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ELLIOT HANDLER, e t  al., 
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v. 

SECURITIES AND EXCHANGE COMMISSION, e t  al., 

Appellees. 

On Appeal From The United S t a t e s  D i s t r i c t  Court  
For The Cen t r a l  D i s t r i c t  o f  C a l i f o r n i a  

REPLY BRIEF FOR APPELLANTS 
ELLIOT HANDLER, RUTH HANDLER AND 

SEYMOUR ROSENBERG 

I PRELIMINARY STATEMENT 

The Answering Br ie f  o f  t h e  SEC defendants  p r imar i ly  

r a i s e s  a s e r i e s  o f  avoidance defenses  to  our  c la ims t h a t  the 

I Amended Judgment violates Article I11 of  t h e  Cons t i t u t i on ,  the 

I Separation o f  Powers Doctr ine ,  t h e  S e c u r i t i e s  A c t s ,  and Rules 
1/ - 

of t h e  SEC. W e  respond to  t h e s e  defenses  i n  Sect ion I o f  t h i s  

i , I b r i e f ,  pp. 2 - 9, i n f r a .  The SEC'S sole response t o  t h e  m e r i t s  
I 

1 . of o u r  A r t i c l e  111 argument comes i n  t h e  conten t ion  t h a t  t h e  

1/ We s h a l l  cite t h e  SECgs b r i e f  as "SEC ~ r . "  p l a i n t i f f s '  
Firs t  b r i e f  i s  c i t e d  as " I n i t i a l  ~ r . .  The des igna t ion  "APP-." 
r e f e r s  to  t h e  Appendix t o  the I n i t i a l  Br ie f .  The t e r m  mAmended 
Judgmentw.is explained a t  I n i t i a l  Br., 5 n.5. 



Spec i a l  Counsel-Special Auditor  r o l e  under t h e  Amended Judgment 
9 

i s  analogous t o  t h a t  t r a d i t i o n a l l y  ass igned an equ i ty  rece iver .  

(SEC Br. a t  24-30.)We show i n  Sec t ion  11 o f  t h i s  b r i e f  that 

t h e  analogy i s  f a u l t y  and, indeed,  r e f u t e d  by t h e  very  case 

l a w  r e l i e d  upon by t h e  SEC. See pp. 10-19, i n f r a .  F i n a l l y ,  

t h e  SEC responds to  o u r  c la im t h a t  t h e  agency unlawfully de le -  

- . -  
g a t e d  i t s  i n v e s t i g a t i v e  r e s p o n s i b i l i t i e s  t o  a p r i v a t e  lawyer 

-- . 
- and p r i v a t e  accounting f i r m  on ly  by denying t h e r e  was i n  fact  

- .  
a de lega t ion .  (See SEC Br. 24  n.32.) W e  respond t o  t h i s  d e n i a l  

i n  Sec t ion  111. See pp. 19-27;infra. 

ARGUMErn 

I. 
-ALL THE AVOIDANCE DEFENSES FAIL 

- 

I n  a n  e f f o r t  t o  avoid  having t h i s  Court  s i t  i n  judg- 

ment on t h e  lawfulness  o f  t h e  SEC1s p r i v a t e  law-enforcement 

dev ice ,  t h e  SEC defendants have r a i s e d  a smoke sc r een  o f  pro- 

cedu ra l  defenses ,  none o f  which is app l i cab l e  t o  t h i s  case. 

Accordingly, t h e  SEC's avoidance panuever cannot p reven t  judi-  

c i a l  s c r u t i n y  o f  t h i s  i n v e s t i g a t i v e  technique which it i s  us ing  

wi th  increased  frequency and which f o r  s e v e r a l  y e a r s  has  

managed t o  escape review. + 
1 

The SEC1s bar rage  o f  procedural  defenses  i s  based 
t 

on t h e  c o l l a t e r a l  a t t a c k  d o c t r i n e  (SEC Br. 19-22) s t and ing  (id. 
- a t  19 n.25), j u s t i c i a b i l i t y  ( id .  - a t  15-16), and waiver (id. at  

22-.23), a l l  o f  which m e r i t  l i t t l e  comment t o  e s t a b l i s h  t h e i r  

, . .  i n a p p l i c a b i l i t y  here .  



F i r s t ,  .our A r t i c l e  I11 cha l lenge  t o  t h e  a c t i o n s  o f  

t h e  D i s t r i c t  Court  i n  c r e a t i n g  a Spec i a l  Counsel t o  conduct 

an  i n v e s t i g a t i o n  and  t o  f i l e  a report is  j u r i s d i c t i o n a l :  t hus  

it i s  n o t  s u b j e c t  t o  waiver or consent  o f  t h e  p a r t i e s .  (see 

I n i t i a l  Br. at 14 n.9.) See a l s o  Rincon Band of  Mission ~ n d i a n s  

v. County o f  San Diego, 495 F.2d 1, 8 (9 th  C i r .  1974) ( " I t  i s  

hornbook l a w  t h a t  j u r i s d i c t i o n  o f  a D i s t r i c t  Court  cannot  be 

s t i p u l a t e d  t o  by  t h e  p a r t i e s ,  and t h a t  t h e  c o u r t  

must s a t i s f y  i t s e l f  t h a t  j u r i s d i c t i o n  e x i s t s " ) ;  u n i t e d  S t a t e s  

v. Decamp, 478 F.2d 1188, 1191 (9 th  Ci r .  19731, c e r t .  denied,  

414 U.S. 924 (1973) ( w J u r i s d i c t i o n a l  d e f e c t s  cannot,  o f  course ,  
2/ - 

be waived."), I f ,  as we contend,  t h e  a c t i o n s  ordered by t h e  

D i s t r i c t  Cour t  were beyond t h e  scope o f  i t s  A r t i c l e  I11 powers, - 

it i s  i r r e l e v a n t  t h a t  t h e  judgment was consented t o  or t h a t  

t h e  a p p e l l a n t s ,  who have been i n j u r e d  by t h e  unlawfully or- 

dered  a c t i o n s ,  were n o t  p a r t i e s  t o  t h e  e a r l i e r  s u i t  and have 

found it necessary  t o  a t t a c k  i t s  judgment c o l l a t e r a l l y .  

2/ The SEC's consen t  judgment c a s e s  recognize  t h i s  po in t .  - 
See United S t a t e s  v. Radio Corp. o f  America, 46 F, Supp. 654, 
656 (D.De1. 1942) ("I do n o t  overlook t h e  f a c t  t h a t  consen t  
decrees  may be set  a s i d e  f o r  l a c k  of a c t u a l  consent  t o  the 
decrees  as -en te red ,  f o r  f raud  i n  t h e i r  procurement, or f o r  l a c k  
o f  Federa l  ju r i sd ic t ion ."  Swi f t  b Co. v. United S t a t e s ,  276 
U.S. 311, 324 (1928)).  None of  t h e  c a s e s  r e l i e d  upon by t h e  

. SEC t o  suppor t  t h e i r  " c o l l a t e r a l  a t t a c k "  defense  involved a 
c l a im  t h a t  t h e  p r i o r  judgment exceeded t h e  l i m i t e d  powers of 
a f e d e r a l  c o u r t  under A r t i c l e  111, and none o f  them involved 
c l a ims  o therwise  f a l l i n g  w i t h i n  t h e  "void judgmentw p r i n c i p l e .  
See a l s o  7 Moore's Federa l  P r a c t i c e ,  S 60.25[2] a t  303 (2d ed.) 
( ' I f ,  however, t h e  c o u r t ' s  a c t i o n  involves  a p l a i n  usurpa t ion  
o f  power, t h e  c o u r t ' s  judgment i s  void ,  even though it has t h e  

(cont 'd)  



Second, none of t h e  p l a i n t i f f s  "waivedw any  r i g h t s  
3/ * - 

a t  i s s u e  i n  t h i s  case .  . P l a i n t i f f  Rosenberg, f o r  example, had 

no involvement whatsoever i n  Ma t t e l ' s  c o r p o r a t e  d e c i s i o n  t o  

acqu iesce  i n  t h e  SEC's demand f o r  a s p e c i a l  counse l  i nves t i ga -  

t i o n .  (See B r i e f  o f  Appe l lan t  Seymour Rosenberg a t  3-4. )'I And 

2/ (cont 'd)  - .. - 
r e q u i s i t e  j u r i s d i c t i o n  o v e r  t h e  p a r t i e s  or res, as t h e  c a s e  

- may be .") ;  United S t a t e s  v, Walker, 109 U.S. 258, 266 (1883). 
We a l s o  n o t e  t h a t  i n  t h e  p r i n c i p l e  c a s e  relied upon by t h e  SEC 
defendants ,  i , e . ,  McAleer v, American Tel .  h Tel .  Co,, 416 F, 
Supp. 435, 438-41 (D.D,C. 1976) ,  t h e  c o u r t  po in ted  o u t  t h a t  
(416 F. Supp. a t  439): 

