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UNTITED STATES DISTRICT COURT
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-v-
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HYMAN TEMKIN
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HAROLD C. YATES,
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70 Civil Action
File No. 2693

IORANDUM OF LAW

IN SUPPORT OF PYAINTIFE'S
: MOTION FFOR A PRELIMINARY
INJ UNCEION

:+ REPLY M

- PRELIMINARY STATEMENT

. The plaintiff Securities and Exchange Commission

("Commission) respectfully submits this Reply Memorandum of

Law in response to- the answering papers filed by the defendants

in opposition to the plaintiff's Motion for a Preliminary

Injunction.
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I DEFENDANTS' CONTENTION THAT THEY HAVE NOT VIOLATED
THE REGISTRATICH PROVISIORS -IS BASED ON A MIS-
CONCEPTION CL THE STATUTORY PURPQOSE AND ON AN
ERRONEQUS CONSTRUCTION OF THE ST4TUTORY LANGUAGE

Defendants contend that, since Harwyn's shareholders
did not pay for the spun off stock which they received, the

distributions did not involve any “sales,"

and accordingly
that there caﬁ be no violations of the registfation provisions
"of Section 5 of the Securitieg Lct in this case. With respect
to the statutory purpose, they contend (a) that the only

- function of registration is to provide a prOSpectﬁs to the
immediate offeree éf distributed shares to enable him to

- make an informed invesiment decision as to whether tc buy

them; (b)~fhat it is the Exchange Act, and not Section 5

of the Securities Act,which is intended to deal with subsequent

trading in the shares; and (c¢) since the Harwyn shareholders
were not required to make an investment decision as to whether

to buy -the spun off stcck, registration would have been a

useless act.

Defendants' argument, as discussed below, rests upon

a persistent refusal to récognize the existence c¢f a facter
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of- overriding significance, namely, that theASPin-offs were

- effected for no independent business purposg; but rather

for the sole purpose of instantly creating publicly-held
companies whose shares would be aétively traded... The
Commissicn submits, particularly in light of this factor, that
defendants have adopted an unjustifiably.reétrictive'view

of tﬁe functionrof Secufities Act regisfration and'ﬁave
‘misconstrued fhe statutcry language. |

A, Harwyn's Spin'Offs Were the Type of Transaction

Intended to Be Subject to the Registration
Provisions of the Securities Act.

A recurrent. theme throughout the 1egisla£ive histofy
of the Secufities.Act was that the investing public had
incurred lérge losses because of sudden distributions of
securities without info;mation.being cohcomitantly released
to enable the public to make reasoned investment decisions.
Securities issued by new cor unknown companies would suddenly

appear upon the market. Rumors would begin to circulate and

.
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wiid speculation would ensue, causiﬁg losses -to ung&ormed
investors. 1/ In enacting the Secéritiés-Act, Congress
wanted to prevent this type of actiQit& by requiring companies,
especially those as to which there was little ofino publicly
available information, to exposé.themselves and their financial
condition to the pubiic when their securities were distributed
into the marketplace, so that information would be publicly
available to enable investors to make informed decisions.

Since fhe enactment of this.legislation in 1933,
great strides have been made in providing full disclosure
:to‘the investiﬁg public;-énd it has beén the Securities Act
registration wequirement, probably more so than any other
provision invthe federal securities laws, which has brought
about this remarkable achievement. For it is through the
registration process that the Commission‘s staff is ablé,

in advance of a public distribution, to examine and review

1/ House Rep. 34 -on H,R, 52,69th Cong. 1st Sess, 1925
House Rep. 85 on H,R., 5480,73rd Cong. lst Sess. 1933

. »
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the detailed business and financial information aboﬁt the
issuer contained in the registration statement filed with
the Commission, and to work out any disclosure pfoblems
involved. Moreover, as new situations arise, cailing for
new methods of disclosure, the staff is able to deal with
such matters in its review of registration statements and
to work out the proper method 6f disclosure.

