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ABANDONMENT OF THE PRIVATE RIGHT OF
ACTION FOR AIDING AND ABETTING SECU-
RITIES FRAUIVSTAFF REPORT ON PRIVATE
SECURITIES LITIGATION

THURSDAY, MAY 12, 1994

U.5, SENATE,
COMMITTEE ON BANKING, HoUusNG, ann URRBAN AFFAMS,
SUBCOMMITTEE ON SECURITIES,
_ Washington, DC.
The Subcommittes met in room 538, of the Dirkzen Senate Office
Building at 2:40 p.m., Senator Christopher J. Dodd (Chairman of
the Subcommittee} presiding. .

OPENING STATEMENT OF SENATOR CHRISTOPHER Jf, DODD

. &enator Dom. The Committee will come Lo order.

Welcome everyone here to our hearing this afterncon, We are
hera to examine one of the more significant recent Secarities law
decisions by the U.B. Supreme Court, Central Bank of Denver vs.
First Interstate Bank of Benv&r. In that rather sweeping 5 to 4 de-
eigion, the Court wiped oot private liability for those who, “aid and
abet securities fraud.” While aider and abettor liability may sound
like a dry and areane point of law to many, it is not.

Az our witnesses will tell us this afternoon, aiding and abetting
is the common law legal dactrine that provides liability for those
who do net direetly violate the law but who provide assistance to
the unlawfirl acts of othars.

-In my view, siding and abetting liability has been critically im-
portant in deterring individuals from assisting possible frandulent
acts by others. Until the Supreme Court rhanged the landscape a
few weeks ago, aiding and abetting liability was an important tool
it ensm’ing] aneslf;;,r and high professional standards by individual
prefessionals who facilitate aceess to the seeurities markets,

Over several decades, eourts in virtyally every cireuit in the
United States have applied aiding and abetting ?i'ability in cases
under the Federal Securities laws. In addition, the Securities and
Exchange Commission has long used aiding and abelting Liability
as part of its arsenal of legal remedies. :

! think the essence of the Supreme Court's decision was captured
in one sentence of that opinion, and lat me quote it:

To be sure, siding and abetting » wrongdoer eught tg ke sctionable in corlain in-
stances, The issue however is not whether tmposing privete liability on aiders and
abellors i3 good policy but whether miding and abetting liability is covered by the
Atatute.

m
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That ene quotation succinctly explains, in. my view, why we're
here today. Five Justices lopked at the language of the statute and
decided to sct aside poliey eonsequences and, frankly, decades of
precedent in lower courts, because alding and abetting liability was
not explicitly spelled cut in that statute.

This afternoon, weTe going to explare the implications of the
Central Bank decision, We're going to look at how that ease might
affect the efforts of the SEC to ensure that accountants, lawyers,
and olher professional gatekeepers do not facilitate fraudulent acts
by their clienis.

We will also consider the possible conseguences of the caze for
defrauded investors sseking to rccover their losses from account.
ants and attorneys. In assessing the decision’s impaet and begin-
ning to consider the potential legislative responses, I believe it is
very important to remember that aiding and abetting Lability in
this arca has evolved ont of case law wi%h no direction whatsoever
from the Legislative Branch, the Congress of the United States.

There are some differences in the courts sn what the elements
of lizbility are and how they should be applied. Some of the wit-
nesses hore today have freat concerns about the scope and clarty
of aiding and abetting Lability as it cvolved in the lower courts,
prior to the Bank of Denver decision. _ _

Lawyers, accountants, and other professionals should not get off
the hook, in my view, when they assist their clients in committing
frand. However, [ want te make sure thal the law gives clear guid-
ance ot what is right and what is wrong, 1t is pur responsibility,
in iy view, in the legislative branch to do so.

Chairman Arthur Levitt says in his statement today and I quote:

The Centen]l Bank decizion ilhustrales why it is i.mrort.ant Lo addresa abusas 1n
the syslem throwgh wgislutizn, ralher shan e rely solely on the aoorts.

I couldn'l agree more,

The Supreme Court has laid down a gauntlet for Congress, The
tone and substance of the Centrel Bank decision leave no doubt
about that. Seme may Suﬁgest that Congress could respond to this
challenge in a very limited way by simply adding the words “aiding
and ah-ettinlg" into the slatute and shipping the matler back into
the courts. In my view, if we just act reflexively, I'm confident. that
we will all be back here again in a few years, if not less, discussing
8 hew, troubling Supreme Coart derision on the same subject.

It's clear to me that there's a pattern here. Two years ago, Con-

ess found itself trying to address the Lampf case in which the

upreme Court cut buck the statute of limitations for fraud actions
to 3 years. :

We passed a very narrow bill and that overturned the Court's de-
cision enly retroactively. The Court 13 now considering: whether
that bill was canstitutional, and may very well throw the issue
biack in gur laps.

We arc dealing with a Court that is not inclined to interpret any-
thing that we do in this area in a hroad manner, Even Justice Ste-
vens dissent in Central Bank indicated thal he would take a very
narrow interpretation of any new legislation in this area.

In my view, we nead to respond to the Supreme Court's decision
promplﬁ' and I emphasize promptly, But we must alse craft a bifl
that will not lend atzelf to a new round of dismemberment by the
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Supreme Court. We should take the opportunity to try and fluzh
out the elements of aiding and abetting liability. We need to con-
sider what to do about other related questions that may reach the.
51;1 remme Court, such as Lhe scope for other lypes of secondary li-
ability.

I ai):su believe that we cannot pretend that this issue exists in a
vacuum. It iy clear that the Supreme Court’s analysis in Central
Bank and other securnitics cases has been strongly swayed by a con-
cern about the polential for abuses of the private securities litiga-
tien system. . . ]

If Congress remains mule on key issues coneerning the function
af private liability under the securities laws, the consequence will
be to continué defaulting to the Court on the nature of the private
remedy under Section 10(b) that, in my view, is not a responsible
approach and it is not the sutcome that 1 ceriainly want to sea,

Having said that, I will lock forward this afternoon to the testi-
many of our witnesses and the comments of my colleagues, as we.
review this eritically important derision.

Let me turn to my colleagues (rom Texas and from New Mexico,
and Howard, we'll Lhen turn to you for your opening comments.

OPENING STATEMENT OF SENATOR PIIL GRAMM

Senator Giiamu, Mr. Chairman, [ want to thank you for holding
this hearing.’ '

Senator Domenicl and 1, at 3 o'clock, are moing to have Lo go over
tbo t]i‘te Senate floor and debate the budgel. Then we will hoth be
arck, : -

I believe, Mr. Chairman, that we have seldom held a hearing on
a more impertant subject than the one we are considering today,

Lawsuits have two effecls. One is the intended effect, and that
is that Lhey give people the ahility to wse our system of justice to
recover lopsses that they bave incurred due to the fraudulent acts
of athers. "

I think there is a total and absolute commitment to the prineiple
that the functioning of our justice systerm must pive people the ca-
pacity Lo o inte ecourt and recover costs-that have been imposed
on them by Improper actions that other people have knowingly un-
dertaken. .

Unfortunately, lawsuits have an unintended effect. That effoct is
that they ehange the way people do business. They change market
behavior, they drive up costs, they disrept the process of accumu-
lating and creating wealth and generating jobs. . :

We have seen, in the secerities area, the proliferation of lawsuits
that have driven up the cost of operating in the equity markets,
that have made it increasingly difficult and expensive for small-
and medium-sized businesses to give professional pssistance. We
have seen, [ believe, ‘a very substantial market impact. That has
gcrurred, in part, because of the very low thresholds for bringing
suit that have existed hecanse of various judgments that have been
made by the lower courts. I believe aiding and abetting is a perfect
example of Lthat, . S

[ want te review, very briefly, Mr. Chairman,; what the decision
by the Supreme Court did and what it did not de, not in legal
Lerms, because 1 am not & lawyer, bot in just simple, plain old
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street Englhish. The Court. continued its basic established position
that if you defraud zomebody, you are lable. Tt continued its posi-
tion that if somehody knowingly participated in the defranding act,
they are liable,

But what the Court alse said was that you can't simply, sue
someone becanse someone pravided professional services, hut they
were not involved in the fraud, for aiding and abetting, because the
statute does not provide for that liability,

The Court did not remove your ability to sue an accountant, s
lawyer, or a secunties dealer for malpractice, That right of action
still exists. The Court didn't climinate the ability Lo sue for fraud.
They lefi open the actions that exist in gar common law and in the
established principles that we follow in terms of people protecting
their rights and recovering damages in ¢ivil suits,

The Supreme Court, in my opinion, very wisely decided to re-
move & liability standard that had not been written by Congress
but that, over the years, had been written by judges who wanted
to be lawmakers without the inconvenience of having to run for
public office. :

The Court noted that the aiding and abetting standard might en-
courage “vexatious” litigation “requiring secondary actors to expend
large sums even for pretrial defense and the negotiation of settle-
ments. . . . This uticertainty,” the Court said, “and excessive litiga-
tion can have ripple effects. For example, newer and smaller cotn-
panies may find it difficult to chtain advice from professionals. . . .
In addition, the inereased costs incurred hy prolessionals because
of the litigation and scttlement costs may be passed on to theie oli-
ent companies, and in turn incurred h;,.r the company's investors,
the intended beneficiaries of the statute.”

Finally, Mr. Chairman, T think it i5 very instructive to look at
these aiding and abetting cases. They are frequently cases that are
fied against people that have deep pockets. They end up being set-
tled in large numbers out of conrt, where defendants look at the
cost of litigating and the cost of paying someone off who is basically
engamng in piracy, These defendants frequently decide that ii 1s
cheaper to pay tribute than it is to seek justice in a judicial system
that is very expensive,

Now I entered this hearing, Mr. Chairman, T hope with an open
mind. I do not enter it with an empty mind on Lhis sebject.

If somebady's going to try te overturn this Supreme Court deci-
sion, they're going to be getting up mighty carly in the merning.
They're poing to be making a very strong case heeause, quite frank-
Iy, [ belicve this Supreme Court decision is a decision moving us
ir the right direction.

I think millions of American jobs in the future depend on this
iszuc. I believe that there is a very heavy burden of proof on peeple
who say that we ought to be making it easier to spe people who
had no knowledge of the fraud, people who were merely providing
professional service, particularly when we already have the ability
te sue for fraod, to sue for malpractice.

So T think the Court has made an important decision. 1 think
they have dome it for exactly the right reasons. And while I'm cer-
tainly going to listen to people who are testifying, they're guing to
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have to have 4 very, very strang argument Lo move me on this sub-
ject. T feel strongly about this issue. :

This is a big, hig issue in terms of the Ameriean economy. Our
eapital markst is a very important part of the surcess of oor econ-
amy, and onc of the reasans that, despite the moest absurd actions
by Government, the economy continues to perform. .

When we hamper the abilily of the capital markels to work, we
stick a knife in the heart of the Americun economy. I'm very leery
ahout knowingly allowing that to happen,

Senalor Dopn. Thank you very much,

Senator Domeniei.

OPENING STATEMENT OF SENATOR PETE V. DOMENICI

Senator DoMexIcl Mr. Chairman, I'm not going to have much
time because it falls to me to open this debate an the floor.

Mr. Chairman, I've been saying for quite seme time, and I'm very
pleased that to some significant degree, you have joined with me,
or I with vou, that Section 10(b) is not working as it should. :

And frankly, the Supreme Court said the same thing in the
Central Bank of Denver case. In a sense, implied cause of action
under 1L} iz a court created creature rule and every element has
been developed by the courts, .

We're aware of the fact that many of the contentions of this
Court with reference to aiding and abetting in terms of vexatious
litigaiion, in terms of settlements being rampant rather than trialy
because of the nature of the litigation, we're aware of that on a
miuch broader front than this case applics to. This permits us to
kave anothor sel of very interesting hearings lhal would permit us
to explore Just what 18 going on in our coorts.

Frankly, whether you agree or disagree with the decision in
Central Bank of Ienver it isn'L easy to say what the law was prior
to the decision. Even Senator Metzenboum, wham [ will not get a
chance to hear, bul I will read your testimony, 1 think he might
think it’s pretty easy to fx this, jusl relurn il with some language
to where it apparently was before, :

I submit that's not very casy at all, because as you naw look at
that, in crder to define secondary liability, elearly we have to have
a clear definition of the primary violation. And that too is rather
fuzzy. The case law {5 inconsistent. Prediclive statement cascs are
but one example of this inconsistency. To reverse the Central Bank
of Denver derision we need to resolve what the appropriate stand-
ard of rare should be.

Sheuld the standard be knowing condoct, reckless conduct, or
metely neglipent conduct? Should it make & differance if the persan
being sued is an aider or abettor who owed a fiduciary duty to the
plaintiffs? What is the appropriate burden of proof? What are the
appropriate pleading requirements? The Seeond and Sevenlh Cir-
cuits have set oud mules; other circuits have lesser requirements.”

Should there be righls of contribution® And if o, should.it be pro
rata, or pro tante basiz when settling and non-settling defendants
are involved? There's a split in the circuits on this issue too. Should
there be proportionate liability under certain eircamstances? And if
sa, what are they? It may be that focusing solely on aiding and
abatting liability 15 anly half the fix. '
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What is the law in view of Central Bank for conspiracy claims
uhder 107h)7 The dissenting Justices stated that they thoupht that
the majority decision gbolished conspiracy claims. Tgey also raised
questions about Lhe standard {or helding employers vicariously lia-
ble for the acts of their emplayees.

There are many unanswered questions. I knew many of these
questions existed when [ introduced by first joby reform hill. I con-
centrated on one aspeet which I had berome convineed of, that
there were far ton many lawsoits filed, that many of them had no
real merit, but most of them settled regardless of the merits.

That they were having a big rippls effect, to borrow the Supreme
Court’s words, for the ripple effect of using litigation to set stand-
ards of behavior is certainly not one that is conducive to erderliness
and a real sense of certainty ahout what we expect of people, com-
panics, markets, et.cetera,

Mr. Chairman, this is a very fortuitous hearing, as I see it, be-
cause we were ready to procced with o broader based hill, and per-
hapz some, who thought we could wait, in fact, some might have
thought we could wait forever on the Dodd-Domenici kill. I've heard
Lhat said hefore. .

I think waiting and delay on Dodd-Domenici is no longer a wise
option. Obviously, i we're going to take a real look at this decision.
That's not guing.to be done without a comprehensive examinalion
of and streng movement on the Podd-Domenicl hill to clarify sig-
nificant aszpects of securities class action litigation abeve and be-
yvond the Denver Bank case, ' :

Thank you very much, - . .

Senator DopD. Thank yeu very much for those comments, Sen-
ator Domenici, I think you properly pointed out the disparity that
does exist in several jurisdictions witﬁ regard to the standards and
there’s also the conspiracy elements that were addressed in part by
this decision, so the aiding and abeiting question is an important
one. The. standard is an importani quesiion and other issues have
been raised,

- The mere insertion of that language in the slatule, in ‘my view,
is not enough, We've got Lo do a moere comprehensive job of we're
going to do our job thoughtfully and responsibly as we ]Innk at this
particular question. | :

So [ thank you immensely for your help and barking in other
mafters, ' '

We're now pleased to welcome ovur colleague who has, over the
years, paid very close alfention to these issues. He's certainly no
tieweomer Lo them. -

Let me just say what I've said on the floar of the Senate. Wheth-
er people agree or disagree with Howard Metzenbaum, you will be
missed in this institution because you wateh these issues so care.
fuliy and you pay so much attention to them. '

[ hupe to see you again befgre this Committee before the fall
eomes. But if, for whatever reason, il's not the case, 'm pleased
and honored that you're here. : .

Senator METzENHAUN. Thank you very much, Mr, Chairman.

I put my finger up to m{y good friend, Pete,

-Senator Dosenict Could 1 say something abeut the Senatoer?

Senalor Dodd. Absolutely. S
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Senator DoMeENICL | doo't think very many ;;enpte know that, at
one point, this distinguished Senator was a policeman on the {loor
al the Senate.

Senator Doon, You're being polite whan you eall him that.

Senator DOMENICL [ was doing the bills, and for me, he was the
paliceman. If I once got the matter by him, it was going to pass,
Everything had to go by him, -

We spent menths and mouths where we would get the sapport
of the majority and get the support of the minonty for every
smendment thinking tghat, it was ail cleared, only to be reminded
that a sponsor of an amendmenl also had to convine: Senator
Metzenbaum of the merits as well. I must say, vecasionally he
 found semething wrong with amendments, and he was right. I'm
not saying every day and every time, '

- [Laughter.] : '

Senator Dobn, He wanted te know if he conld have that same
privilege next year. :

[Laughter.] -

Benator DOMENICI. If the Democrats are still in eontrol, he ¢an
ask them. If the Bepublicans are— - ) '

Sengtor Doon, We'll count on it, Pete. 1] tell you

Senator DoMeNICL IF the Republicans are, I think I would say
to him, you've dane your share.

[Laug{lter.'l

Senator Douw, Howard, welgome.

OPENING STATEMENT OF
SENATOR IIOWARD M. METZENT AUM

Senator METZENBAUM. Before the Senator from New Mexico
leaves, I just want to say that wvou have been a very effective
spokesperson with reference to the question of balancing the budg-
.et. This very subject before us today, [ respect you for that, because.
never in the history of Ameriea has there been such a ilit mada
upon the national budget az has occurred by reason of the savings
and lean debacle where we lost not hundreds of millions but hun-
dreds of billions of dollars and are continuing to lose it,

Part of the reason for some of those losses, a very great part,
came about by reason of the aiders and ahettors, the attorneys, the
accountants, the investment bankers, and they were not nearly as
concermed about the elhieal proprieties or the legal proprieties,

And [ would say to my friend frem Texas, who has left, that
about 40 to 50 percent of those billions that have gine down the
drain went down the drain in Texas, and, therefore, 1 think there's
a special responsibility that all of us have, Each of us eomes at this
issue from a different way, and I think il is catastrophic, what has
pcourred in Lthe Supreme Court decision.

Az a matter of fact, let me read you, just from the statement of
Gibson, Dunn & Crutcher, the law firm that handled the case. In
one case, they say that it overruled decades of precedent from elev-
en Federal Courte of Appeals that had reeggmized- a private cause
of action against aiders and abetiors. -

This case is a dramatic one. It will have a tremendous impact
upon the budget of our country and upon the whole question of the
American people's reaction to what's fair and not fair.
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And let me not pass over, while | was addressing myself to Sen-
ator Domenici, Senntor Dodd, my grateful apprecigtion for your
comments. You and 1 have been friends for a great many vears. [
worked on Pete's Budget Commiliee. We have, most of the time,
been on the same wavelength, COnce in a while [ bad the bad judg-
ment oot to be exactly where you were, OT ViCce versa.

Senator Donn. I thopght mayhe that was coming.

[Laughter.]

Senator METZENBAUM. But ['m very pleased to be here today.
And [ think the subjeet of Lhis hearing is of unbelievably greal im-
portance, net enly to me as a long-time sopporter and advecate of
strong and effective sccurities laws, but beeanse it does have a
hudgetary impact as to what the American taxpayers are going to
be called on to pay in so many of these cases,

As you well know, I was on the floor twice in Lthe past couple of
weeks, prepared to offer an amendment on this very subject, and
you had indicated that you thought we ought to go through the
Committee process, And in all rander, I souldn't be more pleased
that you dic{:ft gay B months fram now or 4 months from now, but
we're here very promptly afler those discussions oveurred.

But I frmly believe that if the Central Bank of Denver case 1s
permitted Lo sland, it will weaken more cases, more law, than any
other case in the &0.year history of the Federal socuritics laws, 1
think it iz compelling that we act and act swiftly.

Let me spell out the damage that the Supreme Court’s bizarre
lepal reasoning will cause.

It gives clearly, clearly, I'm not Lalking about arguable, I'm talk-
ing abput clearly fraudulent behavior the green light. It says you
can't be sued, you can't be held accountable. It immunizes those
who have clearly helped others to commit securities fraud.

It says to thase who assisted savings and loan exacutives, BCCI,
Drexel Burmham, committing securities lraud, all these people like
Michael Milken, who have caused inpocent investors to lese hun-
dreds of millions of dollars, go heme. You're protected from liabil-
ity. Sarry to have bothered you, Feel free to do this again.

The surprising 5 to 4 ruling is shocking hecause it overturns
more than 25 years of established Federal courl precedents that
have permitted private investors to sue aiders and abettors of secu-
rities fraud. Every single circuit that has addressed this issue came
to the opposite conclusion from the Supreme Court, and the Su-
preme Court arrived at its decision by 4 5 to 4 ruling.

Hut that decision iz much more than just a bad decizsion, This
ease undermines fundamental protection for investors and the se-
curities market. [t is, on its face, unfair. If you're helpinﬁ somebody
rip off some other groep of people or the Government, whatever the
case may be, there isn't any reason under the sun that the law
should protect you from being held responsible or liahle.

Investors have long had the right to sue their lawyers, thelr ac-
countants, whethor theirz or others, in most instances others law-
vers, sue lawyers and accountants, bankers, brokers, and others
wha assist ethers in committing securities fraud. This right of ac-
tion played a wvital role in compensating swindled investors in the
major financiel Mrauds of the last three decades,
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. Innocent victims wha loze money and sametimes their life sav-
ings in fraudulent securities schemes have recovered hundreds of
millions of dellars from aiders and abettors, Just recently, 23,000
bondholders successfully sued the lawyers and aceountants in a
savings and loan case and recovered $2753 millien. If this ruling
had been on the hooks at that time, it would have wiped out the
recovery. Investors would not have recovered a penny.

Unless this Court decizion is reversed by Congress, most de-
frauded investors will not recover their losses because, typically,
the perpetrator of the fraud is tnselvent by the time the ease filed
and completed. If you can’t go against the accountants, the invest.
ment bankers and the lawyers, too alten the malefactor himzelf or
herself is no Ionger collectible,

For example, the cheated investars that recovered the 3275 mil-
lion in the case I just referved to, had won $1.5 billien judgment
against the ceecutives directl Teupunslhln But that judgment was
uncollectible because they had no money left,

In addition, this case alzo cast doubt upun the SE(s own ability
to go after aiders and abettors, About 15 percent of the SEC's en-
forcement actions include charges of alding and abetting. 1n those
cases, the established right to proceed against aiders and abettors
is critical to effective enforcement.

Finally, the Central Bank decision severely weakens the deter-
rence of securitics fraud, There isn’t any argument about that, All
these people seated oul here Loday aren’t those who are the plain-
tiffs” lawyars and advocates and concerned about them, They're
voncerned about the nvestment bankers and lhe accounlants the
lawyers and whether or net they may be sued, and think that this
i5 i great bonanza if it stays as 15,

This decision zends a dangerous signal to the seeuritics markets
that a prmary enfarcement tool has been eliminated. That includes
all the independent ]:pa:u'l]-ce]'sr acrountants, and attormeys. It net
only hurts defrauded investors, il hurts all investors, 1t huris the
United States Government's own pocketbook.

It is imperative that Congress act s\nﬂ:ly to rectify this situatien
because the Central Bunk decision already is having immedidte im-
plications in a huge number of fraud claims. As we speak, people
are wrniting up motions Lo dismiss and recpen cases. At least one
major fraud case has already been dizsmissed. A judge has thrown
out a $70 million lawsuit by the shareholders of d’l Eankrupt Bon-
neville Paaific Corporation against the accountants for the company
who allegedly misrepresented the company's financial condition
and whao are now off the hook. That izn't right.

Former peneral counsel of the SEC, who is now & prominent se-
curities defense lawyer, has said,

1 wen recomonanding Lo clicnts thal if they've settled a casze in the past wilth the
SEC npder aidiog and aballing, thoy could gol not of any injoociiona.

A major defense Taw firm, Gihsan, Dunn & Cratcher, hds alerted
its clients o & special d:ﬂpatch quote:;

Thers are reporte that legislaton will be inlroduced in Congress in rosponee 1o
the Court's decision, Therelore those clienls who sre defendonks io Section 100h)
cases involving private claims that HIHFc piding and ehesting should immedjately
meck u final ]uﬁgment disriasing theae chaims to minimize the impaet of new legigla-
tian. B -
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Another major =ecurities defense firm, Fried, Frank, sent an
alert to clicnis to reapen injunctions based on aicimg and abetting,
move to dismiss current SEC aiding and abetting cases and take
the position that Central Bank wipes out all forms of secondary li-
ability under all provisiens of the Federal securities law.

Ohviously, the Central Bank decision has opened a2 Fandora'ss
box of securities fraud. We must slam it shut. '

I can't urge you strongly enough, Mr. Chairman and Members of
the Committee, and I ean’l tell you how pleased I am to sge that
the Chairman of this overall Committee has joined this hearln% I
urge the Banking Committee to act immediately to amend the Se-
cunities & Exchange Act of 1934, restore the right of private plain-
tiffs, reserve the right of the SEC to sue aiders and abettars of se-
curities fraud, : .

As you know, I've already drafted legislation to achieve that goal.
1 agreed to withhald offering it as an amendment ta bills pending
en the Senate floor so that you and your Commities could review
the devastating itpact of the Supreme Court decigion.

I hope we can work together as expeditiously as possible to move
this legislation through the Senate. I would prefer that route, bat
delay ean be so costly that if the Committee does not see fit to act
promptly—and | don’t say this as a threat, [ say i because [ was
prepared to do it beflore the Committee here. If the Committes
doesn't see fit ta act promptly, [ know that I will be offering an
amendment on the floar, :

1 haope the Committee will take this issue up, move with dis-
patch, protect the American laxpayer, protect the little individual
inyestar in varipus kinds of stock investments or other kinds of in-
vestrments. I Lhink there’s no mere important piece of legislation
from the standpoint of securities and the securities market than
thiz one, and T'm grateful to you for according me az much time
8% you have.

enator Donn. Not at all, Howard. We thank vou for being here,

I have a question or two for you, but before I do that, lat me turn
ta our Chairman here of the Committee for any apening comments
he may have. ' :

OPENING STATEMENT OF SENATOR DONALD W. RIEGLE, JR.

Senator RIzciE. Thank you very mueh, Chairman Dodd.

Let me berin by commending you for moving guickly to establish
this hearing to assess the implications of the Supreme Court's
Central Hank of Denver decizion, .

As you are, I am also concerned that this decision wnduly re-
stricts Lhe remedies available to investors and the enforcement ca-
pabilities of the SEC. [ think we do have te determine whether to
reinstate the aiding and abetting liakility ander the anti-frand pro-
visions,

I also want te thank Senator Metzenbaum for coming. [ know
he's given a detailed statement which is an expression of an inter-
est that he's shown many times in this area. [t's very helpful to
this Committee to have youo taks that interest and role with us. 1
appreciate that efort ané’.leadership.

I think it’s importanl to note that the United States, 13 fortunale
to have the maost liguid and the mast eflicient capital markets any-
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where i the world. Tt almoest goes without sayiny that the strength
of our markets rests in very large part on Lhe faith investors have
that they can seek redress in ecases of fraud.

The BEC's Ihrector of Enforcement testified on behalt” of the
Agency last year before this Subcommitlee saying:

The implied private right of action under Seclion 1000 and Kule 1EBES? Lhere-
under, is u:riti.cal]J]y imporlont 1o the effective operation of Federal serurilies law.

Today, we will consider whether the Supreme Court's decision in
the Central Bank caze, by holding that investors cannot suc aiders
and abettors under that implied private right of action in fact jeop-
prdizes the efficieni oparation of the securities laws, . )

We're going to hear Arthur Levitt, Chairman of the 8EC, among
other important expert withesses, on this lssue.

Writing for the four dissenlers, Justice Stevens criticized the five
member majority for, quate: :

Reaching emt to overturn b mosl waosidersble bady of precedent.

Prior to Central Bank, courts in every cireuit in the country had
recognized the ability of investors to sue awders and ahbetters of se-
eurities fraads in hiterally hundreds of cases, a peint I assume Sen-
ator Metzenbaum made in his testimony before I arrived. '

So we will hear today from many, including Chairman Levitt, as
to how we might address the Central Bank rase here, what can be
done, in his vicw, and the depree to which legislation would be the
preferred vehicle, '

In additien, I've received a detailed letter regarding this case in
securities litigalion from Professor Joel Siepelman of tic niversit
of Michigan Law Sechool, who is one of the lidatiw,-n's gxperts on Fed-
eral securities laws, and was here as a witness before this Suob-
committee last year, That letter deseribes the Supreme Court deci-
sion as; quote, “regrettable,” and expresses his coneern that the Su-
preme Court decision may jeapardize investor confidence in U.S. se-
curities markets, - ’ ' . :

He wrote further:

Thepe s insuficicnt cvidence ol this Lime to justily lapslative changes thatl will
further burden private Federal secaritien liligation, e T

In any event, T ask unanimous consent, Mr: Chairman, that his
letter be made a parl of the record. .

“Senator Doimy, Without ohjection,

Senator RikcGis, I'd like to make another sheervation;

We don't have too many hearings in the afterncon. We're in the
midst of a very intense series of g?scussiﬂns today, as a matter of
fact, on health care reform. T serve on the Finance Committee, as
you know, as the Chairtnan of the Health Care Subeommittes. We
will be meeting literally wilhin minutes on a very important point
in these discussions, so [ must leave to go and attend Lo those du-
ties. : '
But I'm struck by the turnout here in the room, Mr. Chairman.
This is not a garden variaty problem. There are a Iot of very expen-
sive meters ranning here in the room today, :

[Laughter.] :

Senator RIRCLE. This afternoon. Co

It's always interesting when-I lnok out, whether [ see half the
gathering of school children that have come teo visit the Capilol and
are filtering in and out of a hearing,-and then when I ook out and
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I see a sen of very well-dressed and prominent professionals, par-
tienlarly in the mid-afternoon, and the press table largely fillad,
then you know you've pot 5 big dellar item on the table.

Senator Done, That's because you came by,

Senalor RIEGLE., I'm not quite sure of that. But in any event, !
think it's another way of noting that there are billions of doellars
at stake here, The whole gquestion of how the markets work and
whether they work fairly and what happens to people who are de-
franded is a very important issue. [t's an important public policy
izeme, i’z an impertant dollars and cents issue, and this turnout
taday is an expression of that

So I think its entlirely appropriate that we be focused on this,
and I want to say apain how much | appreciate your leadership,
Chairman Dodd, in stepping up to the plate on these issues as you
always do. '

Senator Doop. Thank you very much, Mr. Chairman. [ appre.
ciate that, and understandably you ean’t be here with usz this after-
noon, but this is 2 very imporiant maiier, And Lhe reason we held
the hearing as quickly as we did iz because it needs to he ad-
dressed. Time is moving in this Congress, obvicusly, My concern is
that we do it preperly and we do it comprehensively.

Howard, I just have a eouple of quastions.

Senator METZENBAUM, Could I just add ooe thing?

Senator Donk, Certainly,

Senator METZENEAUM. ] very much appreciate the fact that the
overall Chatrman of the Committee 15 here this afternoen and is
interested in this subject.

I just want to say that the three of us, and not only the three
in this rcom but there are other Members of the Senate who feel
the same way, we've often times been out on that floor fighting fur
$50 million, 56 million, $100 milkion, for some program to help chil-
dren, to help the handicapped, w0 help the schools, whatever the
case may be, ]

I want you to know if we don't do something in Congress on this
basis, we will be taking $312 million and giving it away because
the firm of Deloitte and Touche, a major accounting firm, has al-
ready apreed to pay $312 million to seltle over a dozen FDIC and
RTC lawsuitz. The firm was charged by those two apenecies with
having issued clean audits for banks and savings and loans that
were on the brink of failure. The agreement was made.

Senator DoDD. I don't think anyone’s arguing. You may have an
argument with Phil Gramm about whether or not you ought to
have any legislation passed.

The question though is whether or not we're going to have it
done in a way that will he comprehensive. I'm unwilling, and I'm
curigns to your reaction, if it's jest a guestion of inserting the
words "“aiding and abetting” into the statute; do you think that's
enough?

Senater Mertzenpaid, [ don’t want to try to spell sut the lan-
guage of it, but I don’t think we voght to broaden the subject be-
yond dealing with this one particular case because therels such a
sense of urgency while rases are being disinissed, And onte they're
dizmissed, the ball game iz over. T e e
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But whether or oot we just insert the words “aiding and abet-
ting” or whether we do it in some other language, but I'm prepared,
Mr. Chairman, to drop everything to work with you to do what has
to be done later today, tomorrew, the next day, whenever you want,
and I'm sure there are others who would be very willing to do the
same,

Senater Dopl. I thatk you, Howard.

Senator METZENBAUM, Thank you, Mr. Chairman.- :

Senator Donn. Lel me invite the Chairman of the Securities and
Exchanpe Commission o join us.

Mr, Chairman, we appreciate your willingness to be here today.
Thank you for taking the time. We're anxious to receive your testi-
muny. We'll be happy to include in the record your testimeny and
an suppnr‘tin% documents or other information you think may be
hei{pf'u] to the {ommittee. ' '

STATEMENT OF ARTHUR LEVITT, CHAIRMAN, SECURITIES
AND EXCHANGE COMMISSION; ACCOMPANIED BY: SIMON
LORNE, ESQUIRE, GENERAL COUNSEL, SECURITIES AND EX-
CHANGE COMMISSION

Mr. LEWITT. Chairman Dodd, Chairman Riegle, Membars of the
Subcommittes, I greatly appreciate this opportonity bo testifly on
behalf of the Sceurities and Exchange Commission regarding the
Central Bank of Denver decision. With me wday is Simon Lome,
General Coutisel of the Commission. : :

As you know, the Supreme (ourt has decided that private inves.
tors cannot sue persons wheo aid and abet violations of section 100b)
and Rule 10(bi[5} of the Securilies and Exchanre Act. The decision
means that private investors may no longer be able'to recover from

ersons who contributed to a szecurities fraud even if they act

knowingly or with a high degree of recklessness, The decision also

ereates uncertainty about Lthe SEC's ability to use the siding and
abetting theary wfu’erﬁ it is not expressly provided by seatute. We
believe that Congress should legislate to address the Central Bank
of Denver decision.-

The Central Bank of Denver decision did not specifically speak
to SEC enforcement actiens. Arpuably, the Court did not intend to
resirict the Commission's ability to pursve aiders and abettors, and
we may choose to make these arpuments in perhaps one or more
selected cases. Bercausze other enforcement options are available,
however, we do not heliove that we should devote substantial re-
sources to litigating this issue in each and every instance. To da
s0 would simply create more uwncertainty, and the diversion of
much needed rezources woeuld reduee the effectiveness of our over-
all enforcement program,

Thus, at this time, we will generally refraim from assérting aid-
ing and abetting theories of liability, where the statate does not ex-
pressty provide for such claims, :

I fee]l confident that our enforcemnent program iz poing te con-
tinue tp operate effectively. The decision does not create n major
hele in the program because an enforcement remedy will almast al-
ways be avnilable against defendants that we previously would
have pirsued under an aiding and abetting theory, In many cases,
we should be able to charge primary violations or use other forms
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of secondary liability, We also will make extensive use of our ad-
miniztrative authority to enter ceaze and desist erders against per
gons who cause vislations by others,

Although these alternatives will permit us to operate effeclively,
our enforcetnent vptions will be limited in eevtain types of cases,
For example, penalties are not available in administrative proceed-
ings ather than against regulated entities. If we have no rhaice but,
to proceed administralively against a person who assmists a fraond,
the sanction in seme cases may be too mild. We also will inevitably
ke confronted with cases in w{wich we will have to litigate on two
fronts: In Federal court against the primary violators, and then ad-
ministratively against other participants, This would consume
more of our rescurces than in similar eases in the past.

Four years ago, this Subcommittee tock a leading role in advane.
ing the ﬁemedms Act, which preatly inereased the strength and the
flexibility of our enforcement Prngrarn. Congressional action is -
needed new to preserve the benefits of that legislation.

Legislation is alse necded to restore aiding and abelling liahilit:
in tprivate actions which are a necessary supplement to pur uveraﬁ
enforcement program. They serve to deter securities fraud and to
compensate injured investors. In fact, the Central Bank of Denver
decision may affect private securities litigation even more severcly
than our enforcement program. We may use administrative rem-
edies to reach miders and abetters. The private parties may have
no alternatives, at least under Federal law.

We also recogmize that this Subcommitter is considering olher
palicy issues raised by private litigation under the Federal securi-
ties laws. Efferts to improve the securities litigation system are im-
pertant, very important, The Comarission wiﬁ cantinue to support
measures that are cavefully eraflted to achieve this goal. The
Central Bank of Denver decision deserves your particular attention
because it has fundamentally curtailed well-established and vital
investor rights.

As T stated earlier this year, our private litigation system will
not serve its intended purposes it if fails to distinpuish between
strong cases and weak cases. Central Bank illustrates why it is im-
portant to address abuses in the system through legialation rather
than to rely exclusively on the courts. Judicial gecisions of this type
are blunt instruments, reaching results that affect broad categories
of cases without regard to their merits. They are not, in my opin-
ion, 2 substitute for lepislatian that iz carefully tailored to ensure
that it does not affect meritorious cascs. :

We're alse dealing with these policy issues at the SEC, Two
menths age, | anneunced Lthe creation of a Congumer Affairs Advi-
sory Committee in order to create a channel through which we can
better address the needs of investors in their roles as consumers
of financial services and preduets, Too often, one side or another
uses consumerizm as a means to substantiate their arruments, We
intend: {0 deal direetly with these consumers to explain to thetn
what the issues are, where their interests remain, and hear back
from them what their genuine concerns are.

This Committee has a diverse membership: Representatives of
investor organizations, national consumer advocacy groups, cor-

“porations, finaneial service firms, labor unions, State security regu-
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lators, shareholder relations specialists and financial service pro-
fessionals, Ameong the members are Helen Boosalis, former Mayor
of Lingaln, Nebraska, representing AARP; Torn ('Hara of the Na-
tional Association of Investment 5luhsr and the MNational Associa-
tion of Individunl Investors; Bannie Hill, Dean of the University of
Virginia's, School af Commerce, Ann Jordan; Peter Lynch; and
Chuck Sehwab.

Because the ability of private plaintiffs to assert their rights in
cases of fraud is so0 fundomental to any scheme of investor protec-
" tion, the first issue that this Advisery Commitiee will consider,
when it meets 2 weeks from today, will be securities litigation in
the wake of the Central Bank of Denver deeision. They're gmnF
discuss suggestions for the reform of the litipation system, includ
an.humc af those before this Suobcommittes.

gse are very complex issues,
m sure that this Advisory Committee will be explanng their
various facets for some time to come,

As a forum, the Advisory Committee ia ideal Its diversity will
ensure both a lively exchange of ideas and opportunity for all sides
to be heard, and a means of preventing their being used and ma-
nipulated ti} prove the arpuments for ene side or another.

Mr, Chairman, I'd be glad to address any guestions that you and
your eolleagues may have,

Senator DopD. Thank you very much, Mr. Chairman. Let me
commend you for the establishment of your Consumer Affairs Com-
mittee, Is that the proper title?

I think that's a4 very positive suggestion, and [ think the ration-
ale for it is well-articulated and well-founded.

As someone who sits behind this side of the table, I"ve never
heard anyone ¢ffer an amendment on a tax kill that wasn’t going
to save money or produce revenues, and I've never heard anyone
get up and offer a propesal in the area of securities litigation that
wasn t consamer friendly in any way.

[t will be helpful to have such a Commlttee to assess the impact
of these decisions. I'm particularly pleased that. you're going to ask
this Committee to take a look at the broad issue as weﬁ as the one
before us today of litigation reforin.

I thank you for that.

Alr. Lorne, we weleome you as well ta the Committee here today.

Mr. Chmrman you neded in your comments, and I'm guoting
from page 7 of your testimony, that it's ne ]unger safe te assume
thar if there i 5 gap in the securilies laws, the Supreme Court wili
supplement the statutory text to effectuate Congress’ underlying
palicy goals. I totally agres with that assessment.

It would seem further, to me, that this point ecounsels against
merely inserting the words. What I'm fearful we'll end up with, is
an amendment just to insert the words of “aiding and abetting”
inte & statute. I wonder whether or nat yan agree with that note
of caulion that I've just expressed?

Mr., Levirt. I do agree. The issue 13 g broad issuc, It has man}r
ramifications, And I think that merely to do that doesn't do justice
to it. I think what’s key here is the mission of the Commission,
among all the responsitnlities that the Commission has, nothing is

?
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more sarred, nothing iz more important than protecting invester in-
Lerests. .