"It i s  unnecessary t o  e l a b o r a t e  on t h e  
obvious  f a c t  t h a t  t h e  Consent Decree d i d  
n o t  and cou ld  n o t  have conc lus ive ly  d e t e r -  
mined t h e  r i g h t s  o f  non-par t ies  such as p l a in -  
t i f f  M c A l e e r ,  

3/ The SEC defendan t s  concede i n  t h e  mids t  o f  t h e i r  "waiver" - 
argument t h a t  it i s  i n a p p l i c a b l e  where "bas ic  c o n s t i t u t i o n a l  
r i g h t s w  a r e  it i s s u e ,  SEC Br. 23 n.31. Y e t  "bas ic  c o n s t i t u -  
t i o n a l  r i g h t s w  are e x a c t l y  what is  it i s s u e  i n  t h i s  case .  
P l a i n t i f f s '  complain t  . a l l ege s  t h a t  t h e  i n v e s t i g a t i o n s  under- 
t aken  by S p e c i a l  Counsel and S p e c i a l  Auditor ,  and t h e  publ i -  
c a t i o n  of t h e i r  reports, have depr ived  them, -- i n t e r  a l ia ,  of 
such F i f t h  and S i x t h  Amendment r i g h t s  (Complaint, para .  38, 
R. 19)  as t hose  p e r t a i n i n g  t o  a f a i r  hea r i ng  by an  i m p a r t i a l  
trier o f  f a c t  ( id . ,  - para .  41, R. 20-21), t h e  r i g h t  t o  con f ron t  
and cross-examine w i tne s se s  ( i d . ) ,  t h e  r i g h t  n o t  t o  be  s u b j e c t  

7 t o  a t o t a l l y  un l imi ted  i n v e s t i g a t i o n  conducted wi thou t  pro- 
c edu ra l  r u l e s  r e s u l t i n g  i n  o f f i c i a l l y  sanc t ioned  p u b l i c  accusa- 
t i o n s  o f  wrongdoing (id.', - paras .  41-42, 48 (a ) ,  R. 20-21, 23) 
and the r i g h t  t o  t r i a l  by an  i m p a r t i a l  j u r y  i f  they  are in -  
d i c t e d ,  (Id. ,  - para .  48(b) ,  R. 23,) The most s t r i n g e n t  
s t anda rds  conceivable  f o r  waiver  o f  such b a s i c . c o n s t i t u t i o n a l  
r i g h t s  must be m e t .  See Schneckloth v. Bustamonte, 412 U.S. 
218, 236-37 (1973); Johnson v. Zerbs t ,  304 U.S. 458, 464 (1938). 

4/ The SEC's r e l i a n c e  f o r  a claimed "waiver" upon P l a i n t i f f  - 
Rosenberg's knowledge t h a t  a Spec i a l  Counsel had been appointed ,  
and upon t h e  Handlers '  and Rosenberg's p a r t i c i p a t i o n  i n  i n t e r -  
views by t h e  S p e c i a l  Counsel i s  wholly misplaced. A t  t h e  t i m e  
t h e  S p e c i a l  Counsel was appointed ,  none o f  t h e  p a r t i e s  -- n o t  
even t h e  S p e c i a l  Counsel -- knew p r e c i s e l y  what h i s  r o l e  was to  
be  or how he would u se  h i s  powers. Moreover, a l l  persons  

(con t  'dl 



respecting t h e  Handlers, each o f  t h e i r  acts i n  vo t ing  f o r  t h e  
9 

adoption of  Matte1 r e s o l u t i o n s  and i n  execut ing undertakings 

wi th  respec t  t o  t h e i r  p o s i t i o n s ' a s  o f f i c e r s  and d i r e c t o r s  o f  

I Mattel  was taken i n  t h e  capac i ty  of  an o f f i c e r ,  d i r e c t o r  and 

1 f iduc ia ry  of  Matte1 and i t s  shareholders .  I n  t h a t  capac i ty ,  

they were charged with  r e s p o n s i b i l i t y  f o r  management of t h e  

1 a f f a i r s  o f  Matte1 by b o t h  Delaware a n d - C a l i f o r n i a  l a w .  (Dela- 

I ware Corporation Law S 141(a)  and C a l i f o r n i a  Corporations Code 

S 800.) The a c t i o n  o f  a d i r e c t o r  taken dur ing  a board o f  

d i r e c t o r s  meeting wi th  r e s p e c t  t o  managment o f  h i s  company's 

I a f f a i r s  cannot bind him i n  h i s  i nd iv idua l  capac i ty  or preclude 

I him from a l t e r n a t i v e  courses  o f  a c t i o n  i n  h i s  own r i g h t  as long 

I - 

.as, i n  pursuing such course  o f  a c t i o n ,  he does n o t  v i o l a t e  h i s  

f i duc i a ry  d u t i e s  of  c a r e  and l o y a l t y  t o  t h e  corpora t ion  o f  which 
I 

he is  a d i r e c t o r .  See, e g g . ,  I n d u s t r i a l  Indemnity Co. v. 

I Golden S t a t e  Co., 117 C a l .  App. 2d 519, 533-534, 256 P.2d 677 

(1953). See a l s o  Sequoia Vacuum Systems v. Stransky,  229 Cal. 

App. 2d 281, 40 C a l .  Rptr.  203 (1964). 

Third,  p l a i n t i f f s  c l e a r l y  possess  t h e  r e q u i s i t e  stand- 

i n g  t o  b r i n g . t h i s  ac t ion .  Standing,  a s  t h e  Supreme Court has  

r ecen t ly  emphasized, is  based on t h e  pos ture  o f  t h e  p l a i n t i f f  

wi th  respec t  t o  t h e  challenged conduct -- "whether t h e  p l a i n t i f f  

has  'a l leged such a personal  s t a k e  i n  t h e  outcome o f  t h e  con- 

4/ (cont 'd) - 
a f f i l i a t e d  wi th  Matte1 were -- by t h e  Amended Judgment -- under 
c o u r t  o rde r  n t o  cooperate" i n  t h e  Spec i a l  Counsel 's  inves t iga-  
t i on .  These hardly  a r e  t h e  circumstances t o  suppor t  a f i nd ing  
o f  a knowing,waiver o f  b a s i c  c o n s t i t u t i o n a l  r i g h t s .  



t r o v e r s y m  as t o  war ran t  h i s  i n v o c a t i o n  o f  F e d e r a l  Cour t  j u r i s -  

d i c t i o n  and t o  j u s t i f y  e x e r c i s e  o f  t h e  Cour t ' s  remedia l  powers 

- o n  h i s  behalf." Warth v.  eld din, 422 U.S. 490, 498-99 (1975). 

I n  t h i s  c a s e ,  t h e  p l a i n t i f f s ,  as t h e  primary and, indeed,  t h e  

o n l y  p e r s o n s  s t i g m a t i z e d  by b e i n g  p e r s o n a l l y  i d e n t i f i e d  i n  t h e  

S p e c i a l  Counsel ' s  r e p o r t  as c u l p a b l e  p e r s o n s  obv ious ly  have a 

s u b s t a n t i a l  s t a k e  i n  t h e  outcome of t h e  p r e s e n t  cont roversy .  

They are t h e  o n l y  i n d i v i d u a l s  a g a i n s t  whom S p e c i a l  Counsel rec- 
- - 

. ommended s u i t s  be f i l e d  and they  are t h e  ve ry  pe r sons  a g a i n s t  

whom S p e c i a l  Counsel ' s  "evidencen is' most l i k e l y  t o  be u s e d , b y  

. c u r r e n t  and f u t u r e  l i t i g a n t s .  Thus, under  w e l l - s e t t l e d  p r i n -  

c i p l e s  of s t a n d i n g ,  t h e  p l a i n t i f f s  have  t h e  r i g h t  t o  invoke 

t h e  C o u r t ' s  j u r i s d i c t i o n  t o  a d d r e s s  t h e  c l a i m s  r a i s e d  i n  t h e i r  

complaint ,  Indeed,  t h e y  are - t h e  pe r sons  m o s t  l i k e l y  t o  r a i s e  

t h e  impor tan t  c o n s t i t u t i o n a l  i s s u e s  c r e a t e d  by t h e  S E C m s  adop- 

t i o n  o f  a c o n g r e s s i o n a l l y  unauthor ized  procedure  t h a t  v i o l a t e s  

fundamental c o n s t i t u t i o n a l  p r i n c i p l e s ,  b u t  which, because  o f  

t h e  consen t  decree d e v i c e  employed by t h i s  powerful  p u b l i c  

agency, h a s  never  b e f o r e  been s u b j e c t  t o  t h e  c a r e f u l  s c r u t i n y  

- o f  t h e  f e d e r a l  c o u r t s .  Cf., - B a l l e r i n a  Pen Company v. Kunzig, 

433 F.2d 1204, 1208-09 (D.C. C i r .  1970),  cert. denied ,  401 U . S .  

950 (1971). - 
. . 