- The registration requirements, contrary to defendants'
contention, not only serve to protect the immediate distributees
of the registered securities but also serve a vital function
iﬁ'prétééfing gﬁgééqdéﬁt gﬁfcﬁéséfé and sellers in the market-
place. See Section 4(3) of the Securities Act and the
discussion.at pp. l4-15, 25-27 of the Commission's Memorandum
of Law. This is particularly true in the case of a company
which is making ité first public offering. Although the
registration provisions apply also to offerings made by
éOmpanies whose securities are already publicly ﬁraded,

these provisions have their greatest impact in situations

»

like those in the present case where a distfibution converts

a privately held compeny into one whose securities are held

PO
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by numerous public investers, and creates for the first timé
a trading market in those securities. In-sucﬁ a situationm,
since there may well be little or nb'publicly available
information about the company priér to the distfibution,
compliance with the registration provisions opens up the
previous wall of secrecy'surrounding the coﬁpany and
provides investors, broker-dealers, investment advisers and
‘others in the financial community with information essential
- to the maintenance of an honest trading market in which
people can buy and sell the company's securities on the basis
of informed judgmeﬁts and at prices that are not determined
arBitrarily._

In view of this vital role served by the registration
provisions wﬁen a company makes 1its firét public offering,
the Commission submits that, except in those limited situations
where overriding poiicy considérations'dictate a contrary
result,: the Secqrities Act Qas intended to require registration
bgférela company 's securities ﬁake their.initial enfry into

43

the public trading markets.




It is true of course, as defendants point out, that
through the exemptions contained in Sections 3 ana 4 of the
Securities Act it is possible in certain instances for a~
.trading market in a company's securities to devélop even
though the company has never been required by the Act to
register its securities. DBut the exemptioné were enactéd:
because of overriding policy considerations which render it
either unnecessary, undesirable or impracticable to require
registration in certain'situations. For examble, the
exemptions in Sectiéns 4(1) and 4(2) are a reflection of two
_factors: (a) that registration is not deemed ﬁeceésary_when
the offered shares come to rest in the hands of persons ﬁho,
by virtue of their relationship to thé issuer, can fend for
theméelves aﬁd obtain needed information without registration;
and (b) that when such persoﬁs, who are not in control of the
issuer, decide at a later time to resell their shares into
the wmarket, it is impracticable to require registration |
since they cannot compel the issuer to file a registration
statement. Through these'exemptioﬁs, it is‘possible.for

. sécufities sold'ihifially.in private placements to eventually
enter the market without a registration statement ever having

been filed. Similarly, isolated or casual sales by a company's
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controlling.stockholderé, each sale involving only a small.
amount of securities, may gradually change a company from a
pri&ately-held company into one with a sigﬁificant body of
~sharcholders; but to réquire registiration for each iséiated
salé may not be appropriate, partiCularlj when the broker who
executes the transaqtion may have pno way of knowing whether
registration is required. Another situation in which stock
may enter the market without registration arises underw the'
doctrine embodied in.the Commission'g Rule 133, which permits
the issuance of unregistered shares in certain mergers. This

doctrine had its origin, however, in the 1930's when many

corporate reorganizations were being conéggﬁated éufiné the-
Depfession, and it was thcught undesirable to complicate them
by applyiﬂgzthe then'unfamiliax_registratiqn réquirements.

Rule 133 transactions also raise problems as to the application
of the civil liability provisions and the identification of
perscns who are underwriters. While this doctrine remains

in effect tcday, the unregistered merger transactions which it

permits are transactions which serve an independent business

purpose - to unite two businesses. Moreover, in cases whexe

the merging compony is subject to the proxy provisions of the

~ iy
R



Exchange Act, full disclosure is obtained through those
provisions. |

Unlike the foregoing situations, the present case
inV&lves no policy considerations thch would even remotely
warrant a decision e#cluding any of Harwyn's spin-offs
from the registration requirements. Since each spin-off
was brought about by the issuing subsidiary and its controlling
persons, registration statements could have been filed;
and unlike a grédual buildup in the number of shareholde;s
througli isolated or casual transactions, the situation here
was that.a privately held subsidiary having one shareholder,
Harwyn, was instantanccusly conVerted'through a 1arge-scale
distribution into a publicly held company having over 500
éhareholders. Most importantly, however, the Harwyn spin-offs
had no independent business purpose; their sole function was
to create publicly-held companies whose shares would be
activeiy traded, and to enable defendants to derive whatever

benefits might flow from such trading. 2/ Thus, defendants

2/ Accordingly, the question whether traditional spin-
offs effected for independent business purposes would
require registration is not in issue in this case,.
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are in effect making the untenable argument that because
Congress has exeﬁpted certain transactions where policy ~
considerations render registration either unnecessary,
undesirable or impracticable, this Court should add to
the exempted category the Harwyh 8pin-offs which involve
no such considerations.