In my judgment, the Supreme Court decision mukes it more dif-
ficult for the Commission to purzue thal. And I think it's tervibly
important that we address this in every way possible. What we do
as & Commission, what you do in the Congress shanld address that
as guickly as possible. At the same time, I think we've got to do
it thoughtfully and weve got to be mindful of the ramifications that
are involvad,

Senator Donp. I'd suggest, just as quickly, that there is the dan-

er of poing the other way te get 5¢ detailed in a piece of statutory
Fan age tﬁat it eonstrices the Court, 1 prosame you might agree
with that conclasion, as well.

Mr. Levirs. Yes, sir

Senator Doon. Whae I'd like to ask you to do is take a look and
submit to us some draft lanpuage. I'll alse be asking other wit-
nesses to do this.

Mr. Lorne, mavbe i ought to address this to you as legal counsel
here, as well as to the Chairman, as Chairman of the Commission.
1 da nat want to make the assumption that becavse you submit the
language that it's going to be part of Lhe slatute, but we'd like your
advice and counsel as to haw to proceed along Lhose lines. [T I may
make that request of vou, and sooner rather than later would be
helpful. :

My, LornE. Fine,

Senuater Dopo, Your testimony, Mr. Chairman, further suggests
that even if the Ceniral Bank decision applies to the SEC, the SEC
has ather legal tools at its disposal which may fill the gap. Would
it be fair to say that the decizian is nat likely to have a direct affect
on the SEC's enforcement. authoricy?

Mr. LEvITr. I think that's true. [ think the Commission ean make
certain adjustments. But [ make mention of the fact that clearly
the reason why the: Commission is s¢ uniguely effective—why we
are looked upon by vvery nation in the world that is thinking of
establishing securities markets, as kind of a mark of their arrival
in the international Neld of capital markets—is because we are suc-
cesstully able to mehilize not moerely the ressurees granted to ns by
the Congress but also to make use of the efforts of self-repulatory
arganizations and (he privale attorneys general that work with us
colleetively to deter wrongdoing.

And that sensitive changing partnership is a splendid way of
doing a job that Governmeni couldn't and shouldn’t do by them-
selves. [ think that's the spirit that we wish to preserve by sesing
to it that we don’t de anything to deny that private right of action.
That's why we come to you and ask the Congress to address this
issue,

Jenator Do | appreeciate that.

Let me step back,

I mentioned earlier the language of the statute. I wanted to ask
you an additional question relating to the issue of standards.

I pointed out in a discuszion with Senator Damenic, which I
think you were it Lhe room Lo hear, that we have dilferenl stand-
ards that have been psed in various courts te enforee the nation of
aiding and abetting. T wondered if vou had any particular thoughts
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or ideas that you wanted to share with the Committee today on

those standards; how we might define those standards.
O Mr. Lonwi. Senator, iF I might, I think that’s an importait issoe
to address, .

You'll recall that when Central Bank first came up to the Su-
preme Court, it was Lo examine the standards initially and led to
a decision that therc wasn't & prvate right of action at all. At that
time, we were of the view that the recklessness standard waes an
appropriale standard for liability, Certainly that 1s a question that
should be addressed in any legislation responding specifically to
the issue,

Senator Doon, That would go to the question of knowledge, _

Mr. LORNE. Correct. T think anybody acting recklessly wilh re-
EE&(:I. to fraud, and aiding and abetting that fraud recklessly, prob-
ably should he subjected to liability onder those circumstances in
the overall context of some sort of responsa.

Senater DonD. As opposed Lo peneral awareness which is the
other standard that's been uwsed,

Mr. Louwe. I think that's probably right. [ must emphasize prob-
ablsy; These are guestions that the Commussion has not dealt with.

enator Dopin. Would you agree, Mr. Lorne, that it's probably
important. for us to add some language s0 that we den't leave that
decision to the couris, given-the propensity of this Court to dis-
regard entirely decades of precedent, in a very literal application
of the law that there was na zuch lunpguage of aiding and abetting
attending these statutes, ;

Mr. LorRNE, [ would think, when we know there's a question that
got lo the Supreme Court last time, we cught to resolve that ques-
lion &t Lthe same time as we resolve other issues.

Senator Doane. T appreciate Lthe answer.

Arthur, let me retarn to you, if | may,

It seems to me that one of the biggest impacts of the case on the
SEC may be that if private parties cannot police the conduet of pro-
fessionals, the SEC will be under a lot of pressure Lo bring more
cases against professionals.

I wonder if you might eomment ot the pressures on the SECs
TESOUTCRS. _ . '

First, you indicated Lhat you may disregard most of these cases,
If thal's nol the case, what are the resource implications?

Br. LewviTT. T think there's gtill some fozriness abhout the implica.
tions of this, and 1 can't tell you with absalute certainty, except to
say that our conelugions at this point are that the decision wil] im-
pact a certain nomber of cases, We intend to make some adjust-
ments Lo accommodale that, :

But going forward, we just would be handicapped. You'd be tak-

ing away i verTy important tool from s, . .
Maybe I counld be a little bit gpecific about 1t, because T don't
know that people adequately understand the implications of what
ajding and abetting way be. For instance, the jawyer whe drafted
the dizelasure decuments and closed his eyes to his client’s fraud
may be perceived by a court only as an aider and abettor. Or the
salesmen who helped attract millions of dollars to pet-rick-gquick
schemes as to which they weren't the architects—they were just
out there hustling this stuff—they're going to be helped by this de-

—_—.
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cision. And the person who i5 enlisted to send a false eonfirmation
to an auditer saying the inventery was in the warehounse, that kind
of person will welcome this decision, So that jusi gives you some
specifics in terms of the scope of this. ]

Senator DoDD. I brought up this point the other-day during the
consideration of the nomination of one of your colleagues.

Mr. LeviTT. Steve Wallman, .

Benator DoDD. I think he's a very fine nominec,

It had been reporied in the Wall Street Jourtnal that day, that
there were gt least 10 cases that the SEC was going to drop the
charges on in the aiding and abetting area, ) )

Because of the obvious concerns that this decision reached intoa
the SEC's ahility, in addition to the issue of private legal rights,
I expressed my concern. [ didn’t want te see the SEC not test this.

Those who have drawn a conelusion that this decision also affects
the SEC's actiens may be might, but I den’t know that [Us a mat-
ter, in my view, that would have to be adjudicated. I would hope
we can try to get an answer here rather than just make an as-
sumption that it's the casa, '

Mr. LEvITT. Out of the 400 cascs that we have now pending, 1
guess about &0 to 85 of them rely on aiding and abetting,
© Benater Donh. As a part of the charges, )

Mr, LeviTT. As part of the charges.

Senator Doun. Yery fow cases are just aiding and abetting cases,

Mr. LEVITT. [ think there nre aboot 25,

" SBenator Dono. Just aiding and abetting.

What are you doing in those cases? Are those the ones you're
dropping altogether?

Mr. LEvITT. No, T dant think so. We're looking at them very care-
fully but we're ¢learly not dropping all of them.

Mr. LorRNE. Senator, you've got te realize that historically the
distinction between primary liability and aiding and abetting liabil-
ity was simply not tiat great. As a result, we weren’t focusimg and
the eourts weren't focusing as much on the difference helween the
two.

We think that somc large number of the cascs that just allege
miding and ehetting can be brought with other charges or can he
brought administratively instead of in the courls under a causing
violation. 5S¢ we think & very large number, and perhaps all of the
cases, could be brought under other methods.

SBenator Doy The reason I bring il up, 15 that Senator Metzen-
baum has cxpressed his sense of urgency, You alio heard my col-
league from Texas, :

ost of you are knowledgeable about how this institulion werks,
We've got a lot on pur plate in the coming 15 weeks of this session
of Congress, and we're nol back apain until next January. Then it's
a new Uonpress and we have to get underway again.

It's not beyund the realm of passibility, despite my desire and the
desire of Senator Metzenhaum and the majority of this Committee
to move forward and do something in this area, that we may get
sidetracked, despite good intentions and geod efforts. Then you've
gob te get it.Lhrough the other chamber as well.

I'm not suggesting we won't be able to get it done, buat 1 think
it's important to supgest to you that we may have our problems.
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My coneertv is that if the S8EC decides to not test the aiding and
abetting question from its own enforcoment capbbilities, we may’
regret it in a few months if we've been unakle to act.

I would hope there may be some éases that are fairly ripe that
are moving where that matter may get to the courd before we're apt
to act. I think that would be helpful. That's one Senator's epinion:
you may hear d lfferentIy from others, but I'd be curious Lo your re-
arction,

Mr. LEvirT. | eertainly think that we intend to look at those
eases very, very carelully and see which OnEs may be appropriate
for us to do semething about. I think you've put your.fi inger on
something when you spoke about fesources,

In the absence of having private action available to ws in thiz-
arena, more resources ¢learly are going to have to be gaing to the
Government to do it. And that's not the best way, in my judgment,
te accomplish-a goal that I think has been handled with-efficiency
and has really maximized the use of minimum resources. .

Senator DODL, Pm sensitive to that as well. T know you're hard
pressed, and I'm not expecting you ta take on all the burdern. -

I dor’t want the prineiple of law, to get lost- and have: everynne
say, well, pee, you guys didn't get it darte in Congress and we just
didn't bother with it, and find wi've left this Faping hole here.

I am more interesled, at this particular junct.urc, in making sure
that that prinsiple of law is tested.

Mr. LonNg., We are looking earefully at the cases we have, Lhe
cases that are in the Courts of Appeals, and thinking about appru-"
priate cases in which to pursue the arguments. We have some con-
eern that given the Central Bank decision, it's clearly true that the
issoe of enforcement actions for aiding and abetting won't be re-
solved short of another Supreme Court decision, and that's geing
to take some years, unfortunacely.

Sénator DOBD. You may be nght on that and I appreciate that.
I don't think we're dizagreeing with each other at all

I wish you'd keep us posted. It would he very helpful to the Com-
mittee to be aware of how you're progressing. I don't think we need
tg know the details of cases but rather how you're proceedmg with .
thallenging or testing this particular :

Mr. LEVITT. We'll keep the Committer advised.

Senator DODD. | appreciate that immensely.

T've got about 6 minutes to record a vote

I don't have any additional questions for you, Your teshmcn}f 18
very helpful, L' will ook Forward to working very elosely with you
n the :m‘nmg days to sec if we can't pot tegether some Ianguage

Again, you've already heard it expressed here that, therell be
some signilicant uppusmun My view is we should try "lnd deal with
this 155082 now, - :

I thank you immensely ﬁ:r coming and aharmg your thaughm
with us. We.look forward to. working with you an this issue, and
we'll he very interested, Arthur, in hearing the comments from
your Consumer Affairs Committee on thf: litigation ref'o‘rm issue.

I.thank you.

Mr. LEVITT. Thank }’Clu sir.
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Senator Donn, There may be some additional questions by other
Members for the Chairman of the SEC, and if so, we'll leave the
record open on that point. ’

I'll have the Committee stand in recess for about 10 minules
until 1 come baek, and we’ll then invite the second panel to join us
at Lhe Committee table. -

[Recess.| _ :

Senator Donn. The Committee will come to order.

Let me apologize to all of you for delaying with the Budget Com.
mittes, :

Let me just briefly introduce our second and final panel here
Mark Griflin, Director of Securities Division within the Utah De-
partment of Commerce. Mr, Griffin has jurisdiction ander Utah’s
Blue Sky Law to regulate and offer the sale of securities. He's twice
been elected a member of the Board of Directors of the Norih
American Secorities Administralion Assoelation, and currently
serves as the Association’s treasurer. Donald Langevoort. Did 1 pro-
nounce that correetly? -

Mr. LaKGuEVOSRT, Langevoort.

Senator DODnD. Mr. Langevoort, excuse me, has heen assoriated
with Vanderhilt Law School since 1981, and is currently the Lee
5. and Charles A. Speir Professor of Law there. He has served as
sperial counsel at the SEC and waz an assaciate at Wilmer, Culler
& Pickering, and has written extensively on the issue. _

Stuart Kaswell is the scnior vice president and gencral counsel -
of the SIA, in charge of oversering the Association's legal staff in
Washington and New York (Mfices. Priot to jeining the 5IA in Jan-
vary 1994, he practiced sccurities law at Winthrop, Simpson, Put-.
natn and Roberts in Washinpton. Before that, he was Minority
Counsel to the House Energy and Commerce Committee and began
hiz career at the SEC. _

Harvey Goldschmid has been a Dwight Profossor of Law at Co-
lombia University since 1984 and has been asscciated with that
university since 1970. Prior to teaching, he was an associate at the
New Yaork law firm of DeBevois—iz that how you proncutice Lhat?

Mr. LancevoorT. DeBevois.

Senator Danp. DeBeveis, excuse me, and Plimpten from 1966 to
1970. He has written several books and numerans articles, was the .
counsel of record on the brief filed by the Bar of the City of New
York in the Central Bank caze.

Eugene Goldman is a partner in the Washington, DC office of
McDermoti, Will & Emery, and has represented clients before the
SEC in secarities cases ineluding class action suits broupht against
directors and officers, and previously served as the attorney and
iggi:-]m counsel in the SEC Divisien of Enforcement from 1977 to

David 5. Ruder is a partner in Baker, McKenzie's Chicago Office
and Professor at Northwestern University School of Law. He served
as Chairman of the SEC from 1987-89, and was a public member
af the Board of Governors of the National Assaciation of Securities
Dealers. Mr. Ruder has wrilten several law review articles pertain-
in%tu the issue at hand, -

lad to have all of you here today. Mr. Langevoart, why don't
you begin and then go to Mr. Griffin.
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STATEMENT OF DONALD €. LANGEVOORT, LEE S. AND
CIIARLES A. SPEIR PROFESSOR OF LAW, VANDERBILT UNI-
VERSITY

Mr, LANGEVOORT. Th"mk ¥ou, Mr Chairman,

Senator Doon, T want to ask you too, by the way, if you'd help
me out here. I realize you may have voluminous material to pro-
vide to the Committee, If you could try, and I realize hearing this
from a U5 Senatoer is always eduecational but, if you ran try to
limit. your remarks to about 5 or 6 minutes apiece, you'd really
make this Cormmities very happy 5o we can get Lo the guestions.

Any material you have, we'll include in the record. _

Mr. Lancryvoont. Thank you, Mre. Chairman.

.Let me tty to set an example for the rest of the panel b}r ::'Imng
it in less than 6 minutes,

Senator Do Very good.”

Senator Gramm, s picture goes in.

[Laughter.|

Scnator DI:}DD The next Lime we have a hearing, yr:ru ' go first
wh this.

[Laughter.]

Mr. LangEvoORT, The Supreme Court's decision in Central Bank
of Denver va. Firsl Inlerstate Bank 15 a dramatic constriction of the
seope of Hule 10b=5, private rights of action, but it may seem more
dramatic now than its impact will wltimately turp oot to be.

We are told that there's no longer any private aiding and abet-
Ling liability under Rale 10b-5. But at the end of the opinion, the
Supreme Court also told us thal no one is stopped, whether the
SEC or a private plaintiff, from charging a person with primary re-
sponsibility under the Federal securitics laws,

And indeed, the Court—if you read ils opinion very carefully—
inviled a definition of primary liability that effectively says that
anybody who commits a fraud or iz a substantial participant in the
fraud itself can be charged.

1 did a fairly brief review of the case law of 1992 under the law
of aiding and abetting. [ locked at those rases, and asked myself,
could they be recharacterized readily as ]:'urlm.'ir_y violations? The
answer in over half of them was, ves.

So my sense is that the Jupreme Courl has bepun a dialog with
the lower courts that by no means is going to be ended by this deci-
sion. [ndeed, the lower ¢ourts are going to respond by working aut
a sensible definition of primary liability. It will continue te capture
those who actaally are responzible for fraud.

'I[‘ihgt brings us ta the palicy queatmn before the Committes. What
to o

If my prerllctmn thut primary liability 1s indeed a ﬂurly broad
concept is right, then there probably is time to consider this issuc
in tandem with the broader pelicy questions relating Lo securities
litigation reform in this country,

I helieve that aiding and abetting should be sanctioned both in
SEC enforcement actions and in private rights of action, but T den’t
think aiding and abetting should be remnserted back intg the sceuri-
ties law without, al the same tima, tryving to address the distorled
incentives that we have-today that have led to some extent to ex-
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cessive litigation, to lack of merit in some actions, notwithstanding
the pasitive attributes of aiding and abetting liahility.

I think the issues that are raised by 5 1976, the bill that, Mr.
Chairmian, you introduced with Scnator Domeniel, raises many of
the issues that have lo be addressed in thinking about what the
proper scope of aiding and abetting liability is in private mights of
actian. '

And [ don't think you ouphl to separate the question of whether
thers should be aiding and abetling from the more general question
of liligation reform. Thank you.

Senator Dowp, Thank you.

Ay, Griffin. :

STATEMENT OF MARK J. GRIFFIN, .DI'REGTDR, SECURITIES INI-
VISTON, UTAH DEPARTMENT OF COMMERCE, ON REHALF OF
NIHITH AMERICAN SECURITIES ADMINISTRATION ASSO0L1A-

TION

Mr. GGRIFEIN. Thank you, Mr. Chairman and other Members of
the Commitiec. :

Mr. Chairman, on April 189, 1994, the Supreme Court struck a
devastating blow againsl investors who are vietits of seennitics
fraud, We've heard many comments about that today, and I'm pre-
senting you & }Izaint of view that 15 exaelly 2%% blocks from Main
Sireet, ﬁSA. That's where my offieé iz, and I've come a long way
which admittedly is 2 long way from Wall Strect. :

As the dissent amply points out in thizs decision, the deeigion
runs directly ecounter ko seme three decades of praetice, hundreds
of judicial administrative proceedings, and precedent in all eleven
Courts of Appesl, '

Importantly, and as you have already heard today, the decision
also jeopardizes the abi?;t}' of the Securities and Exchange Commia-
sion to prosecute aiding and ahetting claims ia its own cases,

The Commission, as weve glrrady heard, has zlready voluntarily
started dropping aiding and abelling cases, in some cases based on
the Central Bank decision, :

At the same time, defendants who have been charged with aiding
and abetting are moving to have private cases dismissed and ver-
dicts overturned. In fael, some of that has already taken place
CGther defendants in aiding and abetting cases are being advised by
counsel to move immediately to seek final judgmeni dismissing
those elaims to minimize the impact of any potential legislative re-
SpOnse.

This 15 a stale of affairs that must not go unchallenged. NASAA
respectfully’ encourages you to deal immediately with the narrow,
strajghtforward, an§ pressing problems caused by the Central
Bank decision. We urge you to resist attempts to hold off on drafi-
ing legizlation to correct the situation uniil such a Lime, if cver,
that a consensus emerges n the broader issues and that present
themsclves to us with respect to litigation reform.

We do not need Lo reorpanize the fire department before we put
out thia four alarm blaze now threatening small investors, An 1m-
portant lesson to be learned from the large financial frauds of the
1930°s is that these schemes often invelve oot only the primary
wrangdoers whe are central to the fraudulent enterprise, but alsoe
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the professipnals, the lawyvers-and accountants, who nid and abet
the fraud. :

In many instances, these Nnaneial crimes could not have sue-
ceeded without the active participation of the accounting firms and
law firms that conferred eredibility and advice upen the enter-
prises. ’

Given that the finanrial frauds of the 1980 vividly demenstrate
that professionals play a key role in facibitating financial crimes
and financial fraud, why in the 1990's should we want to limit the
liahility of such individuals? It simply doesnt make sense.

I would like now to turn to what NASAA beheves will be the

ractical effects of the Supreme Court decizion if it's not corrected
Ey Congress. Amaong others, we should expect the following resulta:
Reduced aceountatality of profossionals and a green light for more
1950's ‘like abuses. Diminished Teeovery for defrauded investors.
Greater strains on the aiready overburdened SEC and state regu-
latary agencies. Ripple effects threatening other furms of secondary
liahility and a possible erosion of investor confidence resulting in
less capital available to 17,5, businesses. : i

The reality is that investors now will be foreed Lo rely en redress
gpportunities Lhal may only be available under state statutes, rath.
er than relying on a uniform national standard, '

The chart I've brought with me today illustrates some of the
problems with relying on Lhese State staiutes. As you can see, the
chart to my might indicates somewhat of a patchwork quilt with re-
spect to aiding and abetting under State Blue Sky Law. .

In some instances, the Btates have judizially expanded aiding
and abetting lHababity similar to the conditions precedent to the
Central Bank decision. Other states have legislatively included
something in their statute abeot aiding and abetting hiability. The
vast majerity of the states have no judicial interpretation of a uni-
?:brt{t:l statubte, and so Lhat's somewhat amlnguoss. And 50 6n and =g
crih, )

-IU's important to keep 1n mind that in its Central Bank deeision,
the Supreme Court invited Congress to Took at this issue and legis-
late in this area. ] would encourage yoa to aecepl this invitatien,
and to moeve immediately to enact ﬁrmtnd legislation to reverse the
decision and to explicitly restore the authonty ander Section 10(b)
and Rule 10b-5 for the SEC and private litigants to bring appro-
priate actions against persons who aid and abet securitics fraud.

['m afraid that under the alternative scenario in which Congress
docs not act, we would be forced to face up to this inaction when
déﬁ"r‘]auded investors demand to know why they cannot be made
whole,

We will have to admit to such investors that, yves, you may have
been defrauded. Yes, seme other persen may have matenally as-
sisted the primary violator, perhaps even opening the door for the
primary viclater to have eommitted the illicit act. And this assist.
ance may have taken place openly, ves, recklessly, and maybe even
with substantial personal benefit. No matter how unfair this may
secrn to you, Federal law places this sccondary viclater beyond
your reach, And this is net & conversation [ want to have with n
defrauded investor, particularly when there's an opportunity to cor-
rect the situation,
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Thank you, Mr. Chairman.
Senatar Dopo, Thank YL,
Mr. Kaswell,

STATEMENT OF STUART J. KASWELL, SENIOH VICE PRESI-
DENT AND CENERAL COGUNSEL, SECURITIEZ INDUSTRY AS.
SOCIATION

Mr. KasweLL. Thank you, Mr. Chairman. Chairmman Duodd, Sen-
ator Gramm, Senalor Domenici, On hohalf of the Securities Indus-
try Associntiont, I'd like to thank you for the opportunity to testify
today.

Irn Stuart Kaswell, general counsel of SIA. It's a pleasure to be
with you today to pI‘E'ELnt SlA's views on Lhe important topic of aid-
m% and abetting liability under Rale 10b-5.

ask that a eopy of my statemeni be included in the record.

Senator Dopn. Without objection.

Mr. KasweLl. The securities indastry plays a eritical role in the
life of vur economy., Our indusiry maiches invaestor with entra-
preneur, saver with mdustrialist. We risk our own funds on a re
lar basis to bring new issues to market and to provide markel‘.s t t
are liquid and deep.

In 1893, SIA's members raised over $2.4 trillion. IGlur capltal
markets create new jobs and new products that affeet every facet
of our lives, Qur markets are the breadest, higeest, and the most
honest in the world. Unlike s0 many sther industries where US
firms have plaved catch up, the 1.8, securities industry continues
to set global standards for innovation, honesty, and profitability.

Inevitably, in an industry of cur size and dyversﬂ,y, Lthere may be
a handful of bad actars. When these very few individuals defraud
invesiors, SIA strongly believes that those mvesmrs should be com-
penzated ful]_} and swiftly.

The Federal securities laws provide many tools for huth private
investors and the Sccyrities and Exchange Commission to redress
grievances. But on toe many eccasions, the Federal securities laws
have become a tool for apgressive plmntlffs lawyers to line their
own packets. The Dodd-Domenict Litigation Reform Bill is intended
to address these problems comprehensively. SIA appreciates this
effort and the Subcommittes's willingness to listen to our concerns,

Senater DoDD. Is that an endorsement? . .

[Laughter,]

Mr. KASWELL. Not quite, Mr. Chairman.

|Laughier.]

Senator Dovn. Just thonght I'd ask, You never know.

Senator DosmENICL [t an eadorsement of the Domenici part I'm
interested in

Senator DolD. You ean't have partial endorsements,

Mr. KaswelLL, We appreciate when any Suhcommiuee listens to
our concerns. Maybe I can leave it at that.

The Subecmmittes is considering whether to enuct legizlation
providing a private right of action %nr aiding and abewting & viela-
tion of Rule 10b-5, Onor answer i3 an uneguivocal no.

After Central Bank of Denver, investors who are defrauded still
have many weapons against the bad apples. There is no gap that
Congress must fill.
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With repard to private remedies, investors who are harmed may
claim the broad protections of the Securities Act of 1933, such as
Section 11 or Section 1202y The Securilies and Exchange Act of
1834 providas broad remedies as well.

Rule 10b-5 still makes it illegal for any person to defraud, make
& false staternent, or engage in a [raudulent act in connection with
the purrhase or sale of a zecurity.

Frivate rights of action always have becn an important 5u|I:the-
ment to SEC enforeement action, Central Bank of Denver will not
change materially the importance of those private rights. The pri-
vate plaintiffs’ bar has not been shy about bringing cases and there
is little doubt that they will push the envelope of primary offenses
under Rule 103,

Even after Central Bank of Denver, the S3EC remaina well-armed
ih its battle apainst improper behaviar, If wrongdoers lie, cheat, or
steal, the SEC can and should bring an enforcement action against
them under Rite 1003,

Other sections permit the Commizsion to Lake adminisirative ae-
tion against 8 broker-denler that aids and abets securities law vio-
lations inchading Rule 10B-5. The SEC has ample authorily over
hroker-deaters. {?n addition to the Federal law, many Slales provide
a broad range of remedies to investors. S1A believes that Congress
sheuld reject guick fixes fur aiding and abetting,

Az noted, we beliove that nutﬁing is broken, but we alsp note
that the law of aiding and abetting was a morass and a cottage in-
dustry of lawyers hagbeen trying to explain it. Aiding and fﬂ:na‘rJ:ingr
whatever the lformuiation east a net of liahility that was too broa
and only helped an aggressive plaintifls’ bar draw in more defend-
antz al the periphery. Restering that mess will nat provide mean-
ingful investor proleciion and will not ereate more johs cxcept for
lawyers,

We urge this Subcommittes to continue its comprehensive exam-
ination of these issues. We don't need more litipation and lawyers
to champion wrongs that are more imaginary than real In Utapia,
2ir Thomas More wrole:

They hawe na lewyers among them for they consider chem as a sordid people
whose prufession il is b disguise matiers, )

There is no need for more lawsuits and lawyers. The Supreme
Court’s decision in Ceniral Bank of Denver is both good law and
good policy. The secarities laws fully protect thoze whe are injured.

Thank you, Mr. Chaieman.

I appreciate the opporlunily to present SIA's views. Ill be glad
Lo answer any gquestions, .

Senater DODR, Thank you very much,

Ilr. Geldsehmid. :

STATEMENT OF HARVEY J. GOLDSCHMID, DWICHT :
PROFESSOR OF LAW, COLUMEIA UNIVERSLTY SCIIOOL OF LAW

Mr. GoriscaMID. Thank you, Mr. Chairman.

The Association of the Har, in the amicus brief you mentioned,
conctuded Lhat the “preservation of Lhe civi] remedy” for persons
damaged by alding and abetbing "1z cssential.”

Although [ want to emphasize loday Lhat I'm naot speaking for
the Assocration of the Bar, or Columbia, the words “essential ta the
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effertivencss of the Federal serorities laws” were—and remain—
not hyperbale.

The holding of the Supreme Courl's 54 majority in the Central
Bank of Denver case, il 1t i3 not legislatively overruled, will ereate
either a serious undermining of the integrity of our securities mar-
kets, or vears of confusion, unfaimess, and unneccessary litigation
while the word “indirectly” in Section 10(b) is read broadly enough
to fill mast of the gap that the Supreme Court’s unfertunate hald-
ing has created.

The academic in me is tempted to spend time on a eritique of the
Central Bank of Denver case. The majority opinien is in fact rigid
and unwise, but your invitation properly focused us nat on 51&
spinion but on the key policy issue for the fulure: “Whether impos-
ing private civil liability on aiders and abettors is good policy.”

My answer to your gquestion is an emphatic yes.

TNl first address the policy issoes and then present my rec-
pmmendations.

Prior to the Supreme Court’'s decision in Central Bank of Denver,
as you've heard before and know, aiding and abetting liakility had
keen oniversally accepted by the lvwer Federal courts. The lower
Federal esurts have understood that aiding and abetting civil 1i-
ability was required to impose an appropriate standard of diligence
and care on professionals, such as attérneys and accountants, with-
out whose assistance many financial frauds could not be per-
petrated,

Investors in publicly Lraded securilies often rely on professionals,
These professionals, whether attornoys, accountants, appraisers,
enpineers, or geologists, act as “gatekecpers” who provide assur
anee to publie investors of the Minancial integrity of their invest-
ments.

Recent secandals on Wall Street, in corporate disclesure docu-
ments, and in the savings and lean industry emphasize how impor-
tant it is for these gatckeeping roles to be played vigorously.

In this regard, the Supreme Court’s Central Bank of Denver
holding provides precisely the wrong message. Wilhout aiding and
abetling eivil liakidlily, many of these "patekeepers,” on whose credi-
hility buyers and sellers of securities depend, may be essentially
immune from liability. But more important is the peint Senator
Gramm made earlier. They may be free, and conduct counts here,
they may be free of the incremental spur to vigilance—the critical
deterrent ¢ffect—that many necd. . )

With my home town bias, I'm delighted to indicate and do so
with great pride, that the Association of the Bar was wilhing to step
up and aszume appropriate responsibility. :

In its amicus brief, at the end of its summary of argument, the
Bar concluded: “As an organization of attorneys, the Asspoiation of
the Bar is, of course, sensitive to the issue of lawyérs' exposure to
large damage claims. But it is also concerned about creating proper
incentives for professionals and other persons involved in securities
markets,” '

Afler a good deal of elaboration, that part of the brief concluded:
“Public confidence in such prefessionals iz essential w a sound se-
curilies markel system. Enforeement of the securities laws apainst
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transgressing professicnals thus both serves the public and: the
best interest of the bar” .

The Supreme Court’'s majority opinion in lthe Central Bank casze
left apen two basic issues you've touched on today.

These could mitigate the harmafulness of the deeision. First,
whether the SEC will be able to continue to have the power to im-
pose civil liability for aiding and abelting.

Here, althaupgh I think & court tost is warranted, I have very lit-
tle hope that the question will be answered affirmatively and I've
elaborated on that in my statement.

Second, whether the phrase “directly or indirectly” in the teat of
10(b} will be read broadly enough to cover most of those who have
heretofore been charged with aiding and abetting.

I'm more optimistic about this, about the potential to reach indi-
reelly professionals whe have done wrangs, but it will, at best, take
vears of confusing and wasteful litigation before the word “indi-
rectly” eaptures much of the ground that should never have been
lost, And T elaborate on this peint at some length in my statement.

My recomnmendations are as follows: :

First, as is obvipus, Congress should, as quickly as possible, leg-
islzit"l'-’ﬂilj-' averrule the Contral Bank of Denver ease and make ai§~
ing and abeliing claims generally available to bath the SEC and
private plaintifis.

Aiding and abetting should be defined in legislation in a tradi-
tional way as involying a primary violation, knowledge of or reck-
lessniess with respect ta that primary viclation, and substantial as-
sistanec. : :

Although I don't think it's a mandalory part of such legislation
[ would sugpest that Congress define what it means by “su stantial
assistanr;r:’g% think that wouold be wise.

The basic idea, and Tve given you varous drafling suggestions
in my testimony, is thal substantial assistance regquirements
should not make valnerable professionals whose connection with
the transaction 15 remote or insipnificant.

Mew legislation should alse reaffirm what every lower court that
has touched this issue has held, that recklessness is the culpability
standard across the hoard under 10b for aiding and abetting and
all cther matters, o

This issue was leflt open by the Supreme Court in its Hochfelder
opinion in 1976 and is by far the most significani isape that has
not besn decisively resolved by the Supreme Court under the Fred-
eral securilies laws, '

A Supreme Courl helding that only willful or intentional conduct
violates 10(b) would have a potentially devastating effect: on dirac:
tor, afficer, and professienal behaviar; on the soundness of our dis-
closure system; and on our securities mathets. Dircctors, lawyers,
accountants, and many others would have powerful legal incontives
Lo simply ignore red flags suggesting fraud or egregious ronduct.

This Subcommittee and Congress should perfurm a preat service,
perhaps tho preatest service that can be performed in the business
of our area, by confirming the applicability of a recklezsness stand-
ard under Section 100h).

Finally, new legislation could inelude halanced liLigation reforms
and other procedural and substantive provisions.
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My basic qualification is that such reforms not significantly delay
Congress from imposing or reimposing piding and abetting civil 1i-
ability and confirming the recklessness standard.

Thank you, Mr. Chairman.

Senatar Donn. Thank you very much, Mr, Goldschmid.

Mr. Goldman.

STATEMENT OF EUGENE L COLDMAN, PARTNER, .
MeDERMOTT, WILL & EMERY :

Mr. GoLDMAN, Mr. Chairman, Memhbers of the Subeommitter, I'd
like to thank you for this opportunity to testify on the impact of
the Supreme Court's decision in Uentral Bank and what, if any, po-
tential legislative remedies might be appropriate in response to the
decision.

Mr. Chairman, 1 view the Supreme Coort derision in Central
Bank as preseating the Coengress with an epportunity, and the op-
pertunily is te examine the whole issue of varving levels of liabiliby
for defendants in securities lawsaits. As the Supreme Court recog-
nized, the rules for determining aiding and abetting liability have
been unelear. They have exacted costs via vexations litigation that
disserve the goals of fair dealing and efficiency in the securities
markets,

In this connection, I believe there is ample logic for the Congress
to consider certain provisions of the proposed Private Secarities
Litigation Reform Act at the same time it considers whether legis-
lation is necessary in response to the Central Bank case.

I'd like to briefly address the relevance of S, 1976 to the iszue at
hand as well uas the following three issues.

First, does Central Bank apply to SEC actions which seek to im-
pese alding and abetting liability?

Second, 15 it essential that the SEC be expressly authorized al
ihis time to bring actionsz for aiding and abetting violations?

Third, if Congress deeides to add speeific statutory language au-
thnrmnf, atding and abctting claims in private suits, should it also
express the prerequisites for imposing such liability and if so, what
should the standard be?

I believe that the dissent's concern in Central Bank that the ma-
jority's decisien may preclude the SEC for pursuing aiders and
abettors in civil enforeament actions under Seetien 10(b} iz well
founded.

The majority relied primarnly on the statutory text of 1b) in
holding that a private plaintiff’ may not maintain a cause of action
for aiding and abetting under those provisions.

In ather cases in which it has relied on the statutory text Lo de-
termine the seepe of 10(b), the Court has found no reasen oot ta
extend ts holding both to cases in which the BEC is a plaintiff and
in which a privale party is the plaintiff.

Mr, Chairman, I think if you take a look at the Huchfelder case,
where the Court held that a private plainliT eould not maintain an
action for civii damages under 100b) absent an allegation of
scienter, that Court left apen for ancther day whether that deeision
applied to the SEC. A few years later, in the Aaron case, the Court
baszically said, there's no difference in how you treat the scienter
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requirement. hased on who the plaintiff is. They applied the stand-
ard exactly the satme way.

If you look at the rationale in Central Bank, the way they fo-
ruzed in on the statutory text, it’s my belief that il the SEC does
iiet.ermme to expend the resources to challenge it, they're going to
0se

After hoaring the Chairman Loday, 1 think he has testified that
within Lhe arsenal of the SEC's enforcement powers, there arc
other provisions that can he used at this time.

The SEC bas authority under Scction 21{c} of the Exchange Act
to chtain cease and desist orders. These orders can be ohtained
against persens who cause & securities law violabion even iF the
persons are neither dirset vislators nor aiders and abettors, as long
as they “should have known" that an acl or emission would contrib-
ute to such violation. The SEC, Ly applying this negligent sounding
standard, can stop violalors in Ltheir tracks via the ceasze and desist
procecding and the airing of such charges,

In my wview, Mr. Chairman, it has nol been established that
elimination of aiding and abetting Hability would significantly di-
minish the effectiveness of Commission aelion protecting the in.
vesling public. From listening closely to the SEC Chalrmah Loday,
I'tn not sure he would disagree with me.

In the event that Congress determines to anthorize aiding and
abetting claims expressly, it should alse consider estahlishing stat-
utery prereguisites for imposing such liability. SBuch an express
standard would ohviously faeilitale uniform judicial treatment of
Lhose who have not allegedly committed a deceplive act but enly
allepediy aided and abetted t.ﬂu: vinlatign.

1 have been concerned for some time that the reeklessness stand-
ard employed by different courts is arbitrary, borders tou closely on
concepts of negligence, jeopardizes participants in routine business
Lransarlionsg, and ignores the presence or absence of the duty of
diselosure.

Mr. Chairman, in the event that Congress decides to establish a
specific standard imposing liability, T'm sure there'll be no shortage
of yvolunteers to draft a proposed standard requiring a showing of
some avtual knowledge of the pnimary wiolation, reliance and con-
sideration whether the defendant owed a duty of disclosure to the
plaintift,

Mr, Chairman, the legislation which you and Senator Domenici
introduced, the Private Becurities Lilipation Reform Act, contains
certain prwismns which are highly relevant to any consideration of
whether the impact of Central Bank warrants g legislative re-
sponse. As the Court in Central Bank recognized:

Entities aithjeet tn secondary liabilily as siders wnd akbeginrs may Med it prudent
and necessary, as a businass inveslment, 1o abandon sybslancive defopnses and to
pay zottlements in order to gvoid the exponec and msk nI'Lnlng ta tyial.

Mr. Chatrman, that rick will remain very real if no regard is
given to the degree of liabulity of each party or Lo a jusl proporiion
of the damages to be paid. T therefore recommend that the propor-
tionate lability section of 8 1976 be factored into the eguatlion .
when considering a legislative response o Central Bank. That way,
the nature and conduct ol each defendant and the causal  connec-

B3-6l0 — W - 2
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tion between the conduct and plaintiff's damages will be recognized
il siding and abetting elaims are permitted in the future.

in addition te Section 203 of the proposed hill, I would submit
that Scction 104 of the bill s alza quile relevant to today’s diseus-
sion because its purpose i3 to screen out, at the pleading stage, al-
legations that have ne factual basis and compel greater clarity
about the claims and issues in multiple defendant cases.

[ thank the Chairman and Members of the Subcommitiee for
your consideration of my remarks. :

Senater DopD. Thank vou very much, Gene.

Let me cammend all of you for excallent, excellent testimony. -
. Mr. Buder, we're guiug io now hear from you, the lormer Chair-
man of the B8EC, and it’s a pleasure to welcome you back to this
room in which Enu have more than a passing famibarity.

Welcome back.

STATEMENT OF DAVID 5. RUDER, NORTHWESTERN UNIVER-
SITY SCHOCL OF LAW, FOEMER CHATEMAN OF THE SECURI-
TIES AND EXCHANGE COMMISSION ’

Mr. RUDER. Thank you, Senator Dodd.

Senator DoDn. You are our cleenup hitter.

Mr. Bunel. I come here with a history of writing in this field
ginge 1863 following the Rule 10b-5 field and having writtan what
[ modestly may say is the |eading article on aiding and ahetting.

I've alse had some experience as Chairman of the SEC, as you've
mmdicated, and I've ohserved the lemsiative process. And what 1
would like to speak about essentially is a matter of process, .

Due to the broad language contained in Rule 10b-5, that Rule
has provided the Federal courts with an opportunity to fashion the
details of the law of securities fraud. And as a result, Bule 10b—
8, wilh itz broad languapge, has become the primary means by
which injured persons and the SEC are able to recover from and
otherwise punish those who have engaged in securizies fraud.

Rule 10b-5 iz the primary basis for doctrines dealing with in-
sider trading, misrepresentations to purchasers and sellers of secu-
rit{flg, market manipulation and broker-dealer obligations to the
public.