_ - r _ -  . - ,  .. , - 
- - I n t e r e s t i n g l y ,  under  t h e  SECms approach as t o  who h a s  

s t a n d i n g  t o  c h a l l e n g e  ' the  S p e c i a l  .Counse l - inves t iga t ive  dev ice ,  

. t h o s e  pe r sons  who are l i k e l y  t o  s u f f e r  t h e  most e g r e g i o u s  harms 

can never  be heard  t o  complain, According t o  t h e  SEC, t h e y  



cannot i n t e rvene  i n  t h e  o r i g i n a l  a c t i o n  because it is specula- 

t i v e  a t  t h a t  p o i n t  whether they  w i l l  b e  i d e n t i f i e d  as cu lpab le  

p a r t i e s .  (SEC Br. 19,  11.25.) And they cannot co l l - a t e r a l l y  

a t t a c k  t h e  Spec i a l  Counsel 's appointment or t h e  conduct o f  

h i s  i n v e s t i g a t i o n  because of  t h e  SEC's w f i n a l j u d g m e n t "  

theory.(SEC Br. 19-23.) I n  s h o r t ,  t h e  SEC would i n s u l a t e  i ts  

p r i v a t e  law-enforcement device  from any a t t a c k  o t h e r  than by 

- t h e  co rpo ra t e  e n t i t y  t h a t  is being asked t o  f inance  t h e  Spec i a l  

Counsel 's venture.  Of course,  what t h e  SEC knows -- b u t  l eaves  

uns ta ted  -- is  t h a t  corpora t ions  i n  t h i s  country,  who must re- 

t a i n  t h e  good favor  o f  t h e  commission i n  o r d e r  t o  ga in  access  

by pub l i c  o f f e r i n g s  t o  l i f e - s u s t a i n i n g  c a p i t a l ,  are t h e  l e a s t  

l i k e l y  t o  cha l lenge  t h e  Comiss ion ' s  d e s i r e  f o r  a p r i v a t e  i n -  

q u i s i t i o n .  The t a rge t ed  corpora t ion  i s  only  t o o  pleased t o  

have t h e  SEC forego f u l l - s c a l e  l i t i g a t i o n  i n  favor  o f  a pri- 

v a t e  house-cleaning i n  which t h e  corpora te  e n t i t y  su rv ives  and 

co rpo ra t e  execut ives  are l e f t  t o  remake t h e i r  l i v e s  elsewhere. 

It is t h i s  fact.  t h a t  has  permit ted t h e  Commission's new law- 

enforcement technique t o  escape c l o s e  j u d i c i a l  s c r u t i n y  t o  date.  

'The p l a i n t i f f s  here ,  however, have s u f f e r e d  -- and w i l l  cont inue 

t o  s u f f e r  -- t h e  kind o f  conc re t e  i n j u r y  t h a t  provides  them a 

v i t a l  s t a k e  i n  t h e  outcome o f  t h i s  case.  There is, accordingly,  

no ques t ion  t h a t  they  possess  t h e  r e q u i s i t e  s tand ing  t o  r a i s e  

. . t h e  i s s u e s  presented here.  



Fourth, the Cornmission~s brief goes to great lengths 

to characterize this action 2 appellants1 attempt to forestall 
- a  criminal indictment. The Commission apparently believes that 

if it convinces this Court that it has no authority to inter- 

'fere with a grand jury's quest for evidence, this Court will 

then find it unnecessary to rule on the constitutionality of 

- .- - - the Commissionls new investigative device. To this end, the 
I 

Commission contends that because appellants might someday have 

the opportunity to move to suppress evidence at a criminal 

1 trial,.any rcling here as to the lawfulness of the Special . . 

Counsel procedure would constitute "an advisory opinion on 

hypothetical facts.- The Commissionls mprematurity" or lack 

of a "case or controversyw defense is premised on a wholly 

incorrect assessment of the facts and a misunderstanding of 

. .  the nature of this action. Although various aspects of this 

suit do relate to matters that would arise should the govern- 

ment someday seek to prosecute the plaintiffs, it is in no way 

dependent upon any future developments. The Reports of which 

I the plaintiffs complain are still in existence. They stand 

, 

1 

, as official district court documents attributing to plaintiffs 

misconduct . . .  that has never been proven under lawful procedures. 

The injury that results is real and susceptible of remedy. 

Of course -- as the SEC argues -- the'court cannot mexpunge" 
. . 

. . . .  

- .  . . ' the memories or collective knowledge which currently exists 

in th; comm&ity because of the dissemination of Special Coun- 

sel's Report. (SEC Br. at 24 n.31.) But then, neither could 
- .- . . - .  . 

. . . .  . . - .  
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t h i s  Court i n  United S t a t e s  v. Chadwick, 556 F.2d 450 (1977) and 

t h e  F i f t h  C i r c u i t  i n  United S t a t e s  v. Briggs,  514 F.2d 794 (1975) 

expunge from t h e  pub l i c  miiids t h e  "unindicted co-conspirators" 

l abe l .  What t h e  Court  can do, however, i s  te rmina te  t h e  o f f i c i a l  

s t a t u s  o f  t h e  Report and e l imina t e  t h e  in fe rence  t h a t  t h e  f i nd ings  

of Spec ia l  Counsel are j u d i c i a l l y  sant ioned.  Moreover, t h i s  s u i t  

seeks dec l a ra to ry  r e l i e f  as t o  t h e  lawfulness  o f  t h e  procedure 

i t s e l f  which r e s u l t e d  i n  t h e  dep r iva t ion  o f  p l a i n t i f f s '  r i g h t s .  

Such a judgment i s  n o t  "advisoryn a n d  c e r t a i n l y  is  n o t  based on 

"hypothet ical  facts ."  

F i n a l l y ,  as t o  t h e  conten t ion  t h a t  t h i s  Court cannot 

preclude a grand ju ry  from ob ta in ing  whatever evidence it  

d e s i r e s ,  t h e  f a c t  i s  it can. (See Rule 17,  F.R.Crim.P.; u n i t e d  

S t a t e s  v. Calandra, 414 U.S. 338, 346 n.4 (1974) .) But even if - 

it were inc l ined  otherwise ,  it has  been n e a r l y  a yea r  s i n c e  

the  D i s t r i c t  Court  re fused  t o  e n j o i n  t h e  defendants from making 

f u r t h e r  use of  t h e  evidence obta ined from Spec ia l  Counsel, 

It is our  understanding t h a t  a l l  such evidence has  been pre-  

sented t o  t h e  grand ju ry  and t h a t  grand jury access  t o  evidence 

simply i s  n o t  an i s s u e  i n  t h i s  case .  I f  t h a t  is s o  -- and w e  

be l i eve  it is --.it i s  disingenuous f o r  t h e  defendants t o  r a i s e  - 
t h e  mat ter  a s  a b a s i s  f o r  t h i s  Court ' s  r e f u s i n g  t o  r u l e  upon 

5 /  - 
t h e  meri tor ious  i s s u e s  proper ly  presented by t h i s  appeal.  

5/ A represen ta t ion  by t h e  defendants a s  t o  t h e  s t a t u s  o f  - 
t h i s  p a r t i c u l a r  mat te r  is  a l l  t h a t  is necessary t o  l a y  t h e  
mat ter  t o  rest. 



THE PRIVATE LAW-ENFORCEMENT DEVICE EMBODIED 
IN THE AMENDED JUDGMENT IS NOT SUSTAINABLE 

BY ANALOGY TO TRADITIONAL EQUITABLE REMEDIES 

I The Amended Judgment at issue in this case authorized 
' 8  

9 an open-ended investigation by a private attorney and private 

I accounting firm. The investigation was carried out under the 

I1 - 

authority of a Federal District Court which was responsible 

ultimately for supervising the conduct of the private investi- 
- 

gators, but which had no authority to enter any final judgment 

I or otherwise to take any dispositive judicial action respecting 

I the results of the investigation. (See Initial Brief, at 8-9 

(unlimited scope of special counsel's and special auditor's 

investigation); - id., 18-19 (court's role in the investigation).) 

:The SEC defendants do not seriously challenge our characteri- 
6 /  . - 

zation of the Amended Judgment in these respects. Nor do they 

5 /  ' In footnote 32 at page 24 of it's brief, the SEC states, 
-r 
xnter alia, -- . . 

And, contrary to the appellant's suggestions - . . 
the Special Counsel's authority to investigate and 
make representations to Matte1 emanated from Mattel, 
not the Commission or the Court. 

Respecting the Court's-pwer, Special Counsel's own description 
of his authority flatly contradicts this extreordinary (and 
otherwise unsupported) assertion. (App. 115, emphasis added): 

I I take instruction from the Court and respond for 
. - all my authority to the Court but not the Court 

sitting as a Court, but solely because you are repre- 
- senting Matte1 and are able to speak in your powers 

for Mattel. 