B. The Statutory Language Should Be Construed To
Carry Out the Statutory Purpose

Since the Harwyn spin-offs were the type of transaction

intended to be subject to-the registration provisions, the
’Stétutory 1angdage.shou1d’be interpreted to.carfy out that
stétﬁtory purpose unless the 1anguage clearly and unmistak-
ably preclﬁdes such a result, Thus, the Commissioh.is not,
éé defendanté suggest, urging that the statutory language
be ignored; rather we are relying on long—étanding principles
of statﬁtory construction. See pp. 15-18 of plaintiff's
.Memorapdum of Law. ‘ |

" The intefpretation of the statutory language, in the

present case,involves the questions of whether the defendants

" 1

engaged in '"sales" within the meaning of Section 5 and, if

so, whether the transactions were exempt from registration

«

under Section 4(1).
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»

i. Defendants Sold Securities
There are two separate grounds for concluding thét
defendants engaged in sales within the meaning of Section\S.
First, by bringing about spin-offs for the purpose of creat-
ing trading activity in the marketpiace, defendants caused

and became participants in the‘offers and sales in the
'trading market which took place subsequent to the spin-offs.
(See pp. 24-27 of plaintiff's Memorandum of Law.) It is
important to remember, in this regard, that tﬁe market

salés were not simply an incidental consequence of the spin-
offs and a matter of no,cogpern“to,defendants.. To the con-

trary, the creation of trading markets in which there would

be continual sales was defendants' sole purpose and objective

in effectiﬁg Ehe spin-offs.

Secondly, the entire process by which the shares of
each‘subsidiary were spun-off to create a trading market,
and benefits were derived By defendants from the trading

activity which took place in, that market, constituted a

v
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"disposition of . . .[}ecuritiéE? for value'" and therefore a
"sale" as defined in Section 2(3) of the Securities Act.
The subsidiary and its new management obtained the benefiéu
of a,publicly held company whose shéres were aqtively traded,
and the iﬁcreased market price fesulting from the continual
sales in the market added value to the shares held by the
new managemeﬁt as well as to the spun-off shares héld by
Harwyn's insiders. See pp. 27-28a of plaintiff's Memorandum
of Law.' Again, as in the case of the first ground for
.holding that defendants engaged in sales, it.is important to
:emémberrthat the benefits-received by defendants were not
simply an incidental consequence of some tréding activity
which, in‘uﬁq; was just an incidental coﬁsequencé of the
spin¥offs. The trading activity and the recéipt of the
benefits flowing therefrom were defendants' very objective
in effécting the gpin-offs,

Although the securities which were spun-off consisted

of shares belonging to Harwyn, all the defendants, including

»
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the subsidiaries and their neﬁ mahagement, caused and
participatéd in the transactions and therefore violated

Section 5. Each subsidiary whose shares were spun-~off. was a
party - indeed, an essential party - to the agreement to

effect the Spin~0ffs:nﬂadihe subsidiary not agreed to issue

a controlling block of its stock to the new management, the
spin-off would not have occurred. In addition, the spin -

off was effected for.the subsidiary's benefit and was essential
to the accomplishment>of the subsidiary's objective, nanely,

to obtain an infusion of assets and became a publicly-held

company. Similarly, the new management were also respensible -

for the Spiﬁ—off._AThe séin—off, which was esgential to the
_accomplishﬁeht of new ﬁanagemené@ objective ¢f obtaining a
publicly held company, was effected at their behest and
for their benefit in order to accomplish their objective,
If the new management had refrained from acquiring control of
the subsidiaxy, the_spiﬁ—off would not have occurred.

Had there been compliance with the registration
»provisions in this case, ﬁersons who traded in the spun off

shares subsequent to the distribution to Harwyn's shareholders
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would have had th¢ benefit of the puBlic availaBility of the
required disclosures. TFor at least 90 days after the
effective date of the régistratiOn-statement, secu?ities
dealers effecting sales of these shares would have furnished
a gtatutory prospectus to the_purchasers;_g/ and of course,
even apart from thé delivery of the prospectus, all investors
qg well as their stockbrokers and their investment advisers,
would have had the benefit of the availability of the infor-
mation containéd in the registration statement during and
even after ﬁhe 90 day period._ In addition, a company which
has made a registered distribution is subject to the periodic
reporting provisions in Section 15(d) of the Exchange Act, 15
" U.S.C. 780(d), requiring continued disclosures'by the company
subsequenﬁ to the distribution.