‘In effect, by allowing Rule 10b-5 to be the chief remedy, Con-
gress has allowed the Federal judiciary to develop a Federal law
of securities fraud in a gradual manner., Although it's not casy to
demonstrate Conpressional lepislative inkenl lhat the Federal
courts should develop the rule, Lhe overall resulls have, in my opin-
ion, been salutary.  ©

Many of the aiding and abetting lawsuits, as you've heard, are
class actions based npon Rule 10b-5 on behalf of large numbers of
injured purchasers and zellers of securities, Most typically, as
you'va also heard, the aiding and abetting defendants are account-
ants, lawyers, banks, and others whose role have been secondary,

The threat that these secondary defendants ean be lisble lor all
of the damage caused by the primary wrongdoers has had a dra-
matie effect upon the settlement negotiations in large class actions.
These artions frequentty have been settled by secondary defendants
for signiﬁcﬂnt sums because of the possibility that they ‘will be re-
quired to pay the enlire amount claimned. ' :
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“and abetting doctrine? Or shou

a1

In the absence of Congressional aetion, the holding of Central
Bank of Denver case that aiding and abetting actions cannot be
brought under Rule 10b-5 will help to alleviate some of the prob-
lems associated with the large damage claims,

In my Jnlun those preblems will not ﬁ'n away.

Plainhﬁ% in the large damage cases will now undoubtedly allege
that aceountants, lawyers, banks, and others now included as sec-
ohddary defendants were primary participants in a scheme to de-
frand. ‘The settletnent bargaining process will centinue and the sec-
ondary defendants, now to be called primary participants, will con-
tinue to be under encrmous pressure to settle these cazes,

I believe that this recognition that the holding in Central Bank
of Menver can assist defendants in larpe damage claims, while it
dees not solve the problems, leaves Congress with a complicated set
of possible solutions. Should it Jjust do nothing? Sheuld -it merely
overturit the Cenlral Bank case? Should it overturn the Central
Bank case and add guidanee r ‘F'lrding development of the aiding

d it undertake a thorough review
of the Federal law of sccurities fraud that some of the panehsts
seem Lo be suggesting?

My judgment is that what the Congress cught to do is merely ta
return the aiding and abetting cause of action under Section 1{{k)
and Rule 10b—5 to what it was before Central Bank was decidad
onn the understanding that the giding and abetting doctrine hag
been developed by courts in a gradual way and & way which is ben-
eficial to the public and provides the kinds of remedies which are
NLecessary.

Additionally, however, if Congress reverses the’ lf"entra] Hanl: of
Denver case, and even if it does not, it should bear a responsibility
for examining the economic effects of i imposing unlimited liability
in class actions upon a groap of secondary defendants wha are not
likely to benefit in a manner commensurate with their miseonduct.

The fees received by aceountants, lawyers, and banks for their
commercial services do not justify enormous dollar judgments
against them in securities law ¢lass action cases

I applaud the Committee for having introdured 5. 1976 and have .
begun the examination process of how to deal with the prohlem.
But in summary I think that if you wail until you have goetten all
of the comments and all of the criticisms and all of the analysis
that might be before you, you will not find yourself in an easy posi-
tion of reversing Central Bank.

I would suggesl a two-step proeess, First, reverse the Central
Bank of Denver and then deal with the problems that are con-
nected with the large class actions.

Thank yvou. -

Benater Donn, Thank you very much,

Let me commend all of you lor excellent and very helpful testl-
mony 25 we lovk al these irsues,

I'm poing to ask the staff to limiv cach of us o & minutes so we
can get to each other pretty quickly and nol take up tos much time.

[ suzpect a lot of the questions [ have, Senator Gramm or Sen-
ator Domeniti would alse have. I-may address the question to one
or bwo of you, but any one of you who wants Lo comment, please
feel free to do sa.
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Let me pick up, Mr. Ruder, on your last comment—one that's
been reflecled by a numhbeor of people, not the least of whomm Was
our gollaague frem Ohio, Senator Metzenbaum, who has taken a
similar position,

There scems to be some broad arcas of deubt in the way the
courts have applied the aiding and abetting lizhility statutes. We
know of differeni standards that different courts have held.

[ mentigned in my introductory remerks that we may potentially
Tun right hack into a Lampfl situation. By just putting the language -
back n, without trying to deal wilth sume of the very issues that
kave created Lhis patehwork, turns it back over to the courts again.
They can come back and decide any standard they may want to
apply.

Different jurisdictions may come np with different definitions.

Aren't we getting right back into the same kettle of fish that
we're Lrying to get ont of, by merely inserting the languape of aid-
ing and abetting in the 10b statute, and giving the courts again an
oppartanity to do whal we should have done years ago?

Mr. REUDER. Well, sir, it's been my opinion over the years that
Congress should have provided a remprehensive law ol securities
fraud. But as I have observed the development of Rule 10b-5, in-
cluding the aiding and abetting doctrine, I helieve that this very
sensilive area is one which can Eettnr be handled by a Faderal judi-
ciary which 15 able to deal with the subject matter as 15 oceurs in
a very shifting economie climate. And I think that if——

Senalor Do, On what basis can you say it? They've already in-
dicated different apiniens in Lhe Federal judiciary,

Mr. Runwn. The Federal judiciary is not as splil as some may
like you to think. The central parts of the doctrine of aiding and
ahetting are very well established, . :

I think it would be possible for you to seize on the roain doctrine

-and define it very simply as Mr, Goldsehmid was suggesting, and
do it in that -w:}y, but I think that il you go Lo trying to develop
an entire law of securities fraud, as part of this, yon will end up
with an enaormous project.

If I may make vne other statementl.

I think you can expect the Supreme Court, based upan the 5-per-
50Tl Majority, to continue to whittie away at Rule 10b-5 and plain-
tiffs’ remedies, And [ think yoo will find yourself eontinually under
prassure to deal in a remedial way with what the Court has done.

It seems to me that the appropriate way to deal with it is simply
that, to deal with the Court’s challenges to you, to adopt simple
remedies to it, and not be bogred down in the effort to redraft the
entire law af securities fraud: :

Senalor Do I'd just peint aut that in your own testimony, you
state, prior to the Central Bank of Denver case, some arcas of
doubt 1 interpreting the aiding and abeliing still existed. For in-
stance, and you go ﬁuwn and cite very clearly, These are not

Mr. RUDER. Exactly. But that's the way thizs comman law of
fraud has developed in oot country. That’s the way Rule 10b-5 has
been being developed sinee the early 1540,

Senator DoD. S0 you can have Fadera] coures of different juris-
dictiens arriving at completely different conclusions?

Mr. BUrnen. Yes.
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Senator Donn. Depending upon where you bring your cause of
action, as a plaintiff, ¥ou can get entirely dilfferent results.

Mr. RUBER. If there are differences, then the Supreme Court has
been the final arbiter in thiz matter. The law has grown that way.

MNow if Congress wants 10 slop the Federal judiciary from provid-
ing it with a law of fraud in the way it has done, then [ Enlieue
Congress is going to have W do a complete analysis of the law of
fraud, and yﬁu'lighe at that not for a year, not for 2 years, but for
man t{[ MANY years.

I think the system is wurkingﬁ it 15 not broken, and Congress can
respond to the Court when it has, 22 in this case, laid down the
gauntlet for you. 1t said, if yon don't like what we're doing, change
it And 1 think you can do that in a diserete way whenever the
Court says, we disagree, whenever you disagree with the Court.

senator DowD, Let me ask yoa, Mr. Goldman, to respond to that
same question.

Mr. Gornscaumin, Well, we're on much the same——

Senator Door. Mr. Goldschmid, 1 want to ask Mr, Goldman,
Maybe we should have zeparated you twa, .

Mr. GounscHmMn:, Oh,

Senator DooD. Mr. Goldman. ,

Mr. Goromean. Mr. Chairman, not only are many circwits apply-
ing the same standard {0 varying facts, and the cutcome, as you
say, depends on aceident or where the case was filed, but you have
a situaticn where the sg-called leading circuit on securities law, the
second circuit, has a different standard all Ly ilself rom mast of
the other circuits, :

As made clear in the Ross v. Bolton case, the Second Cireuit said
plaintiff musl always prove conscions intent to defraud, which is a
step above the reck:{esgness standard that may of the ather civcuits
are employing. :

S0 that's w?v'ny I think it's ineumbent that, if you're going to move
ahead and remedy Central Bank, if Congress thinks a remedy is
necessary, that you spell sut in full what the prerequisites are, be-
cause you have a lot of courts applying the same standard dif-
ferently based on different facts, and you have some leading eir-
vuits, like the zecond circuit, having their own standard,

And I think it i3 somewhat anfair to businesses not to knoew how
to adjust their gonduct becanse of where the lawsuit might be filed.

Fenator DopD, Let me come bhack to you, Mr. Griffin, You
hrought this very pretty map here with you, It may be one of the
few times in hisfary where Connecticut and Texas are considered
together in this,

[Laughter.]

I suspect it has something to do with the apgressivencss of our
local bars, by the way, in these parlicelar areas.

It seemns to e that if we leave this map up, it will make the
case. 1 mean, that's a mess.

Mr, GrFvIN, [t i5 2 moess,

Senater DonD. Where's the fairness in thiz? You're lucky if you
live in one of these white blocked oub States or 3 red State. It
seems to me that our eountry is trying to develop simple standards
a0 that overyone can konow what the rules of the road are going to
be, but it becomes difficult when you're dealing with multinational
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and large rcorporatipns that have divisiens all over the eountry.

Just bring out your map—1I can tell you where to file litigation.

Mr. GRIFFDY. Right.

Senator Dom. That's not a very healthy way to proceed.

Mr. GRIFFIN. And as you know, some of the borders of pur States
are drawn——

Senator QRamMM. And that's how people decide where to file.

Senator Dobn., Sure they do.

Mr. GRIFFIN. As vou know, some of the borders of our States are
drawn along riparian boundaries and if yoa live across the river,
you have a different remedy, And we don't feel that that's—

Eenator Donk. This is not the 18th Century we're talking about.
‘We're talking now about the 21st Century and global marketplaces,

bir. GriFrm, Right. And we feel also that the question has been
raised whether or not there will be a migration of the litipation
from the Federal ecourts to the State courts, depending upon where
you can bring your action,

Alsg, there's some guestion as to how the Federal distriet courts
are going to be dealing in the wake of Centrul Bank with some of
these State laws with respect to pending State claims under Blue
Sly Law of which there are quite & faw.

enator DODD. | knew this is State law that we're talking about.

Mr. GRIFFIN, Yrs, -

Senator Dopn, We're talking about Federal law, and the map
would look a little bil different. There wouldn't be quite as many
different colors but there would still be different applications of the
siding and abetting statute, 1 would think that while eertainly
States like to preserve their preropatives, that it would be in every-
one’s interest. In faet, hasn't your organization even supmested
model stalules Tor the whole contry?

Mr, Grirrm, Yes, Of course, there’s a uniform act. Unfortu-
nately, the uniform act is being mierpreted differently very similar
Lo the 10h-—5, : ]

) Senator Dommr You would agres that we ought to trv and
ave
Mr. GrIFFIN, Yes. T agrec. 1 think ambiguous language in any

statute is really the delight of a trial lawyer. I think, to the cxtent

that we ean be precise and specific in what we're talking aboul,
that would be good.

Bat again, [ would caution and advizse the Committee not g
move forward on the broader issues that yeu've been invited to ad-
dress here pertaining to litigation reform. 1 think the need is im-
mediate to deal with Central Bank, and then we'll have time to ap-
proach these——

Senator Donn, T feel strongly about my own bill, along with Sen-
ator Domenici, and 1 appreciate your comments and [ appreciate
the comments of those who suggested that we ought to go Turther,

1, for one, believe we're dealing with 8 similar subject matter and
I'm interested in Lthese guestions of how do vou fix this, should it
he fixed, does it need to be fixed, how impertant is it that we fix
it immediately if it needs to be fixed.

Let me turn to my colleague,

Senator GRaMM. Mr, Chairman, there are several ways you can
look at this map of the United Siates of Amernica. One way you can
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lock at it is gur ability te wote with our feet. The problem is if you
color the whole country red, you're looking at voting with your feet
by taking your moncy to markets in Japan or London, . markets in
Germany and maybe someday a market in Mexico City,

If States want to promete litigation and in the process burden
their businesses, they pay for it. And as a resull, markets work,
peaple move, capﬂ;ai flows, and ultimately the State s forced to
rome into llne wlth TeAROT and responsibility.

The preblem is, when we impose regulalory burdens naLmna“}',
we Jose the ability to vole with our foet, except by moving across
natichal boundaries. [1 doesn't make me happy (o see investmeant
go from my State to New Mexico, but on the other hand, if Texas
15 going Lo commit fegal suicide, I'd rather that the business go to
MNew Mexice than go to another country.

1 want to make one more point, because I don't want anybady to
leave here with any hope in their hearl. There is no chanes in this
world that we are simply going to put these twao words back in this
law. That's ngt going tnghappen. We're poing to do ane ol two
things, it seems to me,

(Jne, we are going to do nothing, or we are going to have respan-
sible, broader reform. If T believe this Commiltee could write the
bill, I'd be very much in favor of legislative activn, Quile frankly,
I think this Subeomnmittes, with the influence an the Full Commit-
tee, could write a pood hill, A Bill that could deal with the problems
while limiting liability to the propertionate degree to which spme-
one iz culpable for doing wrong or imposing damage. T think we
could eomme up with reasonable standards about what snmebody
should be liable for in terms of behavier. The problem is, I have
ever:,' contidence, that the Huusc of Representatives will mess this

fLaughter |

Senator GRAMM. S0 my inclination in that scenario is to do noth-
ing. But the idea that we're just going to simply pet these two
words back in the 1aw, ig totally out of the question. It's never
gomg to h.ipprn

Now 1'd like to ask zome. questions.

If we were going to legislate and try to deal w1th the whole prob-
lem of legal liabilily in terms of its impact on the market, and
therefore behavior and wealth creabion and job creation, what is
your view? I'd like to try to get close te a yes or na if 1 could, and
I know it's hard. On the proportionate lability proposal b} the
Chairman and Scnator Domenici, Td Gike to get yoar views, in
maybe jusl vne or bwo sentences.

I'd like a ves or no, and then one.or two sentences, do yYou sup-
parl that, And ¥r, Langet oorl, let me start with you

Mr, LANGHVOORT, Yes. As written in the bill, which distinguishes
between primary and secondary liabilily with respect to secondary
participants.

Senator GrRAMM, You support the entire blll'?

Mr, LANGEVOORT. Yes.

Benator GradM, Mr. Grffin.

Mr. GrRivem, NASAA opposes professional liability,

Senator GRaMM, What do won think a5 o representative frcun
yvour State?
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Mr. GriFFIN. What do 1 think as a State?

Senator GramM. You are here on behalf of NASAA What are
¥OUT views as sccurities regulator for Utah? )

Mr. OQrifFFIN. T have to admit that the Ttah legislatere, T believe,
has subseribed to proportivnate hability, '

In terms of recovery, I've given testimony before this Committee
hefure that the gatekeeper role of the individuals who are involved
in this activity is sufficiently high and of sufficient importance to
require & higher standurd of hability if something goes wrong. I
think the allscation of liability sught to be directly carrelative to
the harm cansed by the entire fraud.

Senator Gramm. Proportioned based on who actually caused the
preblem and who happened to be just standing there looking out
the window? .

Mr. GrIiFriN, I'm not sure I understand the question.

Senator GRAMM. In other words, what their bill says, that, if
harm has been caused, ﬁeupl{: should pay for it, hut we want them
to pay in proportion to their action in doing the harm.

Mr, GriFFIN. What is nol understood and what has not heen
dealt with is that you are allocating losses when you do thal. You
are placing losses on the part of somebody, and NASAA subsceribes
to the Lheory that the losses ought to be placed on those who have
gome responsibility Tor the harm,

You know, there's a great debate taking place on the Hill with
respect to how we look atb crime in this enantry, And I would dare
say Lo Members of Congress that most elderly people that T know
would rather get their purse snatched and knocked to the pave-
ment than lose $10,000 worth of their income. And on top of that,
to have the insult ol not being able to redress that sufficiently to
go alter thoese who are principally responsible in any way that Lhey
£an, is an insalt.

So that's cur point of view, and [ have to temper my remarks by
saving I've worked 9 yesrs in securities regulation and that's an
impertant and wvalid point of view. | realize that there are ather
competing concerns with respect to capital fermation.

But also there's been some talk about the ripple effeet of this
opinmion. Well, when yau drop a rock in a pond, the ripples go out
in all directions. And you need to consider how investors are being
rippled right now by the decision in Central Bank, those people
that have actually lost money, and their harm iz real And to my
knowledge, the studies have not been done yet to indicate that
there is significant harm to the current system of capital ormalion
by way of the currenl system of litigation.

Senator GRawm. Let me just run quickly down Lhe panel on the
same question. The Dodd-Domenic] provision in a comprehensive
reform, should it be pare of a bill?

Mr. KasSwELL 81A has testified that it favors the cancept of pro-
portionale liability, and I'm not sure we're ready to emﬁruce the
gpecifics of that formulation in the bill. :

Senator Gitamm, Mr. Ruder.

Mr. Runuer. [ beliove there’s a problem and that proportionate li-
ability 15 ome way to solve it. I'm not sure il's going to solve the
problem because the bargaining process, the settlement negotia-
tiezns will ke the chief problem.
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I must say that one of the portions of that legislation that in-
triues me is the apparenl henefit analysis and a manelary cap on
the amount af recovery which might be given and might be charged
against any particular alleged aider and abetior.

That makes some sense to me. That is, the aecountants and the
lawyers and others who are providing assistance may not be the
anes whe should be required to pay very, very large amounts which
are incurred by the people whe are doing the actual wrongdoing.

Mr. - GornscHMID. | haven't worked through the details of the
bull, but proportionate liakility is certainly worth considering with
two basic qualifications. .

One, weve got to think about the bankruptey situation, where
there's no one left.

Senator Dobn. We cover that in the bill.

Mr. GOLDSCHMI, Twa, there are some very difficult procedural
and settlement issues out there that David Hoder was just refer-
ring to. I've spent much of my practiee time consulting with de-
fense counsel, and the last thing you want to see in a major securi-
ties litigation is the defendants shooting at each other,

There are procedural 1ssues to be worked ont, where defendants
won't be forced into 2 “war” with each other, and Lthen settlement
aspects have to be worked through: and finally, I'd have to work
my way carefully through the bill. But it's certainly worth consider-

1TLE,

%enator Grav. Mr, Goldman.

Mr. GorLomaN. If you have a situation for aiding and abetting al-
leged, that means that there's someone who acto: ﬁly engaged in de-
ceptive practice and someone who aided and abetted semeone else’s
viplation.

1 think in a sense, you have some difference when it comes time
to pay up based on such a stark difference. So it's a concept T would
say is definitely worth considering.

Senptor Gleamst. Let me azsk one more question,

Belore I do, let me say, Mr. Chairman, this is an excellent panel,
It's an excellent panel because it presents us with a ot of different
views, and I think everyone has done a good jobh in expressing his
view,

Obvigusly, i you're worried about the cost of litigation on capital
farmation, of job growlh and eampelitiveness in the country, you
will have one view., But vou can also take the view that if you
mighs give somebody the ability to recover a mickel in damages,
aven if il imposes a billion dollar cost on the economy, it's worth
it. That's not a view that I think most peaple would take, however.

{ine way that other systems have dealt with this problem of try-
ing to pet a halance in the coart, so that people with real claims
who have really been damaged and who have a case will have in-
centives to file them, while people who are looking for a deep pock-
ct or somebody tu seltle with them out of courl wen't, 15 the lose
or pay systiin, It's interesting to me, for example, that we see a
big push to imitate the medical sysiem in Great Britain, which
deesn't work, but we see.the same effort to imilate the legal sys-
tem, which probably works at least in this area better than any
other.n the warld.
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Let me ask, in terms of this comprehensive reform Lthat we would
be looking at, what you think about a lese ar pay provision, say in
these types of transactions?

Mr. LavgEvoort. [ assume you mean loser pays the attorneys’
fees and other rosts assoeiated?

Senator GrammM, Yes -

Mr. LanckEvoorT, I am naot in faver of that as the way of han-
dling the problem that [ think you and T agree exists. [ think when
ynu%lave a5 claimants small investors ardund the country, they
cannct afford to pay the legal fees.

And if the meszapge to them was, if vou think you have a 50 per-
cent chance of winning, a 00 percent chance of lesing, and il you
Lose, }ﬂm pay the defendant's legal fers, 1 don't think that suit gets

rought. .

I think there are better ways of dealing with the incentives to
file meritless actions, :

Senator GRaMM, If you would do a little two-pager on that and
send it to me, I'd read 1t.

Mr. LaNcEvoort, I'd be happy to.

Mr. GrirkIN. T agree wiath BMr. Langavoort that the ehilling effect
iz not worth it. [ really feel [ike the individuals whe are bringing
these suits are not well-heeled and sometimes the corporations are,
and [ have heard the arguments from varioas flanks that there are
incentives on all sides of these lawsuils to draw things out to make
veuations claims ang counterclaims on ali sides, and that costs real
mongy. . _

The ability of a defense counsel, for example, to ratehet up that
price tag, would be a significant chilling effect, not only a barrer
to the courtroom but alsoe a significant hammer to ferce an unjust
settlement. '

Mr. KasweLL. Qur members have not lavored going to a loser
pays formulatien. We think that there are serious prohlems with
the likigation system but that may not necessarily be the best way
to approach it :

Mr. RunEr, Despite the fact that the Securibies Act of 1933 Lends
ta provide that remedy, 1 do not faver it in this legislation.

Mr, GovpscHMi [ think the chilling effect is much too great for
any Lossible gain. I'd like to emphasize, stepping back, that a great
sugcess of pur system has becn the capital formation and the secu-
rities procesges, That is helped meaningfully by the ability of the
SEC and the ability of private plaintiffs to %ring litigation. There
is great value in the inventives and deterrents il creales.

To understand why this system works, you must understand the
securities laws and the effect they have on real people.

Mr. GoLuman. Lose or pay, T believe, would result in good faith
claitns not being filed, claims which have merit not being fled. 1
think to the extent there are bascless claims, frivolous claims, the
court should sanelion nat only the party bot opposing counse]
ander Rule 11.

Thece are zome Federal Rules of Civil Procedure that can take
care of @ lot of the ahusa. '

Senator GrRawvM, Thank you, Mr. Chairman.

Senator Donn. Yes. I'd point out that in the bill, I'm opposed to
the so-called British rule for the veasens that our panel has stated.
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There i1, under existing law, a5 Chairman Ruder has pointed
out, the ability for a court v impose attorneys’ fees, but therés a
standard there that must be met; It's rarely done but it is there,
and it ¢can be used.

We have put sume speed bumps in our legislation such as requir-
ing an allegalion of financial loss before a case ¢could be certified,
tiot brought, but certified. And alse reguiring greater specificity in
the complaint so that you ot least have the scnse that someone
gther than a computer mightl have written this complaint.

We had the situation the cther day wherc—I don't know if I'd
told you this or not, Pete—but someone sent to me a complainl that
they received in this arca where the computer had screwed up so
that the first part of the complaint had this particular plaintiff
vamed, and then it had a totally different company on the seeond
half. No one even hothered to read the complaint because it was
jtﬁst being generated by a computer. We're trying to get away from
that. .

We think that with some of the speed -bumps here that I've de-
scribed in the litigation, and alse, o protect people with net assets
below a certain level so that the joint and several would still apply
where they would lose mbsolutely everything is a way to hedge
against that.

We must make sure that where there has bean willful conduct
that the joint and several would still apply, so as to send that clear

_and valuable signal that this is not te be constroed as a big break

for those people who cngage in fraudulent or illegal activitiss,

Your comments are inleresting and very, very helpful.

Let me turn to my eolleamue from New Mexico, il he has any
questiens. _

Senator DoMeNICI, Well I want to thank vou for calling the hear-
ing, and thanks to all of you for cotning.

Senator Gramm indicated he was not a lawyer. He's doné very
well not being a lawyer and getting to the root of the problem.

I am a lawyer, so you will know, for the lawyers there at the
table, T still have an abiding respect for the profession. But with
the passage of Lime, it’s getting dimmer snd dimmer and dimmer
and dimmer. And so you'lf also know, that T thoupht encugh of it
that 1 didn't say to my children, you ecannot he lawvers, three-
cights of my children are Jawyers, three out of eight. I've signed an
agreement with tho other five.

[Laughter.} .

Senator DOMENIC]L And it's very simple,

Senator Dopn. Drafted by the ather three. | _ _

Senalor DOMENICL They arpued for a hell of a long time, But
anyway, the agreement says the five arc going lo have 1o go out
and earn a living so the lawyers will have bosiness,

|Laughter ] ' ' o

Senator DoMENICL In other words, they'll have to be productive.

Frankly, if that sounds cynical, it is,

Mr. REoder, ] just want 1o tell you, it may be that we could have
solved this no other way but I cannot imagine, other than an ad-
mizsion that we don’t know how 0 write a law, or it's too coto-
plicated, or it is too political. However, I cannot imagine a worse
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situation than to turn over Lhe liability to the coarts of America,
Federal or otherwise, and say, “make it up as you go along.”

And ithen have a great prefessor go back and lock at it, and say,
it sounds pretty rcasonable, they've been doing a pretty good jng.

From my standpuint, what's missing in that is we den’t know
how many hundreds and hundreds of defendants that probably
never should have been sued and never paid did, becanse we'll find
out way further down the line that the evplution of this court cre-
ated privale action wasn’t Qquite right, and we've seen the mast per-
fect example of it right new.

[ mean, this evelution through the mighty rectitude of pur courts
and their great wisdom. We witnessed the Supreme Court come
alang now and say, “hey, the lower courts have been wrong regard-
ing aiding and abetting all this time,” In fact, T wonder how many
hundreds of millions of dollars that defendants might not have
becn legally Hiable for were paid nonectheless in settlements.

Lel me finish my thoughts for you. Just & moment.

Benator Do, Let me add, Pete, though, too.

Senator DOMENICL Sure, :

Sensgtor Doon, There are plaintilfs that may have been sigmifi-
eantly disadvantaged. 1 think it's important.

Senator DoMerton Absclutcly. Because it's wapue, it's not the
way to base the securities law of this Nation and certainly in to-
day's world, it’s nol the way to de L

¢ have small high tech companies. Let me tell you, youo all keep
saying that there's &0 or 60 or 104 lawsuits on this, I mean, T don’t
know where the small corporations, where they're coming from, but
I have a whole file of them thanking me for introducing this lagis-
lalion, saying that it's a threat, that they den't know what the Faw
is, that t IE_',§1'E having difficulty getting board members, that the
deep packet concept is scaring people off,

They're settling lawsuits. {ne of them tells me they scitle them
berause the rzk of litigation iz too big, in fact, one of them said
these law suits are so prevalent Lhat every pro forma that I pre-
pare, I plig im anywhere from 510 ta 815 millien that we're just
going to pay some lewyers for one of these saits. That's even before
& company ever poes publie. b 15 an amaunt equal to the capital
need to develop a new product line, 1 dont think thiz is the way
we pught tg do it, OK, s0 that’s on a broader subject, '

But what I wauld fike to know, perhaps we'll start here with just
a guestion, Do you think that the Securities and Exchange Com-
misgion's ahility to enforee the law apfainst those who perpelrate
fraud has been damaged by this interpretation®

Mr. LaNCEVOORT, It's been damaged, but perhaps not by as
much as some alarmists might think., This Congress decided in
1590 that civil penalties against those associated with fraud are an
important deterrent. That's been lost and that is a loss.

enabor DOMENICL 1 believe there's an argument for doing some-
thing, and I intend to agree wilth Senator Gramm, we ought to do
mere than just fix this. But I think if the Securities and Exchange
Commission, as a public entity, has lost some significant authority,
then we ought to talk about that on a short-term basis.

Frankly, [ have no coneern that the securitics parchasers in the
United States, those people buying stecks, are going to get burt
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mare by frondulent-people with the abelition of these two words—
aiding and abetting—by the courts, because [ think lawyers are
going to find ways to file those suits anyway.

I know vou make a distinction beiween primary and secondary
viglatiens, After Bank of Denver lawyers won't, They're going to
say well aiding and abetting is out hut we will just find another
way., They're going to change these complaints in the computers,

Mark my words, if you could get inte ane of the select big law
firms that Mile these 106 class actions, there's abaut a 100, and just
check in the next month and see what's happened, I would bet the
only thing that’s going to happen is they're going to change some
language in their compater that ponches out these lawsuits to pet
around this,

They're still %ﬁ:ing’ to sue the areopntants, the_v’re going to sue
the bank, and they're going to say they are primarily liable, Per.
haps some judges will dismiss the casc early, but they'll stay in
long enough to settle for aboot $20 millien on every kind of issne
that's around. Now [ note some of yon nedding affirmaiion. Is that
a way to run the securities enforcement of this country?

To me, if we weren’t so powerful and strong, and the market
wasn't so big and powerful, this abusive. approach just wouldn't
work. But capital markets are so hig and ao wibrant we don'L read-
ily feel the harm, but 15 there in the form of a higher cost in eap-
ital. Tf we waste just $150 or $260 million a year and just rip that
off; we can commission academic rescarch to conclude that the cap-
1t.a'1l]mnrkets and our securilies ]atlgatmn system are working pretty
we

And [ think you all do great work in that regard, and I respect
yon preatly.

Perhape vou could tell me, Mr Ruder, why do you really think
we ought to address Central Bank's decision now other than be-
cause of 1ts possible adverse implications for the Securities and Ex-
change Commission? Who's poing to get hart? And do you really be-
lieve that there's going to be more fraud i we don't recreate aiding
and abetling liability ﬁdt‘k inte the system s¢ that lawyers can suc
on it as a legal theory?

So people will really know af :.ruu re aiders and abettors, even
without knowledge, are they going to stop deing that.

Mr. Rupner. 1 believe that these who have sad thal the difference
15 margm.il are correct.

I'm reminded of a lawver that used to work for the Securities
and Exchange Commission named Stanley Bporkin and alter the
Hochfelder ease in which the court said, in order to have a securi-
ties violatian, thers mnst be scienter and Btanley's answer was, if
Lthey want scienter, we'll give them scienter.

[Laughter.)

Senator DOMENICL That sounds like Stanlay,

Mr. Ruper, [ think you could say the same thing in this situa-
tion, If they want primary participants, we'll give them primary
participants,

My guess is that the plaintiff's bar will immediately charge ev-
eryone as primary participants and we'll still get into the scttle.
ment negotiations as we have. And one of my primary goals here
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1% to urge you to try to deal wilth this larpe class action settlement
problem. But I would like Lo raise ane other response to you, sir

Senator DosErICL Please, . :

Mr, RUngr. And it is personal. But from the peried 1970 ts 1930,
I served as consultant to the American Law Tnstitute Federal Secu-
rities Code Project. 1 served as a consultant to Part XY] which was
entitled “Fraud, Misrepresentation, and Manipulation,” and to Part
XVIT, which was entitled “Civil Liability.” Wo produced some 60 or
T0 pages of legislation with comtnent and asked Congress to adopt
it. Congress did nat. -

And if you do want to o back and look at this field, I suggest
that you go back to the American Law Institute’s Federal Securi-
ties Code Project.

My experience will tell me you'll never adapt it. And the reason
. that J say is you need to have a setles of quick fixes iz because of
my despair unfertunately with the legislative pracess. .

Senator Dopp, We'll take a look at that. y don’t you-send us
a copy of that if we don't have it.

Benator DOMENICL Yes. And if this problem with reference to the
civil law, plaintiflidefendant law, not the Seearities and Exchange
Commission, if the problem's only a marginal ene, what’s the hurry
to fix that up? My definitien of margnal is that it's not very impor-
tank, not very urgent. Maybe that’s wrong?

Mr. GoLpsCHMID, Senator, ] do Lhink that's wrong, 1 think

Senator DomeNicL I was asking him because he used the word.

Mr. RUDER. I think Lhe word, marginal, is an important word,
but I tend teo think that the therapeutic value of sayving to people,
you may not participate, you may not help other people to commit
fraud, is very important,

My prablem is that, as with everything, | want to gel at the bad
people and I'd like Lo protecl the poed ones. And the problem that
you're facing is how Lo get at Lthe peaple who are consciously aiding
people to commit fraud and still aveid uwnnecessary lawsuits
?g_aii]nst peopie-who are really doing just their ardinary jobs in good
aith. :

1 think il you do touch this field at all, youll really want to look
at the mental state intent part of this to deal with Lthe question of
what kind of definition you want to put in to a definitien of aiding
and abetting liahility. Whether you want to say knowing or reck-
less or actual intent, 1 think you showuld use words which would
suprgest a very high standard ofy calpability. :

Senator DOMENICI. Mr. Goldschmid, excuse me for interrupting
you. _ .

Mr. GoLpsciissn. No, I'm sorry for interrupting.

The word “indirect” is going to create just the prohlem that
makes you suffer as a lawyer, It's going to create chaos out there.
IWs going to fall from every plaintilfs complaint, and then we're
going to lilimate it. And some who oupht to- be foand liable are
going Lo get away if the Jower courts incorrectly usc that word;
gome are geing to be found lable in situations where we wouoldnt
want it. It will create a morass ont there, and that's where we're
headed because of where the Supreme Court left us, unless you do
somwething withie a relalively short term,
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Senatar DnM[-JNIGI. You don't think both plamtilfs and defend-
ants think we're in some kind of a morass now?

Mr. GOLDSCHMID, 1t can get worse. We want it to get better,

1 do think you have a right to say we ought to be more specific

in our definition of aiding and abetting. We ought to take the com-
man ground, which 1 think is broader Ehan has heen dezcribed, and
then add lo it some.
" Although keep in mind this is nel an area to do a tax code. This
iz an area where you want enpugh specificity to give warning and
notice and be [@ir, but not Ly to du se much that you frecze the
law, or make the law rgid in a foolish wa

Senator DoMENICI. Could I ask the Professor from Vanderbilt?

The Supreme Court mentioned the particular problems that aid-
ing and abetting liability poses for new and small businesses. You
might have quoted it. 1 gunk the Chairman did.

know that the high-lech industry has besn esperially hard hit
by meritless lawsuits, at Jeast in their opinien, and ] think some
outside reviews have indicated that's true. What refinements of
aiding and abetting liability would besl protect these businesses
under these circumstances?

Mr, LangivoonrT. I think there are two refinements, and 'm not
sure they are both definitional

One, which 1 think echoes something youw've heard frum other
metmbers of the panel, is that the concept of recklessness is a dan.
rerous ane when you're talking aboot the lLiability of sccondary par-
ticipants, and some attention to defining the rghl state of mind is
imporkant.

The other mechanism, 1 think, has to go beyend aiding and abet-
ting. It is 1o have some way of gattmg rid of meritless or frivolous
claims, especially against eollateral participants.

My own suggestion iz that you have, in any securities class ac-
tion, an evideniliary hearing right afier filing, where the court looks
al the merits of the aelion and determines whether it's worth aing
to discovery, If you can weed out the meriticss actions, I think the
impact on small business duninishes.

scenator DoMENICT, Mr. Ruder, one last question,

You indicated in your Univarsity of Peninsylvania Law Review ar-
ticle, that sccuritics and fraud litigation ineréased dramatieally
starting in 1962,

Mr. RoDER. Correct. N

Senater DUMENICT. And you said that most cases involving at-
tacks on multiple defendants have mcluded demands for extremely
large amounts of damages.

Mr. REUDER. 8til] true.

Senator DOMENICI. Has this continued? And what do you at-
tribute this tg?

Mr. RUDER. [ attribute il ta the coort’s sbolition of the doctrine
of privity in Rule 10b-5 cases. What the courts have done is to say
thal actions mav be brought by plaintilfs agamst individuals who
have made missiatements to the public oven though the person
charged with the liakality has neitﬁer purchased nor =old a secu-
rity. That together with the changes in the rules of civil procedure
to permit the so called opt out class actions have permitted the ag-
gregation of claims,
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it is someathing that Congress might want te logk at, but it cer-
tainly exists in this day and age. It's the venterpiece for the class
action claims against corporations who have made misstatements
inn the market. ) :

Senator DosMuNicl. Mr. Chairman, perhaps at this late hour, 1
would just submit about & or 6 questions and spread them across
the withesses as they speak to the witnesses. ITow long do we have
for answers? Two weeks?

Senator Donn, Well, as soon as we can.

Let me ask you for a briel response, as Senator Gramm did.

Yeu are all familiar with this decision and part of the question
I think that Senator Domendci was asking was whether or not we,
at the very least, ought to be doing something to guarantee that
the SEC enforcement for this area is not diminished. Obviously,
that's the subjecl of some debate.

In your assessment, or the assessment of your legal counsels, or
people whose legal judgment you appreciate, what 1 gnur canelu-
gion. Does the gecisinn by the Supreme Court limit the ability of
the SEC to bring enforcement actions under the aiding and abel-
tin&language? o

r. LanGRvoaRT. [ would wse the phrase that it is highly likely
that it takea that pawer away {rom the SEC,

Senater DoDn, Highly likely?

Mr. LarcevoorT, Highly liiiely that it Lakes the power away.

Senator Donn. [t does take it away?
© Mr. LANGEVOORT. Yes. ’ ’

Mr, GrirriN. Yes.

Mr. KASWELL. 1t certainly undermines it I think, theugh, there
are many othier réemedies the SKEC has 5o the effect of that may be
somewhat diminished.

Mr. RUDER. Yes. It not only takes that away but other theories,
ineluding respondent superior and conspiracy, and there are other
things in this Court's opinicn which I believe will further diminish
the gEC's DOWers.

Mr. Guubsctimib. A prinvipled applicalion of the Courl’s valion-
ale takes it gaway from the 3EC, indeed, I see little hope withoul
a change in one Supreme Court vote,

Senalor DonD. That may happen this afternoon,

Mr. Gounman, Mo, it's tie wrong vole.

[Laughter.]

Since the decision was based on the text of the statute as op-
posed to who was the plaintiff, the answer is yes, )

Senator Dobn, Well, 1 think that's very interesting and very
helpful to get that diversity of epinion, It’s important for us to
know that. :

We've kept you & loag time and there will be, m sure, some ad-
ditional questions that Members may want to submit. If you could
please pel responses back as soon as possible, This issue require
some attention =ooner rather than later,

Mr. GOT.OMAN, As vou mentioned eariier, the Chairman will have
no shortage of volunileers tn terms of drifting suggested language
at the Subcommittee's pleasure,

Senator Dono. Well, I menlioned that. 1 aﬁpreciate yvour bringing
that up. [ would invite all of you here to submit, if vou have some
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ideas on language, as it pertains both to the acts of private litiga-
tion as well as SEC enforcement in this area. Although this 1s not
.a hearing on Senator Domenicis and my bill, we invite as well your
comments and ideas on that, and ask you to look at. -

I found your responses on the propnrtmml questiens that were
addressed, very, very interesting, and I'd like to hear some addi-
tional ld{tﬂa and thaughts you have on that, as well. | apprec:nate
your raising that issue,

Senator DorEnIC1, Mr. Chairman, ]'.wasnt here but I m mld that
our good friend, Senator \Ietzenbaum, alluded to how much Lhe
RTC mipht lose because of the aholition of the 1iding and ahetting
language of liahility.

T would ask the Chairman te seek a more authentm answer from
the staff and put it in the record, but we did call somebody over
there and it Jidn’t seem quite right to me that very much of the
RT('s activities in taking care of these banks would be.aiding and
abetting fraud cazes. And the answer was thal that settlement was
mostly not pertaining at all to 10b-5, aiding and abetting. Most of
li]was State law c]surns and others, and T think we ought Lo clanﬁr
that

Senator DODR. DHd you want to comment on that, Mr. Goldman?

Mr. GoLodan. I don’t think you will find 10b-5 used extensively
bﬁf the RTC in those cases, since the KTC was basically sitting in

e shoes of the former S&I. entity, almest like a receivership or
trusleeship, -

You h.?ﬁ.c State law and yon alse have Federal banking hw Bav-
ings and loan law, so [ den't see where 10b-5 was a major factor
in those suits, Now in the private litigation in the privale suils, in
the Lincoln and the othar suits, it was a factor.

Scnater DOMENTCL [t just seems to me that one of the reasons
we were being urged 1o move quickly is maybe we have that KTC
losing a bunch of money, and I think we ought to clear the recard
up on that.

Senator Dono, I appreciate that paint very much

We thank you all again.

WI{E thank ihe stall on the minority and majority side for their
WOTE,

This Committee will stand adjourned.

