[}
for such violstions that ave not rcquirad in Conmission enforcemant actions, |

Eladd

applicabla in beth contents

e believe tiﬁi Sectior

to fzlse cr misleading corporat te 1% ilkely to affect the market,
E. Issues as to th overed in a
Private Action Rule 1Gb=5
Should Hot B2 t
e S

S
ial.
The defendants-appelleea avs still pressing in this Court

their motion fer summary judgmoat baced cn the claim that the
39/ '
plaintiffs have suffered no damages. This motion yas not

decided by the court belou, Neither this particular fgsue of
49/
¢ have been raisad with respect

o
i
£
52
o
2]
=}
Q
t
Q
[ 2
jon
14
"
[
o
2]
c
'.' p]
)
Doud
J

to the scope of the monetzry liabilities feor a vieclaticn of

]

'u
[e2]
e e

T

See, e.o., Fischonn ve Ravtheon Hfn, Co., 188 F. 2d 783 (C.4. 2, 1951).

- . ay s o~ .
Compare, c.f‘, 2 SLHS Orean & Co, ve S2
ity !

o
\Q

!/ Drief fer defendonts-appelless Eduzrd 1.

40/ 1d. at 23-25,
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Sect*on 10(b) and Rule 10b=5 in circumstances such as this chould

be resolved, in our viéw, on a nohion toc dicmiso the complaint or

- -

for surzaary judgment.
The Ceruission recognizes that the applicaticn of Sectien 10(h)

and Rule 10b-5 to activities uffCFLlﬂ" lavge numuegg of inves

]

to

L7

Sy
rather than only spacific individuals, and the private vights of
cction that this Court and other courts have held to flcw frem the
violatica of these provisions ‘raise fmportant questicas with

regard to the exntent of the menetary liabilities thaot ceuld result.
As an ageacy that has devoted many years of cifort te increasing
the flow of accuvrate and maaning Ll infermation about secu:ities
ond etheruvise protecting public sihiarebholdars, the Cermission would
be the last to sugpest that the courts should impose lisbilities that
night actually interferz with these irwcrtun objectives

The Ccmmiasien belicves, hovever, that any preblems that avice

uith respect to the extent of monctary linbilities con and should be
dezlt with in that specific context, It is not nacessary {n order

to meet tliese problems to hold that the statute and xule are com-
|2 :

pletely imapplicable, with tho result that the Cemmiccien

informatica in the market would be sericusly {mpaived. . YVor is it
necessary to celivinate in this arcs private wishts of actien, vhich
nrens Courd hoo pofnted cut, are "o nccessary supplermant”

to Corsignion enfoveesant, Jo X, Cane Coc v, Dorok

5
.
2
5
1
;
3
~
~
c
o
tn
-

at 432,
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Conscquently, when, as in thésc cases, a mo rber of the investing

public hkas alleged that by reas cnhgﬁ.aJ“exiouc violation ef Secction

10(b) and Dule 1Cb-5 he “has suffered cignificant injury, wve believe

that he is eatitled o his day in court, and that his complaint should

Cn the other hand, it may vell be premature

thiec stage the extent-ofi the monetary

¢ micht result if tho pleintiffs are successful in

-
fte
=
j=at
e
st
?-"
-l
T
e
s
o

proving theiv allegaticns. This chould propevly avait the trial of

the cace, walch will provids g ‘complete recond as to exactly what the
aefendanis did, vhy they did it aund hoy this affected the plaintiffs.

Ve belifeve the Court vwill then be in a betteyr positicn o exsmine and

consideration to Lo 2 domase averd agzinst the iscusr would affect

the fzcuer and all of iis steckbiolders, ireluding those vho neither

baught ner coid. In go cdoing the Court will Be able to utilize its
e

traditicnsl flexibility vith regpact to remadies, avoiding, ca the

one hand, D¢ an an cpportunity fer

violators to pyefit fren t! ; loj.ng \

Although the Cocunissien recognizes that the determmination of
an appropeiate romady and, indeed, the enistence and scope of
inplied privatce vights of actien arc questicas fer tha ccurts, it
naverthelers vecomnizes the dmportanse of thcese {ssues and intends

give them wmost cereful cousideraticn, Ac o wecult cf that cone

sideration, the Comrfgsio h‘b~lxcc s that 1t vill be in a batter position
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F. The Fact That Affirmatively Falge or Misleading
Corporate Staterents Likely To Affect the Securities
Harkets Hay Be Part of a Larper Schemes of Corporate
Hismanagement Cannot Give Temunity Frea Section 10(bL)
and Rule 1Qb-35, -