2. Defendants' Transactions Were Not Exempt

From The Registration Provisions
Thévexemptidn in'Sectiop 4(1) of the Securities Act is

not applicable to the present transactions, both because they

3/ See Section 4(3) of the Securities Act, 15 U.S.C. 77d(3).

-




15.

were transactions by issuexrs and because they were trans-
actions by underwriters.

Issuer Transactions

Each spin-off and the sales made in the eﬁsuing trading
market were tfansactions by the issuer - i.e., by the
subsidiary itself. EachASPin—off was simp1§ a part of a
larxger transaction to which the subsidiary was an essential
party and which included the issuance by the subsidiary of
the block of stecck which went to the new manégément. Particularly
since thehspin{off wés a condition of this purchase of stock
from;the subsidiary; thev3p1n~off and the issuance of the
new stock were inéxtricably linked togethér, and it would be
unrealistic to treat the spin-off and the stock issuance as
separate transactions. Without-the active participation of
the subsidiary in providing thé new stcck, there would have
been no spin-off at all.

Underwriter Transactions

Each spin-off and the sales made in the ensuing trading

market were also transactions by an underwriter - Harwyn; and
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there are two separate reasons why this is so. First, in

effecting the spin-off Harwyn was acting on behalf and for

the benefit of the subsidiary (see p.13 , supra) and there-

fore was an underwriter within the meaning of Séction 2(11)

15 U,S.C. 77b(1ll), as a person who sells for an issuer in

connection with a distribution. Second, Harwyn was also

acting on behalf and for the benefit of the subsidiary's |

new management (see p.13 , supra) and therefore was an undex-

writer as a person who sells for the issuer's controlling

perSOns in connection with a distribution. See S.E.C. v.

Chinese Consol. Benev. Ass'n, 120 F. 2d 738, 740 (2d Cir.

1941) cert. denied, 314 U.S, 618 (1942) /

4

The Memorandum of Law submitted by defendants Harwyn

ans Siegel, (p. 37), in urging the availability of an -
exemption under Section 4(1), quotes from the Commission's
decision in Great Sweet Grass 0ils Ltd., 37 S.E.C., 683,

690 (1957), aff'd, 256 r.2d 893 (b.C. Cir. l958)a

- The initial distribution in that case involved a
-merger and therefore was excluded from the registration
»requlrements by Rule 133. The Commission stated that

"subsequent casual sales . . . by non-controlling
stockholders which follow the normal pattern of trading
in the stock would be deemed exempt' from registration
by virtue of Section 4(l). Defendants' reliance on
the quoted material is misplaced, however, since it
is obvious that the Commission was not referring to
transactions like the present spin-offs in. which it

‘was the very purpose of the issuer and its controlling

persons to bring about the subsequent sales.

Y
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- It is important to note that each of the foregoing
grounds for denyingA%éction 4(l) exemption - one ground réf
lating to issuef transactions, and two relating to underwriter
transactions - is alone sufficient to deﬁy the e#émption. Thus,
if this Court should conclude that' the transactions here in-
volved were transactions by an issuer, it need not consider
whether any of the defendants were underwriters. Similarly,
'if it concludes that Harwyn was an underwriter oﬁ either of
the two grounds advanced, it need not consider the other
ground. ‘Ngf need.the.Coprgidecide_wheéherrany of the remaining
defendants are underwriters; for if a transaction is not exempt,
all perso;s ttho cause or participate in it are in violation of
Section 5 regardless of whether tﬁey happen to be underwriters
(seec pp. 22-23, 36-38 of plaintiff's Memorandum of Lm@.