[Whereupan, at 5:25 p.m,, the Committee was adjourned, subject
to call of the Chair |

[Praparcd statements, respense to written questmns, and addi-
tional material for the recnrdpfnllow:]
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- PREPARED STATEMENT OF ARTHUR LEVITT
CHaIRMAK, 15 SECURETIES AND EXCHANGE COMMIREION
Cosoeryiye THE Cevraa. Bank oF DENvER DECISION

Chairmen Todd and Members af the Bubcommittee: 1 appreciate thia oppertunity
Lo testify on behall of the Securtics and Exchange Commission regarding the Su-

T (Emﬂ'_q docizion in Central Bank of Denner M A v, First frferstate Bank of
FJenueq NA, G2TULEL W, 4230 {115 April 19, 16841,

1o Cerirod Bank of flencer, the Suprome Sourt held that the Federal securities
lawa do not provide investors with o private mghl of action a%uinst peracng who aid
and ubet violalinns of Fxchangs Acl ton KR} and Rule 1065 therenndar. The
decigion means that private investors may oo longer ko able to recover (om persens
who 'uubstantia]h',' azgiat ip & seeurilios Traud, even i anch persons act koowingly
ar with a high degree ef reck essness. The decisian elsn creates uncertainty as Lo
the Commission's ability to wse the ading and sbelting theery of liwbility where it
is oot expreasly provided by statule. The Commission therelore believes 1L is desir
able, in ordor 1o ensare the clfective aperation af the Federel aszurities laws, thel
Congress cnact Jegislation pddresaing the Cendral Bank &f enver decision,

Tll;n Cendra!l fank of Denver decision did aot specifically deal with Commisaien en-
lercement vetiens, It can be argued that the Court did rol inlend to mewloct thie
Commissien's ability to pursuc widers and abottors, sod the Comemission may choose
o pursue these arguaments in one or more selected cases. Becuuse other enforee ment
aptions are available, however, the Commission dnes aat believe that devating mrh-
etiantis] resources to litigute the gquestion whether the Central Bank of Denver deci-
swn apphes o Commission enforeement aclions would serve the public intercal. To
do an wauld simply genersle uncerlainly, vod che diversion of mesoorces woyld re-
dure the cffpgctivennss of the Commiasion®s overall enforcement program. The Com-
mizsion has therclore determined thut it will genernlly refouin, wt this time, Erom
meaerling uidin% ord abetting theories of liabfﬁ.}' where the statute does nol ox-
presaly. provide for such claims.

The Commissica's Ere]iminar}r asnesament is thet its enforcement program can
egntinue 1o opersle elfeclively under these cimumstanees. The Cormmission beijeves
that some enforoement remedy will coptinin 1o be available againat most defondants
that the Commission previoualy would have pursued on an aiding and abeiting the-
ory.-IL i6 tikely, however, that wfter Ceatrel Bank of Jenver the Cormrmizsion will
bring more casE Under its adminiatrative astharity, which dnea sot prendde far civil
money penalties as to nen-repulated cnlidies. The Commiseion will wlse be con-
fromied with ¢azea in which it must sue in Federal district conrt, to obtain penaltiza
and other appropriata reliel ageinst principal violslors, und. ulw proceed adminestrs-
Lvely against sepnndary participants. Lagislation mxproasly providing that the Com-
mirsion van eeck iopnctiong wnd other relicd agwinst siders and abolbors iz oeo-
vusury Lo preserve fully the strength rnd flexibility that Cnngn:ﬂa intanded to pro-
Rldc -Fuhen it enacted the Secorities Enfbrcement Remedins and Penny Stock Reﬁm

ol ol 155,

Legislaliun to restore aiding and abetung liability in private ections i3 alas necs
gasaty in order 1o pressrve the benefita of private aclionz a= a scurpe of detarmence
and # vebiele fer compensuling private investors.! The Commissivn reoognices ot
thia Subenmmites i3 considering ather policy issuea thal involve privele litigatien
under tho Fedoral scrurilies laws, Efforls Lo improve vur Lugulioe sysiem mre jm-
purtanl, und the Cemmission will centince to supperl messures that are carefully
crafted to achisve this goal ¥ The Cenirel Beak nf Denver decision deserves your

triiculer sbtention, howower, beeauso il has fondamentally cortailed well-estab-
inhed and vita] investor rights,

As | wleled in u apeach esrlier this wear, our privale liligetion aystem will not
serva ile intended purpeses ifit “faila Lo distinguish hetwesn atrong ceses and weak
chzes. ¥ The Centre! Bank of ferver decision 1llustirales why il is impaclant Lo ad-

" nmmusioner Boonn aproes Lhal Igmislatinn may be aeeded 1o proacre the henchte of Er'wnl.e
aetions 86 & senrne ol delermenee Howewer, he believee that thie lyrislation should be specifieally
cnditioned on sipnificant [ognelative aclicn 10 oarecl abunes in the syslem chet facilitele oF
eYEN encourage wanatious litigation. Sed J. Carler Beese, Jr, Stock Opteon Acesuenting aned Secl-
ritiee Litfgation Raforst, Bemarks Refore the Assooalaon of Publioy Teaded Companos (Rov.
15, 19k Hemarks defure the Amermcan Secivty of Carpornte Secrefarjes [Febh 16, 1994

Lnp fanpming f'ricate Litegntien finder the Federnd Secariften fatos: Henrir;g Before the
Subcommitles on Seourilcs of e Seenle Commitles sn Boan kz'n,ql, Housing, and Crban Affairs,
183d Cong., st Sess 111-231 118800 (testimony of Willinm B Mclaeae, Direcwr of the Conmie-
gion's Divieion of Enlorcenyenty

FBee Arllir Eevitl, Privare leligation [Pader the Federul Seécuritws faows, Remurkn at the S
cuntien Begalation [nkotoie (Jan. 36, 194,
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dress abuses in the aystem through legaalution, rather then Lo rely solely on tho
eonrts. Judicial decisiona of thia type ere blunl irstruments eesching reaulta that
st broad eategunies of cases withoul regard to their merits, They are qot 8 sub-.
alilutle for legiclation Lhit is canellly La:]ored to ensure that it doce m:ut aﬁ‘m meTi-
larious raseR.

I. The Central Bank of Deaver Decision _

Pricr to the Svpreme Court's recenl decision, Lhe Faderal courts of appeals hed
unagimeualy held thal a private right of ection existed againal persons who sid and
abel violatiens of Sectien Hh) and Rule 10%=57 [n reversiog this well-eatahlinhed
hedy of law, the. Court distinguished belwern cases regarding "the sope of conduct
prohibited b ilﬂ{h‘.l" which are gaverned stoctly by “he Lext of Lthe statubs,” and
cases regard g "the elements of the 10b-5 privale lability scheme” ¥ It eharacter
jeed Ee g as wie regarding the scope of the probibition, and fTound that “the test
of the 1934 Act does not itze]f reach those who aid and abel a § 100k violetion.™®

In eddition to the textual snalysis, the Court alaog dizcusssd and rejected alher
nrgwments in suppart of 8 broader reeding of the statutory language. With reapect
to the izsue of congresaional intent, the Court reviewed the express privale causes
of actinn in the Kxchange Act and observed that anne creates privats liability for
aiding and abetting. Fram this, the Court inferred that Congress would not have
inteaded to create such liahility under Seetinn WKLY The Court alse declined to
infer o congressiveal intent 0 establish privele aiding wnd abetting liability from
the ututos, ab the bime Lhe E..xchang-e Act wik enacted, of siding and abetiing liabil-
ity i cnmmal tort, and securities Juw ®

“The Court then considered the argurnent that Congress had repeatedly rmended
the Pederal securities laws withaut disturbing ony of the aiding end ahetting preoe.
denly eetablished over the past 30 FUars, While the Court acknowledged that ita
prior dacisions have not been cansistent in repecling arguments based om o beeguent
legistative h13tnrg il stated that such arguments “dozerva Hitle weight ia the inler-
pretive prooess.

With respect to 1.h,p Argament thet private aiding and abetting sclions are nee-
vsanry bo ellectuwle the remedial porpeses of the Federal securities laws, the Court
aluted thol pulicy censiderations cannot evertide the Ratolory text waless “adher-
ance Lo the toat wnd stroclore wouald lesd te o reswdt 'so biearme that Congreas could
ool have intended "' The Court then cted variows policy wasiderations, inelud-
ing the cosle mesoriated with private securitics litigation and (he potintis] for vexa-
Lipwas Jitigation, thal Congress maght hoeee weigled ugumst the "conipeti dgwlﬂﬂlil’-‘y Eb
guments in fuvor of eiding and sbeiting lakility,” ! The Cour cencle that *jt
ia far Irem eleat that Congresa mn 1534 would have decided that the sbatutary puor-
poses woild be Farthered by the imnposition of private sider and shettor Linhilily.” 1%

The four ustices who diskented om the Court's decizgion ' emphasized the “fan-
dreds” of court decisions supporling aiding and shetting liebilily under Beetion Lh)
and Rule I0k-5 The dissenting justices argued that a “settled construclion of an
Jimportant Frders] slelule should aot be disturbed wnless and until Congress ao de.
cides." '* They alas argued thatl the majority’s spprosch was "snuchronistic® becanse
it applied relatively recent case law Tegarding privale cavses of aclion e 8 Statute
enacted when it was generally sasumed that sieinbes wauld earry with them privatle
rights 1F

E[’hu Bupreme Cooet’s decisinon in Cenfral Bank of Denver ig significant not just
breause it fundamentally ulters the scupe of private liabilily under Rule 10b—5, but
also becsuse it reflects the Courl's determinstion o consleue striclly the text of the

Sﬂ- a2 £l S'Lw P ek O I iSlevens, J r.fnun!m,g_.l frl!mg cases).
162 VS LW at 4332
..lld. aL 4303,

'!d T -
FHE LS LW, at.-i‘l'lﬁ R
Mag ur 4237 l:'ql.l.ul.'lng Prmares! . Morspeoker, 498 (15 §E4 1B (1593] ).
g, st 4237,
Wy .
1 Jugties Stovong was jomned by Jusbces Rlucknun, Sooter, ead Sineloang.
“4Fgd b 4233 (Slewenr, W, dissenbing: : .
EA e 4239 'f_qu.nli.ng Hever v, Kt £ Young, 404 125 oh, 74 01000t [Elerenm, .]., SO -
rinE:I,‘.x . .
M
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Federal securities Jaws," 11 i ne lopger safc (o hsswme that, iT there 18 & gop in
the seourities lows, the Cowrt will sepplement the statuiory tewt to effoctugpte
Congresw’s underlying policy goals'® lnstead, Congress should sssume that the
Court, will minimize policy considerstions and gtrictly adhem: W the teal and stroc-
ture of the statutes drafted 60 wewrs ago. Ag the Court ateted in Ceatrof Bank of
Benper, the isage "is not whether imposing private civil lighility on eidvrs und abuot-
tors i8 good policy hut whether aiding and ebetting i3 covered by the atatote, ™ ™

II. Potantial Effect on the SECs Enforcement Program .

The Cormisgien iteell has frequentiy relied on the aiding and abatting theery of
lsability, not onfy under Sectinn 10(k) and Rule 10b-5, but alao with respect Lo other
aubstantive prowiaions thal do nol cxplicitly refer to ading and abelling.?? Qut of
aboul 420 pending Commission caged, wi have identlfied aboub BO ceses im which
the Commissien had wsferted An aiding ond abetling claim aot expreessly provided
by stutule, Most of Uhese cuses inclede sther counts in which the aﬂcgcd. aider and
ngutmr is charged Az p primarty viglator, In at lerst 25 peading Commisaion injunc-
tive actions, howewer, vae or mote defendunls are charged salely under pa aiding
und sbetbing Lheory of Linlality,

The Commission has toncluded that sllematives 1o aiding &nd ghetting liahility
will be svailuble to the Commiseion in most ceses. By saserling pimary vislations
in appropriale cases, aod porsuing theoricg of secondury lisbilily in ather ¢azes, the
Cammnisgion belicwey that 8 can mainthin 4 significont poetion ol its pending on-
farcement Titigation, Where il 5 not sible to proceed in dielnicl court on eithar
o primary or scoendary theory of liabslity, the Comanistion generally will be able 1o
UsE ike coase and desist authority to addeessa the matter admioigbratively,

Becwuse alternelive colorcement eptiona exiol, the Commaission doea not beliewe
that it would be prudent so doevole substanlial resources (o liligete the issue of
whether the Central Brok of Denter decision applicy o Commiasion cnforeement. ac-
lions, 21 The Commission simply vannel eflord o lel s enlorcement program be-
come mired in litigation in courte acposs the countty regarding the ecope of its rema.
diel suthorily, In cur view, the most masponsible course fer Lhe Commission ia to
uze the allernatives discugsed below in ymoal eages, preserving our sbility to litigate
the 1s5ue 45 appropriata.

Frimary Liauf:'n'ef}'. Cne obvious allernative ia 13 slloge priogary violations of the
acte or rules wherover posgible. As the Supreme Cowrl atated:

Tha aheenee of §10Kb; aiding wnd abwetting Liabilily dors nol mean that seeond-
ary aclord ip the securitiss merkels are wlways [ree Trom lisbility under the secu-
nikics Acle. Any parson er entity, including & lawyer, geesuntand, or bank, who
emplovs w munipulative device or makes & material migatatemend (0F vmisgien)
an which a purchaser or gellor of decuritios relies may be lisble ax a pnmary vio-
lator under 10b—&, Aasuming aff of the mequirementy for primary Hability under
Rule 10b—5 are mel. In any complex secunties froud, there are likely to be mul-
tiple vielators; in this case, for example, respondents bave named (our defendanta
A% DTImARY v iolators #2 :

Althaugh the Swpreone Ceurt clearly mdiceled thal not every aiding and abettin
claim con be recast in terms of primary liability, 2 the bodndarivs of primany Liskil-
ity are nol clear. Ohe securitiog ]ljaw treadise huvs described the Line between primery

'"&ee ol City of Chisgen v Envieonmenral Heferae Fund, N 92-1639 (U5 Muy 2, 19843
Landgraf w. UST Fitm Precfucts, Ko, 22-167 (LS. ."I.Fnl 26, Ltady Jfohn I‘il.u'kupic. Liatening in
on the "Congerantion” Between Courd gnd Cragress, Wash. Post, May 1, 1954, at A4,

O SEC v, fapaal facns Heerarch Burear, 375 U5, Le0, 194 {1563) Haterpreling seoarition
|'ﬂl5lal1<[ﬁ “rot. Lechmicplly and restriclively, bul Oesibly w eMfoctoale il remedinl purgisgs™:

B U5 LW, ne diEin—a4d.

= ER, SRC v Sonds, Lin Rel. Mo, 140371 fapril 13, §994) (Exehange Act Section L)l SEC
v. Micheest fvestmendy, tae, Tl Rel Na. 13048 (Al 12, 1894) (Exchange Aol Section 15l );
BEC w M’-I#'f‘ll.- Lal. Hel. B, 14047 Mp‘r‘i] T, vad4) {E:c‘hunﬂu- Ml Bclion 1ind) ) SEN! v .Hn.r_gar:,
lae Rel. Koo 14039 {March 31, 19935 (Enchange Acl Soctione L3aX ik 1BcKL), 156K, and
LRay L) BEC v fibori, Lat Rel Moo 10025 (March 23, 1994) [Seooritive Act Sections 5 and
LYin} amd Echange Ael Secliong LBY, 180a), and 13061, SEC v fdependent Aszel Manage-
Merd, LAl Eel. Mo 19006 (Murch 05, Lad4) dnvestrnenl Cempuny Act Seetion 70810

#The dimenl prgued thet (he “mgjonty lenves tile doght that the Eathunge Act dvee mot
L o] mil 1he Cam::ussmn‘ lo purkwr a1dep; gnd abetloes in vl veforcemenl aclione anpder
5 L0E) aud Robe 105 B2 BELW. a1 4240 (Slevens, J., difsembing .

- l.;.ﬂ.[..w. nL 4237-3A.

u"l_.:"hjld'in[: and Abwting liabilily exteods beyund perspns whn cngage, oven ibinctly, in 8
prositibed aclivily: widng and nbelting lishilily reached persons whe do not eogage in the peos
geribeed Bebivities ol al), hul who mive 8 degree of aid 1o those who do,” 62 DS 0W, sl 42143,
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and seeondapy Tiability s Sindistinet” and “virtually nosexistent.*¥ This uncer.
tainty in the lBw existe, In large part, because the distinction seldom had Ell{l!)' THO
tical significance before the Central Rark of Denver docision. Perssnz who ai ecrand
abetted A fruud wore held jointly and m'-roraﬂg' lighle with primery vislutors in pr-
vate Bctions, And the Commission oblained the rame injuoctive relief againat pri-
mury And secandury violulory in ita enloreemend actions,

Although esch case will turn oo its facts, the Commission belicves Lhat i1 will gen-
erully be gble to plesd a primary frwed wiolation ogainsl porsons, sich s noeouni-
ants, who make atatamenta relied upon by imvestors, The mere difficull situations
muy invobve corporate disclosure chsed in which & number of difenent officera and
wgents of the torporation play & rele in developing the disclositre in guestion. The
Commission nlss has some weneern that precedents regerding the distinction be-
Leign primary and secondary violatoes will be established i the contest of private
actions to which the Comanission i nat & garty.

Finbilily ms a "Couse”. A soeond alternative is to yse the Commission™s adminis-
trative cemse and desist avthority with rogpect to perdons who At as “a cauae of
a sacurtiea law wicletinn by anather perann. SBeetion 210 af the Exchange Act, and
parallel pravisions in the ather ars,® alluw the Commissiun o proceed agsinst uny
“prreon 1hat i%, wad, or would bo & cnuae of [a vielation of the sceunitica Jawse or
rulea), due to 8 act oy pmissian the person knew or dhould huve kaown would con-
Lebate to sueh violation™ The Commigtion may order such 8 persen ie cease and
ideaist fram vielating or cansing u vielation of the relevanl provicions, and the Cam-
missinn Ay alsn order an acoounting eod disgorpfement of o violuter's illegal prof-
it3 2 In the svent that a coase and desist order is toreafior violnted, the Eummiu-
gion may seek civil penallioa in Federal distnct court. )

The scopo of lehilily as & "eause” of & winlation would appear to be ns bmoad, i
not broader, than aiding and wbatting liability.*” There are rﬂﬁicnen:ns, hawever, be-
Lween o cedse wnd desist order aguinst & person for “causing” a securnities violation
amd fooanpunction apamst a person for “widing wnd ebetting”™ o secuotios vialation,
& Fedeenl distriet emart injunctiun, which s punishable by criminal conbempt, 39
generally perceived tn be a more severe sanctinn than & Comrdssion cease aod de-
sist arder®™ More importantly, a Feders| diseriet court may imposs penalties in
Cemmisaion injunclive acticng, bul the Commission may not impaes panalties in
ceeac-and-desist proecdings

Bosides pesulling in milder sonclions in some cases. the inabllity to persue aiders
and ahettors in distpict court cases will alse reduce the effliciener of the Commis-
sicwre enfercemeant program. Theee inevitably will be cazes in whidh the Cemmirmicn
mraal Jile an injusctive sotion in Federal digtrict court nﬁainsst the primary violators,
in vrder th obtain an agsol fmege, civil pepalties or olher appropriate reliel, while

rocending separato|y against secondary winlators in A ccase and desist procceding.
ﬂaving s hifurcate cases 1n this manner will be & drain en Commission resources.

Controtling Person Ldafelity. Tn certain cases, the Commisston may consider
whether a potontial defendant has liability 85 & “controlling person.” Seclion 2Ha}
of the Exchange Act pmvidea that any preras wha "controla” eoy person liable
under the Aot 1@ liable "o the same extent” aa the eontrolicd peraan, unless the con-
trolling person “acted in good faich and did nol directly ar indirectly induce® the vio-

M4 A Bromberg & L. Lawenfels, Sevieritics Froed and Tommedities Froucd § B SRBHD (1591
Thete are wome cawek wnder Soclion § of the Segantion At Joddang Lthpt a "necassary and suin-
gtancial" parmicipant in wn wnmegstered sule of sequrtics i Tiable as a primary wiolatar Kg, -
SFC v, Mobchudk, 604 F2d 130, 13942 (TLth Cie 1982] 1t 1 unclear, Soewever, whelher courks
will gxtand thin npprsch Lo Section 10b) of the Exchange fct ard alher prsisinns.

H Cop Sonpuritics Acl Bonkian By lnveklmiont C{.rnpan:.l At Baation S; [avestmant Advicrm
Al Bevriom 203k

o }:x:hnng\e Al Seclun 21000, .

¥ There ate o5 yeb no cwkes inberpreting the L300 ceppe and desiet cpeInne, Thore peg, of
vrlbRe, CARCE iNterpreling "a awse” and "koew or ghould havc knowe' @0 oother contcike, K g,
Knippen v, Ford Wodar S0, 345 P80 ol 1007 (D00, Cir. 1976] ("whoold heve known oquated
with meglipence?, BH. Svdason & Do, v, SEC 196 F.2d &0, G596 (23 07 ], arrt. derpexd, 344 115,
Hac (1802 ("a cawee” does nol mean oaly “Smmediaie af twlocing caoee].

Py ke pnd- dessanl zlll.l:l'.l'.\ur.\u.-iL].I alen will p'rm-'idu: the SEC with an glteranlgve 'r\cmm:l:_',.- mpaingl
perdand who poromit isofebed infractiorns and prerent @ leaey threak 1o investors.” 5, Hep. Mo,
237 18t Cong., @ Seas. TH § LG

B With respect 0 sevunlies frme and persons peepoitbed with secorites firms, the Commik.
gion Uiy join oAk nod derikl pmraodingr with admintrtrative: prll‘l!tﬂlr‘li:‘i uredrr glher prov .
gione thal expreasly notharize penallice fer aiding end ybutling. See hkchange Act Srection
TR a2 Investment Cumpu.ny Acl Becelzon B{JIIIBL lovesliment Advisers Acl Sertinn
2O KLEH . .
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lation, ¥ Section 200e} ir availeble to the Commission aa weli na o private plain-
Lilla.3 The conbrmlling person provisiens are likely to begome more important to the
Commiseion afler Lhe Central Bark of Deruer decigion. .

Regutntory Changes: In addition to the enfercement ellernitives discuszed above,
the Commisaion may have certein reguiatory eiternatives available to it. The Com.
miszion will conzider the extent to which it mey use ite Tulemaking authority Luqi:rm
mulgate milea directly prohibiting conduct that previeusly has been addressed ws
miding mnd abelling other vielstione, The Commiesion has broad aulhorty under
Sewtisn 23 of the Exchange Act ta "make sueh rules snd reyulationg sy may b nee-
e3sary or appropriets to ]mﬂl{'munt the provisions" of the Act. The Cammission alsa
has gpecific rulemaking suthority under @rtvin other provigions ** The Commission
will explere whether it is T&asiglc b use much authariy to address conduet poe-
viously churaeterized ag aiding and shetting.

4 0+ & % &

While theae and perhaps other allernatives ® available to the Commisgion will eo-
ulble it to medntein p comprebensive enforcernent program, the strength and fexibil-
ity of il enforeerient powera will b limited in eertain typea of cases. Ln some ceses
or with respect te some defendants, the Commieseion may hava enly an adminiatrs-
tive eeaedy and civil money penalties may not be available. 1n other mattars, the
Commission may be forced to litigate the same case go two Tronls. Congreasional
aclion iy desiruble to remedy these elfevts of the Cendral Bank of Denver decizion
on the Commission's enforcement progran,

III. Effect on Private Securities Activns

A3 the Coremdszion stated, both in it3 testimony before this Subcoamittes lnst
June and in the briel filad with Lhe Supreme Courl in the Central Bank of Denver |
case, i iy critically importuot thatl investors have elfivclive remedies under the anti-
fraud provigions of the Federal securities laws. The Commission devates substantial
reaoureey Ly the detechion and pruseculion of seruntice law violsliona, butb it cannot
addrvas alk such vielations, 1*mvete sctione under the Federal seoulios lows, and

"in particular ithe implied povate oght of eclion wnder Section 10b; and Rule 10%—
5, have long been viewed e o “aetessury suppiement”™ 1o the Commivsion's eaforce-
ment activitiea ™ Privete securities Troed actions alsa serve to aompensate injuned
inveetors, s role thel Commizsion eplorcernant aclions can serve unf:'!,r partially and
incidentally 2™ .

Althowgh the Cexdpal Hank of Deneee decision widl aot affect all povate scoorites
fraud actiane, it subslentially diluics the effectiveness of the private remedy in cer-
tain types af cages, As o general matter, the decisiea moy affect private secerilics
liligation marc savercly than it will affect the Commisgion's enforcement program.
There ATe At leazt [our reasons o Lhis.

Firal, es discussed sbowe, the Commission has administrative remidics availgble
1o it 10 certain cesce egainst parennd who are *a ceuse of” or who *aid Aand ebet”
& vinlption, Thest adrunistative remedies are ool wvinlable o prnivale plaintiffa. In
arder ta procesd under Federa| law agaiost perspns wio previowsly were character-
ized aa aiders and abettors, & private plaintili will bAwve 1o extnblizh either that the
defendants directly or indireetly commilied securities [rawd, or Lhat some other the.
ary of secondary iahility s Available.

M Sre admr Securitica Art Soction 16,

M See BEC v, Fooay [ngusiries, 587 Frd 2149, 1168-T0 (D 4. Cir.), cert. denied, 440 U 5. 95
[1A78) SEC v, Monagemedd Dynamies, dae, 515 F.2d RG], BLE fid Cip 1975 8RO ». Firgt Jer
sey Seowmties, Inc, 15094 LS Thel Laxos 477 (S.00N Y, Aprl 26, 1994); SEC v. Mapelbns 592
F. Supp. 006, Y21 (BTLHY. IBR4Y Hal of SEC . Cofew, 483 F.2d 1304, LB (th Cird cert.
denjed, 420 LLS. 908 (1974 (prior Lo 1975 s mendment).

A Gus, e g, Exchunge Aol Secdione 10007 and 1%HeX L),

B Any pormn wha knowingly "side, abets, counacls, caenande, indwees, of procars™ the con
meegion of & Federal erime is pumehable a& & panapal. 1B DR §3 Thus, Lhe Federal Chvern:
ment mAy cute crimindlly any petwan wha provaden knowing Rid i & crirainal wiclauon ol
the Fodoral gacoritien lawe. Thik "allernative™ will he geailablc 1o the Commisaion, of coures,
mg{ in Ahe mil keroud cawew, sad anly threogh the Departaent of Justioe.

Ser Hatemagn Eichice, Hil Ruickants, Inc v, Hermer, 472 108, 239, 310 (1866]; J.0, Cose Co
v, Borak 37T L5, 426, 442 (1364,

2 Thegorgenect, which w availahle in Commissien cnlarecment acisne, Broes o defendant Lo
give up the ymoupl by which he was unjustly enciched. See SEC v. First City Firgnein! Carp.,
KO0 .24 1ZIR, 1230 (NG Cir. 19880, SEC <. Blavin, 760 F22d 08, 710 (6ih Cie. 1935 &)
thowgh the Comnisgion nawally rwhee disgueped fuonds wradubla i mvestam, the amowat of in-
wonbir lewaen aflen exceeds the defisndonty grine. Private setions ensble iovestos b seek some
penmmtary damapges fur their Tl beesca,
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Second, important legat diferences exist botwean Commisgion injunetive actiong
and privete durnege eclions under Rule 10b-5 A% the Suprerme Court emphosized
in Central Rank of Deruer, a private plaintill under. Rule 10b—6 musl show, defend-
ant by deferdant, that' Lhe plaiatill roesanably refied on the dofendant’s
misslatement or amissian.®® The Commissicon, en. the other hand, noed nob dem-
anstrate reliance in order to obtain an injuoction. Faflure 1o establish relience al-
ready resnlls in dismissal of & fair sumber of povate elaima.* and this may ooeur
more often with pespect to defendacts who wers proviously characterized ag siders
wrd wbeltora. -

Third, as the dissent suggests, ™ Ceatrg Honk of Demcer gl least caats some doubt

.on the continuad vighility of certain ather fsrma of secondury linkibty vnder the se-
ouritivs lows, such ws respondeal supecior  and epparen aiiharity, ™ These theories
ere morg imperianl bo privete pleintiffs than they are in the Commiszion. Respomdant
seperior ullows privele pluintifs o rocover fom employens for the sctions of their
employess without mﬂard tz whether the emplover acted in “goed faith" under Sec-
tion 2Kar of the Exchange Ak, The Commission has rercly attempted o rely oo
respendent superior,™ bul private plaintilfe froquently use this theory ¥

onrth, ﬂnf{u‘-l‘]’lﬂpﬁ magt impertact, the inability Lo pursue widing sand abettin

claime may rmaull in more cakcs where the likelihood of recovery does net justify
the expected liligation coels. In many financial frand cagez, for exemple, the isguer
that perpetrates the fraud often betames bookropt before or just sler the Trmuod ia
expased. Although Lhere may bo partiea whe juatifiably cnu]d'lg;e held reapongible -
cause they contributed to the fraud, the prvate plaimlil will have 12 determine the
exten® to which these aecondary defendents are inanlated by Central Hark of Den-
wer, [0 dovs nut np&mﬂr reasonubly likely thelt Lubilily can be established on some
theory other than ai inf and abeiling, plaintiffs may simply not Briog o Federal se-
cubties fraud case at all, . )

It iz poasible, of course, thai privake plaictiffa will degide to pitrsue State law rem.
cdies rather than Federal claims agrinat scoondary defondunts. Al prescnl, we ¢an-
nat tall how important these altzrnatives will he or whether they, ion, will he ef.
fected by the Ceafrad Boak of Beaver decision. -

L] L4 L] L4 L]

Becowye effoctive private remedics aguimst [rsud ame easential 1o inveslar con-
fidcnes in the Tairnesa of our securilies markets, the Commiasion helieves that Con-
greasional action i peeded Lo restore the proper tolaoos to privale scounities litige-
tisn. 1M Congress faile b acl, the rulea geverning privete eecurities litigation will
rentiinae to g established by court decisions that compromise 1nvestor proleclion by
aﬁ"ecti'ng brard criegorics nFcase.s without regard to their merits, Thiz has already
acrurred wilh resperl Lo issues such ms Lhe applicable etelutle of lmilations** and
the availability of siding snd abetting Hakility in private fraud actions; it will likely
recur if cther pending iasues Are left %ﬂr the cournts Lo resolve,

Ae the Commission staled in lastimony belore thie Subcommittee last June, it i
important to respond to the current litigation environment aod'to do 80 in & manner

Meer B2 LT, W, oL M, Masc fre w. Levcsor, 4RG 15, 224, 245 {108H];, Zabnist v, Cool-
X, fag, TOE FORA LSLN, 1518 {100k Cir 1983 imisonablenars ], . .

M &ee SFL v, Rare Research, Inc, B F.Od 13530 1580 (9Lt Cir, 12900 SR v filocm, TED B2
TR, 711 6Lk e, 1945), . .

#HGap ap, Ml v. Palar Malecule Corp, 12 F2ME LIWD 1175 (2d Cir 198909); Shlesinger v,
Hr.m.l,\l, 2 F.ud 135-, 141 i 5l Car 18, fruvww v, B.F fatton Gmu;.r, fm:., aar Fodd MR Tredy
2 Cir. 13- Atart o, v, Erase & Whieney, BEL F.2Q 023, 102930 ¢hth Oir. 1992); Pavid
son ¥, Witson, 873 F.2d 1351, 140001 i3ih Cie. 1942

=M oy cowrds, concluding Uat § 2Ha s ceatrdhing person” provisnns . ., are ook bhe ox-
cluaiva pource o Tahilily wodor Lhe Exechanga Art, have imposad Lighility in § 10(b) acvime based
upac resportdeat 2uperior and olhor cesrabon-law sgpency prineiplon, . . These dermigne Hkewise
appcar Mnlikely io surave the Courle derigion’’ 62 LS LW . at 4240 n_12 {Blevenw, J., divsent
'inil [eaeabions orricledy ) .

Respordral tuperist 8 the doctrtine thit g "maklor,”ingluding an employer, s reapensible
Tar the actions of his "servanl,” including an e:ncf}]n_we. while the eervant w acting wikhin the
roiepe af hig emiployrent. See Restatenent (Second) of Agency 4213 (1958).

*a .I\FIEIIIH!I". mulhonby Lhe desctrine Lthat o prinl:ipa.:. i€ limble for the actiens of an “appamﬂt..
agent” if the princdgal lcads a thitd party Lo believe thet the sgent hoe authonly. See ed § 58

e B v, Qreait TAdustmies, 551 B 49, 55 it O, IBTH:I; SR v, Managemend hvnomacy,
Imc, B1S F.2d #01, K135 (234 Cie 1995]

Mg Melinger v, Tian Cqpergl Corp, 904 F2d 1664, L576=T7 (9¢h Cir, 1990) (¢n benc):
I pe Allanrlic Finonciol Mamagement, TA4 Foid 24 (1et Cir. 1986), cert, deafed, 451 U5 1072
[1U%T); Sharp v, Cocpers & FPvbrond, €45 F.23 175, 1828F (3 Civ. 19913, Hardury Morage-
mend, fne. v, fake, A29 Fdd T, 713416 (34 {01), eerl. dended, 449 LS. LOET 1080).

Mo Lampl, Plevo, bipking, Prapiz & Petigron: v. Gilherlson, BOL 1ULH 180 [1201%
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ethist distinguishes between propously that ave “tailoved specifically Lo deter
meritless actions” snd pmpuﬁu?s at "Tundamentally alter privete seunticy hitige-
tion” by unduly reetricting seritorinua ectiona.®? The Ceniral Bewk of Denver deci-
zinn eliminates aiding and abelling Liability without Tagard Lo the merits of partion.
lur capes, und for that rewson it deacrves parlicular lopulative ntiention.

IV. Conclusion .

Juet a few years age, Congresy enacted legislation thet subaientislby incressed the
etrength and flexitulity of the Cramizaisn's enforcement remedics. Thue in large part
to the expanded mdminimirative remedies made awvaileble by that legislation, the
Commission will generally be eble e address securities law vielstions thot it tradi-
tinnally had pursned under An aiding and shetting theory af lisbility. [Legizlation
ia necessary, however, to preaceve All of the benefils previded by the Bemediss Act
und to swveid inefficiencies snd icrressed demands oo limited resourses, Legislation
ia alzo needed 1o restore the obility of investora to pursve meritorious aiding wod
abetting elaima. The Commissicn looks Reward to working with the Subcommittee
to resolve the isgues vaised by this decision.

Thank you.

STATEMENT OF DONALD C. LANGEVOORT
LEK 5, axy ClLARLES A, SPKIE PROFESSOR OF Law, YaxDERBILT UNIYERSITY

The Supreme Court’s decision in Conirgd Bend of Deneer v, First eteraiate Beng
13 the mest drumatic constniclion of the swope of Rule 10b—5 since the Rule's sdop-
tion more than fitty wears ago, [ta reault 19 stunning—the abandenmast of the pri-
vate Fight of action lor aiding and shalling, which bhas boer a mejor feature of secu-
ritiea [raud regulation since b lesst the 1960 Bguully steking, howeser, is the
Courd’s rnr.-thugu-:rf atptutory interprotelion. Cendral Benk sdopta a *extoaly” ap.
proach to Section 105h)'s scope, cadtiog nside precedent. policy and legislative intent
el usaful interpretive mechaniama. This Lhrestens a nuomber of other dayicea by
which 1the lewer courts hud hercloflore tried 1o give the Hule w sensible wod prag-
milie conelroclion, wnd will surely migrate o sther implicd remedics under the
Federal serurities laws. .

I find the Cuurl's l‘du%‘i-u]‘li.]‘li; unpersunsive, espocinlly in iy freaiment of the mle
of procedent ond of Congress delibeeationd regarding aiding and abetting over the
past decades. But academic criticiem 1= nal purlicularly impartenl right now. The
significunl guestions have to de with ihe ﬁres&cahle impact of the ruling, And
whether 1t rellects good policy or not.

The Probable Impact on Private Rights of Action

Cerdrpd Benk eula hack on the RO ol ]iahilit'}' under Rule 14b—5. How much,
howevar, ia by ro means clear. Wa should keep in mund thal restriclive Supreme
Court decisiuns in this aren ame ool new. The immediale reaction is alarm or cele-
bratinn, depending on ope's perspective, But the lower epurtz have shown B tend-
engy nok t,n'amp]itg:.r such rulings in subaequent craes but le poderaln them, aneking
1 restore some bulunce bolweon the restriclionisl objeclives identified by the Su-
preme Courl and rompeting concerns about sound investor protection, The Coan’s
Huoekfulder devimon requinng a showing ol scienter was [ollovwed by Bo edpanswn
of the usp of reckleseness as & means of satisflying thot requirorwnt, Sante Fe fa.
dustries provoked s line of authorily allawing fiduciery breeches to saliefy the de-
ception requiremenl so long aa the wrongdoing was ecncealed [rom investors and
might have hesn vemedicd in State court, Chierelie and Dirks vestrioted the scope
of insider trading liability under Bule 10b-%; they were quickly [ollowed by the rog-
ognition And explesive prowth of Lhe misappropriation theory of Lobility, which toeok
back much ol 15‘1& grownd loat in the Crurt's ralings. In the jurisprudence of Rule
10h—5, the Suprems Coart rurcly hes had the Jast word.

¥hile prediction is risky, Centrod Boek coubd well provoke the same sort of
eontrarian psponse. Mear the end of the Ceurt's opinicn, even the majority scknowl-
edges that primary lizbitity under the Rule necd ool heve 8 nerrow scopt, All thai,
ia roquired 1s that the violator be chargeable with all the clements of & ceuse of ac.
Uun under the Huole (with apacial emphasis, perhaps, an reliares). To date, couwrs

M Cancaming Frcale Litigatien [Inder TAe Fediral Secaredlies Laws: Harring Befere the Hahb
cammitlee 0n Securnces of (A Fenule Commitiee on Banking, flowaing, and Urdan Afairs, Tidg
LCang., dst Sere 712 (T80 festemany of WIlTem B Mofioeas, firector of the Cemmbssion's Dowi-
uen o Enfiecerentl
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huwe given littde attention toe the distioction hetween primory and secnndary Habil-
iy It mede little difference, sinee both classes of webors had jeinl and sewveral lighil-
ity for their misconduct. Mow, the quest 1o stide out the limits of primary Jiability
will begin in sarneal. In an doing, wo muy well find that many persens who had
becn breated as aiders and whbetlors remain within the Hule's scope. Tndeed, one
court remarked recently that inveceation of miding nod abetting has olten been v oua-
0 TR pﬁma?‘ linbility is i fact & better meana of deseribing the wrongdoing in
many checa. Akin v. @-L fnvestments fnc., 953 F.2d 521, 526 (5th Cir. 1893},

Pleinly—es the Conrt recopnized—eny person whe speaks diredlly 1o investors in
aiding anether purly's soeuribics Fraod 1y o primary viglator under Ruale 106-5. The
allomey who writes an opinion latter knowing that it conlwins malerially false in-
Tormaticen falls inle that cale . s docs An accounting firm that cortifies an issu.
ar'a financial atatementa wi.tﬁmt:]:e aame scieater, Here, inwestors rely not enly on
the informalion iteslf, bul directly en the credibility and neputation ef the maker,
That eaaily catallishes primery Sability.

The mora interesting questian ia whather "behind the econes™ perlicipants in the
prepnrutivn ef the Trendolent disclosures are wlse primarily linhle, Take, for oxam-
ple, the giluation where a group of carporate officiala act in concert ta causs the ia.
suir to digseminabe fulse pablicity in the form of @ press relesase, As the netural
persong who pruximalbely ceose invesiors to rely un the mismmfermetion, they bear
diregd, reapansibilily as a‘fmu‘r for the wrengdoiag. Even hefore Ceneruf Bau.g, they
would probakbly be considered primary viokitora, See Wool v. Tandem Compulers
fme., 818 F.2d 14373, 1440 (Oth (Fir. 1987}, In the same wein, it ia not difficnlt to add
to the Jist af respangible partios the attarpeys, Acgountants, bankers or the like who
allegedly alean plaved seme eignificent mele in prepunog or disscminating the misin-
[armatian.

Indeed, the relatively few judicin] decisions thal have given much allention to the
Eﬁmuﬂ#ﬁemndarxf distinctinn have shown that primary Lability can have a fairty

road soope. I Motecelar Technefogy Corp, v, Valenline, 923 F.2d 210 {6Lh Cir.
18491), {or example, the Sixth Circvil held that an attorney whn assisted a client by
revicwing wod edilimg disclesure muterisls could T ¥ primary, not o eccondary, par-
ticipant in Lthe alleged wrongdoing. See slag SEC v. Woshiegion County Citility Diae.,
a76 F.2d 218 {eLh Cir, Iﬂﬁz%iprirnar}' lability does nout réquire Mooe-lo-face conbeuty;
Braerd v, Sgckunff & Weauer Lid | 54l F.E; 142 (2d Cir. 19910 {finding sulicient
allegetions agaimal preparer of offering circuter, withauwl refercnee Lo eiding and
obattingl: 1 re Sospoaicfl Sepuricies Litigafing, | 1992, Fedl. Sec. L. Hep. (O0H) par.
008,955 {W. 1. Mich. 1994 A court =o inclined could readily cxlend this reaseaing
ta those whe {with the regueisite scentert previde emacial inloemetian far vse in the
disclosure.