See also Initial Brief at 19. Note also that in securing this 
order from Judge Gesell originally, the SEC stated that "special 
counsel is responsible to the Court" (App. at 77) and that 
special counsel's "client, to the extent he has one, would be 

I this Court and Mattel." 
L 



even at tempt  . t o  expla in  how, by c o u r t  order ,  a p r i v a t e  a t to rney  

can be vested with unlimited and unchecked inves t iga tory  and 

enforcement powers. And they do no t  d i scuss  by what a u t h o r i t y  a 

cour t  -- with  powers l imi t ed  by A r t i c l e  I11 -- can appoint  a 

p r i v a t e  a t to rney  who, upon completing a court-ordered inves t i -  

gat ion,  i s  required t o  f i l e  an advisory r e p o r t  wi th  t h e  court .  

Instead,  t h e  SEC defendants seek t o  j u s t i f y  t h e  Specia l  Counsel 

device merely by analogizing it t o  t r a d i t i o n a l  equ i t ab le  re- 

ce iversh ips .  (SEC Br .  a t  27-30.) But t h e  very cases the  SEC . 

cites t o  support  t h i s  analogy demonstrate how t r u l y  f a r  from 

t h e  t r a d i t i o n a l  exe rc i se  o f  equ i ty  powers t h e  SEC l e d  t h e  D i s -  

t r i c t  Court i n  t h i s  case.  

A l l  o f  t h e  cases  r e l i e d  on by t h e  SEC demonstrate 

t h e  ex t raord inary  c a r e  Federal  c o u r t s  have taken i n  each in- 

s t ance  t o  make c e r t a i n t h a t  t h e  r ece ive r  be confined t o  t r ad i -  

t i o n a l  equ i ty  powers. The h i s t o r i c  funct ion o f  t h e  equi ty  

rece iver  f o r  so lven t  corporat ions is  " t o  prevent threatened 

d ive r s ion  o r  l o s s  o f  assets through gross  fraud and mismanage- 

ment o f  i ts  officer^.^ See Burnri te  Coal Br iquet te  Co. v. 

Riggs, 274 U.S. 208, 212 (1927) (Brandeis, J.). The receiver-  
* 

s h i p  appointment is  an extraordinary remedy t o  be used only 

where it i s  demonstrated t h a t  t h e r e  is  danger t o  t h e  corporate  

p roper t i e s  i f  t h e  cour t  does n o t  s u b s t i t u t e  a rece iversh ip  f o r  

p r i v a t e  management. See, e.g., Wickes v. Belgian American 

Educational Fund, 266 F. Supp. 38, 40 (S.D.N.Y. 1967). I n  

SEC v. Republic National L i f e I n s u r a n c e  Co., 378 F. Supp. 430 - 



{S.D.N.Y. 1974),  f o r  example, t h e  c o u r t ,  i n  denying t h e  SEC's 

r eques t  f o r  appointment o f  a : receiver ,  observed [id. a t  438): - 
The appointment o f  a r ece ive r  pendente 

l i t e  w i t h  t h e  a t t endan t  burdensome expense 
and d i s l o c a t i o n  o f  a corpora t ion ' s  opera t ions  
and p a r t i c u l a r l y  t h e  opera t ions  of  a business  
o f  l i f e  insurance,  i s  an ex t raord inary  remedy 
t o  be  employed w i t h  t h e  utmost cau t ion  and 
gran ted  on ly  on a showing o f  c l e a r  neces s i t y  
t o  p r o t e c t  p l a i n t i f f ' s  i n t e r e s t  i n  Republic 's  
p roper ty  which t h e  SEC seeks  t o  have placed 
under a euphemist ical ly  s t y l e d  "care takerw 
u n t i l  such t ime as Republic can comply with  
t h e  f i l i n g  requirements o f  t h e  law. 

To warrant  such ex t raord inary  r e l i e f  t h e r e  
must be imminent danger o f  t h e  l o s s  o f  t h e  
proper ty  and o f  f a i l u r e  t o  meet o b l i g a t i o n s  due 
t o  Republic's shareholders  and inves to r s  and 
t h e  pub l i c  general ly .  

Federa l  c o u r t s  do n o t  simply appoint  r ece ive r s  when- 

e v e r - t h e  SEC a v e r s  genera l ly  t h a t  such an a c t i o n  is i n  t h e  pub- - 

l i c  i n t e r e s t .  Ins tead ,  t h e  cou r t  must c a r e f u l l y  s c r u t i n i z e  

t h e  record t o  a s su re  t h a t  t h e  r ece ive r sh ip  remedy se rves  t h e  

purpose of preserv ing  t h e  corpora te  p roper ty  i n  t h e  f ace  o f  a 

management t h rea t en ing  d i s s i p a t i o n  o f  t h e  a s s e t s  through waste 
. - 

or fraud (see - SEC v. Manor Nursing Centers,  Inc.,  548.F.2d 

1082, 1105 (2d C i r .  1972); - SEC v, Bowler, 427 F.2d 190, 198 

(4 th  C i r .  1970) ; SEC v. K e l l e r  Corp., - 
dir. 1963) ) -or  i s  t i e d  t o  a s p e c i f i c  s t a t u t o r y  .purpose con- 

s i s t e n t  wi th  t h e  h i s t o r i c a l  r o l e  o f  an e q u i t y  re- 

ce iver .  Judge Weinfeld's dec i s ion  i n  - SEC v. H. S. Simmons h 

1 '  - - Co., 190 F. Supp. 432-33 (S.D.N.Y. 1961) a r t i c u l a t e s  t h i s  p o i n t  



p r e c i s e l y :  
- 

While it i s - t r u e  t h a t  s e c t i o n  21(e )  
[of t h e  1934 S e c u r i t i e s  A c t ]  c o n t a i n s  n o  
e x p r e s s  a u t h o r i z a t i o n '  t o  t h e  Commission -. 
t o  app ly  f o r  such appointment,  Con- 
gress e n t r u s t s  t o  an  e q u i t y  c o u r t  t h e  
enforcement  o f  p r o h i b i t i o n s  c o n t a i n e d  i n  
a r e g u l a t o r y  enactment ,  i t  must be t a k e n  
t o  have a c t e d  c o g n i z a n t  o f  t h e  h i s t o r i c  
p o w e r  o f  e q u i t y  t o  p r o v i d e  complete re- 
lief i n  t h e  l i g h t  o f  s t a t u t o r y  purposes.w1 
Thus, t h e  C o u r t ' s  i n h e r e n t  e q u i t y  power 
may be r e s o r t e d  t o  when n e c e s s a r y  t o  pre- 
v e n t  d i v e r s i o n  or waste o f  assets t o  the 
d e t r i m e n t  o f  t h o s e  f o r  whose b e n e f i t ,  i n  
some measure, t h i s  i n j u n c t i v e  a c t i o n  is 
brought .  Although a g e n e r a l  purpose of 
t h e  s u i t  is  t o  protect the i n v e s t i n g  pub- 
l i c  from t h e  consequences o f  con t inued  
v i o l a t i o n s  o f  t h e  A c t ,  a s p e c i f i c  purpose  
is t h e  p r o t e c t i o n  o f  t h o s e  who a l r e a d y  have 
t e e n  i n j u r e d  by a v i o l a t o r ' s  a c t i o n s  from 
f u r t h e r  d e s p o l i a t i o n  o f  t h e i r  p r o p e r t y  or 
r i g h t s .  

F e d e r a l  judges are - n o t  t o  i n v o l v e  f e d e r a ' l  c o u r t s  i n  t h e  a f f a i r s  

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

t h e  SEC t h a t  t h e  p u b l i c  i n t e r e s t  or u n s p e c i f i e d  ' s t a t u t o r y  

purposesw w a r r a n t  t h i s  e x t r a o r d i n a r y  form of j u d i c i a l  i n t e r -  
7 /  - 

ven t ion .  . S e e  a l s o  t h e  Second C i r c u i t ' s  t r e a t m e n t  o f  t h e  s t a -  

7 /  Judge Weinfe ld ' s  q u o t e  is f r o m  M i t c h e l l  v. Robert  BeMario 
zewelry, Inc . ,  361 U.S. 288, 291-92 (1960).  Also  c i t e d  a t  
f o o t n o t e  one  of t h e  passage  i n  t e x t  is P o r t e r  v. Warner Holding 
Co.,  328 U.S. 395 (1946).  Compare t h e  SEC8s u s e  o f  t h e s e  c a s e s  
a t  SEC Br., 26 and n o t e  36. 



t u t o r y  purposes o f  t h e  Investment Company Act o f  1940 i n  SEC - 
.- 

v. F i f t h  Avenue Coach Lines,  Inc., supra ,  435 F.2d a t  515 and 

compare SEC Br. a t  29 n.41, 

I t ' i s  i n  t h i s  c a r e f u l l y  constructed framework o f  

s t a t u t o r y  purposes and t r a d i t i o n a l  equ i t ab le  powers t h a t  t h e  

ord inary  SEC-requested r ece ive r sh ip  exe rc i se s  i t s  powers t o  

f i l e  l awsu i t s  a g a i n s t  p r i v a t e  persons and t o  conduct i nves t i -  
.- . . 

ga t ions  prel iminary t o  and i n  connection with  such lawsuits .  