C. "DIVIDENDS" ARE NOT NECESSARILY
"~ EXEMPT FROM REGISTRATION

The defendants have repeatediy referred to the
Harwyn spin-offs as '"dividends" or "stock dividends." 1In

so doing they have employed the same device that they have
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unjustifiably}accused the Commission of utilizing, namely a
bootstrap argument to bolster their contention that the
transactions complained of involve no sales of securities

and are therefore exempt from registration under.the Securities
Act. Théy could have just as conveniently called the unregistered
securities of the suEsidiaries "exempt securities" and.labeled
théir various NOTICES (See Exhibits C, G, J and R of Sorkin's
Affidavit) as’ NOTICE AS TO SOURCE OF EXEMPT SECURITIES.

| Their argument is based upon the assumption that
"dividends," either in stock, cash or other property, and
"'sales" as defiﬁed in Sectibn 2(3) of fhéAéééuriéiéé.Act,

are mutually exclusive. This is an incorrect assﬁmption.
Neither in-Section 2(3) nor in Section 5 is there any_provision
declaring that dividends and salés are mutually exclusive.
Indeed, the term ”dividepd” is not even used there. Further-
more, since the Court in the instant case ié faced with the

task of interpreting a federal statute, the meaning given to

the term "dividend'" under state law would not be determinative.
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See S.E.C. v. Variable Annugity Co., 359 U.S. 65, 69 (1959).
In any event, whether or not the Harwyn spin-offs ﬁould
be characterized under state law ds ''dividends," they clearly

are not "stock dividends! While the term "dividend" has

been defined in several contexts, See McKinnev's Consolidated

Laws of New York Anmnotated § § 219 - p and 350, it is well

settled under New York State corporation law Business Corporation

Law § 510, that a dividend of stock of another corporation
isin no way a stock dividend as the term is wausually employed.

It 4s very clear that a dividend ¢f the stock
of other corporations is in no respect a stock
dividend, as the texrm is usually employed;
i.e. an increase of the nominal capital stock
"of sharecholders of a company. It is precisely
the same as a dividend in cash because the
corporation might have sold the stock and
divided the money among its shareholders.

In Re Rodgers, 48 N.Y.S. 175, 178 af£'d 161
N.Y. 108; cited vith approval In Re Kur's
Estate, 251 N.Y. S.2d 112, 114 (1964).

Similarly, the spin=offs of the securities of the four

subsidiaries in the present case were not increases of the

nominal capital stock of the shareholders of Harwyn.

>

o

A i ke + i
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"

This distinction between 'dividends" and '"stock

dividends" is important because the defendants have repeatedly
characterized the Commission's Securities Act Release No. 929
(July 29, 1936) as a justification for their failure to

register. Their claimed reliance on this release as the

"authority" that has sanctioned unregistexed. spin-offs for

the past thirty years is based on an incorrect interpretation

of the release. It should be noted that the release specifically

" points out that the temm "sale" as defined in Section 2(3)

~of the Securities Act "is-extremely broad in its scope. . . 5/

The release also points out that the party requesting the

opinion "is silent as to the mechanics of the declaration and

distribution. . ." of the dividend there involved. Most

5/ The relevant part of Section 2(3) reads: The term

"sale" or "sell' shall include every contract of sale
or disposition of a security or interest in a security
for value. The term "offer to sell," "offer for
_sale," or "offer" shall include every attempt or
- offer to dispose of, solicitation of an offer to
buy, a security or interest in a security, for
value,
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ﬁnportantly;_however the reiease deals with a situation
which differs from the present case in two. significant
respects. First Release 929 deals with a true '"stock ”
dividend" declared in the stock of the corporati;n which

is declaring the dividend. In that situation the company's
securities may already be trading publicly on the open
market, and a dividend in stock would be an increase in

the capital of the cérpbration rather_than an initial

distribution of securities of a privately-held corporation,

Compare this siﬁuation with that of the Harwyn distributions
éfAsécurities of wholly-cwned subsidiéfié;“;lwhi;ﬂﬁseéurities
havé never been traded puﬁlicly and are disfributed at a

time when ;Here is a total vacuum of information concerning

" the subsidiaries. Second, the situation dealt with in
Release 929 did not involve a-distribution effected for the
sole purﬁose of creating aﬁ instant public corporation - a
situation which appears to be a reyatively recent phenomenon.
D. - ABSENCE OF PRIOR JUDICIAL PRECEDEﬁT DOES NOT

PRECLUDE AN INTERPRETATION CARRYING OUT THE
STATUTORY . PURPOSE

The defendants have stressed that this action brought

by the Commission raises novel questions of law and is based

L
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~on a ''new concept" iﬁ thé interpretation of the secqrities
lawé, They seem to argue that ngw_interprefations must bé‘
left to the legislature and are not a proper exercise of the
judicial function._ This proposition not only is ébntrary

to fuﬁdamental principles of Anglo-American juriSprudence;
but would destroy the vital function of the_courts to
intgrpret statutory language through judicial decisions;
applying the statutes in accordance with legislative purpose
to new situations as they arise. Thus, even assuming that
 the Court is faced with a case of first impression in
deciding whether sbin-offs effected to create "instant"
public corporations ﬁust‘be registered,".'..the first
litigation of , . . a Zfarticuléi/practice is a prbper-occasion
for its outlawry if it is in fact in violafion." Chésins v.