What al participants in A fraud whe dnoant ectuslly play a direct role in preparing
Tulse disclosurc matcrials, but wha noacthefoss are aware of the Tuksily wnd othor-
wize aid the wrohgdeer? Hepe, too, thoro e some moom for breadth, using the same
cancept of duty that underlies an expanaive spplication of pAimary lakbdily. 1n 4
number ol decisions, the ecourtz have held that 8 person may wwe an wffirmative
duty of disciosure to invesiors in Lthe situatipn whene investors might reasopably
raly on tham jor the truth. For example, the Fighth Cireutt in Aribur Young & Co.
v. Revax, 947 F2d 1270, 1325311 (8eh Cir. 133} cert. dened, 112 5.0 1165 (1853),
[oumd such a distlosure duly in a situation where an utmunlinghﬁrm Allegediy -
malned silent in the face ol elient fraud. The enurt cm]:uhagimd {thet investara were
ralying on the fitm dipectly s vouching for the credibility of itg client. Such roason-
ing can plovsmbly b spplicd to any number of repetible institubions thal sre held
out ta the iovesting public 6a assaciataa of the wrongdoer. For g waoll-knovwn axam-

le thet might be charwclerized along these lines, sce Half v Blyeth Basimaon Dillon

Co, 570 F.2d 38 124 Cird, cord, derded, 499 U5, 1032 ([978), Indeed, it ie possible
thul the defondantl in Central Boank itsel’—the indenture trustee in & hopd oller.
ing—mighl be sucn w3 hoaving koch a duty {slthough the court of appeals did raject
that conclusiont.

" Obviously, we cennet be s.rme that the enurts will teke this expansive moote. Per.
hups the scotiment ageinst private scourilies litigation will cavse them to restrict
here as well. Honethelasa, history teaches that there is an cbh and Now L the juriz-
prudence of Rule 10b—5, and the routo toward pevitalization seems quite clear. If
thal route ie followed, then the only persons previovsly considered aidera end abet-
tor who would clenrly escape [Jability ane those whose assistunce invelved ne vouch-
ing, and who played no role ol all in the falsity itself, Lawyoers whose nnly asaist-
ance was providing legal services to Lhe client ather than prepamtion of disclosers
materiale would be frée, ag would banks who provide financing to a wrengdeer bul
agthing more. In this regard, however, wi ghowld take note that even under the
highly unpredictable pre-Cenfrad Bask law of aiding and abetting, such participanis
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were requently wveiding lisbililty, As Profcusery Losy and Seligman have abaervad,
“[wThen ap mlloged aider and ahettor . . . does nol engage in conduct Lhat inten-
tionally msleads or lulls 8 viclim, the courts hevee typically been reluctant th impore
Tigbility." TX L. laaa & J. Seligman, Securities Roguolation 4488 (3d od. 1992). See
K&E Partnership v. Continenteal Bunk, 852 F .24 971, 980 (&th Cir. 1891 {ahsenoe
of investor reliann: on the hankl, Schade v, Hesenberg, 943 F.2d 455 {4th Cir. 1992)
(same regurding law firm). We should glso pemember that aiding and abetting me-
maing 8 viable thoory in privale nghla of wction 1'|5‘r'<.>1.11'||:1.v|.=-:| on Slule securibica law
claimi, See Broensen, Cofleferal Perticipent Linkifiey {fndor Siete Securities Latvs,
18 Pepp. 1. Rew. 1027 (3802 . ]

A.m:ll.EJcr impact of Cenfral Hund on privete enforcement beArd nete, As the dia-
aenters obaerved, the ruling calls directly inlo queatlion iwo cther “scope” theeries
of secondary liability widely recugnized by the courts: Conspiracy, and general agen-
oy luw thuorm suc]{ wa-respondeal superior. To date, the latter has been the more
important. While Seclion 20{a) of Lhe Exchange Act creatos eonlmllin racn Yinbil-
ily where thatl defendant hus scted in bed faith vr semehow induce g& violation,
thet approach has been acen &5 inadequate Lo reach the controlling persan who is
nobt directly involved but who nonetheless pol the primary wrongdeer in a poailion
to cooenidt che fraud. As compared to the inpoeent victim, the cowrts have waid, the
croployer sheuld pay, See Hoffiager . Titan Copédof Corp., 914 F.2d 1564, 1577 {Gih
Cie, 196500; In vee Aflgntic Freoncind Merogermend Coep,, T84 F.20 29 (1at Cir, 1986).

Rerause respondeat suporior And related agoncy theories ave not apecificully wd-
drvessed in the elelutc (and indeed, eccm superficially imconsistent with Section
Z0a)k), they are at rish Kfer Centpel Hork, Kven here, however, there i some mom
for arpument. Respondaat superior is a cantral tenet of Lovt law, in contrast ta the
inaignifichnt wiwtus the Cowrt fewnd for widing snd wbeiting the common law
scheme, And Saction 13b)%a reference 1o any “person” expresaly includes, by wirue
of Seetion Aax®, compurice und wther entitics as well s netural persene. Plainly,
some ferm of agency law attribulinon of respanaibility is necessaty to give effoct by
Congreas” defimition. Where the actual wrongdoer apesks in the soope of his or her
conployment for or oo bohell of the emplover, it s hardly a radicat ides to attrbots
]in'ma reaponsibility to the empleyer. See Sharp v, Coopers & Lybrand, 649 F.2d

TE, 182 n. 8 {(3d Tir, L3815 cert. denied, 455 TS, 338 (19A2). Even were broader
AgLACY law theories to be sbundoned, o lberalized inlerprotetion to Section 20(a)
might appear to reach situations where the wrongdoing might hawe been deterrod
by more efective swpeoAsion.

Al of coneern, of course, s secondury liability wndor the othor antifrand mles
of the ascurilica Jaws far which private mghts of scbion have been recognized, most
notably proxy fraud under Kule T4a-4. Although siding and abetting and other sec-
ondary liability theories have nol been utilized as exlensively in those nther causes
of wcbtiun we under Rule 1085, Lhere iz little doube thae Centraf Baak will hawe an
impact here, oo,

The Frohable Impact an SEC Enforcemont

Il we teke the Court Literally, then the SEC hes last ts ability to chanse aiders
and shottars with wiolations of Bule 10b-3. I aiding end ebetting is outside the
gope of Rule 10h-A, then the Corunissivn is powerlese 1o reach iL unleas there is
a¢ parute stububory sulhorty to do so0.

ugh likely, even thiz regull i@ nob inevitable. [n gl least one instance, Copgreas
has actuslly lagislated in & way ihat cancot be cxplained excepl by sasuming that
it belicved, for parposes of Commission eaforcement proceediogs, thet Rule 10b-5
dnes reach aiding and abelting. In the Insider Trading Sanelinns Act of 1984, Coa.
cas added Seclion 21[!:-]{2'.![&], which stated thet no persan should be subject to
¢ vivil penelty provision "sulely beesuse w persen sided and abetbed a brensection
coversd by” the primery prahibition, except by ¢ipping. The intent was clearly indi-
cated: Other temedics, including bul net limited ia administestive proceedings
against broker-dealers who execule insider trading Lransactions (ot their customers,
are suffciett, See LI R.LF 455, #8th Cong., 1st Sess 6t 10 (1983), Bremosu insider
trading ia prionarily a violotion of Rule 105-5, it iz hard to imagine the meaning
ol thja pruvision cxcapt by the gssumption that the Rule applios :n SEC actions. In
Centrgl Bank, the Court glewsed over this provigion, presumanly because it had po .
bearing o the private righty queslion. Perhapa it would he given mare atleatinn
when the guestion of BEC enloreerment is squnreky raised,

If the BEC does lose the sbility lo pursue siders and shettors directly, it will ad.
versely affect the Commissinn's enforeement pragram. True, the aame expansive po.
tentinl in the scope of primary liahilily wnder Rade 10b—5 exisis for the Commuinaien
Lo pursue. In mpy event, thers are wlternative remedies: Jection 180cH4} for those
who cause a false ﬁ]ing to be made, Section 15k for a:idi:ng' and nhet‘t_ing h}r nroder-
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dealory [with comparable diseiplinary mechenisma in the lnvestroent Advisers Act),
wnd Rule ®e) for lawyers and mccouniants, whose prolessional respensibilily coun-
acls that they not provide assistance to fravdulent client activity. And there s &]-
wyys eriminal reforence. Bul as Congress reetognized in enecting the Semurities
Frand Enforcement and Penny Stock ﬁg}ﬂrm Act of 1890, mnre n#ﬂctim aa nelions
than these are necded 1o combat secunties fravd. The inebilily b impose ¢ivil pen-
alties on aiders und obetters would be o siygnificant loss. )

The Policy Guestion

Ewxan il we ape coutiously optimistic that securities fraud litigelion may oot be
nucrowed by Cemdral Bork ws mach as it mighl Grst seem, the policy guestion me-
njairn]s. E]]'mu'&d Sertion 1R be amended by siatute ta provide for siding aad shet-
ting linbility”

.Et. the nu{ﬂ&t_, let, me ermphasize that such @ simple step might well not be enough.
Az noted eerier, Cenlral Bunk's melhodalogy extends well hul}tlnt_l thia single quus-
Linn, caaling doubt on a wide range of impartant aecondary lisbilily theoriea under
Hule L0B—6, ay well 68 under other antifrud provigions of Ehoe securitics laws, The
aplgmpriale responae, thon, is nol neceesenily An easy ane to craft. .

b u policy perspective, the proprigty of deterdng individunls and orgunicalions
from giving subslanlial ssaistunce to Lhose aboul 1o engage in securities frawd is
clear. Investment wed commercial banka, stioreys, accountants and the like oflen
sperale as ":gut.l:hf-il:u:ru” lo the capitn]l marketplace. 3er Kreakman, findekespers:
The Aratomy of o Fhicd Parly Litegolivn Strategy, 2 J. L Evan. & Org. 53 (1386}
IT effoctive, & lotm of regulslion that creales an incentive (o withbold servioes from
midcreant clients aned wsadcivtes can readily belp 1o deter frand. The need for sanc-
tinn seema roadily apparent, This is especially impoertant when we reodize, a9 TPolos-
gory Jennifer Arlen and William Corney have recenlly shown, thet sccurities frand
tenda to et an “finkl period” setbings when managers fear the possibility of insol-
veney snl job loss, and are thus willing to Lake larger legal visks Atlea & Cainew,
Vicorooms .iabif;'t_"p Fur Fruud on Securties Markets: Theory ond Evidence, 1592 .
. L, Rev. 621, Unleas stherwise controlled, the temptation to e is strong and the
slternulive chocking mechanisms of capital marketplace spd sharcholder monitoring
hoeorme ineMective, Same other discipline—particolarly, apgrossive action sgainst
those aclually respensible far the freud Emi:;:I thoze whe facilitate it—is nacesanry.
Implicithy, Lhe Tarl that Congress has already made aiding and abetling a recurilicy
Tow visdatinn o Federal crime veflocls this policy.

Beraust criminal proscoulion is no subslitute for SEC enforcemant in policing the
Federal secuniles luw, i seoms plain that the SEC should hawe the abillky Lo im-
poae itz Wl range of civil sancriong on theae who aid and phet secrrities law wviola.
Liony. Any coocermns esboul over delerrones wre neadily accemmedated by the Aexible
noture of the civil penullice and other sueelions Lhat Lthe Commiseion can impoas.
Given the siqniﬂ.cnnl. risk that Central Bank will he applied 1o SEC enforcement
pmceedings, 1 would supporl legislation to ameped Seovinn 21 of the Securities Ex-
change Act 1o makeo clear thual EEC has the zame authorty tn lake aclion ageinst
1hote who gid wnd sbel s violalion ol the securilios Jaws as ib would sgaingt a pri-
mary violator. T wrgad this step in testimgny before the House Subeommities on
Telccommunicakions end Fimance ar the Securtiez Fraud Enforcermwent and Penny
Stack Hefore Act when it wus beicg considencd in 1932, and rénasw thet pec
ommendation all the more strongly today. In amending Section 21, T would alea -
vide some mwchanism for sanctioning those whe cantrol an aider and sheltor, slon
the lines provided in the lagider Trading and Seeuritisa Frovd Enforcement Act o
THHY,

Fur private righls of action, the gencral idea Lhat aiders and sbettees shoold bear
gorre finaoeial reaponsibilicy for the frasds that they assist seems cqually plain. Bul
40 much is wrong with our current aystem of private Jitigation thul simply reinstat-
ing miding ena sbelting liabilily Lhrough ]Eg'isﬁ:liun would be: (o pass wp oo irmper-
1ot pppbrunity te Tﬂtﬁ'ink the prewailing Bligation structure. Thero 33 much reason
in believe, Jor example, thal the prevailing slandards governing who can swe and
for how much are oxecossive and evercompeneale investors even in meriterieus ace
Linns. Eg., Mmj:a& Milker, Coeed Fltence, Hod Kooomics: An Analysie of the Fretd
ot the Muorket Theory, 48 Stan. L. Rec. T8 (1896) There i alvo reason fo guestion
urhether the sciemter requirement under fule 165 con br goplted with sufficient ac-
cutiecy b seme eolloderel participaas (o make them pood gatekeepers. Langeconr,
Where Were the Lowyers? A fefavieral Tnguiry (ete Loadqers Bavponschélity for Chi-
ents’ Frowd, 46 Yand. Lo Rev. 73, 11537 {1883 Perhapa ranre impartaptly, balh
theory wnd evidence suggests theat litigatinn incentives are sul‘ﬁrt‘.'u:rnf‘_yrj skrewed that
the amount of maney cxponded m the livipatiog And settleacenl of secunties frevd
ectivns is uniicd [rom the cnderlying merils of the aclipna. While these cenearms
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apply lo all partiez Lo litigalion, thoy are fell most severcly by those with little or
ro primary respensibilily for the wrongdeing, eften named as defendants largely in
pursuit of & decg pochet. Thiz includes some slleged aiders and abettors.

I wowald ke sericusly troubled if legislative revision were effectively L give tose
who subatuntiully and knawingly sesisl A securitien law violation the ability ta awnid
sanction #logeiher. Overteaction to the possikility of vexslious litigalion i a dis-
tinet risk. However, a carcfully erafled liohility scheme sun surely be deyvised 1o ad-
drere guestiona af Meimess snd dispropertion withouwt wonecessarily oo promising
reasonable claimy of participation in sccurities fraud, which—aadly—-exigle in #ig-
nificant ameunts in this country. In particalar, I would cneourage the Congroes to;

1) Create 8 yalem wherehy class actions charging securities fraud ane sahject
Lo en immedisle evidentiary hearing on the meriis, te determine with respect to any
ar all defendants whether 2 suffioonl fuclus] basis exista for inferming a viglalion
tn justily clues cerlifivation wnd lengthy discovery;

2) Impusc greater secountability Tor the condugt of plaintiffa’ aunse] fneluding
allowing i platoliff guardian’ ad litcm or supervisory commitlae 1o select substitute
counse] for aetttoment negolialion purposce); and

f4) Shilt feom 8 compensatory Lo o deterrence ehjective in the measurement of
dumayes in seeuritios froud Jiligation, hy {among other things] moving to B system
ol proportionaic l-abilily.

giglutive inilislives duch 57 5 1976 g introduced by Seantor Dodd and his eod-
leagues, the “Private Seewrities Litigation Reforen Act of 1984.% provide an oppor-
tunity Lo sddress Lheer surte of elurms. On Dalaoee, 1 would use these to give fur-
ther consideration Lo the mynad issoes wuching on piding and ehetting in private
litigatinn under Bule 1b—5 ralher Lhan secking the quick (end perhaps incomplete)
fin of simple slntvlony vverruling,

STATEMENT OF MARK J. GRIFFIN
DiercTor, 1hvision oF SEcurimies, Uran DEPARTMERT oF COMMERSE

' BENALF NF THE
NorTll AMERICAN SECLUHITIFS ANMINISTAATORS 4 SSO01ATON

Mr. Chairman and Memhers of the Subeamitiee: My name is Mark Griffin- | am
Dircctor of the Utah Departmenl of Commeroe's Division of Securilics end 8 mem-
her of the board af directara of the Nomh Amcrican Securitiez Adminidtiators Asso-
cialion (NASAA) In the TS MASAA is the nalianal vaice of 1he 50 State securities
agencies reaponsible for iaveslor prtection und the clficient fanctioning ol the cap-
ital murkels at Lhe grassrocls level. |

Un behell of NA . I wppreciale the vppadlunity lo sppear befars today 1o
discusa the imgoriangt i2sues that hove been raised g the wake of the U S, Supreme
Courl’e davwsion in Cendral Bank of Decer, NA. v First letersiate Boank of Dener,
NAT 1o thal decimien, a divided Courl hold ithaet thore ia ne private implied might
of action for Aiding and abetting wnder Section 10¢h) of the Secuntivs Exchange At
of 1934 and Securitivs and Exchanme Comomaaion (5KECh Rule 10b-53 thereunder.
Thare con be liltle disagroemant Lnal in Chus deeision Lhe Supreme Conrl has ealled
upnn Congress o express s intent with reapect to aidiog and abetting lability
under Scelion 1KY A8 a resull, NASAA respectfully urges Eﬂngrpss 10 MOWE (T
dintely to sdopl [mpslaticn exprasaly eodifying aiding and rbalting Liability under
Sectinn 10ib) of the Securities Exchange Act of 1934 and specificully suthorizing
buth privals plainlifls and the Cronmissen te iFing Acions sghinst vieletars,

Overview and Executive Summary

The Supreme Cuurt’s Ceneral Bank docision is the latest in an ever-growing chain
of unfortunate decisions that have worked W systematically deprive investors of
their rfighle and remedies under the seoeritic: Jaws, either by rostricting their ao-
oead to the Fuderal courl systam ar by diminishing their shility to recover loases.
Regrottubly, the adveras implications uf this Tatest decivion muoy well dwarf Lhose

* Mo, F2—E04 (LS, Apdl L4, 19943

This stend muwy be traced buck thenogh such cases uk the 95T domicion w Shearsan fdmer.
10an Expresy, dnr v MeMahor and Lhe |980 decsion i fsdrigue: v, Shearson ! Amedosh K-
press, Inc, hoth of whech reversed lonmtanding inlcepretations prolubiling the use of manda oy
posdispube grhitralien claukce Lo doprive inveakare ufpa.c-.-unn lu Lhe corerle on caecs orisipe wgdor
the 1933 and 1814 Foderal aecuriled Taws. dare reren Uy, the Sopreame Coart i ida 191 P
decisinn dramutically Fhirwned the slatple of Timilgliens T gecurities Taod coases.
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apsociated with the Court's earlier rolinga because il atrikes close to Lhe heart of
the antilcoud previzions of the Federal scouriliea Jaws, As e regult, defrauded inves-
tars lodey mre el with soverely mesincled means of redress. NASAA believes thet
this judicisl trend I3 contowry o the inlent of Congress wod s in diret opposition
ta Lthe best interesla of socurilies investors gnd the capilal marketa.

Curbs on private wctiens hrought 'hfr viclimized investora—as & resuit oither of
proccdural resiyictions or unrcalistically sherl stetules of imilation—3cnds the dov-
astaling message that fraud no Jonger will be discouraged and penalized as it has
been in the past. Such s message endld nat mose at a worse tine aod oonld well
orode eonfidence in the capital merkele, reduce inveoetment, and incrcase tho coat
of ravising capital fer U8, businesses.

NAEAi. recognizes kot thia Bubzommitlee now has undar eonsidoration 3 sweep.
ing package of changes to the mment securitics lilirfitl‘.iun system and thut some in-
terestr will encoucoge you to rddreas the siding end rbetting issves only within the
conlext af a heoader ramework. NASAA urgee vou 1o resisl such un upprosch in
ievor of dealing immedistely with the narmw, straightforward, and pressing prob-
lerms caused by Lthe Supreme Court’s Cenfral Bank decision.

The need for immadiale actizn an the issues raiged in Cweernd Boend i3 heighte ned
in view of the advice we undoretand 13 now being oflered by defenae counse] Lo Lheir
clianta. One major nalional law Orm scol ool & nolice on April 22nd to jla elienta
coutioning that! “There are reports that fegizletion wil & indoduced in Congress
in recpense ba the Court's devision. Therefore, those clients who ore defendanis in
Section 1I0E) cuses tneolviag privafe cledims thal elloge aiding and abefiing should
immediately seck 8 fnal judgment disrrLisain‘E these claims to minimire the impact
of new legialation."? (Emphasiz in originel.) Another law firm has suggested to s
clicnts thel the implicalions of this decisiun moy extend well beyend tion 10(b)
caaea to nther Retions involving secondary liability™*

Mr. Chairmun end Members of the Subcommitter, weur prompl eonsiderntion of
the Supreme Coart's Centrnl Bank deeigion demonstrates this panel’s concern for
lhe investing public end [or poociples of Twir dealing in the securnties markets, AL
atake here 13 nothing short of the cnntinued confidence of investors in our capitel
markels, sy well as the cuntimued viabilidy of the SEC' enfonxement program. It s
rare that an jsave arses that is as elear cut as the one that is before you roday.
The Certral Bank ruling has deprived small inveslora across the munt.l?' of their
ahility to recover losses due to rand noad hes called inte guestion the SECR enfore-
ment capabililies. Cangresa can correct that. IF aver there was a clear clarmion call
i action on a securities lew iasue belore Cangress, this is il.

Private Actions and Aiding and Abetting Liability
Under the Securities Laws

The strength and stahility of onp Mation's securities markets depend in large
mesaure on investor cornfidonee in the [eirness mod efliciency of these markels. ?n
wrder Lo maiotein this eanfidencoe, it e cntical that investors have effective remedies
agninst persons who violate the anlifrawd provisions of the scourities laws, Although
the SEC, Stewe securitios regulators, and sellCregulatary organizatinna (SRO'a) all
devole substuntial rescurces to detecting and proseculing sccurities law viclulors,
pHvate actions under Section 10{b} of the Seourities Exd angc Act of 19345 serve
as the pri marly vehicle for coanpensating defrended investors.® The threat of private
artiena also play an mmportant mle in delermng securitics law violslions.

*Ta Chur Clenls und Frends " an Apml 2%, 1994, muesw from Gibsen, Donn & Crulcher.

"Hnn‘cy 14, Fred, Frank, Hnerik, Bhnver & J'M.|:|.'||'.\|.'|m'1'||r iy [:‘L‘EF Hrckeots, Frivelous Premises
and Stalulary Makeweiphta: The Demise ef Inplied Foderal Secorites Law fiding and Abelking
Lialnlily ™ Apeil 24, 1596d.

*The fundamentsl purpnee of the Securives dct of 1932 and vhe Socurities Exchange Act of
L9+ i Lo enswng (0] disclosure to dnwcetors and 1o panieh those whe violate the Jaw, Within
this framework, Scckion 1B of Lhe Euharlgu Aot was ﬂ:ﬁij;ned a2 8 “calchnll™ pnlydraond pruss-
gion L enable the ZEC e handle neved and onlomeseen typos ol pevwnitices Trawd, Intended pe
o comprehensive aati-fravd provision operating even when move spealic luws huve oo agplica-
tiom, Section 1HEY oskes it wolawfld 1o ermploy in connectism wilh the purchaee or kale of any
gecurily “Any manipulalive or deceplve dewce ar copbrivanee” in vielatien of the Commissisns
rulog. The courts implicd & privake dpht of Aclion uader Section LKBY W e ncourage private en-
frrvement ol s u'\-‘crar:hing anti-Mraud provision of He Federsl mecuntion laws.

4t alen should be poinled ool thal when o BLede np Fredioral Tegulatary pgeney filcs am cnforee-
ment aclicn, ite princigal objeckives aro b copdin the wrongdaer femn (Uleme aelations of the
Inw. e deprve Vinlatlors of Lhewe predil by eecking: orders of diggraement, ard gencrally b deler
alher violalinnk. Mvale wetuoes, by conteakl, Fanhie defraapded tnvestors 1o seell compenes Lary
damames and thereby recevor Lhe [0l arowat af iheir losses. [See alatacnent William
MeLucas, SEC Dimeclor of Enfarcomsnl, belme Lhe Seconbes Suhl.'umm:iitm:, Cownmi llee mm

Cambinued
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In short, private actions oader the Federal secoritics Jaws are essential to deter

Toapective criminals, compenaate the wictims of frued, and maintain public con-
Ftd-cntc in the matketpluce, Before the Suprape Court handed down its decision in
Cemtrnl Mank, courte in 11 cimeuila had recognized the imporlence of miding and
abelling cihzos brought by private plaintils w puniah violetors of the entifrand atat-
uted, .

AIDING a%D ANFTTING L1aBILTTY

An impoertant lesann tg be learned mom the messive fokncial raoda of the 1940
ie thal these echemes oflen involve not only the primary wmngdeers who are: contral
to the eriminul enterprise, but alan the prolessionals—mich as Jawyers and ercount.
mnte—who aid and ugct the framd. In many instanees, these financiel crimes could
ot bhawve supereded without tha participation of the socountling frms and law firms
that conferred crodilility nnd Advice wpon the entovprises, According Lo ierns
Weinatain, former Genere] Counanl of the Ofice of Tholl Sopervision &)TS‘JI o,
few ol the freuds and none of the high-risk schemes could have been undertoken
withowut the active ascietence of professionals, including lawyers and seeonntents™ 7
A asimiler senlimenl was cxpressed by Judge Frendly in Driled Siales v, Hen-
Jamin®

In eur complex secicly the sounolant's cortaficale and the lawyers opinion can

be indtbwments Ry inflicting pecuniary loss mure potent thun the chiscl or crow-

bar . . . Cangress . . . could nol hawve intcnded that men holding theaselves out

a8 members of hete ancient peefessionsd should be able to cocope crimina] lnbility

on a plea of igneranece when they heve cshul their eyes o whal waa plainly Lo be

sean or hpwve represented a knnw?ledge they knew they did nat poasanss,

Ferhaps the most vocal eritic af the rale that che aceunting and legal professions
played 1n aasistng the magor fnaccisl fraods of the lael decade has heen T3, Dia-
it Judge Stanley Sporkin, In his opinion in one savings aad Trean case, Judge
Sporkin weole" '

Where were these profcssionals . . . when these clearly improper transacliona
were being congumunated? Why didet aay of themn apeak up or disassociate them-
selves from the trunsections? Where alss were the cutside aceountants and atiar-
neys when these transactines were o fTectuated?

ln & subsequent specch, Judee Sporkin claberated: ¢

It 18 indeed 2 ssd commentery when ib 15 roalieed that witheut the cumplic:il.}'

of this Mation's lawyers and accountents the Mindincial crimes of the maring 890%

simp]‘a{ would mal have eccurred. This is wn undeniable fact and wet lew of anpy af

thiz Mations professiunnl or ather leaders have spoken oot on thiz subjest | .

The stakes are 1o0 Migh end the profassions have oo large & role in the perlorm.

anee of eur private business aod Enanc'm] machinery 1o shun their responsibilities

1o make our system perlorm beiter,

Aiding and sbetting 18 one of several waespts used in connection with the Federal
mecuribies lawe to oxiend habilily to persons ather then the contral wronpdoers
whan there have been wiolitions of the securitios law It s o judicially crested doc-
{rinc of secanduary Linbility thal is eel explicilly found in the Pederal sceuriies baws.
Although this cancept s ant explicitly faund in Federal secprivies laws, aiding & vio-
lution of Soction 14b) had long bean recopmized to be selionable for damages; in-
deed, its recognition wos virtwally simultaneous with the recognition of & privete
right ol actinn,

n formuleting the doctrine of siding and abeiting in Hole 10b—5 casas, the courls,
prior ta the Centrof Mank decision, molded section B76 of the Bestetement of Torls
inta three elements (0F use in the sccuritics frud context: €13 viokation of the securi-
ties laws by 8 primary party; (2] kagwledge of that violation by the secondary party;
and (3) “substential Assistence” rundnregotn the primary party by the secondary
party. 1! The theory behind this seeondary Siwhility is straighllerwuard: When eor-

Bunking, Hauking, snd Urhan Afaipy, U5, Boaace, June 17, 1993.) Even thoac whe anc advo-
raing ol stromgr gresrnmental repulalivn and evervpht scknowledpe thel the inlersils of e
Iatats sn hnlling current and (otare wronpdoing oay conllicl with the inlereats of thme who
have already f@llen wictim.

Pabin Mumee, *The Chubhing Counerl,” Mahwasal Joumal, July 25, 1992, p 1704

" Mraded Sleatez v, feminmin, 326 F.2d Rad, ASd (80 e, LUG4Y

U linrnin Hﬂbiﬂq‘s ard Loan Assorialion v. Wadl (M.I Aagmet 22 19360 :'I'iF wp. aL 45

'{"I"_he_H-:-norabe Sl.',anh?_l( spurh'.n. An Addroes Lo Lhe Amemcan Law lnetitule-Amqwrican Bar
Assoriation Conference un lawyer and Acesunitant Lisbility and Beeponzibility on the Subicer
of Lavyar and Acoountant Leckily, Uhecg miser 10, 1550,

" Timnthy Metzger, “Abandoning Actuuntanls' Lasbility for fudicg and Ahedting 105=3 Securi-
tiee Frowd,” Marthwesiern Crmiversely Lot ffeview, Summer 1583,
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perste offlcers, socvantrats, Jawyers, ar others invelved in the operation of & puhblic
company assiat in deceiving invesiors, they sheowld be hald soeruntable for Lheir ag-
tinpa, I thiv were oot the case, investnes woald he far (9 willing o perticipate in
the securities markels, and the eost of reising new capital for all American buei-
nesges would inoreasds, .

Tile ROLE ©F ACCOUNTANTS [ TIE ThscLosurr PerOCESS )

Altheugh u sreurilies iseoer bears pfimaty responsibilivy for ensuring that s fi-
ouncial digcloaure is both accurate un%l complely, negilralion elabements Ried under
the Securitice Aet and enmual reports [iled under the Exchange Act are required by
statule o include financial stetemente wodited by an independent sccountant. As
ruch, actountuels pluy An wonique tale ia aecurities trapsections. The Supreme Court
uffirmed the public intereat nature of suditing in L'atted Stotes v, Arthur Young &
Ca, i which the Court ruled thot: ¥

By oortifying the Ifeublic reparts that collectively dopicl & corporetion's Minnocial

status, the independent auditor aseumes a pubiic responaibility transcending any
employment kelationship with the client, The indeépendent public woourtinal per-
forming thie sperial function owes ultimute allegiance Lo IEE carporalion’s eredi.
tars and steckhnlders, az well as ta the investi,;:g public, This “]ﬁuﬁ;c watchdn
function deriands that the sccountsant maintain Lota] independence Mrom the eli-
eﬁi& ﬁt} all timea snd mequites complete fidelity to the public trust, (Emphasis
widdiel.
The Americen Institute of Certified Public Acveountanls (AICPA} canflippa Lhis
ublic watchdag role in its swn Code of Profeeaions] Conduct. Aceording to the Cedn,
‘PA’s wro required to “wel 1o a wey thuel will scrve the public interest, honor the
Fublic trast, and dermenstrate curnrnitoeet to professionalism,” Lo “perform all pre-
essional responeibilitics with mntegoly,” and bo “maintain ohjectivity and be oo of
eeqflicta of interest,” 14

Thete hue been in recent yedm what Joe] Seligman, Professor of Lew al The Uni-
versily of Michigan Law Srchook, hes deseribed as a *disturbing increase in ‘andit
feiburea’" ' Between 1970 pod 1882, the SEC, ke oxemple, brought one hundred
and twenty Rule Zie} diaciplinary procecdings againgt accountanta for violatinns of
professional stagdards, br an average of just opver fue cases per wear " By pontrast,
in 19%% elane, the SEC brought tweoly-twe Rule 2(e} procecdings againat account.
anls, In teslimuny belome this Subcomemittes lueh veur, William MoLucws, the BECs
Director of the Division of Ealforcement 1eglified {hat: *Last year, 63 al the Commis.
aion's Approxiziately 305 cofireement nelions peimanily inwolved Anoncial diselaano
er accounting 1saves. Thesa types of cesss averagod roughly 15 percent of the en-
lorecorznl activas brought by the Commission over the Just 10 years "5

Public confidence in the linancial peperting system hes heen shaken in recant
yewrs by highly publicized business Tullures, These events heve raised questions
abiut the elffeetivensas of the indepeadent audit fanction and the integrity, ohbjectiv-
ily, and competanee of independent suditors. For example, )™ in 1992 knst & Young
agreed to puy 400 millien {o seithe United Stoles regolatory ngency olaims against
it for suditas of four failed thritt instilwtioas. Dumng the aame year, Coopers &
Lybrund agreed ta pey ab least $140 million to setthe l:faim!. brought by bondheldera,
creditora, aad investors relatad to the Arm's work for the now dafunct BMiniSenbe
Corprration, Al Che trwl, o CPA sorving as an expeerd witness testificd thal Coopere
& Lybrand had pverleoked improper revenue reccgrilicn procedures and allowed ins
adequute reserwes (o bad deble and retwensd potchandise. Deloitte & Touche was
charged oy ihe BTC with negligence, breach of contracl, widing and ehetting, and
brench of Ddueiary duty in its wudits of the filed CenTooat Bank.

To ite credit, the scounling prufvssion has recognized the need [ar more stringent
profoasiopal stundards sand haa undortaken a program to, among ocher things: im-
prove the prewentivn wnd detvetion of [reud; enhance the otility of fipancial ropert-
ing to thoge whe tely on it sasure the independence and objectivity of the indeprnd-

G [inyded Shedey v, Acdhar Youny & Cla, dfG VLS BT 564

L AICPA, Code of Profeegional Condwcl, 19693, :

“'Ap'ri] ‘25, L35, Tekber Troen Jacl Slﬂi[{nihn Lia {:m'ig A, Lipclsch, l:"'rl,-n:i4']|:|'|‘l.I NiSAA (M Sel-
igmnen g a Prefisaer of Law an The Unversty of Mich gen Law Sonesl and coauthor with Elar-
\"J'IE'E”[;,.%W Gchoals Iruteshor Louis [aes on 1L vRlome e tice on Scrwntics Hegalacien. )

18 Slatement of Williem Melwede, Divaector of the SFEC'y [Tivigion of Enforeemend, tasfime the
Recprilies Subcariaateee. Coaonmilles oa Pank wng, Hmking, nnd Urbien ADwers. " nnecTming 17H-
wale Litighlion Under the Foderd] Secoties laws,” June 17, 1893, page 4.

|"'Hmr, ."'npn] U, 1, eller frum Huhgrnan ty Ooettech wed the reporl ol Pohlie Citizen'l] 5.
Fublic InLgrest Mescarch Cmoup, "Had andis . . Mol [owp Pockels; 1TTusaticas of Faslad Au-
dies bee the BIC 6" July 21, 1993
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ent auditer; pad strengthen the accourting profession’s disciplinary syatem.'™ How.
aver, ik is clear thel, in order to encourage wetovntante amf]uther proferaionals to
live up ke their publie reaponsibibiies, it is necessary to have in place a strang and
elfcclive eystem of libility that ean be impoaad when the public drost s vielated.

Dhe o their eritical role in the disclosere procees, sccownbonts AMC umong the par-
tica most frequently sued indpﬁvﬂtc actians invalving seceendary linbility, [ndeed, al-
thuugh not the first bo ennsider claimy ol aiding and abelting 10b-5 securities Traud,
the courl in Fischer v, Mietz ' generally is believed 1o huve pioneered the develop-
mont of the aiding and alcttiog concept in the context of avceuntanis’ lishility. The
mignifirance of the Fraber decigion liea in ite direct recognition of the unique rola
thut aeecuntants play in securities transactiony. The decizion pewed the way for ac.
countents' liahility bused on the secondary theory of aiding ang oheiting deapite the
lack of express sletulory sutheoty for such An Approach,

The concepl of kability for aiding and ebetting based on a duty arising from a
aperiul relabionship ot duty 18 perhaps best atatad in Argnman v, Midwestern Miaur
ghee Do, in which the disinict court slatad; &

Certuinly, not everyone who bas knowledge of impraper activitiea in the field

ol securilies trungaclions ia Fequired 1o report such activities, This court does not

purparl to Tind avch o duty, Yel, duties are often found ta arise in the face of ape-

cig] relutionshipe, and there pre cirmunatances under which & peraon or a corparas

tien may give the rogquisile assistance or encouragement Lo & wrongdocr uwo am 1o

conalitule un alding und abewing by morely Twiting to take sclivo.

Seon theresfler, acgontants’ Liehility for aiding and abeiting 10b-5 securities
frand gained uniwersal, if sometimes skeptical, receplanes amaong the Federel courts
ol eppesla® As such, the aiding and uEeLLing thoory often hus been Lhe primary
oF vxcluaive busis fr holding socutntants lable fer recklessly porformed awdits of
apeurities igguers’ ineneial alatementa 3%

The Supreme Court’s Decizion in Central Bank

In one ol the moat important decisions in many years, the 1.5, Supreme Court
on April 19, 1894, issned i1a decision in Ceneral Bonk of fenver 8N4, v, firse fnier-
wtate Boank of fenver, NA. By & 54 vate, the Court's majority held that thers ia
ni private implied right of actinon for siding and rbetting under Section 10RD & the
Securities Exchonge Act of 1934 and Seeurttivs and Exchange Ruale 10b—5. 1n ua de-
cidinﬁ. the Court everruled decades of precedent from 11 Federal eourts of appeals
that had recognized a private cause ab action agninst Ridurs 2nd abettors under Sec.
tion 1(b] and Rula 1005,

The perlics Lo the vase vederstendably hod assumed aiding and abelling liabilily,
but disputed ite scope, The Court ashed Lhern to address whether such lability even
€xXigta, an jgaue an which the Court had mesesved judgment Sor 18 years. The Court
found that Cun}g'rcsr- did pet inend that an aiding And wbetting cAvse of action be
implivd under Hule 10b—5, since that lsnguage is aksent from every expreas sgeuri-
tiny [Aw private remody and the Court cpined thal “statulory silence cannot he in.
terpreted as tanlemuunl Lo un explicit eangressinnal intent Lo imposs Section 10}
Aiding And abecting liabiliby, ™=

The four dissenting justices 1n Cantral Eank tonk a difTarent wiew: 24

In kundreds of jodiciad aad adeministrative proceedings in overy circoit ln the

Federal systems, the ontris and the SEC have concliuded that aiders and abettnrs

are subject te lisbility voder Section 16 and Bule 10b-5 ., . Al 11 Courtw of

Apptula to have considered the questian have recognized A privale cawse of Action

against aiders nnd obeltory under 1B} und Kule 10b—6.

The dissenting justipes further obsoreed thet: . . the rght s comfortably
withio the stalulery scheme, and it has hecome s part of the eatablished aystem of

rivake enforcement.” 2% Significuntly, the dissont peintedly declaned thel the “Ba-
Jarity leaves litlle doubt thet the Exchenge Act dors neb even permib the Comemis-

* Board of Dirsctury of the Armerican Ineibote of Cerlified Public Accountanta, "Mecting the

Finuneial Reporting Mueeds of the Folure & Public Commitonent From the Public Accourting
femeen,™ June 1301 .

B Figher v, Kletz, 266 F. Supp LBD {5.005.Y. | PRT)

0 Branan v Midwesiem fasuraror Op., 250 F. Supp. 675, GH1-82 (N.D. Ind. 18687, affd, 417
F.ad 147 (Th Cie. 1963, oort. denéed, 397 115, 953 :lggua.

il pcrrger.

& G ligman

B Tanlral Bank of Denver, WA v, Fiest Intersigte Honk of Deaver NoA, 285

:ﬁt;;md Fenk of Deaper, WA v Fiest fulerstote Boek of Genver, Aol 33 B854, Diskenl
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wiort o pursue alders and abettors i civil enforcoment wctions vuader Section 10(k)

and Rule 105" )

Mr. Chairman and Membera af the Submmonittes, ]w:ru will hear Lestimany Trom
meny cxperts who will provide a delasled legal enalyrin of the Supreme Court's
Cendrel Aond decision. | would like ta [ooos my meooarks on what MASAA belioves
will be the real world affect of this decision. In that vein, T would alfer the following
guoera. sbarrvakione .