These l a w s u i t s  -- t o  which t h e  SEC now hopes t o  analogize  t h e  

m i n v e s t i g a t i v e  and p rosecu to r i a l  func t ionsm (SEC Br., 29 n.41) 
- 

of  t h e  Matte1 Spec ia l  Counsel -- are nothing more than t h e  

ordinary t r u s t e e  chasing down and c o l l e c t i n g  a l l  t h e  deb t s  and 

choses i n  a c t i o n  o f  t h e  t r u s t  benef ic ia ry ,  A rece iver ,  c a l l e d  

upon i n  such a context  t o  prepare  and f i l e  l awsui t s ,  t akes  h i s  

guidance from h i s  well-understood r o l e  as a s u b s t i t u t e  f o r  

corpora te  management i n  marshall ing t h e  assets o f  t h e  company. 

H i s  i n v e s t i g a t i v e  mandate i s  purely  "anc i l l a ryn  t o  h i s  h i s t o r i c  

purpose: t o  pursue through wholly c i v i l  l awsu i t s  f o r  e n t i r e l y  

p r i v a t e  c i v i l  purposes t h e  economic i n t e r e s t s  o f  h i s  benefi-  

c i a r y ,  . . - 
I n , s h a r p  c o n t r a s t  t o  t h i s  wel l -s t ructured,  equi ty  

rece iversh ip  arrangement l ies  t h e  unlimited i n v e s t i g a t i v e  and 

. -. 



prosecut ive  powers o f  t h e  Matte1 Spec i a l  Counsel, who himself  

explained t h a t  h i s  r o l e  under t h e  Amended Judgment had "no 
8/ 

def ined meanings i n  t h e  f i e l d s  o f  law and accounting."- 

I n  f u r t h e r  c o n t r a s t  t o  t h e  e q u i t y  r e c e i v e r ,  t h e  Spec i a l  

Counsel ope ra t e s  i n  a pos tu re  o f  i n h e r e n t  p rofess iona l -  c o n f l i c t .  

For example, a t  a meeting w i th  a p p e l l a n t s '  a t t o r n e y s ,  t h e  Spec i a l  

Counsel s t a t e d  r e s p e c t i n g  t h e  naming o f  i n d i v i d u a l s  i n  h i s  re- 

p o r t  and t h e  mat te r  o f  making h i s  r e p o r t  pub l i c  t h a t  (R. 389- 

90) : 

. , , whi le  h i s  primary r e s p o n s i b i l i t y  was 
t o  Matte1 and i ts  p re sen t  s tockholders  and 
t h a t  f i l i n g  and submission o f  h i s  r e p o r t  
could  on ly  b e  harmful t o  t h e  company and 
i t s  then  p re sen t  s tockholders  and cou ld  
n o t  h e l p  them, he  f e l t  t h a t  he  was compelled 
by  the c o u r t  o r d e r  t o  f i l e  t h e  r e p o r t  and 
f u r t h e r  t o  f i l e  it i n  the form he descr ibed  
t.0 us. He s a i d  he  f e l t  t h a t  t h e  f i l i n g  o f  
t h e  r e p o r t  w i l l  b e n e f i t  no one. He s a i d  
h e  f e l t  t h a t  h i s  i n v e s t i g a t i o n  was in tended 
n o t  merely to  adv ise  t h e  Board of  D i r ec to r s  
about  t h e i r  r i g h t s  and d u t i e s  and no t  merely 

8/ A s  t h e  Spec i a l  Counsel expla ined i n  h i s  Report: - 
The concept  o f  us ing p r i v a t e  counsel  and 
a u d i t o r s  t o  i n v e s t i g a t e  s e c u r i t i e s  v io l a -  
t i o n s  is ' r e l a t i v e l y  new. The t e r m s  wSpec ia l  
Counsel" and "Specia l  Audi torn  have no de- 
f i n e d  meanings i n  t h e  f i e l d s  o f  law or ac- 
count ing;  hence, t h e  func t ions  o f  Spec i a l  1. Counsel and S p e c i a l  Audi tor  must be  der ived  

1 pr imar i l y  from t h e  Second Amended Judgment 
i tself .  (Sp.C.Report, 6. ) 

B u t , . a s  t h e  Spec i a l  Counsel conceded, t h e  Amended Judgment 
l e aves  a g r e a t  d e a l  unsta ted:  

. . , 1T)he Second Amended Judgment spec i f -  
i c a l l y  d i r e c t s  Spec i a l  Counsel t o  " inves t i ga t e "  
and t h e  Spec i a l  Auditor  t o  "conduct a n  aud i t " ;  
and i t  r e q u i r e s  both t o  f i l e  r epo r t s .  How- 
ever ,  t h e  n a t u r e  o f t h e  i n v e s t i g a t i o n ,  a u d i t  
and r e p o r t s  i s  n o t  f u r t h e r  def ined.  (Sp.C. 
Report,  7,) 



to make corrections, if any, which might 
be required to accurately represent Mattel's 
financial condition for 1971 and 1972, but 
rather to be a much broader investigation 
conducted in lieu of a full SEC investiga- 
tion or the appointment of a receiver for 
Matte1 at the request of the SEC. 

Thus, it was Special Counsel's conception of himself as a dual 

private civil claims agent - and a public law enforcement offi- 

cia1 that necessitated his reluctant consent to the SEC's de- 
21 

mands for publication of the entire report, (App. 106,) 

Put in its most simple form, the Special Counsel 

arrangement is wholly different from an equity receivership 

because they are to serve wholly different functions. The re- 

ceiver is to act for the benefit of the corporation in marshal- 

ling its assets and carrying out its business: the Special 

Counsel, on the otherhand, was to investigate federal securi- 

ties law violations which he knew from the start . . .  might 
ultimately lead to a criminal investigation by the Department 

I of Justice or other lawenforcement arm.' (R. 414,) 

That the special Counsel's investigative and public 

disclosure role in primary, and is undertaken at the behest- 

I and for the benefit of the SEC is amply demonstrated by the fact 

that the Amended Judgment itself eliminated any basis for creat- 

I ing.a court-controlled general investigator and prosecutor. 

I The Amended Judgment provided for appointment of a majority 

9/ - The SEC demanded, in reviewing drafts of special counsel's 
report, that the entire report be made public and that plain- 
tiffs in this action be individually named, AW 106, In 
effect, the SEC pressured special counsel to make "maximum 
disclosure," - Id, - - - - 

- - -  ..-A - . ,  --- , - 



o f  new SEC-approved members on M a t t e l ' s  Board and on a l l  o f  

i t s  key o p e r a t i n g  committees.  (See I n i t i a l  B r i e f - a t  6.) T h i s  
4 

s t r u c t u r e  is  c l e a r l y  more ana lagous  t o  t h e  t r a d i t i o n a l  r e c e i v e r -  

s h i p .  Y e t  t h e  Commission was n o t  c o n t e n t  t o  have t h i s  r e c e i v e r -  

sh ip - type  committee c o n t r o l  t h e  S p e c i a l  Counse l ' s  i n v e s t i g a t i o n  

as a n c i l l a r y  t o  i t s  management role. I n s t e a d ,  t h e  special Coun- 

sel  w a s  a u t h o r i z e d  t o  a p p l y  d i r e c t l y  t o  t h e  Cour t  f o r  i n s t r u c -  - 

t i o n s  i n  t h e  e v e n t  o f a  d i s p u t e  between him and t h e  new SEC- 

approved directors (App. 43. ) And t h e  Amended Judgment mandated 

t h a t  {App. 43): . 
. .  - 

Matte1 s h a l l  n o t  set t le  or d e c l i n e  t o  pur sue  
any material c l a i m  r e l a t e d  t o  t h e  m a t t e r s  
s t a t e d  i n  t h e  Commiss ion~s  C o m ~ l a i n t ,  the 
A p p l i c a t i o n  F o r  F u r t h e r  ~ e l i e f ;  t h e  Report 
o f  t h e  S p e c i a l  A u d i t o r ,  or t h e  Repor t  o f  t h e  
S p e c i a l  Counsel  e x c e p t  upon prior- r e a s o n a b l e  
n o t i c e  and e x p l a n a t i o n  t o  t h e  Commission. 