- Smith, Barney & Co., Inc., CCH Fed. Sec. L. Rep. par. 92, 712

-at p. 99136 (2d Cir., July 7, 1970).
It is particularly épprOpriate, indeed essential,
to interpret the securities laws on a case~by-case basis

so as to carry out the statutory purpose in dealing with

new situations involving the application of these laws. Such
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an approach is not inconsistent with settled doctrine, for

It embodies a flexible rather than a static
principgle one that is capable of adaptation to
meet the countless and variable schemes

devised by those who seek the use of money

of others on the promise of profits. S.E.C.

v. W.J, Howey Co., 328 U.S. 1100, 1103 (1946).

The term "sale' is a broad, nbn—techniéal term which,because
it lies at the very foundation of the applicability-of the
Sécurities Act, must be constfued flexibly to deal with new
situations in-accordapce with the Congressional intent. It
is just ndt realistic to require Congress, rafher than the
courts, to deal continuously with the myriad of methods,
scheﬁes and aftifices employed to-violaté tﬁe Securities
(Act, |

The defenaants repeatedly claim'that for the past
thirty years-the type of spiné offs involved in this case
have been regarded as not requiring registratioﬁ. As we
have shown, however, not 6n1y are the activities complained of
contrary to the statutory purpose, but the distribution ofA
unregi%tered securities through Spin;offé for the sole purpose
of creating_insténf public compaﬁies appears to be a relativel§

recent phenomenom, Furthermore,
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thé defendants in this case have not been singléd cut by

thé Commission td be sued in.antest.case inVolving spin-

offs. The Commission has also brought action agginst ;fher

persons who utilized the spin-off method prior to the

July 2, 1969 release.

II CONTRARY TO DEFENDANTS' ASSERTIONS, THE FRAUD ALLEGATIONS
ARE KOT DEPENDENT UPON A FINDING THAT DEFENDANTS HAVE

VIOLATED THE REGISTRATION PROVISIONS OF THE SECURITIES
ACT '

Defendants mistakenly assert that the Commission's
fraud allegations are based on the theory that, by violating
‘the registration pfévisions, they automatically committed fraud'.
vidiations also. To the contrary, the fraud allegations are
‘not at all.éependent on a finding that defendants violated
Section 5. The fraud charges rest on-two grounds, neither of
which involves the registration provisions.

First, defendants made affirmatively false and mis-
leading. statements of'maferial fact in at least two respects.
(a) A release tc shareholders which categorically states that
the corporation being spun-off has "no assets énd.no Liabilities"

is plainly misleading in light of previous releases announcing
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thé acquisition.of'the subsidiary by new management. Is
one to believe that new management is givihg up privately
held assets for a corporation that has no assets? Is one
to believe that the subsidiaries which several weeks prior'

to the distribution had received an infusion of assets, now

at the time of the distribution had. no assets? The defendants

have claimed that the NOTICE(S) AS TO SOURCE OF DIVIDENDS were

understating the real worth of the subsidiaries and should

therefore be "praised" for taking a more conservative position

with regard to the worth of spin-off corporations. DBut it

-is just as important not to understate information conveyed

to the public as it is not to cverstate information. S.E.C,

v. Texas Gulf Sulphur, 401 F.2d 833 (2d Cir. 1968), cert.

-x denied sub nom. Kline v. S.E.C. 394 U.S. 976 (1969).