* Redueod acconatebifity. As o roeull of the decision, sceountanie aod attornoys
who depart From prefessional standards will nol be held respensible, exccpt in
these instances whers the SEC inslitutes Role 2ie) procecdings. :

» Lexe recoery for invesisrs, Ag a resull of the detision, one primary means of
providing recowrse for many defrpuded investors hes been eliminated.

» Urealer sirain on an already crerburdened SEC. As 8 result of the decizion,
A opreminm will be placed on SEC.initisled enlorcement actions. There will be
pressure an the Commissien bo bring more acliona in view af the Tuct that certain
wnduct may not be redressable by privale parties. Altheogh the Supreme Court's
derision (}illfl:'d imta gquestion the SEC's autherty to bring Lheee aelions, thoy mey
ber raachsble by the Comeussion in an administrative femom oe theoogh ather
[THHAM A,

"Ripply effect”™ threateninyg other {'m'mn of xecondory liabifity. A% 2 nesult

of Lﬁe dacizion and what we expect will be crealive maneuvers by the delense bar,

olher forma of secondary lisbility may ke at risk. The majority’s approsch to wid-
ing ard, Bletting At Lhe very least casls serious doubt, beth for privats actions and

SEC nctivny, en other forms of secondary bisbiliey that, like the aiding and abat.

ting theory, have long been recognired by the Conunission uod the courts but are

nuk expreasly spelled oal 1o the scourilics statutes.

Uredercuty invertor pratection stundords and threcivns capital formation.

As u rewull ol the decision, ot will he moasurahly wore difficnll Lo enloree the secu-

rities laws, thus reduciog investur cenfidence wod poasibly advereely impacting

the shility of U.5. busineases Lo raize capital.

Tre roality is thal investors now will be forced W rely on redress oppurtunilica

that ey be available woder Slatle stututes, ralher thao relying on an unilorm, na-

tional standard. A preliminary anelysia of Stale laws veveals that a mojority of

Statass yperate vmder slatules whoch pllow for privale rights of actien affecting anly

the aellers and buyers of securilies, At the Rame time, most States alse have on the

books apecific slutules thal provide secondary liabilily for non-sellers and non.puar.
chesera, apecilizally thear wha dirertly or indircctly eontesl the sellers snd buyers,
direclors, vlMicere, partners, wpgenls, employees, and broker-dealers. Howewer, some
qguestion remaina whether the definiticos contained i chese Siate lowe include ae-
ottt anta, nth‘:rn?m, ot other professionals retained hy the sellers and buyers, Bight

ilic iil.n].,ruugc cxpand:ng serendary liability end in one instance the

Stubey huve specili
?Labe's law i7 ambiguens, (The atcackcd map displays (the sintus of curment State
3wa.] -

The vase law regurding sevondary lishility wnder State laws is not well developed,
appRrently a3 & result of the faet thot mesl Bigants have relicd slmosc exclosively
on the Federal 10b-5 remedy or the State right was implied from Federsl law,
Based on case law, another 11 Srates s paar in provide expanded secondary Liahilit
For Aiding and abetling. This survey of gt.att laws mokes it clear that, abaont o Fed-
eral legistative ovarmde of Cendral Brak, investors” recovery for aiding and abetting
seoondary liability will depend in lurge mewsure oo where they meside.

Conclusion: Congress Should Adopt Aiding and Abetting Legislaiion

While il i3 indispuleble thal the Supreme Coart's decigion in Ceqtrgf Hank has
gerimaaly jogpaurdized the ahility of private pluintilfs 1o enforce Lthe sscurities Jaws
and has called into yueslion Lhe Commission's authorily 1e do the sume, the Courl
in severdl inglances invites Congress o legislale in this area, For axample, an be.
half ef the mujority, Justice Kenonady wrole: "Lo be fure, aiding and abetling ‘s
wrongduer pught to be actionable in orrdain instances - . . The iasue, howsver, is .
not whether impnsing private civil fishility on atders and abetiors ia good policy, but
whether widing nod abetting is covered by the statade.” The Coutt ia not hostile lo
widing and abetting liability, il aimply bas wsked Congress to signal ita intent on
thia isaue.

Ay norenit, WASAA reapeﬂfu]{l‘?r encourages Congresa tn enacl limited legiclation
to reverke Lho Sucp’el;emn Court'z Contral Honk decision and 1o eaplicilly restore the
anthorily under Seclion \Ho) and Rule 10h-3 for the SEC and privete litigonts o
hrin% appropriste actions apgminst peresns whin aid and abet securties fraud. Such
]tﬁis whivn is waential o muintaining the inlegrily of the marketplace and bo pro-
viding defrauded investors with adequute means of redross. Aiding and abetting li-

BIEL0 — M - 3
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ahilily har played s crucial rele in helpiog Uopayerd and defraoded investers .
cover same of their losags from the vaprecedented financial frauds af the last dee-
ade. In addition, the pmsﬁ:&d of patential liakility for aiding and abelting hea aerved
an o powerful deterrent Thal eilectively and Em};tiénﬂ}' Hl;ﬁplemenled the SEC's ef.
forta to enforee the securitics laws. Jb is vascotial thal this remedy be preserved.

Cony u now will e lelb to determine the precrsc Jurmulation of the standards
for iding and abetling lability under Section 160bp and Rule t0boS, While the dr-
visil eourls have taken vurying rpproaches to this jssve, in general A ploiotiff has
hud t0 prove thres clements in order bo impose aiding and abolling liahility on a
defendant: (1} the existance of 4 prima Ltivn 1B violation by ancolther; (2
knowledge of the socurities violation on the part of the alleged sider and abottor
and (3} substantizl Assistance by the alleged aider and ehetlar in echigving the pn-
mary visletion. NASA®& al thic time will melruin fom suggesting the standards o
be applied undet the Knowledge and substantial pasistAnce mequirementd, cxotpt Lo
generully comment that the standerds shonld got be =0 high as to render the legisla-
Lign meaningless in practical effecl. -NASAS cffers jts assiatanoe Lo work with you
and wyour stalls us vou develop legislalive lnnguupe in thiy area.

Mr. Chuirman and Members of the Sulbtvommities, sinipped of logal analyveis sand
reasoning, And tranelated jnte lay Englizsh, a (Ridure by Congress to legialate in thia
ared wWill foree ug to admil 4o investors thal, "Yes, é’w mey have been delrauded.
Yo, womie vther persen muy hAve matorially assisted the primary ielator, perhaps
even opening Lhe door for tho primary viclator to have comumitted the primary
ludubent act. Aad this sssistanee might hAve tuken pluce openly, mecklessly, and
muybe oven wilh suhstantial persona| benefit. However, no matler how uafaic il

“may seem, Foderal luw ptaces this secandary wiolator boyvond your reach.” Thiz is
not & conversation T waild wanl to have with @ defrauded investsy, particularly
when there is the cpportunity to cormeet the eilustion.

Thunok you.
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Blue Sky Aiding and Abetting Laws

ATTACHMENT

w

8 Statutorily espanded aiding & abatfting hability
L Judwially expanded aiding & abwibing lability

o | Stalute ambigueous - no pudicial inlerpretation

K] No aiding & abeitng by judicial interpretation
| | Ho judlcial intarpret Yon ol uniform slatole
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STATEMENT OF STUART ). KASWELL
SENIOR VICE PHESIDENT & GENFRAL COUNSEL, SECURITTES [NDUSTRY ASSOCTATION

Summary

= The securities industry makes vita] contribotions o the US. eeonomy. Ie 19493
Lhe securities industry reised ever $2.4 trllion for busipeasss and ¥Foederal, State,
vnd lecul goveroments,

« S[A participated ag amicue curtae before tho Supreme Court in Cenirel Honk of

Denver, NA_ v, First faterstate Buoak of Denever, NA | 82 TS LW 4220 (April 19,

1994} 5[4 helieves that the case was eorrectly decided a5 s motler of law and

na sound public policy. :

B1A beligves strangly in atreng investor pratections and adeguatle remedies for vie-

tims of fravd. At the same time, the private eivil linhility aystem wnder the Fed-

eral securitics |wwe woths rlv.

The veawlt ir, in effect, 3 “lirigating tax™ en puhlic comparnies fnd accuritica pro-

feesinnals, wilh the coata vitimulely puseed on Lo sharcholders. Thiz tax ia mosat

keenly felt by new or medium-sized high technalogy companices.

Sceondary liakality under the accuntlies laws 19 & particular problem becauss jta

application 1 uncertwin and backuse it allows plaintils to ave partice who have

not engaged m [reud.

The Federal securities laws comtiowe to provide o strong and comprehensive ays-

tem of inwestor protections. Thesa prolectinns inclode remedics available to the

Seenpiticy nnd Exchange Commission, which has explicit stelutory sutharity to

bring administrative proceedings _?_Eninst secondery participante, and the scoori-

ticd sell-reguletory arganuzations. There alao exiots an extensive aysterm of privake

remedies.

Acrordingly, Congress should nol attempl 8 "guick fix" an sacondary liabilicy, but

rather should continme its fomprehensive nevicw of the weunties Jiligalion sys-

tem.

I. Iniroduction

Chairman Dedd, Senutor Gramm, and Members cf the Subcommittee: The Semur-
ties Industry Association?! appreciates thia apportunity to testily concerning the Su-
greme Court's recent deiwien in Ceatrad Bang of Derver? that there i3 no implied
right of sction againat *aiders And abottors™ under Section 10063 of the Securilies
Exchange Acl of 1934 [“Exchange Act™ and Rule T0b-A.

21a members make vital cuntrbutions o the U8, ceonomy. In 1993 the securdi-
tiex indusiry raised owver §1 trillion—3320 hillian in debt and $130 billion in og-
nity—far corparale America to expand planty, o develop new preducla, and Lo pro-
vide joba. Secunties firms also rassed slmaost é.‘iDL‘I billion fore State and 101;&] guvern-
menta, Thig meane money o Nnance infrastructure projecls, such ea schoals, iais
nezsce, &nd roeds. In rddition, semoritias [irms voderwrote over one-hall tnllion dol-
lurs in sevunlies [or the Federal Government. When ane sddasin privace placemaents,
Lie seciatics mdastty rueiscd $2.4 inllian in capital in 1993.

&lA participated A amicns curiar in Cenfral Bank of Demver and heboves Lhet
the Supreme Courl made the right decision, bath hegause it corvestly interpreced
Gizction LHb)Y and also berauze limiting sscondary liability representa the hest puhlic
policy. SlA has previously testifled belore l.hlsrgr}ubcummilwu on the importance of
the prncple of investar protection and the need for adequate remedies for victims
of Triud,® AL the same lime, we lestified that the privete civil lisbilily svstem under
the semirities laws his nol served Lhe public ab large well and has imposed dis.
pl‘;pﬂ]‘tiﬂnﬂtﬁ and dysfunctionul burdens on jssuvers, underwnilers, accounlants, and
olhers.

We believe Lhat the Federa] seeurilies lpwe should continoe to provide strong de-
terrence against wrongdoing wod adequaete remedies for dofranded investors, yol nol

-

TThe Seeorities Lndotey Aseosialumn ik Lhe indusloy's trade gssneiption mepresentinge Lhe hosi-
nese inlereats of soone Lhan 700 seeunties Gome e Narth America. 8 members inciode srcon-
Lies ompanizalione of virtoally all typos—inweslment hanks, beokers, doalers, and snotval fund
complmee, ag well an ather frae funelioning oa tha Mooes of the enchange. SLA meddbors s
active in .H-" wxchange macketa, in the sver-tlir-osunter markels snd o sll phowes af corpoerale
and public finana. follectively, they provide investors with 8 Fell spaciruny of sevuritics and
E::Btmenl aervieew and pocount for abowt 30 poriont af sccurites G revenue in the United

£,

ICentrol Roak of Denver, MA v, Forat Interstute Honk of fenoer, NoA, 72 LS LW, 4230
f.ﬁ.gml 19, 1984).

Ger Btatenwent uf Mare B Lackri, President, 314, Before the Subeornmsttes an Securities,
Committee o Banking, Heuwsing, and Urn Alfairk, S Scpale (July 21, 1983 |hereinatier
“Lackril: Tesdi muony*].
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impuir the efpitel-raising ability of 1.5 bueinesees and Federal, Stete, and local
governmenta. Theae bwin goaie cownsol against Congrens enacting o “quick -Tix™ that
imposes secondary lisbility. Instend, Congress should continee ibs comprehe asive pe-
view of werarities litiguion, The purpoae of this revicw should be to eliminate frive.
Towa livigation, brouwglil aot on (ke merls, bol simply for the purpose of coriching
lawyera and professiopal plaintiffa

IT1. Discuscion

A BacHCGROLUND

"Thiz Cantral Jank case arose fpom & puhlie boilding authority™s defeult on bonda
issued to EBrance improvements of & planned residential and commercial devalop-
ment. Purchas:rs of 1the boods brooght suil sywinst 1the aulhorly, the woderwritors,
and B director of the developer, al eg‘in&l priméry viglabicng of Section 1Bl The
enmpleint also muﬁht recovery wgainsl the Central Bank of Deaver, the indooture
trustes [or the bond issue, on the asserted ground that, because of the bank™s delay
in obtaining an ndependent apprajsal of the subject properly until afler the clesing
of the band jasue, the bank “was 'socondenly linkle under Scetien 10(k) (ot ils w@n-
duct in auding snd sbolling the fread"™ B2 U758 LW, ot 4241,

The district courl gracted Central Back's motion for summary judgment, hut Lhe
Teoth Circunl raversod. Cenlrel Buenk's cerlivran: petition Lo the Supreme Court
raised Lhe guestion of the appropriate scienler stondeel [ur Sectivn 16B} widing and
abetting claims, The Court granted review of this queation, bul alao asked the 5‘;11--
tica 1o address the c&ucal,ion whelher o private ection against Seclioa 100k} aiders
and ebettors exizled. ] :

Ultimately, the Courl determined Lhal adding vod sbettiop lisbiliy did not, in
[uct, caial and thercfere did nol reach the scienter issue. Wriling for the majerly
{Chiel Justice Rehnguist rnd Justices Heanedy, O'Connor, Sealia, snd Themas),
Justice Kennedy atated that the suiietory text of Section 1000 “itacll reselves the
caza g at 423, He ohasrved Lhat Soction 100h: “P-mhihit..l: naly the making of &
malerial misstatement {or emissian] or ihe commission of & menipulative acl”™ and
*reachied] the wneontriversial conclusion™ that the text of the |Exchange] Act does
not itsell reach Lthose wha eid and abet a § 104b} vinlatinn" f2. At 433, Accordingly,
the Court hald thal the text of Section 10(h} deca nel permil recognilion of & cavan
of action for widing and abciting: “We canpot amend the stalute 1o creas hability
for actr that ere nol themselvoa manipulative o deceplive within the moening of
the slutute” Jo sl 4234,

The Court bultressed its hoiding with the enalysis applied in Mugick, Pecler &
Sarrelt v Emplovers fnspereace of Woosoa,” which secks "o defer “Row the 1934 Con.
wress topel Baoe oaddreesed e ttsee oo the [0S ootion deen ieeluded s anooa-
press propisien it the [Exchenge! Act'" i {quoting Mugick, Peefer, 114 & CL. &t
20831, Applying the Musick, Peeler standard, the Court concluded: “From the fact
that Conpress Eid nat atlath privale aiding and ahetting liahility Lo any of the ex.
prees canses of arlion in Lhe socurilies Acts, we can inler thal Congress likely would
oot have pttached aiding and aketiing liabibity to §10{b had i provided a private
£ LiEh} euwze ol setion.” Jd. )

Having found thet “[Llhe tawt [of Section 10(b)] dees nol support” impesition of
widing srd abetting linbility, the Coort had o dillicolly dispesing of o meats
raade by the peapondents and the Seeurities sod Exchange Cormission ("SEC
based vpon “a boad-based nolien of congressional inteat." fd. Specilically, the Courl
rejectad the SKs wrgument that Congreas inlanded dar comannn Taw pringiples of
siding and aboliing labilily to be inccrporated implicitly in the Exchange Act. Mo

. AL 4233, The Cotrt yoted Lhat, althuoogh there i o gomern] criminal aiding and abei-
ting stalule, codifled wl 18 TS0 &2, “Congroas has not enacled a geaeral civil aid-
ing and nbetling statube” but rather “has teken a statute-hy-stalute approsch to
civil miding and abetting lighility." fd Thus, the CouH nasened, hed Congrass in-
tended to 1mposo widing wnd ehetting liability under Section 100k, it would have ex-
plicitly impuaed such diabadlicy in the %mhunge Act, Id. at 4235, '

Btated simnply. the decision slandz for the unremarkahle propesition that statutes
are to be interpreted aecording Lo Lheir lormes,

+Ecfsre the Coplrgd Hand decigion, the citeuiln had been balit and wncettain as to the exsl-
eivce O aecondary Taoilily woder fale 1085, with the Seventh Cimeoal i effecL Timilange binbelily
1o thease whe dineeily niolsle Lthe rale, Barker v, Herderamn, Framklie, Starees & Hald, T89T .24
490, 495 (1986 and the Fiith and Ninch Cirenite questioning Lhe eoiatenee of secondary Tiabil-
iy, See, e, Adin . B@-L [nuesiotents, fac, 959 E-_ﬁl B, 528 Gl Gir. 1992); SR v, Seoboard
Corp., 87T Fidd 1804, L3E] nO¥ (b Cir 1992),

F113 5 Cu, #0ER {1999),
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H. Tur Paice oF Broap Liasmory

While tnany wauld seck 1o fama the Subcomrnilter exclusively 'sn the deairability
of previdin I'll":;ﬂ] mompensation W injured investors, wo belieye that attention should
alag be puid 1o the wsis tn 115, business aod to Minanciat intermediaries and profes-
gignals that resulted from the judicially created scheme af secondary liability adopt-
ed by many lower courts. These are the same considerations thal in 1933 and 1834
prampted the Sevenly-Third Congress Lo strike a careful balance between remedies
and defenesa 1o liability,

From 8 public palicy viewpsinl, the balunce between previding remedies and en-
couraging capital formation has, in mecent decades, swung ton {ar toward remedies,
For that ressan, this deciﬂion—a]lhnu@ by ilsell oot likely W make u mt:uni.np;fui
dent in the courts securties class action caseload—is & walcome slep in the rght
direction. Az the SIA has previouely leslificd before this SBubeommittes, the securi-
tice clame aclken system—which encovurages strike soily whenever a siock J;:iﬂ
dmps—in effect Bmounts Lo A “litigation tax” on capite] formation® Thia "
draina [unds that would otherwis: ’ﬁi availuble to produse new praducts, expand
planta, or hire more workers, 5LA believes many of these syits are brought witheut
merit by sopressive Lral lawyers und Lheir prodessional plaintiffs, As proviously ine
dicated, in our view, these suils aflen are hrought ta enctee a settlement.?

Mereover, a disproperiionate share of secunties class adlien suits wre against
young, mediam-uized lmgh' wechnology frma® New busincszes are usunlly leaa able
to withstand the litigetien tax. Yot, a1 the sume time, these newly formed and
emennng companics mest olten mabke iniial public ufferings to reise the capital
noeted Lo grew and prosper. Thewse companies arc olso Lhe greatest souree of new-
jab cremtion in the 'LRS_ eronomy. The Supmyne Court itsell recngnized in Certraf

ank that the effcels of sacurilics litigation are capecially 21 by emenong compa-
nies:

INlewer aod sioaller companies may find it difficwdt W ooblaio advice Trom pro-
fesginnnala, A proleseionel may faer thel a newer or smaller company may ool sur-
vive and Lhat businesy fuilure would geoerale secunticy liligation agusinat the pro-
fragional, noong nlhers,

2 DS LW, al 4237, .

The: litigation 1ax Also bepelits foredgn compenies and penalizes domestic compe-
nigs. Foreign companies raising capilal cverseas are free of thia burden, thereby
lowenng their casts, Foreign campimics may chooae not 1o sl their securitics here,
in same meajure because of the (car of exposure o Americy’s litigation oosts. As
4 conscqueonee, the litigulion aystem muy deprive Americun investors of warthwhile
investment opportenities and may diminigh the competitive positinn of American
cepita] murkcts. :

Al the same Lime, Amencan enbreprencurs facing higher capitol costs will simply
ot start businesses, or will send their ideas sod expertise bo cosntries with bower
capilal costa, We all pay a pepalty far the Jitigation tax in the form of higher capital
coste, Lthe ereation of fewer joba, and the production of fewer predocts, pesulting in
a diminished compolitive posilion in Lhe world.

Liigation costy absn &ffect seperities [rms, weeoantants, sttorneys, and otbers who
aisa nmaat pRy parlions. of wieike sait setlements. Inevitably, these {irms poust
charpe higher fece Lo 1ssuers bto aflsal the costa of litigstien or musl abun higher
tisk Jﬁlllsi:mssoa. making it mure difficols for npow or innovative businesses to Taige

capital. .

Mhough ihere are u number of troubleramne aspects 1o securilies liligation, see-
cndary fiabifity has an especially deleterious effect on cupital [brovation because its
conlonrs are vague And eT]:stit. As the Supreme Coort observed in its decision, the

“rules lor d.et.urmininf; aiding and ahbetting limbkitity Junder the lowar court's derci-
fiana] are woelewr in ‘s arewn that demonda ceclaioty and predictebility' " # The pe-

H=ee Larckritz Testiziony at 15-17.

*Id. 6l 15 :

"Sre Stolement of Vincent E. OFBrien, Belvre the Subevmumbus op Secor bies, Commitbes on
Baaking, Houging, and Urban Alaire, UE. Sennte ac 2 (done 17, 19930

0L L5 LW, al a237 (citalion pmdilted). Tr Met, the Solicitor Goneral's CHTice, in ils briel oy
ung LMe Supreme Caurl be granl corliseari, cited this lack of cevtainky 86 & reason ihe Gowrl
shruld take the case. Rrief ol the Upied Statee ut 56 S[A made Lhiv same puint o its bricl
urt the nveritd in Certral Honk: .

With rrli:eﬂ:eﬂ e Ehe "koowledpet roquirtnent, coorld heve eslablighed onique hol procephous
and A wilakle rulog apph-.-a = un]}' b Lhe uwidinge and aI'm'I.L'ir.g ﬁg'hl. nl aeiinn 1hat w.l.rLqu]_l,r
nsqlJil'ﬂ pnmfur"n:lual knnw|udp;r:" in spme orey msieness and same lomm of "reckl ssaness" un
ather, depanding wa & nuamber of variables guch a8 duties awed L Lhe pluanill, the oatwee of
the alleged pzaistance 1o the prirmary viglalor and, in gome jorisdietions, m highly fcl-epesific
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- galt iz intermingble litigetion and uncertainty for those, like Aoy ntanks, attomeys,
banks, end accurities firms, osost likely o be drawn into cases under secondary
theories of ligbility, A3 B consequence, Lthe costs of these professionals' services riss,
with the higher coste likely to be pussed en to public companies snd their sharshold-
£ra,

Moarcover, seccadary linhility, coupled with the seeurities laws” spplication of joint
and several liability, could reswle in peripheral and incidental actors wniadely bear-
ing the entire lisbility for the intentional frawds of others ' A primary Section 1000}
vinletion gencrally im understood 1o include Uhe fallowing elements: (1)} usz of an in-

. atrarmentality of interelate commerce; (2] the making by the defendend of 3 material
mivreprescenlatian ar omiggics; {3} 8n intent to depeive, manipulete, or defraud
{acientery, (47 reliance by the pleintilf on the defendant's miareprerentetion;1# {5}
caunsation; and (6} damages Nowing fmm the defendant™s misconduct * Alan, i the
Section 10b} primary violelion iz predicated on the defendant’s failure to discluse
material information (e, an goission caze), the plaintil muar prove that the do-
fendant hed assumed & duty to dizglese'* By eontrast, reoovery could be had
againat these found segandnpily linble gven i they had not engaged in any lraudu-
lent ennduct, they owed no duty to the plaintifl, they had no arluel knowledge of
the underlying Tewd, und the plaintiils hud ool relied upon theie canduct. Inoeffeet,
secod ary lability could revull in secondary parlicipanis being lizble under a far
Jewser standard then Lhat to which pamary viclsetars are suhject.

. Ex=TivG INvESTOR PROCHOTIONS
1. SEC Remedies :

It is mlae imnporlant to pnte thal, even without sccondary liability [or vislalions
of Section 10(L], investora are well protected. The SEC hue o full areenal of remedies
La police the markets. The SEC ean stili go to court 1o enjoin those whe commit pri-
mary violatiopz!* of Section 0B and w obthin disgergement aod substantial
civil money penalties against them.'” The SEC, by stutwbe, has full suthortly in ite
admmnielrutive proccedings to discipline broker-deslers,® investment advisers ™
othor regulated entitica, ™ and their srwciatad persons for Aidicg and abriting seru-
riliea law violationa (including Section 100k wvielations). Possible sanctions include
suapension or revacation of registration or right of Association as well us civil money
penalties of up ta $100,000 per viclalivn for & oaturdt persun and up to $500,000
pet vialalion for othara ®1

Broker-dealers in Earticulnr are sithject 1o p compreheneive acheme of regulation.
In sdditien to the SEC, the securitiea s | regulatory orgenizations (*SE0E7, such
s Lhe New York Siack Exchange and the Mational Associativn of Sevurilles Dealers,
Inc. CWASD™), regralate the onduct af broker-dealers and bring proceedinge egainat
their mambers and praocinted persona for vickatione of the securities lawe und aisn
of BRO rules, which provide oven brosder inveetor protectians than do the secyrities

“sliding scale” ol colpability. . . . Morepver, the "subetantial skwiktunce” elamenl of Lhe proposnd
§ 1HbY irmplicd prvate mght for aading and sbetting has vpnwned yeb arother separale and com-
plen doctnnal guagmire . B

Brel of 314 nL B-3 {atalions nmitled). Fracting g "goick.Ax™ aalution that cetely Tesxtored
miding and abeiting liakilily withost imposing limitations on labdity and solling clear gland-
ards weld aerely pbunme ue back into thie quagmre. -

OET 1L51.W. Bt 4707, ’

" Whie Lthe night L conbnbution recrgnized by the Suprome Court id Mosick, Peeler pome-
wr}\hatt maligales the efTects of il and weveral Linbility, Lhe Tight to contrbubion f8 mok always
el v

@ Bud se¢ SEC v, Rora flesearch, 8 F.3d 1358 (b Cir. 1593] (keolding that SEC need nod
prove relinnoi

A&ee, r g, Weltzman v. Slejn, 436 F. Sepp. Y8, 502-04 (5.0.0¥. 1977

“ Bee {uarelia v Unr'-teq! Mtodes, d4b O A2 (1980 Dirks v, HEC 463 U 646 (LA

¥ The SEAT ptall hae eslimated thal loes Than 10 percent of i pénding inpunclre aetinns in.
volve unly aiding- and-abelting vislations, See Wall St ., Muy B, 1294, ul 15, .

€, the comparsble antifraod provieson found in Sectinn LT 0 the Securitice Art of 1933
["BecoritheR Aot - :

17 Bection 214d} of the Eachange Act . "

N Srclnn lr:'n{b] ol the I-Z:u-:hange Arcl . )

1B Becann 703 of the [nvestaeat Advisers At of | 540 (" Advisrms Act™ :

™ See, e, Sections 158 (rounicipnk seeuritice dealors) aod 15C (Government secontios deal.

I .
21 Kre e g, Seotion 218 of the Exehange Act (owenng bemkor-dealors, puaniripal sgcunibies
dealerg, Covernnmwnt eocurilivn deplers, lrancfer agenta, cleaving agendies, and Lhoar mmsoeialed
FOTE MR '
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laws themseives. Thede procecdings may Jead 1o substantial fines®® ordera of res-
1twation, apdfor revneation of membership.

The SEC's Rule 263, which governa tho practice before the SEC of atborneys and
accountants, authorizcs the SEC 10 suspend, wevoke, or place limikations oo the
rght of uny attorney or Acouniant to appear before the rgency if it Mnds that the
individual wiolated any provisinps of the securities laws or Aided or abetted an-
othord vialation, including a violelion of Sectinn 10(k).

Moal broadly, undet ihe Seeuritios Enforcemnint Reeedics wed Panny Slock Re-
lorm Act af 1990 (the *Remudies Act™® the SEC can issoe a cense-and-dedist order
AQRInAt any persan who violales any provision of the Exchange Act nr against any

ernon who *= & ewuge of o WiolAtion, hy reasnn of aay Bct OF omission which he
now or ehould have knows weuld contribute to p violatiorn,™2* 1o the cese of
hroker-deslers end other regulated entities, the SEC cun ales impose a temparary
ceage-and-desist order, 01 wn &% puete howis if oocesdfry, Lo drevenl W onlinuing
vinlation or to prevent dissipetion or conversion of assets, Yiolations of eicher o tem-
Porary or permancnt cease-and-desiat crder can subsequently result in lerge civil
monay peoallics. This astatulory prevision cescntially gves Lhe SEC the explicil su-
thority Lo punigh thoese secondarily liable Jor Seetion 10Kb) volations. :

Finally, in the moat egregions cases, giders and abeltors of Section 1000 vinla-
Liane zun be criminelly charged by virtue of Seclion 32 of the Exchange det (makin
any willlul vinlalien of the slatule a criminal cffense) and 18 US.C. §4 (the general
erirainAl aiding and-abetting slatnte},

2. Privaie Remedies

OF equal significance, the Supreme Court's decisien leaves genuinely delrsuded in-
voslors wilh s broad array l::-]lEI carafully crafted and comprehensive private rem-
edies,® The Beearities Acl provides three oxpress remodies. The most importanl of
thege, Section 11, permits ap investor to bring an ection based upon maoteriol
miastatementa or omissions in # regisiration stalemcnk on file with the SEC. Poa.
gible defendants inclwde the issuer, ity directors, ite chiel executive officer, chief fi-
natcial officer, and chicl arcounting officer (all of whom must sign the regietralion
slulement), accounleniy snd ether cxperla (to the extent that thoy have prepared
nr certifind gny gart of the pegistration statement), and the wnderwritors, T]E:u SELET
ia mbanlutely lisble for misstalements, and ather possible defendanta may escape 1i-
Abilicy only il they can shaw thel, after reasonable investigetion, they had ressan-
ahle ground o heliove that the statements wers teoe and el there wen: no mate-
rial omisaions of any fecl ncoessary to mmake e stetements aot misleading.

Secvion L214) permits recovery by an investar egainst & person who aclls r secu-
rity, whethar regiscered o woregistered, by means of an orul of written commuaniice-
tirn which contains & matorial misstalemont or omission, Sectlon 1202 provides the
g¢ller a defense, similar o that in Section 11, that bhe did not know, and could not
reasondbly have knewn, of the misstatement or omissigs 2

These romedics awoep broadly. Moat importantly, plaintills reed not shew knowl-
cdpe of A stotement's (olsity or recklessoess on ﬁm purt of a defendant.®* [asucrk
erc ahsclutely liahle, and others most show, essectiobly, that thoey were nol nog-
ligent in not knowing of the rmisstrleeent, The abilily to sssert o so-called "due dili-
genoe” dofense under Scctions 17 and 12(2) providea 8 powerful inemnlive far offi-
cers, diteciors, aceounlAnts, lawyers, and investment bunkers Lo investigate Lhe we-
curacy of atatements made in pubdic oflerings. Moreover, io most insluaces 8 plain-
GIT need nol show relinnce on the misstatement or nmizaion. Finally, liability under
these provigions is juint wnd ecwveral, aubject in the cese of Section 11 to & defend-
anl’s Fight to recover conlribution [rem others. . .

n the cawe uf the Mew York Suwed Exchanpe and NASD, thare i me wpper limit on the
gt il - e

k. 1. Mo 101429, 104 Stal. @31,

el Jadding new Seclron 2007 of The Kxchgape Act) Suwilac gutherity waas also gdded
to the favestrent Corepany Aot of 1940 gug he Adcfsers-Act by Sectlanz J01 and 401 of the
Renipadias Act.

= The follimny doseription af privale rernodies undor U Federal sepantics Jaws i unlended
as a geneTal guide and does not purport ke delineats progicely Lie elements of each remedy ar
H'l'larmin"_'n]u defenis Ln liahi iy,

The Lhird rormesdy Rfﬂeaﬂi in Sec o 19010 Under e provekLnn, an Inveskor who pmhnsl:s

a socarily offered or eald in violabon ol Seebon 5 el the Act (requiring remistratien of public
offeringu; has &n abseluie Aphl of Tscksisp, :

=T By corlensl, the Supramee Clanet hag held thas, tnoa elaum under Section 10601 that s plaon.
U mokL whovwe Lhat Lhe dofendanl arted wilk “scienter” Best & Ernst o, Hockfelder, 426 U5,
183 (19760, The courd Tefl ppen whather rricater requited proul of setual bnowledps ar conbd be
desnunelealisd by prowl of peckleeeness. Id. &l 194 n 2.

-’
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The Securities Avl uleo expteanly rocgnized mmndam inbility wnder certain cir-
cumstances. Seelion 18 provides that a person whn coatrols a person whe is lieble
vnder Sertion 11 ar 12 13 alsg lishle unlesa “the mnlmillnq_ person hed nn knowl-
edge of or reasonable ground to heliewe in the vxistence of the scls by resason of
which the iabifity of the controlled person s nlleged to exnat™

The Exchange Acl contains sovern] express causea of action: Section Se) (agaioat
pituuns who “parlicipate” in munipolations of exchangelisied securities), Section
1Eth) {agninst officers, directors, and 10 pereent sharcholders who oblain “short-
gwing” profital, Sei:'tmn 20A {aguinal inwider trder in [avar of conbomporeneous
]Jurchuaﬂm or sellera) #® and Section 22 {providing for voidability of controcts made
in vivlation of the Acl). Over the years, these express remedies under the Exchange
&t hawve heen overshadowed by umplied remeodiwee ¢reated by the ourly, the most
commonly inveked being thet created under Section 1Kk} of the Act and Rube 10b-
5 thereunder. Even alter the E:ugnmmc Coanl's decision in Cendral Bank, the implied
right of action under Section 10h) remaina a broad remedy for investors injurad by
Iraud orF mani pula'mr The Bupreme Court bus recognized thal theee rights of uc-
tion against primary viclibors are very significunt and con resch bevend iseuera bo
others who purticipote inm & Trond, 2? We would anticipate Lh.at r’lanL:ITs will pusl
theories of dipect liebility more vigoroasly in light of Cantral Ben

Morcover, the Exchuange Aclt conbuins vn exprosa [orm of accondury Lability thal
will continue o be availnble to Sectiom LHbB) cleimants. Scccinn 20007 of the Ex-
chapge Act, like Section 15 of the Securtities Act, imposss lisbility on porsons who
cantenl those who direetly vinlate the Act. Ta eacape liability wnder Seclion 2008},
v conlrolling person must vhow Lthul he woled in goad Twilh &nd did nol directly or
indireetly induce the violation,

Finally, of vourse, defrianded inaestors may hitve righls onder Stute Blue Sky lows
ot other State laws, 'Wich respect o0’ broker-tealers, these claime con be pursued io
Slake actions ar, where an invostor has signoed an arbatreticn agroement, in arbitra-
tion preceedings.

III. Conclusion

S1A wnderstimds the concern of the Subconunivtee ahc-ul. the ¢ffec: of the Supreme
Coorl’s decwsion in Certral Mank SlA believes in etrong investar prolactions and
adequaele memedes or penuinely defravded investors, AL Lhe same lime, Congreuy
should alss vonsider vther imporbsat, fcbers, These Tadors include e noed o en-
courage capital fammation and the existenae of other bread investor prolactions. Acs
cardingly, Congrees vughl ool 1o by a “guick fx™ by amwnding the Exchange Act
to wdd o privete wruse of setien Tor Addiong ond abetting, Tnstead, Congrezs ahouid
eontinge it sxaminabion, at the i i nddres-ﬂng the broader pmhlgree of saen.
rities litigatiom,

STATEMENT F HARVEY J. GOLDSCHMID
DwioHT PROFESS0E OF Law, CoilmBla UNTYERSITY SCHOOL OF Law

Thank yau Senatar Nodd and Members of the Subcommittee lor innling me ta
toulify loduy. My name s Horvey . Goldsehmid, [ em Dwight Professor of Law st
thr Colunkin Univepsity Schuool of Law nnd spaecinlize in enrporate fnw, semuiritios
Ipw, und antitrust. | am alse Chair of the Committee on Securities Regulalion of

tne Asagcistion of Lhe Tar of the City o BWew York, and in thatl capaeity, war Coun-
sel of Becurd on the Association of the Bars amicus brief in Ceatral Bank vf Denver,
MA v Firet Fateretate fank of Denger, MAY The Associotion of the Bar concleded
il the “preseruotion of the el remedy for paraones domtogen by Shose who obd ond
abel o seeurities fraud s eseential to the offerticeness of the Frderal secerities lows,"F

Allhough | want W emphasice o1 the outsel.of my lestimeny that | em speaking
Tor reither Calumbis nor the Association of the Bur T.u-;lay the words “esgential b
the efiectiveness ol the Faderal securitiea laws" were and are  not bhyperhole. If
the halding of the Supreme Courl’s 3—4 mujerly in the Central Soak of Efrwer caze
iz nict Iegislatively overruled, we face either o scriows undermdning of the integrity
of aur securilics markely or yesrs of eonfusion, eolhirness, and unoaceszary litiga-

= Added by the [raider Trading sod Secwsices Froud Enlecemeol Act of 1968, Peb, L. Mo
100704, bod Seae. 4577,

™o B LS LW, At d3H.

11094 WL 132212 1175 Coln )

Tiriel Amicuy Cuneae of the Asssanticon 2l tho Ibnr, p. 20,
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tion while the word “indirectly” in Section 10Hb) is read broadly encugh to fill mest
of the gap that the Supreme Courl's unforturate holding has created, )

The academic im me iz bempled 4o spend Lime on & eritique af the majority epinion
in the Centrml Baxk of Dercer cage. The majority opinion i= in fact ogid sod uo-
wiat—hboth in jurisprudential end policy t2rms—but your invitetion properly fGeoacd
uE oot on the apinian but on the key policy {esue for the future: "[W]ﬂtt er ImMpofing
private civil liai:i]ity on giders and shettore is good poliey™ Wy answer to your ques-
lion bs eomphaticalfy “yes.”

1 will firat address policy issues and then preacnt my mresmmendations for waye
in which Uongress should respond to the Cendrad Hank of ODenver cass. The policy
poaitions [ am taking are drawn largely {in worde Ond spint} from the Association
of the Bar's amicus briel. The recommendutians for how Congress should respand
come solely [rom me.

Folicy Consideralions :

Prier (v the Supreme Court’s decision in Centrel Benk of Penver, since 1938, o
enforcement actions by the SEC, and at least since 196, in privale aclions under
Section 10(k), aiding end shelling lizbility had heen universally maccepled hy Lhe
lower Federal courts. Aa Justioe Btevens said in dizsent in the Centrafl Bank o,I?Der:-
LAF CARE: .

In hundrede of pudicial snd administrative pm::u:q:di:ég'a in every cirouit in the
Federal aystern, the courls and the SEC have cancluded that aidera end sbellora
are subject to Lability under § 1b) und Bule 10b-57F '

* The towrr Federal courts have understood thet aiding and abetting civil liability
wus required to ymposs an apprepriete standard of d:i%igﬂnm and care on profea-
sicaals guch a2 attermeys and accountantls, without whoose aasiztance maoy fAnaacial
freuds could naot be perpetratad. Inveators in publicly traded securities often rely on
profeasionals when evalualiog inveatments. These professiensle, whether attermeys,
avtounlanis, sppraisers, enginesr, or geologists, uct as “gatelecpers,” who provide
wosurance Lo tha public investor of the financial imlegtity of investmentd, .

Recant spandals on Wal] Sirset, in mrporate disglasure documents, and in the saw-
ings mnd lpan industry emphagize how impertaot it ia fer these “galekeeping” roles
to be played vigorously. But, in this regerd, the Supreme Court's Central Sank of
Derver holding provides procisely tho wreng message. Wilthaut aiding and abettin
civil Lebiity, many of these gutckeeprry, on whose eredibility boib buyera und mlf
eTe of securitias depend, Ty be eswentinlly imutune from liability. More important,
they may be free of the incremental spur to vigilknee—ihe criticn] deterrent elfect—
that many need, As Judge Henry Friendly obaerved with cheracteriatic insight, in
uphnlding 1he criminal conviction af 8 luwyer who violeted Section 17(g] of the Socu-
mitics Act of 1933 (n Section which clesely parallels the lungnage of Rule 16b-51:

[Iin our complox society the aceon ntapt's certificate and the lawyer'a opininn can
b instrumenis for inflicling pecuniary loss mere patent than the chisel or the
crowbar, . . . Congress . . . could m:u'LrEu\rE inlended thal men holding themselvws
aut a3 members of these sincient professions should be able to escupe . - . hubility
en a plea of ignorance when thew have shut their eyea Lo what waa flainly [
seen of have represented B knowladge they knew they did nob posses.