The Amended Judgment even c o n d i t i o n e d  t h e  f i r i n g  of S p e c i a l  

Counsel  on c o u r t  approva l .  (Go, a t  4 5  . ) 
The c a s e s  t h e  SEC d e f e n d a n t s  r e l y  on concern ing  re- 

c e i v e r s  appo in ted  t o  f i l e  f i n a n c i a l  r e p o r t s  r e q u i r e d  by s t a t u t e  

or c o u r t  order do n o t  s u p p o r t  t h e  r e p o r t i n g  f u n c t i o n  o f  t h e  

S p e c i a l  Counsel he re .  I n  SEC v. Koenig, 469 F.2d 198 (2d C i r .  - 
1972) ,  t h e  c o u r t  approved a l i m i t e d  r e c e i v e r  ( 469  F.2d a t  199) 

t o  r e p o r t  on a s p e c i f i c  set o f  f i n a n c i a l  t r a n s a c t i o n s ,  T h i s  

appointment  w a s  premised on f i n d i n g s  t h a t  (a) t h e  m a t e r i a l  

t r a n s a c t i o n s  had n o t  been d i s c l o s e d  i n  r e q u i r e d  f i l i n g s  b e f o r e  

t h e  SEC; (b) t h e  a p p l i c a b l e  SEC s t a t u t e s  and r e g u l a t i o n s  



r equ i r ed  d i s c l o s u r e  of t h e  t r a n s a c t i o n s ;  and (c) t h e  corpora- 

t i o n  had a f a i l e d  to f i l e  a c c u r a t e  r e p o r t s  even dur ing  t h e  
l o /  - 

per iod  o f  t h e  p r e s e n t  l i t i g a t i o n "  (469 F.2d a t  202). 

S imi l a r ly ,  i n  SEC v. Beis inger  I n d u s t r i a l  Corp., 421 - 
F. Supp. 691 (D. Mass. 1976) t h e  cou r t  app0 in t ed . a  "Special  

Agent whose primary r e s p o n s i b i l i t y  i s  t o  b r ing  t h e  r e g i s t r a n t  

- i n t o  compliance wi th  t h e  r epo r t i ng  requirements of  t h e  Exchange 

A c t a  (421 F. Supp. a t  696). This  a c t i o n  was taken on ly  after  

t h e  defendants  had been g iven  an  oppor tun i ty  t o  remedy their 

d e f e c t i v e  f i l i n g  behavior. ~ s ' t h e  c o u r t  p u t  it, (492 F. Supp. 

a t  695) : 

The- r e g i s t r a n t  cont inues  i t s  p a t t e r n  o f  
conduct f a i l i n g  t o  comply wi th  t h e  re- . 
p o r t i n g  requirements..  It is ,  i n  add i t i on ,  
now f l o u t i n g  an  e x p l i c i t  c o u r t  o r d e r  re- 
q u i r i n g  compliance. I n  l i g h t  of  t h e  con- 
d u c t  o f  t h e  defendants i n  derogat ion o f  
t h e  e x i s t i n g  in junc t ion ,  a d d i t i o n a l  equ i t -  
able r e l i e f  i s  necessary. 

Once again ,  t h e  record  a f f i r m a t i v e l y  demonstrates 

t h e  absence of any 'analogyw between t h e  Spec i a l  Counsel's 

f i l i n g  o f  a mrepor tm concerning any and a l l  s e c u r i t i e s  l a w  vio- 

l a t i o n s  he  could unearth,  and t h e  type  o f  l i m i t e d  r ece ive r sh ips  

t h a t  have been author ized by some c o u r t s  t o  m k e  r e p o r t s  requi red  

by s t a t u t e  or c o u r t  order .  F i r s t ,  Judge G e s e l l ,  on  t h e  occasion 

t h e  Amended -Judgment was en te red ,  observed t h a t  nothing i n  t h e  

l o /  - See also - id.: V h e  appe l l an t s  continued t o  v i o l a t e  
t h e  Federal  S e c u r i t i e s  l a w s  even a f t e r  a consent decree  had 
been en te red  en jo in ing  them from such conduct.' 



record demonstrated a violation of the pre-existing order in 
12/ 

the case. (App. at 54.)Second, Special Counsel, in explana- 

I tion of his decision to make the report public, stated that 

, , , he felt his investigation was intended 
not merely , , , to make corrections, if any, 
which might be required to accurately repre- 
sent Mattel's financial condition for 1971 
and 1972, but rather to be a much broader 
investigation conducted in lieu of a full SEC 
investigation or the appointment of a receiver 

, 

for Matte1 at the request of the SEC (R. 390). 

I Third, there was no showing that the new SEC-approved manage- 

ment -- as opposed to a "special agent" or 'limited receiverw 

under.the court's control -- was needed to bring Matte1 into 
I compliance with the Securities Acts' filing and disclosure 

requirements, Cf, SEC v, -- Republic National Life Insurance Co,, 

supra, 378 F, Supp, at 438. 

111, 
THE EVIDENCE ESTABLISHES THAT THE SEC 
DELEGATED A CRITICAL PORTION OF ITS 

ENFORCEMENT POWERS AND RESPONSIBILITIES 
TO A PRIVATE LAWYER AND) ACCOUNTING FIRM 

I We contended in our initial brief that the Amended 

I Judgment constitutes an unlawful delegation of the enforcement 

powers of the SEC to a private party in violation of the Consti- - 
tution, the various securities acts and the SEC's own regula- 

I lations, The SEC defendants have not argued that such a delega- 

I tion is proper, Instead, they assert that the Special Counsel's 

1l/ The original order entered by Judge Richey of the U,S, - 
Drstrict Court for the District of Columbia is set forth at 
App, 9-15, 

. . . . 



and Spec i a l  Audi to r ' s  powers d i d  n o t  r ep re sen t  a de lega t ion  
*I 

o f  t h e  a u t h o r i t y  or func t ions  o f  t h e  Commission. As they p u t  

it, (SEC Br. a t  24 11-32) : 

The appointment o f  t h e  s p e c i a l  counsel  was 
in tended  t o  b e n e f i t  Matte1 and, most impor- 
t a n t l y ,  i t s  p u b l i c  i n v e s t o r s ,  who had pur- 
chased and s o l d  hundreds o f  thousands of  
s h a r e s  o f  Matte1 s e c u r i t i e s  over t h e  s e v e r a l  
y e a r s  Matte1 had been disseminat ing f a l s e  and 
mis leading r e p o r t s  o f  t h e  r e s u l t s  o f  i ts  
ope ra t i ons ,  The Commission d i d  n o t  de l ega t e  
any o f  i t s  a u t h o r i t y  t o  t h e  s p e c i a l  counsel ,  
and t h e  s p e c i a l  counsel  ex l i c i t 1  acknow- 
ledged t h a t  "I d o n ' t  r ep re sen t  - t e SEC i n  
any way nor  do I t a k e  i n s t r u c t i o n s  from t h e  
SEC, " T r a n s c r i p t  o f  Proceedings, March 1, 
1975, a t  pp. 127-128, Indeed, even though 
t h e  s p e c i a l  counsel  conducted h i s  own review, 
t h e  Commission's s t a f f  continued i t s  own, 
independent i n v e s t i g a t i o n  o f  Mattel. . 

I n  direct  c o n t r a s t  t o  t h e  r ep re sen t a t i ons  t h e  SEC 

made t o  Judge G e s e l l  a t  t h e  t i m e  t h e  o r i g i n a l  o r d e r  was-secured,  

(see App, a t  7 7 ) .  the SEC now informs t h i s  Court t h a t  t h e  Spec ia l  

Counsel is a "Mattel su r roga te"  (SEC B r .  a t  11) conducting an  

i n v e s t i g a t i o n  " in  every r e s p e c t  . , . independent" ( i d ,  - a t  10)  

whose a u t h o r i t y ,  l i k e  any o t h e r  p r i v a t e  a t t o r n e y  r e t a i n e d  by a 

corpora t ion ,  "emanated from Matte1 , . ,* ( i d ,  - a t  24 n-32) 

and - n o t  from t h e  Court  or t h e  Commission, -(Id.) - 
The prcblem wi th  t h e s e ~ s e l f - s e r v i n g  c h a r a c t e r i z a t i o n s  

is t h a t  t h e  record  does n o t  suppor t  them. From t h e  o u t s e t ,  

it was t h e  SEC t h a t  i n i t i a t e d ,  consu l ted ,  guided and u l t ima te ly  

bene f i t ed  from t h e  Spec i a l  ~ o & s e l ' s  appointment. - When appr ised 

by Matte1 o f  p o t e n t i a l  v i o l a t i o n s  o f  s e c u r i t i e s  l a w s ,  t h e  SEC 

s t a f f  -- i n s t e a d  o f  ca r ry ing  o u t  t h e i r  r e s p o n s i b i l i t e s  under 
. - 



t h e  SEC's l a w f u l  c h a r t e r  -- p r e f e r r e d  t o  have Matte1 r e t a i n  

a p r i v a t e  lawyer  who, a t  M a t t e l ' s  expense,  would do t h e  i n v e s t i -  

g a t i o n  t h a t  t h e  SEC s t a f f  would o t h e r w i s e  have performed. The 

f a c t  t h a t  t h e  SEC s t a f f  viewed t h e  S p e c i a l  Counsel as t h e i r  

.alter i s  evidenced by t h e i r  r e l a t i o n s h i p  from t h e . v e r y  

s t a r t .  