(b) The defendants also deceived Harwyn sharecholders and
other investors in the public markets'by describing the'épin-
offs as dividénds, withcut at the same time informing the
public, inciuding-Harwyn's shareholders, that Harwyn had
specifically contracted with third parties to Spin-off fhe
shares of its subsidiaries and that the Spin-offs-Were made

solely to create publicly held companies rather than for an
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1ndependent bu51ness purpose and to provide legitimate
dividends to the Harwyn shareholders.‘ The’ nature and purpose
of the dividends were material facts because they might have
,affected ""the desire of investors to buy, sell, or hold the

company's securities." Securities and Exchange Commission

v. Texas Gulf Sulphur, supra, 401 F.2d at 849, Disclosure

of the background of the so-called dividends would have
pnt investors on notice that the new controlling persons
- of each subsidiafy were not averse to taking action
artifically affecting the-merket for the company's securities.
~ Such disclosure would also have put invcetors on notice of
a motive for the new management to run the company's business
in such a way as to stimulate market activity regardless of
the effects on the corporation itself, | |
The second major ground upon,which the fraud charges

rest - and this ground‘is'the heart of the fraud portion
of the eése - is based on the Congressional intent to secure
fair and honest securities merkets (see pp. 38-44 of the Commission's
Memorandum of Law) and was summarized at p. 63:‘ '

With respect to the anti-fraud provisiens,

particularly those under the Exchange Act, the

creation of a trading market through a

distribution effected for the sele purpose
of creating such a market, while basic
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information about the company cr the
distribution is withheld, would be
inconsistent with the statutory purpose
of maintaining fair and honest securities
markets. . o - *
See also p. 45.
The Commission's position that defendants violated
the anti-fraud provisions by their action in creating trading
markets while basic information about the companies and
the distributions was withheld does not mean, as defendants
assert, that in order tc have complied with the anti-fraud
_provisions they would have had to furnish all the.detailed
information contained in a statutory prospectus. What they

would have been required to do was disclose certain basic

information essential to the maintenance of an honest market -

information.about the company's financial condition, th¢
nature of its business, the iden;ity and background of‘its
management and the nature and purpose of the distribution.
Nor does the Commission's position mean that defendants
should be held to have violated the anti-fraud provisions
simply by haviﬁg remained "totally.silent." Defendants
Committed the violations by taking affirmative steps to

create the trading markets.
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IiI " DEFENDANTS SHOULD BE PRELIMINARILY ENJOINED

| The defendan£s, in their various answering affidavits
and memoranda of law, have erroneously'characteri_zed a
preliminafy injunction in é Commission enforcemeng action
as being an "exté%rdinary remedy" that can only be granted
if there is ''clear and convincing" evidence that there is a
""danger'" the violative activity Qill occur again.

The defendants, hoﬁever, fail to‘realize that this
preliminary injunction sought by the Commission is a creature
of statute and therefore.the burﬁén of showing irreparablé
injury by clear and convincing evidence is.totally ir;elevant
to the relief sought. Furthermére, the preliminary injunction
sought by tﬂe Commission is a means by which the defendants
are ordered to obey the law and not engage in further violative
-activity. The defendants canmot treat the Commission's
actioh as a common law fraud action for damages.

Although the defendants have repeatedly characterized

a preliminary injunction as an "extraordinary remedy,' it

is, in fact, no more than a " mild prophylactic.'" See S.E.C.

v. Capital Gains Research Bureau, 375 U,S. 179, 193 (1963).

-
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As the court stated in Capital Gains Resecarch Bureau, supra

-

aé ﬁ. 193,
It is not necessary in a suit fér equitable
or prophylatic relief to establish all the
elements required in a suit for monetary
damages.
Defendants' reliance_és a defenSé on Securitiés Act
'Release 929 and Section 19(a) of the Securities Act is
without merit. No further discussion is necessary concerning
the.applicability or :elévancy of Release 929 (See POINT I
subsection C of this Reply Memorandum of Laﬁ). As for Section
"ié(a), this seétioﬁ appliéé.oniy.tb "fﬁleé and regulations
of the Commission." It does not apply to or make reference
to interppetive releases.

The defendants have also sugéested that since they
derived no benefit from their violative activities, they
should not be preliminarily enjoined. Assuming, arguendc,
that the defendants are correét;'although the Commission argues

otherwise (See Memornadum of Law, pp. 28-28(a) and POINT I

subsection B of this Reply Memorandum of Law) the Court in
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S.E.C, v. North American Resecarch and Development Corporation,

424 F.2d 63, 82 expressly lays this argument to rest and
goes further in stating that economic motivation ismt a
defense to action for violation of Section 5.

CONCLUSlON

It is resPectfully requested Lhat the relief sought
in the Commission's motion be granted and that this Court
issue an order of preliminary injunction enjoining the
defendants from further violations of the registration and
anti-fraud provisions of the federal securities acts.

Respectfully submitted,
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