The SEC has accurately explincd the spocial role of sccurities attorneya, The
“taak of enforcing the securities [aws" the SEC opined, "pests in owerwhelming
meaauTa o the bur's showldore. ™ This is hecause of the unique roie of the seourities
-]uu%cr in ihe preparation af dogements thel ape required to market seeurities ta the
public: “Very little of & socurties lawyer's work is adverzary in character. He doean't
work in courtroome where Lhe. pressure of vigilanl adversades snd alert judges
checks him, He worke in his oflice where he prepares progpoctases, proxy state-
meole, opiniona ¢f oounael, and other doeoments that we ot the SEC], our ataff,
the flasncinl tommunily, and the investing public raust take on faith. This ia & leld
where unacrupolous Jawyers ean inflict irmeparable harm on these wha rely o Lthe
discloaure documents that they produce ™9 :

Tri thir regard, | stale with grest pride, thet the Axeociating of the Har was willin
to wlep up and assume appreprinte respoensibility. Inits omices brief, at the end cﬁ'
ila Summary of Argumenl, the Association of e Bae concluded:

1994 WL 102212, 17 (1.5, Cala) .

Vimited Statez v, Benjumit, 328 Fid Khd HEI (Pd Uin' oerd. denird, 37T U5 953 (1064

"in re Emansel Fleids 45 5. EC. 26F, 266 n 20 (1971, offd withou! apiadon, 496 F.2d 1075
(D Cie. 1674 .
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As an organization of atlormeys, the Association of the Bar is, of course, sen-
gitive 1o the jagve of lewyers' exposure to [arge damege claims, But it 19 alaa con-
cerned about cresling proper incentives for. professivnale and olher persone in-
vgived in seturitics markets und it s particu|atly concerned with meintaining the
integrity of the Bar. A aystiem Lthet crenles proper incentives Jor gecurities lawyera
Lo cxcreise due care—and avoid recklesenesa or inlentienal misceoduct—in secgri-
ties lrepsactions serven the intereat of attotneya who are committed o performing
their reapnnsibililics in » professionel and ethicel manner, a3 well as the interoet
of their clients and those whe rely on their clients. The Association of the Bar be-
lieves that securities lewyers, like perouptants and other profossionals, mre Rin-
dementally imporlant tn the process of offering and trading secukities in imper-
sapal complex markets, Public conflidence in such professionsls is essentiel to 2
sond gecuritics market syatem, Enforoement of the securities laws against trAne-
grossor profensionals thus both serves the public And the best interest of the Bar”

Twa Posrible Mitigating Open Issues . .

The Supreme Uouarts mujerity opinen in the Central Bank of Denver casc lefl

ppen two basic issues that could mitigate the horm csused by ils decision. First,
whether the SEC will b sble lo wotinue o hive the power te impaze civil lisbijity
for-widing and whetling wnder Seclion 100BLE Sccond, whether the phrase “directly
ar indirectly”™ in the text of Scction 1B} can be read broedly epongh to onyer moat
of thoac who hawe heriofore been charged with aiding ang abetting, I have very
fitile hope that the {irst question will be answered afimnnatively. 1 um mome optimia-
tic about the polentisl reach of “indirectly,” but ik will—ae best—lake yeara of con-
fusing and wasteful litigstion before the word “indireclly” capturas mich af the
ground that should never huve been lost. .
- The majority opinions emphesis on the text af Section 1Kb} leade me to dvubt
that the SEC will be permitled to irapose ¢ivil aiding and abetling liability in tha
futype. The majority concloded: “the tewt of the 1954 Act doews oot ilsell mach those
who aid wnd wbet » § LKD) vielwtion. . . . [Wle think thel conelusion maglves the
eage"? Unless chenges in the composition of the Supreme Court create 2 new ma-
jority and & new apprench, 1 soe no principled basie fer giving the SRC a cause of
action not available Lo privale plaintiffs end not (ound in the slatotery cz2at, As Jus.
tice Stevenz put il for the disaesl: "The majority leaves litle doubt that the Bx-
chenge Act does not even perait the Corunission to puriue aiders hnd abettore in
civil enfbreement acticns under § 1Xe} aod Rule 1065710

The jnngusge of Sectivn 1b) cocemprssey “wny person” who “ditvetly or indi-
reelly”™ uses “wny manipulate or decoplive device or conbrivancae.” At least aome of
those who huve herelolore been sued for siding and shetting (e g accountants mign.
ipg Mnapcigl stetements incorporated in disclesure decuments, lawyers draflting dis-
tigaure documenta) ehould b reachable as priemary vielstors, The mejperity opinion

arknowledged:

Any perwen or enlily, including a lawyer, sccountant, or hank, whe employs a
manipuletive device or makes o material misatalzment (or omission) on which &
purchaser or aalier of seourities relied may be linble A5 & qﬂmary vinlakor uider
10b—5, assuming all of the roquirements for primary Gability onder Rule 1005

are met.!! .
Bui the mujonty opinion alye lates that “widing mnd abetling liability extends ba-
vond persona who engage, even indirectly, in a proscribed activity; aiding and abet-

T@riel Amicus Curior of the Aerocition of khe Har, p 4. The amicuzs beef (oo 20 describes
khe Aspociakion of the Bar as -

A prafeseional orﬂniiatim of apprukiznately 19,000 lawrors, Incgled lemecly in New York Gity
but neluding meanberns located thnnaghool the Lnild Steles and in over forty other countries.
.+ . A b bar geoup looaled 1n tew Yark Ciky, however, the Awotalion of The Rur hus o apecal
intemenl in gecuritics relabed ispwcs. Siace the Assoszuen of the Hars oo nding. Mew York f_."il.}-'
hag beon the center of the Malon's capital mackets, and particalarly ils securilios markets, . . .
A large pareentage af ihe Natisn'e lawwrete who Bpecialize 1 the praciice of soouribes law are
members of the Association of the Bar. Accardingly, the Association of the Bar has bath gpecial
experiiga and uﬁmal inleresl in ihe irmportent ieswod of xecurilied law Lhal mre priseotod in
- .. [he Comtrul Bank of Lienver| cage. )

"The Suprerme Cotrl acknuwledpe that coirmnal widinpg and nbetting liability 58 available 1o
the Covernmenl ander LB LA, §£. Ser [B04 WL 132212, 16 (U5, Colo.) .

Uloend WE 13ZRI1Z, 8 (L75. Colo)

Wid au |9,

Liid at 17,
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ting liability reaches parsons wio do nol cngagn in the proscrnbed activitivs ab s]l
bigt wher give o degree of aid to these who da™?

Arademice will huve grout fun dealing with the majority's distinction in the class-
room. Has an gutaide lawyer who koows of n CECQFs Gouncinl wrongdoing snd & cor-

oration's related meterially misleading disclosure demments, but faila to warm the
anrd el directars or te attempt to siop the misleading disclosurn, been "indivectly”
involved in & proscmibed wctivity, or hes ke ot she merely given legally porrniasible
“aid" tm those whe vinlatod Bect:on 1B For the batr and (iligsnls in general—ard
most netebly for already overburdened lower cousrt Federal judges—the ronjority
apinion hae created o litigation morasa. The confozion crested pomes with & spogial
lack of gracc frem o majority opinion that t.nuted clerity, certainty, und predict-
ability az policy valuoe supperling ite haldings.1?

Recommendeticone

1 For the reasnns stated, Congress should—ue expeditioasty aa precticable—legis-
latively overrale the Centrof Bark of Denver cise and make fiding and abetting
claims wvmluble 1o beth the SEC and privule plaintiff under the Fedeml secaritics
laws.

4 Aiding and ghetting shonld he defincd in traditional terms es invalving {1} A
primary violation of the securitica laws, (it knowledge of {or recklesaness with re-
apect Lo} the primary vinlation, and (i) achstantial asaistanee, Although not o man-
dotery part of legslution, 1 would suppest that Congresa deline-—in gencral terma—
tht phrase “subatantial wserstinee” The delinition and legislative claboration will
be gasy to articulato when active significsnt sssalanes is under comaideration, hut
aublle izsues arise when dealing with sileace er inaction, I tentatively suggest that
when fAilence ar iaactinn ix involved it should be wulnerable only when there ia “w-
ther w duty to wet of & ennseions inteot 1 assist the wronpgful acl. ™ The baeic idea
19 thal the aubstortinl fRszistance requirement should not make vulnerable proles-
sionals whose monectien with the trunsaction s remete or ineignificant. Aa Prglas-
sor Mclvin A Eisenkerg jokingly put i, “knewingly hringing n colfes and aand-
wicheg is nat enoigh™ ¥ ta create fiding and abeteing liakility,

d. Mew htigation should alse Fealfibm, whiol @very lower Federm)] coord t.-n deal wilh
the 1ssue has acld, that recklessneas s Lthe culpability stapdard cnder Section 14h),
This is an issue loft unresslved by the Supreme Court i Ermsl & Ermst v,
Hochfelder, 19 in 1978, rnd In my view, is by (a7 the most sigoificant issue that has
not been definitively resolved by the Sopreme Orurt under the Federu] securities
laws, The issve wes presented in Lhe context of widing end abelling in the Central
Hgnk of Lenrer case, but waa lefl unaddressed when the majorily epimion held that
thero wey mwo canse of aclion. A Supreme Courl holding that only willfiaf or inten-
Yional cenduct violales Section 1Kh) would havo » potentially devastating effect on
directar, eilicer, and prefeagicnal behaviar, the sonodness of both ooy disclosure aye-
tem Apd securities madoats would be geively endunpercd, Direclors, lawyers, ue-
comntanes, and many ethers, would have powerful lepal iccentives to simply ignore
md fags suppesting fraud or cgregious disclosure Tailures. Only actual intent would
make Lhem sulnerablo. Afler the majorily cpinton in the Cenfral Bark of Denever
casa, this Subrommittes and Congreas conld perfprm o greater service to the Wa-
tion, in the husiness luw aoca. than confirming the applicakility of w recklessneasa
strndard ander Soetion 10,

4, Finully, new legisletion could include balanced litigation mlomms and other pra-
cedural and rubstentive provisicas.!™ My basic gualilication with respect to broad
new legislation is that it ol signilicenily deluy Congress fmm reimposing sading
mnd abetting eivil linbility and Irom confiFming that recklesancss ia the appropriate
standard vpon which tn predicrte lability wnder Section 1008 and Hole 1065,

g a7
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STATEMENT OF EUGENE L GOLIMAN
ParTHER, MceDEIMOTT. Will & EnExy

Me. Choirman and Members of the Subcommitees, T would like to thank you for
this opportunily lo taslify on the impact of the Suprame Courtta decision in Cantrad
Bank of Deaver v. First Interstate Bk and whel, il any, potential legislative rem-
edies might e appropriate in respense to the decision, My oame is Bugene Goldmon
and § am & parieer in the Washinglon, DO office of Meblermote, Will & Emery, a
full-s¢rviee nolionel law Drm with approximetely S0 aftarnoys.' T repreaent elients
before the SEC3 Division of Bnforcement and in private securitics Btigation, includ-
tng claes action enits. [ previcusly served § yeara as a7 attorney and Senior Coungel -
io the BECs Divigion of Enforcemenl. Mr, Chairman, | want to commend you for
our contined leadership and inlerest in the ared of seeurities law reform, aod 1

now 1 am speaking for many in the securitied har io 3o commending you.

Mr. Chairmarn, [ view the Supreme Court’s decisioa in Central Benk as prossatin
the Congress with the opportunily 1o examine the whaole issue of varving levela o
liabiliy lor defendunts in $erurities Inw s0its. As the Sopreme Conrt recognized, the
rules Jor delerining Aidiog and nhn'llinﬁ liakility have heen unclear and have ex-
acled caats via wexalious ltigetion that disserve the goals of fair dealing aad clli-
ciency in the securitics markeis. In this conmection, [ baliowe that there is ample
logic far the Congross Lo congider eertain pravisions of the propozed Drivule Seeuri-
ties Latigution Helorm Act 5. 1976) at the sapee time il enesidera whether legislacion
iz neceasary In response Lo the Ceatro! Bonk cuse, | would like wo wddress the rel-
evance of 5 1976 Lo the bssite sl hinad gy well as the fllewinog three jsmies, First,
daes Central Bank apply 10 5EC sctions whith seck Lo impoee aiding and abelling
liability? Second, is it cusential thot the SEC be exprossly anthogeed At thiy time
e bring setiens for widing and abettiog violations? Third, if Congress decidea (o add
apecific slatitory lanyuage awthorizing aiding and abeliing claims in private snila

puld it also cxpress the prorequisiles for imposiog liabilicy and, 3 20, what should
the stendard bhe? :

The Central Bank Decislon Applies to SEC Actions

The dizwent’s cuncern in Lentral Boxk that the majority's decision may preclude
the SEC Trom pursoing Aiders and abettors i eivil eaforcement aclions under
% 107k and Rute 10b—A, see Cendral Rank, 1994 115, LEXIS $120, al G5-G8, is wcll-
foundad. The majoritly relicld primarily nn the statulopy text ef § 100k ard Pale 105
& i holding that a private ploictif may not’ maintain s cavse of sclicn for aiding
and abetting under those proviaiens, [n ether cased o which it has relied on the
gtalutory et 16 detormine the seepe of §100h) and Role 1065, the Coud has found
nn reasan not to extend ita hodding bolh to cases in which the SEC 15 o pleimtl
and in which 4 private party w the plaintdf,

For example, in Ernal & Ernst v Hockfelder, 425 115 188, 193 (1978, the Court
held that a prvate plainGf eonld nol maintaim sn action for civil demeges under
§ 10rh) and Fule 10b—a ubsent an ellegation af scienter, [n st holding. the Court ve-
Tied prmarily oo the stacotory langoage of §100k: Aand Bule 10b—5. The Ceourt ex-
presaly reserved the question of whether sejoater alsn was a necassary clemeni n
an action by the S["Jél for injunetive reliel voder 4 1Mb) amd Hulc t0b-5, Ermse &
Ermal, 428 6.3. ol 183 0 12, R

The Court reached this reserved question in Aaroe v, SEC, 446 118 650, 695
(19807, [ Aaren, the Court held the: ,

The rutionulc of Ffochfelder incloctably Teadi Lo the oonclusion that scienter is
an element of a vilalion of § If(b) and Hule 10b-5, regardless of the identity of
tha plaintafl or Lhe natuee of the meleel cought, Twa of the thoot faclors relicd upon
in flochfilifer——the langurge of §10b} and ilw legislulive history—ure applicable
whenever s victation of §10b} or Hule jdb-—5 i5 alleged, whether in 2 private

cwaee of peioa for daimages or in o Comemission injunctive pction . . .

daror, 44f L.E. 8t 681, Thus, the Court's interpretation of the statitory lapguage |
of §10b} anill Ruole t0b-5 wag not in oy way affected by whether tha plulnliﬁuwa.u'
the SEC ar a private party. .

Simidlariy, nething 1o the madorly's retinnale in Central Bank reatricls 1o privale
avtions the Courts devision that § 1k] and Mube 10b-5 do ael Zive rise to 8 private
ciltse of aetion Tor mider snd ahettor Nability, The Court cleavly has jnLnFFn::t.ed the
text of these provieivns w2 upplving cqually Lo public erd privale pleirtiTa. Thus,
there is oo redsan why the majority's holding in Cendral Hetk that § 1Hb) and Hule

LThis elitement peMiects Lhe wvirws of Eopene | Goldman gnd dees nol neceskanly reflest the
views il MeDermotit, Will & Emery ar any of ils clicies, S
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10b-5 dn not give 3¢ to & couwe of action 07 aider nnd abettor liability should not
wally apply to cases in which the plaintifl i the SEC.

orwithetanding initial preoovpcements from the SEC sial (hat the Cemtral
Rank decizion does nol apply to SEC ectians, it appears thit, vpon veflection, the
SEC now recognizes thel this decision decs savve bo yestriet ita wutharity 1w hring
implied aiding end abetting ¢lpima upder § 10{b} and Hule 1{b—6. Several defonge
pblormeys wilﬁ mailerd pending belore the enloroement diviainn heve recently -
ceived comawnigaliena in which the SEC stall, en ibs own initiative, wdviaed that
it is dropping aiding #nd abeiliog charges. For example, [ was advised that alding
mnd abelling claima under pyovisiens oiher than § 1WE} would be dmopped from B
procecding 1o be brought aguinst u client. This suggesis that the SEE reCugniiee
that, upder a plain reading of Censral Bard's ruling ithel the eope of & statule
should b determimed by what i3 expressed i the statute, there is no more haais
for mekiog aidieg and abetting clRims under other scruritics lnw provisions that
lack expresa miding and sbetting language than ithere was far saking aiding and
abetling claims under § 10k}, :

Lt I# Not Esgential st This Time (o Provide the SEC With Express Authorlty
to Bring Aiding and Abetting Claims

§ belicve chat it rernains 1o be seen whether a legislative overruling ef Ceatrol
Hork io sasenlizl ge il relutes o the SEC, While the SEC's bricls in Central Pank
aasert that approximataly 15 percant of the Apean’s eoforeement caves have an aid-
ing snd abelling elemert, no disclesure hus been made of Lhe number of caseg where
aiding and abetting is the only hook to the defendant,

In ether words, E‘IE SEC has ool broken out the 16 percent into the lovel of cusce
in which #iding and wbetling s thrown i with allegetionsz of primary viclations and
the level of chses which ate entirely alding snd abetting.

More importantly, Lhe 3EC has autharty under Section 21008} of the Exchange

Act to obtain ecuse atd desist orders, These orders can be obtained sgainst persona

who cause a aecupitics faw viglation, even i the gerans are neither dineet violatora
nor aiders and abeltors a5 long as thoy “should have knnwa” that an act nr omisaien
would conlrbute 1o such viclation, The SEC, by employing this nogligence-soundin
standurd, can stop wielalars in their trecks via Lthe cense and deosist proceeding anﬁ
the airing of such charges,

M thercfore has nol been ealablished thel elimination of aiding and rbelting li-
ability would significantly diminish the effectiveness of Commissicn aclions bo pro-
tect the investing public.

Legislation Authnyizing Alding-end-Ahetting Liability Should Express
the Standard Lor Satis ying the Scianter Roquirement

In the event the Congress delermines Lo autharize aiding und abelling claima ex-
presaty, it ehould alss consider establishing statutary preraguoisites for imposing
such Hahdlity,

Such an expreszed standerd wouid obvinwsly facilitate uniform judicial treatment
of those who ﬁlﬂ"i.‘ nut Hlleﬁud]y mmmitted w manipulative or repetilive ack but ondy
allegedly nided end ebetted the vielalion. | have bean concerned foy some time that
the *rechieasnrss™ standard emploved by different courts i8 arhilrary, borders loo
closely om concepta of neglipone, jeopardizes participants in routioe bosiness trans.
actions, and ignores the presence or absenee uFa duby of disclesura.

In additicn, the Court's discussion in Confrad Boek of the "critien]” prerequisita
uf relimnce 38 bighly relevenl bot hes heen womewhal igasred in the eomments [l
lowing the deciman. The Courl, eiing Rasic fac. v, fevlason, mede it claer thet 2
defendant cannnd he liakle as an aider and ghettor onder 1065 without 8 “showing
that the gluintiﬁ' relicd upan the sider and abottar's stalementa or actiona,”™ A spe.
cific standard fur impesing aiding and abelting linbitty sheuld inclhude a reliance re-
quinemen?, -

Mr. Chairman, in the event Congress decides to establish = spegific stendard for
imposing ltability, I #m sure thel lhere will be no shortage of wlunteers to draft
= proposcd siendard Tequiring a showing of aome actual Knowledge of the primaty
violation, reliance and considerstion. of whelher the defendant owed a duty of discle-
sure Lo the plaintill,” : : .

If Congress Further Considers 8 Legislative Respensa to Central Benk,
Certain Pravisions of 5.1976 Should Alse Be Conyiderad

Mr. Chaitman, the legislulion which you end Seaslor Domenion introduced, tha
Private Securities Litigation Referm Act of 1984, containg certain provizipns which
are highly relevenl Lo any consideralion of whether the impact of Central Bonk war.
rants A legisintive rus-rnnﬂf!. Aw the Court in Jentral Bank rocopnised, "entities sub-
ject to secondary liabilily 8= siders and abeliors may Mod it prudent and necessary,
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a5 u business inveitment, L0 sbandan substantive defposes and tn pay settlements
in order to avoid tho expense and risk of going Lo trial® . .

Mr. Chairman, that risk will romuin vory real iF noe regard s @iven e the degree
af liability of aach party or 1o & just preporlion of the demages to be paid. I there-
(ere revommend thut the proportienate livbiliby section of 5. 1976 {(Section 2030 b
fuctored into the equulion when considering a .egisletive response to Cerndral Bank.
That way, the astene god conduct of chch defandant and the cansal relationship be.
tween the conduct apd plaintifl'a damages will be recognized il aiding and abetting
claims are permitted in the [uvre. In eddition te Saction 204, T submit that Section
104 of 8.197€ i3 guite relevant to today's discusrion beesuze ils purposz is bo acreen
out ot the plepding atage wllegatione that huve no factuas] basis and compel greater
clarity aboul the claims and issuea in muliple defendant cases.

1 thank the Chairman fd Members of Sm Subenrumittee for your consideratinn
ef my remerks. -

—_————

. TESTIMONY OF DAVID 5. RIIDER !
Intreduction

N gives me grest pleasers Lo pppear befors the Bubcommiltes an Seeorities of the
Commllee on Bunking, Heusing, and Urban Affaira in erder to present my vicwa
an the queylion Midsed by the Supreme Courl’s decigion io Cealtal Bonk of [erier
v, First faferstate Bank of Dencer ® namely whether Congress should enact logisla-
tion makipg jt waiawfic] to 8id of shat & vislation of the th:-sc!l_'-nl seruritics laws pnd
1] 5o, what should be the content of thit lepslaticn. '

In gioneral, 4 porson will be en aider und wbettor of B Securities baw viololien i

1. A third parly wiclales the Foderal secarilies Taws;

2. The paraon knowe thal the primary yiolutien s Lukicg plaee; and

4. The person previdey subsiunlial asvistunce bo Che wrangdoer 1 achicving the
primary viclation,

Datil the Central Bank of Deweer cose, Riding end abetting theory wos wiilized
by hoth the SEC and private plainliffs against persons who kaowingly provided pa-
gistance Lo primery wrongdoers in securitiea frauds. | belicve Congresa chould enact
lr,:gisllntinn restoriog BirJ.inE. ool abetting my &n unlawih! aclivity voder Sectinn 100k
of the Securition apd Exchange Act of 71834 in grder 1o restars thet theory for use
by both private plaintilfs-snd the SEC. The legizlalion or legislative hislary rhoald
make clear thel the aidipg and abelling provisions of Section 106k} and the contrel-
ling person provisiens of Section 15 of the Securitivs 3ol of 1933 (the 1933 Ac) and
Section 20{a] of the Securities Exchange dct of 19434 (the 1934 Acth provide-the ey
clusive remedies againsl perssns other than primary perticipants. Most impartantly,
Congrese should comtinue to explore ways nfd.ea]ing fairly wilh problems stemming
I'rum large damages 1 sceurilics law cluss aclions. .

Analysis

The 1933 and 1934 Acs wre the primary Federal securitics laws deafing with
framd in the porchase and sale of securities, and include & series of provisians de.
aigned Lo prevent lraud. Some of Lheae provisiops prowde express private oghta of
aclicn to persons injured by sscuritioz I]:aud, and asme of those proviaions do not,
apparently limiting Lhe use of Uhose sections 1o sdministralive scliens by the Scoun-
ties und Exchanpe Commission (SEC) and to cnminal prosevulivns,

Section 10(k) of the 1934 Acl, which doca net provide an expreas privete right of
action, alatea thal it shall b+ unlawlul for wny parson Lo purchese or sell ascuritiea
by use of & "menipulutive or deceplive device or contovenee” In 1942, pursuant te
s Scction 1B prwers, Whe SEC adopled Hule 1065, which mekes i unlawfal, in
cornection with the purchaze or sule of Any secweity, fr Any persen:

I To craploy any device, Mhernb_. or krtifice Lo delrawd;

'Pmlesrar of law, Sorlbwmtern Comoversaly Schodd of Law Pariner, Baker & Molenzio
Chairman, U8, Securitics & Fachange Cemmicsion 1957-19598. The author haw mntlen scvem)
law rewiew arlicles Televant 1o thi bealirmeny: (L) "Civil Lialilily Londer Hole 10b—3: fudsiol
Rewvistan ol Legikloove bntend?™ 57 Mw, LLL, Hev, LES (15984) (anmuiog Lhak since Ao podilive leg-
ielative iolent exicls, no private aclion should exist wader Role 10w .53 (2) “Cudf Texsx Sul.
phur—The Second Rownd: Privity wnd Slade’ of Mind sn Rule 10b-F Furchae snd Sale {ases”
B3 hwe 171 Ruew. 423 {19634 {ar&-‘umx Lhat uu]p.uhﬂiiy khmild he the pnmnry mueans o dedormd n-
ing ecrutitica Tew Dabalily: 31 “Multiple Befendanis in Seourition Law Fraud Cascs Aiding and -
Abeibing, Conepitacy, fa MPari Ledicts, [ndemnifcation god Contrbution,” 12340 UPe.L Bey. 547

T2 ireviewing Lhe law of eiding and abeling linkilily pnd arguaipg [or a koowledpe stapdard s o

62 LA LW, 321K {1504 (Lhe Centrgd Dand case?
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2. Tn make any untrae stalement of 4 maleria] fact or lo omil 1o stete & male-

ris] (aet peeessucy an order o make the statements made, i the light of the i

cumatances wnder which they were made, not misleeding; or

3. Tv engage in any act, prachice, or course of Dyainess which operntes or would
operace Ay i Travd or deceit upon wny perasn.

I & webies of cosca, the Federal eourtd have held that despite the ]ack of an exe

ress privatg romedy based wpon Sectinn (Kb, persons injured by those violating

uly 10b—3 cun knng private actions o recover damuged. Thie Lo the broad languugee
contained in Hule 1065, the Hule has peovided Feders] courls with the apportanity
1o Tushinn the detsifs of the law of securitios frand. As a resull, Bule 10b—5 hus he
come: Lhe primery meens by which injured persons and the SEC are able o notover
frem and otherwise puniah those whe have enpaged in sccuritios Jrued, Kole W0b—
5 i= the primary basia for doctrines doaling wltﬁ inaider trading, misrepresonlations
1z purchaecrs wnd sellers of seeoribics, market manipolation, 4nd broker dealer obli-
Fationg tn cuslomers.

In effect, Congress has allnwed tha Federal jedicinre to develop o Federal Jaw of
aeqyricies frand in a gradual menner. Although it is net casy 1o demaonatrate Con-
gressianal [egmielative wtent Lhat the Fodemd courts should develop the Malc 10b-
& jurisgradence in sll of its detsil, Una averal]l resulia have been salutnry, .

or private plainlalls, two developmentls have made Rule 10b-3 a powerlul weap-
on for mddreezing Sscuritios fraud Fird, oomerous Foderal eourss have betd cthal
a enntracinal relationship briweaen the injured buyer or sellar of securities and the
wrengdaer @ ol mquined. Thus 8 person or corporation meking o public
mirstatoermnenl vr engaging in alher wrongdaing may bocome liable o an o investar
buying or sclling seqerities cven though Lﬁe peraon did not 260l or purchase wweoni-
Les and thua was nod in "privity of cootract™ wilh the wrongdoar. '

Secnnd, the Federal Rules of Ciedl Prugedure make it possible for w single rop-
reseniative plaintill to reprcsant all persons simiary zitwated i a single clnss e
tin law avit, This ability o add the injutivs of mll similarly silueled parlics inlo
g singlo suil againsl securtics law violatars has craeled the poagibilicy of law sujly
claimuny enertmous damages. For inslance, o weperelion makiog a4 misstetement
cauaing ia sharea to he valued at $20 aver ita weal market value might Fird itaeld
subject to claios by purchwsery of 10 mullivn shares far damepes per shaca af 14
per ghare, or a Latal of §100 millisn. Thos eiding and abelling the corporale wenng-
dner might alao be joined ey eefendants and be subyect Lo larpe Tabilily awards.

As the develupmuenl of v Mele 10b6-5 has continued, & series of Suprems Cour
caaes have provided some restrictions on ks wse Faost important, in 1976, the Su-
preme Courl held thel s cehowing of scienter is reguired in order eo prove A Bule
10k -3 viglation 2 Rc]}'iﬂ%’:pﬂn Lhe: lHﬂHiI-IJEIg'(‘ "munipulalive or doceplive,” which ap-

ars in Section 1B}, the court held that nogligenee was ot sulficient ta prove a

ule 10b-3 vielation, It iondicaled that the appropnate stundard was “intenl o de.
eeive ar delrend,” but Jid nol further dafine that vhrase exvept ta say that “knowl-
adge” would bo snflicianl. Altheugh it lelt opon the quaosation whether reckiesaness
would b sufficiert Lo mect the Bile 10b=5 sctender tesl, most Federal cireuil courls
ol eppeals have cmbraced the recklessness siandard aa sulicient Lo moct the Bule
108-5 zoienser test,

Adling #nd abeliing a5 3 doctrine under Hule 10b-5 had ils heginnings in 1966
whean un irdiana Fedoral distrizt cnurt* held that an inaurance company had aide
and abetted a scheme by a seeorilics broker who wus defranding costomers by Lak.
ing erders [nr securities of Lthe lsuranee company., filing L punchase the secorilies,
and neverthelesz aceopting payment for the semrities. The inaurance oompany was
held to have aided snd abelbed the sheme by peasing custemer cemplaints te the -
srrurilies broker, thersby cnobling the brokcr Lo tever up his activilies by delivering
seriipities to the complairing customers {hut not tn others), Subsequently, wll eleven
Frdersl cireil couris of .:_l.gpl:a.] havo affirmed the exiatence of aiding and ahatiing
liakdlity under Rale 10R-5."* In mest of thoge rages, accountanta, lowyers, barks, cor
EDTH_iIL_mS, and otlwrs hove Been held ta have vielaled the Foderal aceoritios laws

¥ miding wrongdoers with knowledge of the weongduing. -

As noled abave, many widmg wnd sbelling lawsoils are class setians ander, Bule
b5 seaking large duavages an behall of ﬁl]’ﬁ“‘: numbers of injured purchasers or
asllers of securities (mom cﬂ[ﬂndnntn whi have naither bought nor wed seenritics.
Most tvpically the aiding wml-ubuetliog defendants in these cosea are secountants,
lawyers, ond banks whese toles huve l1:u.'!ne:| sagondary. Under the doctrine of jaint

JErRs! & Brmet v, Hackfelder, 426 U S, 185 (1676).

"Brmhan v, Madwestern fafe e o, 259 F.Sopp. 673 (NG00 Ind  15GG), alfd, 417 F.2d 147
Fth Cire 1BEQ)

M lenrral Bank of Deaver, dissent, 62 LW, al 4215,



T

aoh sevorsd”™ linhility, thess aiders und abettors have bcame subject’ to all of the
iahility that could be imposed upon the primary wrongdeoees, -

The threat that the sscondary delendunts can beenme llable for ell of the damage
cauecd by the primary wrungdoera has had a dramutic effect upon settlvment -
tialions 1n lurge clpss oction swits. Lenge class actions frequently hove been sotiled
by srcondary defendenta for significunt sums because of the passibility that they
will ba required to pay the cotire sanount claimed. In the ahsence of Congressional
gction, the holding in the Central Bank of Deever cage that aiding and abetting ae-
tiens canowt be brought under Rule 10b—5 will help to alleviate some of the proh.
tema associated with ?ﬂrg{' dammge elaims, but the prablems will oot go awa{. lain-
tiffz in the largs demagr vases will undoubledly allege that acoountents, lawyers,
bunks, und others now included a3 secondury delendants were primary pasticipants
in a scheme to defraud, Tho sclblement burgnioing process 'd'i.]]J| eonbinue, apd the
secondary defendants, now 1o be called “primary patticipants,” will eantinue to be
unger enarmous prossure lo settle S - '

Froongnilion thiv the holdieg in the Central Beak of Denver cuse sssists defend-
ants in large damage claim class aclions, but does oot solve the problems inherent
in the bargaining process, lewves Oongress with & complicated st of zolutions.

1. Bhould it do nolhing, and allew Federal securitier fraud law voder Rule 10k

5 ta tlevelop without an ziding and sbeiting theery? ™

2. Should it merely overlurn the Ceniral Hank of Denter case, leaving the
courls to conlinue Lhe development of the [aw of aiding and abetting?

- 3. Bhould o0 overlurn the Cetral Bk of Denver cane, hut provide guidance re-
garding developimont of the aiding snd abelling doctrne?

4 Sﬁou][l it undertake a thorough review of the Federal law of securities

fraud? ™. )

The: choice of =olutiona showld he made againat a background of understanding re-
gnrdin% jnwerprotaciang of the eiding und abelling doclnne vwnder Rule 14b—5 prior
to the Cendrnl Barnk of Deaver casc,

Under the niding anid abetting docirine ea interpreted by the Fedaral courts prior
to the Central Bank nf Dencer case, two importanl mmguiries were of central impor-
tance in determining ouboeme: '

1. What degree of knawledge is required?; and
2. What degree of action is reguired? L

In tho typicd cese, the primery freud had been carded out by another person.
An noted earlier, Ehe aider and sbettor would pob have been & prirmery participant
in the fraud, bul weuld have crgaged in An. aclivity which assisted the primary
wrongdeer, Fer instance, the accounlant may bave certified the finencial stulementis
ol » cempany which [ster wore shaown bo have contained false slatemonts; the hwyer
inay have gssigted in prepunng discesure decuments which later wers show to -
have momlained Talae statemenls; Lhe bank may have loaned money to o peraon who
usad the money in fracdulent wctivities or may bave delayed independent review of
an apprajcat which woull hawe skown that property valges were lalseiy atated. In
ench of thess erges 1ho ‘aeenndary defendent would bave engaped in B connmercial
trapsaclion iovolving normul scbivities, The benefit peceived by the alleged aider -
and ebellor would have boern much less thap thal benefit to be recsived by the priz-
MY WrangdesT, : . - . . : .

In examining the cimcumstances wnder which siding and shetting Tability shoold
be imposed {assuming the existepce of & securities violation by & primary wmong-
doer), the courts have Lreated the subject matter with chre, Althoogh they usua]ﬁ'
buve mot arliculnled benelit theories, moal courts have imposed aiding and shetting
linhility when the conduet of the secondary defendent involved one ﬂFﬂIE [mllowing
circumstances: (m] Substuntinl pssistance given with knowledge of the primary
wruangduing. (h] Knowledje and inarlion cocpled with & censcinus intent ta masial
the primary vinlatar. : .

Prior ta the Certrod Bunk of feeter cose, some arcss of doubl in interpreting Uhe

aiding and abotting still existed® Far instance, - .

L. Some courls articulated the standerd for Jisbility sa-“s grnera] awsneness”
of impruper activicy, plua knowing and subsiantial Assistanos; C

®The SEC alem coin b oo pected b pumtie difendanls pe primary participants.

TIF it fullows Lhie coursc Con A ehrold Tefer to the pripesed “Federal Securities Code™
[American [uw Inatilule, EY#0). The aaihor sered ae Cimualant b Uhe Reportor Tor Fart X1,
"Fraud, Misepresenlobien, nnd Mampulstion® and Tart XV, “Caed Zaablity"

Liirst faterstale Bahk of Denner v, Prl':ag. et Ford HY1 (160E thr ceese rovoreed by Lhe
Cerdral Berk of Denoer cuke, conbame o gueed descrploen of di Terenced in s pproach. . .
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2. Borme courts held that there conld ke no aiding and abelling lubility for inae.
Liom, absent & duty to disclese.

4, Hecklesanena was congidered by same courla as sutisfving both the Bule 10b—
5 scienler requirement and the miding and abetting kaswledge requirement.

Conclusicn

The proctss of interpretation of the law of aiding and “hmini by the Foderal
courte ta congistent with the historical role of thowe courts in (wahioning remedies
for fraud under Rube 1005, What is coergiog wnder aiding and abelling lew a8 io-
tarprated by the Federsl dirouit eoutts (8 nn anslysis based upon intent, reckloss-
reas, and fiduciary duty. This enalysis is saundly heaed in terma of human caduct
and Congress wgﬁd not be remiss 1n merely passing kogislation saying in effect that
widing and sbatting is actionuble tnder Sectivn 1LY ol tha 1834 Arct.

[ reversing Cemiral Henk of Dencer, Congress should be aware that the Supreme
Courl may ool mgne: with the Federn) circnil courta in their interpretetions of the
aiding and whetling dectrine, If the Congress provides no guidence, Lhen some of the
dicta in the Cowrt's Condrel flank o Deaver opinion witl become important. Al-
though the Conrt in that case acknowledged SEC anmuments that “the aiding &nd
eboiting cavse of arlion deters spoondary Actors (rom contribuling Lo fraudulent ne-
tivity and ensures thet defrsuded plaintiffs are mads whole,? it ulso affered state-
mernla indicating ibe diesatiafuction regardiog the development of the siding and
abeiting doctnne. Faor instance, it made the following statementa:

“Becondary lishilily lur siders wnd scllors cxacts uslh it may disserve the
goats of [air desling aed efficiency in the securitier markela.” ™™ |

“Hecause af the uncerluinly of the governing rules, entities suhject t3 sacondary
liability a5 aiders and abellers may lnd it prudent and nocessary, as 2 business

judgraent, to sbandon substanlial defcnses and to pay seltlements in order 18

tvold the eapense and risk af going ta teisl" 11

“Tn agditian, 1the increased coste incurred by profossionsls becwwee of the iiLi'gu-
tion and setllement costs under LQb—5 may be passed on o their elient compagies,
and, in turm inoerred by the company's invesiers, the intended beneficienes of the
statute," 12 -

Although thesas statamenis refleel paliey wiew poinls, they indicaie only that the
Court is goneerned, as is Congress, with problems related Lo lurge clmim securilies
clags actions, They muy seern Lo prodict @ conservative appmach bo siding end abet.
ring liahility, but an roRd map appears.

v do emphesize, however, Lhat il Congrees reversea Lhe Centrod Benk of Din-
ver caby, it eenlinves W bear o respensibility for cxamining the egonamic effects of
imposing unlimited liabiliy.in clase aclions upon & gmeup of secondory defendants
whn were nol likely ta bencfil in u manner commensuraie wilth their misconduoct.
The fves rettived by atcountantd, Liveyars, and banks for their copnmansial services
do nat justify ensrmous dollar judgments Against them in serurities Jaw class action
ueed. (L,on ss ahould enntinue iz elforts to examine means of limiling hiability n
securitice law lerge dumage cases. .

ln reversing the Cortral fank of Donver casg, Congress should aleo indicate in
legisiation or legiglative bistory that the eomirolling perssna provismona of the 1933
Act (Scetion 18] and the 1924 At (Scolien TE(w)} unsc!.he aew widing wnd abutt.inF
provigions of Section 100b] are intended &4 the exclysive methode of imposing ligbil-
ity on secandery defendants. Coangress should do thia becawse, in cankruul to the pow
well deflined dwetrine uf Aiding nnd sbetting, twe cther docilrines, conepiracy and
respondend superior do nol have a long history of analyais by the Federsl courls,

1%10“ doctrine af eonepirscy has nol boon well addressed By the ours becavse of
the existence of woll estabiished siding end abetting and contrelling persan theories.
If siding and -abetting is actianzble, ro noed exista for ils epplication o Lhe socuti-
tiea laws, . . . .

The docivine of resposdent sugerior hea becn followed by some coorts, but its de-
viloprneni hae-been restricled ta the broker-desler field. Respondeat superior in v
docirine whicl imposes lability wilhout regard o culpability. In wiew of the exten-
mive lagialalive wed jurisprudential wlilcotion o the doctrine of fuolt proculpability
in the Federa] sccunlies laws, the doctrine of respondeat superior ahould not be sp-

Blentral Bunk o Desver, 62 LW al 4257
wig o . )

rd

larg. - s ’ N .