Eoth judges below relied on the statement of this Court im the
Lirnbavm case, supza, 193 F. 24 at 464, that Seetion 10(b) ™sas directed

solely at that tyue of micrepresentation or fraudulent practice usually

of securvrities rather than at

o

associnted with the puvchase or sal
frauduient miemanagemsnt of corporate affaivs." Tnis Court has
recently indicated that the Birnbsun language decs not mean that

it is "sound to dismisc a complaint merely because the szlleged

echeme deons pot involve the type of fraud that is ‘usually ascociated
with the purchoze or sale of securities.'™ A, T. Brod & Co. v. Perlew,
, A Y, ‘

375 ¥, 2d 393, 397 (1967).  This ic not to cay that Section 10(b)

and Role 10b-5 are "a mandate to inquire into every allegation of

breach ef fidueiary duty respeeting the issuance or sale of

&

corparate securities.” 0'Meill v, iavtan, 339 F. 2d 764, 768 (C.A. 2,
P S s

P33

624
964}, But the O‘Lei case end other eases involving the Ycorporate

manamednt" i",uc deal only with the questica whether proof of deception

(o
%]

requirad under Secticn- 10(b) and Rule 10b-5. They do mot hold that,

&1/ The Court venmt & 10{b) znd Ruie
10b-5 prohibit < t ton vith the purchasz or
cxlc of secuvities, v t involve g gaziden
tyrz variety of fraud, or present daecption. lLicvel
oY “typical rizthods chould not provide {mmunity frem the sccurities
lave, " 375 F, 2d ot 397. '

- «a 0o 1 9 -3 -
A3[ Contya, Bashs v, !”CU"hFaR? CJLD., 360 F, 24 202 (.4, T}, certiorani
s 337 U,S. 67 ut ef. Duelle v, Roto~Amorican Lorv.,
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when deception is present, thie fact that this ‘deception cccurred as

part of a larger schorme of dorporate mismanagement confers any immunity.

Hrpe

upen those recpoasible. As stated in 0'Neill, "There lu, of course, no

ason wvhy the zcts of an ggent or corporate officer may not violate

-both his on law duty cnd the duty fmposed by Rule 10b-5." 339 I, 2d
at 768, | ] T

There can be no guestion that these cases involve deception

within the neaning of the Qfileill decision. The cemplaints allege
] R o . ‘e ) y 1.t or/ - " [" /
risstatemants of material facts in Delockfs 1984 ansual report—' and

in other decumonts that it issued to the press and teo 1ts shereholders

The allegations now heforc the Ccurt do not iavelve the trouble-
v, geux preblem cf deternining u
of corporate T2AN& . may be converted inte a vielaticn of Section

10{b} and Rule 10b-5 by implying ax oblisation to ceonmz forward with

disclosurs of such mismanagerant end then holdinz that a failure to
nalze the ddsslesure i a vielation of thesoe prericiens, The eunictence

of an affirmative obligation to com fortarzd vith diselosure undex such

43/ TFor euazmpls, Dote 13 to the finasncial statezents in the annual
report in questicn veads as follews: MA substontial portion of
the Cc;'sry‘u sales i3 subjoct to reragotiaticn, DLenzgotiatioa
prese 3 for the fiscal years through Cetober 31, 1263 have
beon comn 1: ed, Ho provision for rofunds for 1964 has been made
or is Bbelieved necessary." This report is in the Coznission's
Fablife ¥Yile Ho. 1-3382~2-3, .
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Defcﬂdaatu contend that most vctu of co*porate nisconduct will

have an impsact upon the -financial statements of the ceorporation, and

failure to disclose such acts may thus be regarded as am omission of -

L6/

fact nocessary to make the financial statemente not misleading.™

- Properly prepared f£insncial statemsnts of g corporaticia, to the extent

- -—

that the ‘limitations of cccounting permit, reflect all developments in

ite affaivs that determine or affect the amount of its assets or earning

Since finsncial statemznts of & corporation that fail to reflect

nay be inaccurate or nisleading, their publication may constitute a

u’

violation of Scction 10(b) and Rule 1€b-5. If these provicions are

]

vielated beccouse of failure to raflect material events in the financial”

statemente, certainly the foct that thase events involve corporate mis-

conduct rathier than other business developmeats sheuld not preclude
application of-the gstatute and rule. Scae important criminal cases in

¢ involved either the failuye

a1
i
‘*
f=te
0
0
0
n
cT
(]
-
o
£
<

this circuit under the cecuo

o fiiec zvequired re ps-,a or the filing or dissouinction of reports that

&

uvere false and mislead
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- cealing nicconduct cumsunting to covporate mismznagemznt, including

e ‘ . 2
v// schiemza o defvnud the Coveramont by evading fuccme taxes,Jll

S

important developrments in its affairs relating to its asscts or earnings
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