. . .  
. . The concep t  o f  having a S p e c i a l  Counsel  t o  conduct  

t h e  i n v e s t i g a t i o n  a t  i s s u e  i n  t h i s  c a s e  r e s u l t e d  from a meeting 

i n  t h e  SEC o f f i c e s  o f  de fendan t  Borowski among SEC Enforcement 

o f f i c i a l s  and Mattel's c o r p o r a t e  a t t o r n e y s  (Mann Dep. a t  8 ) -  

Mr. Borowski e x p l a i n e d  t h a t  a t  t h a t  meeting (Borowski Dep. a t  

W e l l ,  what  was p r e s e n t e d  t o  u s  was an  
ex t remely  damaging admission by t h e  company 
i t s e l f :  Q u i t e  f r a n k l y ,  g r o s s  v i o l a t i o n s  of 
F e d e r a l  S e c u r i t i e s  laws. We c o u l d  n o t  be- 
l i e v e  t h a t  a company would come forward w i t h  
t h a t  k i n d  o f  in fo rmat ion  making t h o s e  admis- 
s i o n s  u n l e s s  it was t r u e .  

Mr. Borowski t e s t i f i e d  t h a t  when h e  hea rd  t h e s e  d i s c l o s u r e s ,  

h e  though t  t h a t  t h e r e  was a r e a l  p o s s i b i l i t y  t h a t  crimes had 

been committed based o n  [ h i s ]  exper ience  and knowledge a t  t h e  

t i m e .  (=. , .a t  49.) - In  t h e  d i s c u s s i o n s  t h a t  ensued,  

Mr. Borowski sugges ted  t h a t  a S p e c i a l  Counsel b e  appo in ted  

(Mann Dep., 20-21; - id . ,  a t  106) .  Indeed,  M r .  H u f s t e d l e r  him- 

self was proposed, i n i t i a l l y ,  by the SEC as a c a n d i d a t e  f o r  

S p e c i a l  Counsel (Borowski Dep., 20; 2 3 ) -  And a t  t h e s e  i n i -  

t i a 1 , r n e e t i n g s  l e a d i n g  t o  t h e  S p e c i a l  Counsel concept ,  t h e  SEC 

i n s i s t e d  upon approva l  r i g h t s  for whoever became S p e c i a l  

Counsel (Mann Dep. a t  21) -  Tha t  p o s i t i o n  was, o f  course ,  

. . .  .: -. . embodied i n  t h e  terms o f  t h e  Amended Judgment. 



Once M r .  ~ u f s t e d l e :  had been appointed  and approved 

b y  the c o u r t ,  t h e  SEC d i d  n o t  sit back -- as t h e i r . b r i e f  sug- 
. . 

g e s t s  -- and l e t  t h e  S p e c i a l  Counsel o p e r a t e  independently.  

They c o n s u l t e d  w i t h  h i m  r e s p e c t i n g  t h e  scope,  t h e  d i r e c t i o n  and 

t h e  c o n t e n t  o f  h i s  i n v e s t i g a t i o n .  They even adv i sed  

M r .  H u f s t e d l e r  i n  a t  l e a s t  o n e  r e s p e c t  as t o  how he should  con- 
- , -  

.. d u c t  h i s  i n t e r v i e w s  o f  wi tnesses .  The SEC s t a f f  -- f u l l y  aware 

of t h e  c r i m i n a l  i m p l i c a t i o n s  o f  t h e  a l l e g a t i o n s  of wrongdoing -- 
t o l d  . . S p e c i a l  Counsel  h e  shou ld  g i v e  Miranda t y p e  warnings 

(Borowski Dep. a t  60-61). . 

The SEC k e p t  c l o s e  t a b s  on  t h e  S p e c i a l  Counsel 's  work. 

M r .  H u f s t e d l e r g s  r e c o r d s  r e f l e c t  n i n e  d i f f e r e n t  meetings w i t h  

the SEC s t a f f ,  ( H u f s t e d l e r  Aff. a t  I ) ,  and de fendan t  Madn test i -  

f i e d  h e  c a l l e d  a t t o r n e y s  i n  S p e c i a l  Counse l ' s  o f f i c e  concerning 

t h e  i n v e s t i g a t i o n  " a t  l e a s t  once a monthw (Mann Dep. a t  49-50). 

A s  M r .  Mann admit ted ,  "my d i s c u s s i o n s  d u r i n g  t h a t  p e r i o d  w i t h  

the s p e c i a l  counse l  or h i s  r e p r e s e n t a t i v e s  were n o t  i n f r e q u e n t w  

( id .  - a t  92).  

These c o n t a c t s  between t h e  S p e c i a l  Counsel and t h e  

SEC w e r e  by no means c a s u a l  or @ forma. Defendant Mann r e c a l l e d  

o n e  occas ion  on which Jerome Cra ig ,  a p a r t n e r  o f  t h e  S p e c i a l  
. . .  . - . . 

Counsel,  c a l l e d  t o  a s k  t h e  SEC whether  h e  should  i n t e r v i e w  some 
- - 

broker  d e a l e r s  or r e s e a r c h  a n a l y s t s  i n  New York, "and I fi.e., 

Hr. Mann] i n d i c a t e d  t h a t  I thought  h e  shou ld  do so" (Mann Dep. 
. . 

a t  44). On a n o t h e r  occas ion  a branch o f f i c e  of t h e  commission 
. . .  . . .  

. . . . . .  - a * - -  - 
, 2 - - -  . 
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rece ived  in fo rmat ion  t h a t  a p a r t i c u l a r  pe r son  had in fo rmat ion  

about  Mat te1  and would be w i l l i n g  t o  speak t o  t h e  SEC a b o u t  it. 

I n s t e a d  o f  conduct ing  h i s  own i n v e s t i g a t i o n ,  M r .  Mann p r e f e r r e d  

t o  u t i l i z e  t h e  s e r v i c e s  of t h e  ongoing S p e c i a l  Counsel ' s  i n -  

v e s t i g a t i o n .  . ( Id .  a t  49-50.) . . - . - - 

C o l l a b o r a t i o n  between S p e c i a l  Counsel and t h e  SEC 

s t a f f  was n o t  unusual.  Indeed,  and r s t h e r  i n c r e d i b l y ,  t h e  SEC 

s t a f f  t r e a t e d  S p e c i a l  Counsel  s o  m ~ c h  as one  o f  t h e i r  ' in house" 

lawyers t h a t ,  w i t h o u t  a n  SEC a u t h o r i z a t i o n ,  t h e y  gave him and 

t h e  p r i v a t e  accoun t ing  f i r m  ( P r i c e  Waterhouse h Co.) t o t a l  

access t o  t h e  SEC's non-public i n v e s t i g a t i v e  f i les;  files t o  

which even a n o t h e r  branch o f  t h e  f e d e r a l  government canno t  

g a i n  access w i t h o u t  t h e  formal  v o t e  o f  t h e  Commissioners. And 

f i n a l l y ,  when t h i s  "independent" p r i v a t e  i n v e s t i g a t i o n  

was completed, t h e  SEC r e q u e s t e d  and r e c e i v e d  from S p e c i a l  

Counsel and S p e c i a l  Audi to r  t h e  e v i d e n t i a r y  m a t e r i a l  s u p p o r t i n g  

t h e i r  r e p o r t s .  (See Borowski Dep. a t  55-56.) 

The p r o c e s s  o f  t h e  d r a f t i n g  o f  t h e  S p e c i a l  Counsel ' s  

reports l i k e w i s e  i n s p i r e s  l i t t l e  conf idence  i n  t h e  SEC8s a s s e r t i o n s  

concerning t h e  S p e c i a l  Counsel ' s  independence. The SEC r e c e i v e d  

t h r e e  d r a f t s  o f  t h e  Report  p r i o r  t o  i t s  p u b l i c a t i o n  and on the 

b a s i s  o f  t h o s e  d r a f t s  made s p e c i f i c  s u ~ g e s t i o n s  f o r  c h t n g e s  

(Borowski Dep. a t  97-98; see a l s o  Mann Dep. a t  84-88). Indeed,  



p r i o r  t o  t h e  f i l i n g  o f  t h e  Repor ts ,  t h e  SEC s t a f f  m e t  w i th  - 
S p e c i a l  Counsel and members of h i s  firm t o  d i s cus s  t h e  Repor tas  

content .  One area that .  seemed p a r t i c u l a r l y  t o  concern t h e  SEC 

s t a f f  w a s  " the  e x t e n t  o f  t h e  d e s c r i p t i o n  o f  i nd iv idua l  conduct,  

i nd iv idua l  r e s p o n s i b i l i t y n  (Borowski Dep, a t  98). A s  expla ined 

by Mr. Borowski ( i d ,  at 99) : - 
W e l l ,  1 f e l t ,  and I expressed it, and I 

- t h i n k  Mr. Mann d i d ,  too ,  t h a t  we ought t o  
have t h e  maximum d i s c l o s u r e  o f  responsibi -  
l i t y  o f  co rpo ra t e  o f f i c i a l s  t o  t h e  e x t e n t  
t h a t  they  were respons ib le ,  t h a t  t h i s  is  
what Federa l  S e c u r i t i e s  law has  contemplated, . 
t h a t  t h e  s tewardship  o f  a corpora t ion  by i t s  
o f f i c i a l s  should be  d i s c lo sed  by i t s  d i r ec -  
t o r s  and t h a t  t h e r e  should be  t h e  rnaximwn 
discl .osure t h a t  i s  f e a s i b l e .  I th ink  M r .  
Bu f s t ed l e r  r e a l l y  had agreed t o  a l imi t ed  -- w e l l  h e  d i d  n o t  want t o  g e t  t o o  deeply 
involved i n  a d i scuss ion  o f  i nd iv idua l  r o l e s ,  
b u t  I th ink  h e  d i d  t o  some e x t e n t  p i ck  up ou r  
sugges t ions ,  and i n  t h e  way i n  which he d i s -  - 
cussed i n d i v i d u a l  r e s p o n s i b i l i t y ,  

So, d e s p i t e  Spec i a l  Counsel 's own p o s i t i o n  on t h e  mat te r ,  when 

t h e  Report was f i l e d ,  t h e r e  w e r e  t h e  p l a i n t i f f s '  names as per- 

sons  a g a i n s t  whom Spec i a l  Counsel had concluded Matte1 had 
- - 

cla ims t h a t  should be  pursued (Report o f  Spec i a l  Counsel a t  

10-11) * - - 
I n  a d d i t i o n  t o  s p e c i f i c a l l y  i n s p i r i n g  t h e  i d e n t i f i c a -  

t i o n  by name o f  t h e  Handlers and Rosenberg as t h e  p a r t i e s  having 

ind iv idua l  r e s p o n s i b i l i t y  o f  t h e  d e l i b e r a t e  s e c u r i t i e s  v io la -  

t i o n s ,  t h e  SEC i n s p i r e d  and i n s i s t e d  upon' from t h e  o u t s e t  t h a t  

t h e  e n t i r e  Report become a pub l i c  document, Thus, M r .  Borowski 

t e s t i f i e d  (Borowski Dep, at 95-96): 



, . , t h e  whole purpose o f  t h i s  t h ing ,  t h e  
primary purpose of  t h i s  whole e x e r c i s e  w a s  
t o  make d i s c l o s u r e  t o  t h e  p u b l i c  and to .  t h e  
shareholders  and people who might want t o  
i n v e s t  i n  Matte1 s tock.  That  was a primary 
purpose o f  t h i s  whole. e x e r c i s e  and t h e r e  were 
t h i n g s  i n  t h e  judgment t h a t  a r e  s p e c i f i c a l l y  
d i r e c t e d  t o  t h a t  s o  t h a t  w e  have always in -  
d i c a t e d  - t ha t  we  would urge t h e  g r e a t e s t  -- 
we would a l s o  be  on t h e  s i d e  of  t h e  g r e a t e s t  
amount o f  pub l i c  d i s c l o s u r e  p o s s i b l e  because' 
t h a t  was t h e  o b j e c t i v e  of  t h e  Federal  Securi-  
t ies a n d t h a t w a s  what we were d e s i r i n g  t o  
accomplish.. 

. . .  . . .  

The - c o n f l i c t  between what t h e  SEC wanted a n d . i n s i s t e d  

: I upon t o  t h i s  "independentm Spec ia l  Counsel and what t h e  ob l iga-  

t i o n s  of an a t t o r n e y ' t r u l y  represen t ing  on ly  Mattel ,  or a c t i n g  

' I as t h e  SEC p u t s  it " fo r  t h e  b e n e f i t  o f  the corpora t ionm i s  

. I s t r ik ing . .  A t  a meeting he ld  on August 7, 1975 a t tended  by, 

I i n t e r  a l i a ,  some o f  t h e  lawyers f o r  t h e  defendants i n  t h e  pend- -- 
i n g  c i v i l  c l a s s  a c t i o n s  and Spec i a l  Counsel, Spec i a l  Counsel 

s a i d  t h a t  he  be l ieved  t h a t  t h e  f i l i n g  and submission of h i s  

I Report c o u l d o n l y b e  harmful t o  t h e  company and i t s  p re sen t  

I s tockholders  and could n o t  he lp  them. But he  f e l t  he  was com- 

I p e l l e d  by t h e  c o u r t  o r d e r  t o  submit t h e  Report and f u r t h e r ,  t o  

I submit t h e  Report i n  the form he  descr ibed t o  t hose  a t  t h e  meet- 

ing.  Spec i a l  Counsel a l s o  s t a t e d  t h a t  he  f e l t  t h a t  t h e  f i l i n g  

o f  t h e  Report would b e n e f i t  no one, b u t  t h a t  h i s  i n v e s t i g a t i o n  

was i n  l i e u  of  a f u l l  SEC i n v e s t i g a t i o n  or t h e  appointment o f  

: I . a rece ive r  f o r  Matte1 a t  t h e  r eques t  o f  t h e  SEC.(App. 106.) 

I n  s h o r t ,  Spec i a l  Counsel was i n  an impossible pos i t i on .  H i s  : I  
I w c l i e n t ' s m  i n t e r e s t s  were n o t  t o  f i l e  a p u b l i c  r e p o r t ;  b u t  t h e  

SEC was i n s i s t i n g  on t h e  p u b l i c i t y ,  and t h e  c o u r t  o rde r  seemed 



to compel publication. Thus even when counsel for the Handlers 

formally requested that the Report be sealed upon filing, the - 
- Special Counsel responded that he felt he had no choice since 
he was sure the SEC would oppose it. 

Not only didthe SEC staff turn over to the Special 

Counsel their.responsibility to conduct investigations of pos- 

sible violations of the securities laws, they furnished the 

individual Commissioners copies of the Report for review in 
.- -- - _ -  - . 
- - connection with the staff's Request For Authorization to make 

the SEC'S files -- now substantially enlarged by the addition 
of all. the fruits of the special Counsel's work -- available 
to the Justice Department for possible criminal action. Relying 

exclusively on those Reports, the SEC authorized the staff to 

send a 1 l . s ~ ~  files to the Department of Justice for possible 

criminal prosecution. 

Based on the foregoing, it is too late in the day 

for the SEC defendants retroactively to disavow their intimate 

relationship with what they prefer to describe now as "an inde- 

pendent" special counsel arrangement. And the evidence proves 

that, from the outset, the enforcement personnel of the SEC 

realized that they had a potential criminal investigation on 
. - - 

their hands which they preferred to delegate to a private 

lawyer. Having delegated the principle investigative task, the 

staff monitored the Special Counsel's work, gave him suggestions 

. on how to operate, provided assistance through leads and access 

to files to which no one but SEC personnel are allowed access 

without Commission authorization, and helped to shape the 



content and manner of dissemination of the Special Counsel's 

Report, And once their work had been finished for them, the -. 
SEC staff gathered in the fruits of the Special Counsel's ef- 

fort, submitted it to the Commissioners and got their authority, 

on the basis of the Special Counsel's work, to deliver the fruits 

to the U. S. Attorney, 

CONCLUSION 

-- . - In our initial'brief, we presented these issues as 

matters of first impression raising vital questions of Federal 

judicial power and the enforcement of the nation's securities 

laws. (Initial Br., at 1,) That characterization, we submit, 

still holds. Indeed, through the. device of uncontested con- . 

sent decrees (see id. at note 2) a powerful federal agency has - 
placed the district courts in an investigative and advisory 

role wholly incompatible with Article I11 of the Constitution. 

In addition, private lawyers have performed critical public 

law enforcement functions in professional roles entailing funda- 

mental conflicts of interest, all without even the sanction of 

Congress, much less the Constitution, All of this has occurred, 

as Judge Gesell aptly observed, because the SEC feels it lacks - 
the fiscal appropriations to conduct the public's investigative 

business itself, (See App, 82.) We do not doubt the SEC's 

- npublic interestn motivations in creating these special 



counsel investigative arrangements. Cf. - ~allerina Pen Company - 12/ - 
v. Kunzig, 433 F.2d 1204, 1208 (D.C.Cir. 1970). But their 

vice is that they make judges *rnember[s] of the SEC staffn 

(App. at 64), administering an investigative program (id. - at 
82) with no final judicial authority to enter any judgment 

based on the results, yet nonetheless imp1icated.h the 

inescapable deprivations of due process inherent in a private 

. lawyer called upon to serve too many masters with conflicting 

. . .  interests. 

Forthereasons stated, the Court should grant the 

relief prayed for. (See Initial Br. at 32-33.) 

12/ The Court in Kunzig'observed (433 F.2d at 1208): - 
Frequently the motivation of challenged agency 

action is neither caitiff nor paltry, with the result 
that the purity of doctrine and the nobility of pur- 
pose tend to narcotize completely the searches for 
legal authorization. The unfortunate result is 
euphemistic in that the legal wolf is effectively 
disguised in an emotionally appealing wool. Courts 
are therefore confronted with the problem of insur- 
ing that the idealistic objectives of brave but con- 
gressionally unauthorized action, ostensibly under- 
taken pursuant to a "public interestn provision, are 
legally bottomed upon something more than a Bourbon 
Monarch's "LIEtat-clest Moi." 
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