U wepine 1he divwenle olnde addossing these remedies, Id. at 4243 jodicio] alleativn Lo
them has been comparalively scanl. .
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licubie under Hule 10b—5. I Congress wante to sdopt & no fault liahilily provigian
or same selected groupa, such as broker-dealers, iU ahanld do se cxpresaly.

Thie teetimony has advanged the premise that Congress may well wish o lot the
Federal courie establish Lhe boundaries of secundied law [raud actions under Rule
10b-5, reserving the shility ta change the law where il diragress with cour inter-
Emtal‘.inn. Thin spproach, of course, means that Congress musl conlinue Lo oheerve

evelopment of the law and fo take necesrary sction to amend the law. lo apprs-
priate circumstenecs. : : ..
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RESFOMSE TO WRITTEN QUESﬁGNE OF SENATOR DOMENICL FROM

ARTHUR LEVITT

As your San Diego speach suggested. and a5 commentators have nated,
aiding and abetung t5 gsed rounnely ac 2 boilerplale allegation w
indiscominately aweep imie 3 case all kinds of peripheral defendants,

These dafendarns are then forced to here lawyers, it hrough
deposivong, and have their credit put on hold.

To make matters worse, becacse of the applicable standards, these
penpheral defendants--no matter how inpocent-=typacally <annot gt cat
of these cages ar the motion to cismiss sloge or even at surmindey
Judgmenl.

They are forced 1o settle the cate. Mther than rake the unaccepable sk
of going o tnal and lesiog a huge jedgment The sorike suit lawoyers
know this: That is précisely ahy hey include these peripheral

_defendams in their complaines.

Arm thert any safeguards against this nipe of abuse built ima the
Wetrenbaom aoprouch?

Although it is difcult ter estimate the extenl 1o which mendess
sacyrities czsec are Aled in the hope of extrectng a s=ttlement, &
licipation system impases tremendous urnccessary costs when it s
abLsad by invegiars or therr attameys. Cur challzoge is to find ways 1o
lrieni2s i costs while pregerving the rights of defravded invesiors. T
have vowcsd My conidms abowt such abuses and have zadorsed a
number of legislative measures designed W deter fRvolous litgation
withaut having an adverse effect on memtoreos cases. 1t is tmpanart (o
distinguish, however, herwesn |agislalion directpd af correcting abusive
Itigaticn pracoces, whigh ane by no means confined o iding and
abertng <laing, and legislancn thar woeld resoors Tabiny for prrsong
wha Imu}wmg]_l,-' nr eeklessly provide swhstannal assistange o g l.'mlaunn
of the securites laws,

In che Commission's judgmeont. (e Cenoras Baok of Degver decision
lurdamenally curfuiled wetl-esinbiished investor nghts withoot regar 1o
the ment of particolar cases. As | destifed last month, apprapoane
legislation shauld inclode provisigns 1o the effect that the Commiasion
can seek inpuncnons and other ralicf againg: aders and abenors
(Eliminating curfeat un.,.crl.a.m[},- i Thes regardy and to n:slﬂn.' aiding and
abeting linbifary in privace actions.
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The approach, lakes in 4 draft amendmem 1o 51963, propared by
Eenator Metzenhzum bul net yel inreduced, would amend Szotion [0al
the Securitics Exchange Aot of 1934 [0 make cxplieit the nght of a
FO¥AlE person o bring an ackon wider tiAl seclion and o make it
expreasly unlawkul o "ad and gbel” the wie of smploy of 2
marupllative or decepove device or condnvance. The drafl anendment
would alsa amend Section 21000 1) of the Exghangs Act o qlarify the
Commissians anthority 10 seek remedies under (de geciion against
persand whe 3id, abet, counsel. command. wguce oF ProgURe sEcUNES
law viclalions, .

The draft amendment, hy simply rzstaning a Aght of acton againgl
peegons who 21d and abet 8 secutities law wiolenon, does nol purpaet oy
address the ifsue of frivolos liliganen  Aiding and shettng ciaums
mage ynder the draft fanguage. LW aiding and abeiting claims made
priar v Conieal Bank., would be subjocs o cxising safepuands agains
sbuze such a5 Federal Rule of Cavil Progedure Why, whigh pesnits
digimigsal of a cortiplaint which is pot oleaded with pamiculacity, and
Federal Bule of Tl Procedeee 10, which awfarizes sanclions for filing
a cuomplainl in Bad Fazil,

Senator Dosdd scked the SEC 1a pf"':li-:li: sugredled languags 10 reindlile
anling aml abeit-ng liabilicy. Hed—wuuld the SEC proposal prevent lhe
sbuse of this inzory by lawyers atempting 1o exton! setilements?

Fecunugs rawds can involve 3 wide range of wrongdoing, incluging
wnzigder trading, fraodulend financial disclgsurss, and marisd
indsupulatars. [ ondes o reach the far woundaries of these fravds,
Salutory langlbage resorine wding dnd abeting Tiabiline shoukd b
broadly drafied. Lo my judgment, it weold b 2 mistake o constisl the
fundamental scope of the statut sharply in urder to reduce menless -
secerities fidpaton.  [nstead, meritless litigation shoold be addeessed
throupgh carefully crafied procedural and pleading requirements,

‘ranchgs, and arher measures which are focused dirertly on frivegbows

ligigaran.

Whal sufeguards shutld be included te stop nentless cases from Being
fled epainst deep puckes defendanes for the sole purpose of forzing a
sedlement?

In addinen 1n exisong safzguards such a3 Rule ik} and Rule £1. 1
wolld rge the Saheammiltee wo consider 102 various medsurzs =adorsed
By 1hg Commigsion wits wituropy belare the Subecnmitee at the
hagrie oo "Frvale Laigancn Under the Securies Laws' an fune 17,
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- 1393, 2y well as the meatures | mentigned in my speech in fanwary

before the Securities Regubaion Tnstiwie 2nd the other spproaches
currently being developad. These measures include limiced fee shifiing
for cases brought wihout eny subsiantal basis in fact of Jaw, Tneasuees -
to prevent the use of professional plaintiffs in securiues class actions,
and related proposals directed specifically ot litigaion shuses.

" How will secuntees faw snforcement change if Badk of Derver i

allawed to stami?

As ! discoased in my fesimony, the Commission's preliminary
asepamenl 1 dhat s tl'lfﬂﬂ:tl'l'ﬂ.‘l'l! prograrn can continue 1a aperale
cffectively, Certmn adiustmencs wall, of gourse, be neceasary. For
example, 1t 12 hiksly thi the Cammizsion will bang more Casea ander s
wlmiriarative sulthority, which doed ot provide for civil money
penalii=y aguiny nao-regulated enuties.

The effect of Conipal Bank on private enforceman of the secwrtes laws
is mere direct  Lolike the Commission, privace [ingars 32 nor bave
clear altermative spproaches 10 reach mdem and abettors undar the
federal sgouritics lawa. The Commission hes long mainlaingg that
private actions under the federal securities lawy are 3 necessary
supplement to the Commisgion’s ewn snforcement ¢ffors in ¢nsuring

© wiide-ypresd complience with the sacurcindd Taws  Af Lhe Conmmssion’™

ursuccesaful brief before the Supreme Court in Ceowal Benk siamed,
*[(he privare dght of wction's sffectivensis as & supplement e
Ceormmizsien enforvement would be severely undercut if it digd not alsa

. reack aidere and mbettors,” [ baliewe dhar the Sopreme Coun's éecision

could ‘operaie'as 4 siEnificant consuraing on overal securitics law
tnforcement.

What !}'p::-nf behavier would no longer Be acticnable?

Unless anoiher theory of Tbilicy can be pplied in @ panticular <3se, it

15 ne longer possible for private Bpgams o seek fodress under he
federal securiies lews againgn those who kiowingly or recklessly
provade sobstannal agsisanes 10 Anather person s vidlalon of Lhe

| opecurities Taws, Parsong whose detialdnce Of acQuistiténce may hive

been necessary ro the fraod. or whe may have been dcting behind Lthe
soengs, bul wha did not Ihemselves directly make satements that were
relied upon by nvestors, may escape any liahilite o povaie pares

Wiruld there be maore ar fewer serileone ns?
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It seems likely that there will be somewhat fewes defendpats named in
Privalt secunusc lawseits since e Contral Baok decision does away
with claims against 3 whels class of defendppts, -1t is not possible o
predict whether ihe dacision will have any sffect nn the nomber of

- soturities cases which are seetled racher than red or digmissed,

In its dasision, the Suprzme Courl menlioned that auding and abewing
Gability could “disserye the goals of fair dealing and efficiency in the
securitias markers. " Sperifically, they mentioned back of predictabiliny
wnd vexatious itigatian. [F we were to respone aiding and abeting
Babifny, how would you hawve us proecl agamst these problems?

The Cour’s discussian of these S5065 was in resnonse 1a the argument
that Comgress must bave intendsd ) aiding aod abening e included in
G proderipions of Seevon LBMD), aonwithstanding the absence of

EXprass lanpuage 1o that effect. Doause imposing such Liabliny would

effectuate Ui policies ufderlviag e siaans. The Cowrt cited other
arguments, such as those mentoned in this gueestion, which could weigh
aparst an impositon of aiding and abetting liabality. The Court
hastened 10 point out that compeling policy arpuments in faver of aiding
andd gbetting liahility couid alss ke advanced. boe nuced that, “it is far
from clear that Congress i 1934 wocld have decided that the statutory
purposes would be furthered by the imposition of privags aider and
shettor liahilicy. =

The Court cited vexatiousness ac an issue affecting litigation pnder Bulg
10b-5 generally, a0t just aiding and speting clams. [ beleve that
legistation whigh i3 carefully srated 10 addeass the problems of frivolows
fidpation, withoul adversely affscting he rghts of defrauded invastors o
bring meriloricus claims, would be bolth desifable and nedessary 1o
maimain the Fimess and efficiency of our capilal markets. Soch
legistaygn should not be coafined o awding and abetang Siatms,

IF prediciability 15 a problem with respedt 1o claims of abding and
abewring, it is likely & eesuls of such ¢lains having hesn mersly implied
under Section J{ib) and Rule 10b-5. Legialation 1o restors miding and
wberune liability ran. and should, resclve snceraimties, sach as e

* degree of scienter requicred for liahiliny, and thereby lead o greater

pradictabiiity. :

The Supreme Courr menjianed the paecoiae prablems aiding and
abening labilicy creaes fac now amd smsall business, which has been
partculaciy hard Tig by chancess sawsnits Barauge they are by nature
more volatile, shey wrg frequently sued just hecause of fpctuaton in
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stock prices. Whas refinements of auding and shetting liability dov you
recommend 1o best protect Lhose providing professional services to Lhese
onocent busingsses from meridess lawsuits and coercve settlemants?

. Mew and small busiresses, as well a5 any gther soris of businesses,

should not be subjected 10 meritless lawsuils, Neither should persoas
providing professional seovizes e such businéesses, Carefully crafied
lepislauon that addresses the problems of mentless litgaion without
adversely sffecting the nights of defracded investors to bong mentones
claims woukd b2 g positive atep. 10 addwion, the Commission sl is
curtently explosng potenng ways in which sate aarhars far forward-
Incking saements may be inproved wilthoun imeairing invasoor
praigction. This miy help to allevale tome of the peoblens
expertenced by unseascned companies. [ beliews 15 vitally imponant,
howewer, that professionals who xnowinghy or reckdessiy provsde
substamial assistanes 19 Anpther persan’y violanicn ¢f the eourines laws
be hetd Tiakle for their acnons,

Senalor Meltenbaum has proposed reingiaung ading 3=d aberung
Liakclicy,

Haw do vou think the Supeeine Court should mterprel the Maloeobaum
language recrealing iding and aberting habiloy?

1 believe that remedial statutes, such as Secton 1B of the Exchangs
Agt, sbauld be read broadly 1o effectpaie thair ramedial purposes:
owever. T regognize (b3l 1hiz Supreme Cowem way e expecied 10
cunzloug strictly Lhe words of 4 statele.  In determining that Secuon
108 did ootfimpoese ably fur adeng and abeiting, the Coorl slaled:

"Congress knéw bow o impose aiding and abetting liahilily
when u chose tadesg. *  ® 3F L, Congress imeaded 10
impose aiding and abewing liabiliry, we presume i1 would
have wsed the words "aid” and “ahet’ in the suncrery tex
I did nae.”

The amendmen proposed by Se=nator bzizenbaum would make o
unlawful to "aid and aber” dhe use or emplay of any manipulalive or
deceptive device or conlivance. This language feems o Sompof with
the Cours's requieement for 3 clear indicsion of Congsesgional inlenr,
A5.3 mater af lepslative drafing, howeyer, i wanld B¢ prefarable o
spell cur in grearar devask the various elements of ading and abesing
liability ik onder i clanty some of 108 quastions R unresolved By the

enerai Bank decision.
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Woulda't vou agres hat the Metzenhaom lanroage wondd create funhes
confusion in this area that the Supreme Coer has already cheracterized

as “not 2 sabsfaciory basie for a rule of labdity wmposed oo the conduoet
of busimess transactions. ™!

Ax ! noted sbove, anti-fraud provisians must he sufﬁé::nlly broad 1o
ensure that all types of serunioes fraod are covered 1 should alie poe
thab the uncertainlies raised by secundes fracd hkgation wsually involve

the applivanon of faw to phricular faos, as oppoded to the substantive

lawr irseif  Ax panted oot by the four dissenting Justcss in Cegral
Bank, there wede twa arcas of unosnainly wilth reywpect fo e provabe
right of action agaiast dudars ard abetlors: whethzr aicing and apethong
liabihry Bassd upon o fulure W act must he predicaisd npon an caisiLg
duny cwesd b the widec ard abettor o the ajueed evesior, and whether
iecklessness s afficiznt fur an impositdon of liagility. 1t would be
deserable b include lingouge in any proposed amendment to 2ezalve
these isswes. ' '
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BESPOQHSE TO WRITTEMN GUESTICHS OF SENATCRA COMENICI FROM
HOMALD C. LANGEVOORT

7t 1. How will scoorives law enforcement change if Aok of Derver is allpwed o}
uand? Whal rypes of sehavior would o longee be actionablz” Would thers be more
of fewer enbements?

Al Do course. cne cinconly speculate about Mie furure course of Use law withown
aiding and aperting Liabilicy. tomover, the pre-Bard of Denver [z was in such a state
af flux it i defficaln 1o presfier s course @ven had privace aiding and abesting
liability nor bezo eliminated. The trend in the law had been loward hniung i
avaulabilsty,

11 the alseace of leguslation. I sogpedt tha) sceoummnine woull contiiue to e
widespread liability as pnmary «rongdoers when they are knowingly o mecklessly
cespantibiy [r Rizinformanoo ip the figoeial siztements hae ey prepaned ar acdzoed,
This is e mest commen sort of claim arainst accountants. 1L s adso possble at the
comirts will srake Qur g seops (o peimary Lakalicy rhal includes outer peesons wha cahe
zome active rele in the proparation of frRudoulenl misngaresedialoms 07 FMSSIORS. Evan
af they are ot Lthe ol (oF even the deminanty parocipant in the disclosurs precess. IF
50, (ben Jwvers and others whe drafi or advise in ehe preparation of fraudolen)
diselosure @ill still faee liabikity, even =ithout legisiauen.

On the odher nand, it is possible that the coprie will be more restricrive,
iiHpeasing pricrary liatudicy onby when invesiors relied on the wor; af inissoiements
primarily atrriburagle to the defendant stself. Then. those wha help in the fraed -- bue
di nar Rege visible ragunngiilicy for 5t -- will avgid liabilicy, The clairest congcnotean
woin Be Lhar those = hoss assistance hax nothing 1o Jo wilh the duselesure process (for
example, a hank that ¥mowingly provides financing to a company that is Fraadelznoy
sellive securities do the public) wl be free feom expedunt. The loss 19 the enféroement
proecss Fegan any socll narw uig arises becanse such peesons oF nsuwdions ace ofizo in
i position o widltheld essential services foon - and Mg dheeart -- (hete abgul i
cammit secoritiss Fraod.

As I indizated in my tzsctmony, 1hers is a mal poszibility (hat Bums of Dereer
el be read by ehavanate siding of abening o SR enfnrenienl scioni. Ty Wiahd
be quite serious. I helicvs thar che ameat of c1vil penidiaes, especially, s 3 swong
dererrent 1o seeuniies leaud, and should be avaidable againg ehose who kacwingls and a
wroned:er.

‘With respect to seflements. 1 am nol eniizely sure ehat there wdl be fewer
[eafeilr 00 Lhe éxBenl thal cerlain sslitations who would havs senled ase ) parssd ay
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defendancs in liogalion in the fired place). On balanes. however, they shou’d be on
rermns pacg fuwareble 1w ihe defendious, v eeflect the sinaller sk ol Lot lay.

- - -

.2, In ats decesion, the Supreme Caert mentioned that a:ding and sheming Liabiling
coud “digserve il goals of far dealing and efificiency U the stoiie mkets, ™
Spenifically, they mentionsd lack of predictabuity aod veaatious htigztion. I we were
to ressore aidiog and abeing Tubiloy . ow ould you have us peateet againg Laese
problem st

AL Wih eespect o prediciability, (ks wacld be tote vawes 10 g clearr definilion
0f whal 15 covensd and what is pot. A d={inition of 2iding and akemiceg should make
Zlear che appropriate cuate of mind requirement for banilicy - the most onerain issus
under pre-Ceasral Basd law, 10 gy vied, secondary hatility stould be imposed grly if
I chafeenling was dcually awars of the wrongdaing or deliberacly closed his wr hec
cyes toit. Ubjorsive meckiessness showld ngr be a basis for Labuity.

The mar: sevens pmallem is vexauousness. This, ol ourse. is an issue that
Boes well beyond aiding aid abeming, ard could rol (and shouls mor) be addeesssd only
in War g comies), [ beliove Lhat the most wseful seep Lhae ca21 e 1aken 15 1o authoreee
and reguite a couel Lo hald a hearing ac che queser of all ¢lass actions in securices fraud
CALes [0 Exdibine the evidenilary bases for plaintiffs' case and deremiute whethee in gt
it has subficient mesil -- e, creates @ sufficiencdy steong nfamnce Lhat there was
Mizoondust — i warran maring on o class certfication and discovery. The 3BC
ciould well be given a mle in such bearings. This son of provesy would weed out
meriless casss far moee cfficicinly than those oifered by the currene ser of pclidinary
mations (#(ky nuatkons, matians for summary judgment, ete.). The process mould have |
pirticutar usefulness in the conre of sccondary lihility becauss a court conld dismiss
an aiding and ahering claish againgt ome or more defendancs for Tack of meeiL even i ;
Th pderlying actaon againsl the primary wrongdoers wag allowsd 16 go foreamd. |

In my view, (b prodlan of predictability is merely the producy of conzem ‘
Wl vexatiousness. Boere something o be 4one | nangve much of the fear of
mesitless liigarian, [ swspesy thal the coects would gradually feoit i the standard
fraeneaork for labuity 1hat had exived priar 1o 1he mud- 1960, Much of e
“oanfusion”™ i law 3 really (e product of courts Lrying vasious means of cuning
ik on the availabsfity of secondary liabiliny, paesuzmadly in response to (e 2oncem
that many seeentdary ¢launs are meritbess.

T - -

(r3 The Supreme Courn menoned the sanicuar problsms aizing znd atesnng
tabiliey creares for aew amd scnail s nesses. weaich hag beel particularly hand mk by
nentleas [3wsnils Because thew are by natee more volale. they are frequencly susd
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just becmsg of Aucmation it sAeck poees What elinaments of 2iding and abening
babaliy do you recammend e best peooecn those providing prolessional werveces o
e innncent busingsses Mmam @éniles [@esuts and coercve senlements!

473 In gddion 16 the Wep recommended 10 the previons answer, the hes Wy o gel
with the gost isser. ~vith mespest w the activines of secondary parmacipanats is b adape
sume form: of propurtionaty Uabibty for those foumd respoasible. As [ indicaia) m my
testilpgay, I Favor the son of propanionacs Liabilivy Framescark [oead in the Dodd-
Domericy lll, . 1974,

.41y Senator MeLeendaurn hag proposed prinstating aiding and abettimg babilicy.
How da you think the Suprensc Caurm ghguld nterpret the Metzenbaum Languagpe
receeqting 2iding and abemng latg!

A.401} The languaies i the Meumebaumn amendmem s vers npen-cnger), desipned
simply to overnule Bank g Denver. [n the ansnge of slanfving leemslative hiszery, 1
woudd incerpoee i i eesn rhat (e ogns ane 1o relm 3o Lhe besiness of Neghing ol en
their wn the body of aiding and abening w, 8 1hey had been doang prior 1o the
Cewn's decision.

QAR Woulda't won apfes thit 1he Meleenbaum langrars wauld crcate further
CoRt IS in this ared thal the Supreme Cour has slrtdy charactsnzed a5 “nag
sanzsragrory basis for g vale of Lhabiliy imposed an the condoct of business
[rszaciion: ™

AAE), L would gree. a5 I indicated cariier, thid 50me LiueeCegsary vonfusion could be
#vusded by adopting a cleafer srarueory standard for aiding and abewing Liskilicy,
However, [ sonld doghe thae 1t would creale futher eonfiosion, Wil appropriaoe
legislalive history, it mghe cven decesase it somewhat.
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AEZREOHSE TO 'WAITTEY QLUESTIONS OF SEMATCRE DOMENICS FRGH
MARK J. GRIFFIH

$.1 How will securities law enfarcement chamgs if Bank of Denver is allowed to s1and?
WWnal bypes-of cehavior wawld g langer be eclianacle?

Would [ere De Mare or ‘ewer setements?
A1 Aiding anc anerting ligzdity, whick i3 ceresd rom comran 3w 2nd Somaoal 13
sorters liab ity 40 (R35E W0 Ty N0L Irechy w0808 Jha law, oot whe provide suoaarnal
asastarce w198 wnlawili aots ol athers, Prior i3 the Supreme Coun's Apnl 19, 1994,
Cegwn o Ceatra) Bak of Cenvar, NA v Firsl interslzte Bank of Decvar, WA,
appelate caurls n nearly every crcul nad recoguzes ihe hatility 21 (ose who 2d ard
abet wolarcng of Sechor 10:0] of e Secunues Excnange Acl af 2324 ars Aule s
tgreynder, nodeed, the Sopreme Coudt's CROZ0N May aopropnalely be sharacterized
a3 one af 1he Mogt ramsls constnersas of ne socpe of Bulg 10b-2 since the ruls was
adopres more than 50 yeats ago. P

wicding ard abeting cwil li2g ity Mposes an aporopnace $andars of 3gerce 2rd”
care on prolessicnals. such as aderrdys ang gcoounfants, sitbout whose assisiaroe
frany hnancal raacds ooz el bo perpelates. Invesiaes n pablicy trezed camr panies
rely <1 othe Pongsty ars inlegniy af tPooe sroldssiorals when rakog icvestmart
decigicnz, Inessence, nese professonais lanzoon as "galekeezars,” prawding 3 cegree
ol cormlart Lz the mvesting gablic absort the inanor! reegnby & ovestmants. As a result,
our Sefur s requlaicry ars en'orcertant svsten has croaled incentwes for fhese
PrEfeSSE0na S 00 exe ose Jue CEe -- and avaid mecelesiness oo irntenbonal rhissorguct
-- -0 seeunlkas vensachorz. Yhis s accormalshea by corfeces adierg and abesing
ligbulity or thase professorals who may laclitate a raod fosmes oy their clents.
fackrg ard abefeng  abity bas BEEM an mpanant o2 1563 Dy Co'rauded - easiors whin
SeEk JECOEMy o ther logzes Irom acoountants, laedrs anc asher professorals and also
has been used by gowernmer requlotors b deter c-olessicnals from lending her
imprrinalar 1 raodulert Conc ac. ’

The Supre™e SouTs desisor 1 Cenlrad Bans 5 Denver DIocks recourse for
detacded nyesls s Decau e o el mindles 1 &cr sourcs of abilty for Ihese aroleesanals
whe e surh an aegral 2am o e capilal cang grocess. The mgges1 berchaasy o
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e Sugreme Court 5 Cecsan likely will ba tho accounting profesaica. and o a lesser
extant, attorneys and Droker-dealérs. [His déaply roubhng o NASAA that, 85 a result of
N8 Court's decmon. shose professipnais whg substantady and knowrgy 3ssiEt a
spcurles law wolation may be in @ postion b awsed sanchons Al together | One
eoseneence of the Cenfral Eark feqisian is that i owill Be aificult.  nat impossiole, for
esterg Ay CESES b recowver dnancial Insfes dud t0 irdud  INWeRlrs who are
cefrapdes oter nave foLrd that1he onmany viglaigrs' are wiabils to e ail or roet ot
te losses ircurred, ard so plaint fis have saught -ecowvery from the Lrafessignals. such
A5 AcTountants and lawyers, wno nave aided and sheted the wronggoing. As a resdl
of the Suprerne Court's CeaiSON, invesiors may 1o lorger 0z able 1o -ecower from Heta
professionals when they subswantaly #ssst @1 8 secunies foud. ewen 1 thesa
professionals act knowingy ooowilh 4 Righ 2a0res o fecklassnass,

S.guficarily, it is generaly believes that the impat af He detisian extends bayand
privala ingans and reaches aotions orouaght oy the Secerities and Exchange Commisskin
LSEC) itsell. AS such, the Commission would ce precluded from bnirging aiding and
apetiag dsnore wnder Secugn UKD ard RAuwle 139-3 0 In testmery belare he
Subcommittes on Securities §F5 Cnzeman Athur Lewt pointed ol the irmpaciancs o
adirg ard abettng Latility to the Commission's enkoroement program:’

The Commission itgzf has ‘regoently relied or the aidicrg and abetting
theony af habimy, ot gy Sectian 10(B) 2nd Fua " O5-5, But alts with
rosmect 10 Other substantve provisiong that oo nol explicithy refer to siding
anc aceting. Out of aoout 420 pencing Cammissian cases, we hgwe
denbfied sbout 8] cases n which the Commizs.on nas assenes an aiding
and abetng clairm not expressly provoed by staste. Most o' these cases
G ude oNer Courts 1 owhoh e alleges Raer and a38%or 15 chargea as
a4 portiary walalar, noal least 25 pending Sommission njunotive astons.
AowEvesr, S8 o More Selendants arg charged soiely Jader an ading and
abening ireary ol habihby.

Im addiuan, the Soral Bask Jecimon Sasis atleast aome J2abt or e conl nued
vigiay o1 certan other 1armas ci SECIndany il Toundes he Secuibies laws, such 8
regnordas! supenar  (Respardeal supancr aows privae plaictffe o recouer from
employers for 1he 2ohong of e empigyees, wihgut “ggard o whegter the empioyer
azted rngood fach’ yrcer Section 2][a) of Me Facharne Act \While the Commigsior
ngg nob been owerty tehant gn o this theone it i NASAR's undeg-standing -hat Crivate
dlairtafs freguant v use it Some cammentatars have sugoestadd that the Count £ anaiyss
1 Ceniral Dark woald seem wa 2oaly 19 8l he staiutony prowvis Tns gaminigteted

Taslimany of Afhir cev, Chaisman UGS Geeoafig aoad Exe tdinge Soormitien. ‘Cumeering e
Certrgl Bank of Qarwpr Qazisizn.” betgre the Suhcommites: on Securties. Commetler on Eankng, Aonmng
and Urban BMars, U5, Sanata, May 2. 1994 op T
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by 1he Camm.ssics.  Thesa commeniaors have oomes 10l ihe ‘og's of tha decizion
woud exiend 18 each o Lhe gxpross emedy arowisicns of the Securisies Azt and
Secunitias Exchange Act, BecawLse Mg Court found that those provis:onsg do not seach
giding and abeting liability

Orne response to Cenfral Bank may 08 hat orivgie fitigaris and the SEC assen
ofimEny wnlations N Acoropnatg Cases, In acs han, although most presate acncns aga nst
aders and acehars will 08 precluded as a.resuli of the Central Bamk cecreEcn. the
SecLnues ard Exchange Commigsion may Nave aiternanves to aiding and abethng
@bty 4n 3y, Gne promnem defenss sHormey pomtec 2ot 1nat it s likely thas a neavier
burden will Ba placed on 1he Commissen 1o inhate 15 cwn gnforearnent achors, ralner
than rety on Ereate ibgarcn. beciuse cetain concuct not redressatda by private parics
may be reachable by he Sommizsion in an azmie sicgtive faram

That e Sormmussion may Rave the autnority 1o pursae giders anod abettors in
cedain acrmmstralve ‘onams & gf itle comtart 1 NASAS, The fadt 15 1ha gowe-nmarit
feQLatare Surremly 42 not nawe -- and never will nave — Mg resaurces reedes 19 pursue
Al wroagaoers in our capital markets,  Cur system relies gn private atarmeys gereral to
Asmit in Mg detecuan of frawcalent actesty and o the proseculion of those individesls who
Lary oLl the fraudulert soiE. 83 well a5 11056 who 335t in such wrongfil conzug With
over 14,000 reccmng companies, she SEC cannot ae excected 1 as vigilan: as the
incredial skareroidess ~odergcting ard remedyirg fraug.

In coaciusian, NWASAL would emahasize shat an imporznt es22n of tne messive
firarmcial fraud=s a! the 19805 s that (hese schemes oflen nuplve Aot gnly primary
wrtngooers whe arg Seniral 10 the crewnai enteprise, Ut also e orofessionais -- such
as lawyars a1d Accaunlants - wha aid anc abat the fraud,  In many nfances. these
firanoal crimcs covld not kave succeedes wilhow:the pasticipabion of tne accourting
firris and law irers that adyises and conferred credit oty waon the gnterprnges. twould
be unigriunate f Cenlrs? Bank ware allowed 12 stand and, £5 8 resyl. prvate niganis no
Ignger could fursue actions against tesa indmicuals. The sabent questior lor sesumies
iEw erforcement s whather Cearral Baod promolts Soes woldnoe ana rechtode on the
pa~ of profese orals N securics frauc cases, or les3 IF tha answer s less, then

Crgress, doanst 1Ne Cack<oirop Of $a much prelessiona recklessness ir the 1980s,
cught ta 522 tha clear vecessity o restsning e ricis demad by Seniral Bank,

* Lamer daled May 2. "2, Irom Aaraey L FAL Padner, Faed Cane Hains Sariver & Jacohsen,
washwgran, TG 12 Setaler Chestoprer | Oocd Chaeran Secardies. Subcommtee. regaming The
Suenme CauT's Recgar Contg! Bank o Cacerr Qecs:cn



.2 Inits decwsicn. he Supreme Court mentianed hat aicng and 25erng ias ity could
"diszeren ThE g2als ot far ceahng ard ef ciency in he secuntes markels.” Specdically,
ey mertaned lack of prediciabilty a9d vexatious digehan. 1 we were 0 restore @.2ng
and abetl'ng liability, now woulks yCu hawe s protect agemst thess problema?

A2 Frzt, HABAA woaid ke 0 1ake this cpeortumity to once ags.n encourane 'he
Senate Bankng Sommitee and. ndeed, iha full So0gress, 10 eract iooislahen 10 revesse
the Supreme Court's Ceridra) Baow dec<ior and w0 expliciy resiare 1he aothonty under
Secticn 100E; of the Exchange Act ana Ruwe 106-3 thersuncer, for e SEC ang prvata
“bganis to bring aparopsiala aibong aganst perions ko ad and abet Securities ‘raco.
Suok legislation s essennal v merirng the irtegrty of the marketplace and o
pread-ng JEIFELaSC nvediors witk adequate means of redress

Whal siandards snocks e ariculied inoany such legElauon n Groes o protest
aga™s: wexataus lingaian and the [ac< of pradiciat teon seeh suts? NASAA sugresls
that guca egslanga shauld qeaflirm what wriualle every lawer tadera coun 0 deal witk
lhe issue 135 Meld: that reckles g is 18 cu-gability slanda-d whder Sect o 103 Toe
legislaten could define &g and abeirg e ra2dtonal lerms ag irvadhang. (1) & gorany
vioation of the =ecaries aws; (2] krowledge of, or recklessrass wll resdect i, 1ne
prmary wvialanor; ans (2 subsanmal assistanze. Sacn 3 three-prorged test shooa
adequately Jratect aganat 108 hreat o vexanous igal o4, Al e Sama ume. NASAM
sungasts lhat tese slannarc: wnowd nob e 30 Tigh as W render Lthe leg:slanon
reanngless .ngractical afect.

Certanly, Mere sboald be ways 19 grotec? ana nst veratous siligation weinout
hrowing ool erdizety a0 impartan: means of rearess for 2efrauded investors secking o
be mase wnoe  While NASAA doBs not SLCSCRIE 10 MEe wev IRE w0 are in the st
afa mgarian” sxa'oscn” when i comes [ Secumies raus suits e AS50ciatian bas baon
clogely examimag (g Class 4o dgahon process o oelerar e where chaages may be
MECESSAry 0.tz fertty relorms tnab may benett cefracced nvesiors and anfarly
WOLEES combanes alke  Given thp neosior Crotechcn mistion a1 2ale secunlies
reguiahon, the mazs queston for MASAA centers atcund e Leacoepable ival & fraod
and 2E.452 178t £4.515 1 003y s cap fal Markets  As suct. a man ous of our aongy s
o iderti®y areas where fvestors czrobe celter servec by ine Jngaten systern, shker
o peting au- work, NASSA cetainty wiould e w ling to share the results of hig vr-degsh
rev g wil e Subzomimittee 24d gther interesier Memoers of Cangress

03  Tre Supreme Coarlmenscned the particular problens aidirg cd abetming apiliy
Zreates for qew ara smzall s ness, wgh Fas been panicalary harg hit oy mactess
foesuis. Beczuss chey are oy rature mare woogtile, thay are frecuenly sued oS beczuse
aof JduciuEionan stock arces. What ref rements of aiding arg apeting liaooly do you
‘wweararend o best piotect hese providing prolessioral services 1 tnese nrosent
SUENESSES oM Teniless [3Wsis &0 Coetses et Emens

Jim .
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Ad While MASAA understands the tancency of Ing Suprems Court 0 sLoscnbe to
aneridsial aoocoun:s ol 198 injunaus eferts of vexahEus Rgadian, e As2aciaiga cautior:
ha: the lggisiaton gught nat to be baswd oo tha Supreme Coun’s paraticg of a popEdlar
nghan, partcularly ond kbl may lack a salid o sdawon af fagl Tha Supeero Cout lacks
theg dynamigs of the agsiatve fact-Fnding process which rrast Lake inta accaunt ret orty
anecdotal oar alsa empincal evidemzce. Foée gzamale, conzicer the falloenng:

n]

Despite fiaims 13 the cont-ary, Jvdr the 1ast 2] vears stack affenngs ang
sracy frading activites Fave ingreased dramateally (ang Correnthy are ar all-
ume recard levelsy, et sefurities class FTon WSS |C||ja':." are at
puzentany (he zame level a3 some X yoars &34,

The pumber of Socarnees faud <133s acior Rwawls adlud iy Rod s
approximately 300 per year, cut af total rew feooeeal el couT finge o
Aoproximatey 225 DE0 swils gor pegr, 14 other wseds, seconbos acnoes
represent .13 percant of 1he total federal caseload  As a percentadge of wonal
fedaral court flings, securies 21333 fCudrs have TECinNes 2h3-ply ovor the
aast 20 yeass. Totsl federal cour flings Rave grown Sy 122 poeeegnt, from

' Forirdormahan raga-ring iha leersl gt capial rgigieg ACRLy, 564 Ihe Apr! 75, g0t erpe Irar Juel
Sehgrrar, pralesscr ol ‘ave 30 The Unveesry o Mizhigar Law School B MASA8 Prea dert Sring Gnensch,
o Ml 'enes W SEngmat gEvs. Yo dn the emafional appeat of argumen's thad oicessig IQanca L5
dagtdirg sepila forrghon esisbng data losieate a quis dderert pizlure 10 1982 the Serurfes and
Eschange Comm st on rezcrsd .nols Annoal Aepoe

Sespile gorioral keargrr o condilioes, 1he lalal del ar amoun] o secgnbes ied 2

reggafian weh cha SE7 duning 15998 reaehad 3 recons ul over 570 Eiillion, & 40 Secenl
inzreaae iar Ua gprozinEte ¢ 25320 bllios registered sl y=a The numipge al igsuers
yeressing e pur iz maddels lor thn firsi time soared, wenboilg zabuic gieneg DPD Irga
Sr PRk cro2ebl sacheig S$EG S Bian, g1 oncdease al abeid S3 perters fiaah the 545 8
Tullkon Hed i o391, JHEZ ann Ren 5E 19Ea

-n 1403 tha Zommission Sepanied gvEa mora SmMpressne resylls

The gactine A wrmgrast ratez 2 hl.;rjnt:rling e Ao cap tal Ip- oysicgnges, small

ard large, and rseslos demang meced oo fue 3 racond lewsl o' attenegs Eled sor
PEDIETIANON A 130T Morz nan L3 oior m seesrles were f281ar regisl-aban, ncadirg
cwet 112 Ll ol vatal publiz cffericgs, rauey ans dete, g gwee 3805 Eillian by 'misigs
compames 15EC Aan. Bep 510 0ER

For i rernahidn] 2andercing 172 Aoinbe: S socyrtics S89s achior awspds I i the Lelad States se= 1Fe
Slalrestal Vellarn Yol Dieclor Oivisioe & S-fercament oJ 3 Zecanhesangd Exchanga Commgsior,
“Lonceming Prvale Ligaban Didar 1he Froeral SBrouritieg Lawes,” 7efonn dwe Sgbcommites on Securnas,
Cammnes 21 Ranking, Fousing and . rgan GHirs, inded Slaleg jarala, Jung 17, 1933 Anpnwidie A The .
souace Cogd inshe Melacas lzsemaey s the Admoaigirate C*Ii:.-f_- ahthe Lmled Shales Corrls

83-61G - 39 ~ 4
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103 53] in 15974 to 229.950 m 1993, whie the numoer of SecUries cass
artons filed has declined gy 2.3 percent frae 305 0 1574 10 288 in 1963

o 1n a stdy oesigred ta cakulste any carrelation between imm mart [Lgaton

and a sagle day's 10 percent decing <0 the price gf a company's exchange
listed swack, Ihe resuts were 2s3 than cramatic: ony 2 B gercent @* such
COMPATies were [he sutyact of a lawso.®

o ‘Whea there gra mare tan 14,000 U5, corrpanies repormng bo tre SEC,
omiy 113 of then wers sued if sacuribies clags asting Suns n 592, In 1897,
oy 182 companies were $J8d. As sach, it s cpar that (285 than cng
perzort of U 5. publc companes zre sued fior secuntes fraud each year B
Ths z2ned be desenbed as @ 'litigatcn explomcn® roros b Fair o
chargcierize this level of litgafion as unfaily uraering eolc compares n
tha W3, - -

Firally, MA3A8 waud regeat 3 paint the ASSOCELoN hEs made -0 orevious
testimary cafara e Subeammitae: SxSang casa 3w clediy soells oL whea recoveny
under Sacica 1000] and Bulg 100-3 5 gealacle, Plaintfs o thege lawslts must prove
that:

* . The Ciaint¥ was a porchaser or saver gf securties;

The deferdzn: ergapad in A raod, mankulace s’ or decepran,

The *rand, manipaienan or deception was in cennclion with e puschass
or sale of sgcurines:

" The deferdzn; acted with soenter;

" Gpo, Tesfirnoey of Wiliar M2Lacas, S reciar, Owlsion ol Enloreemeat. ' 5. Secoifties a7d Exchange
Gammess.oa, “Concefing P-rale Plgdtios Dedet Ihe Feceral Secoriles Zaws.” Beloea tha Subicamirmillee
or Secur@s, Commiler cn Banking, Hoesng gnd Urean ddaie J B Ranate Juma 17 '8, appercir A

' Ber Privice Likgatior Jrcter 1e Frderal Secorfiea Lawd,” Seaengs Gelofe Toe Subceriomdles on
Securris ot tha Cormmetee on Barkng, FMlausg and Urban Alfairg, o 5 Sorvate. 180rd Sangriess, Sirsl
Senuget 5. Hrg 103-441. 3 876602 "R Prircalen Wenlyre Rasrarcnles ) Broigs st Jnp-Day Commen
Sk, Aok Declines Greawer skan o Equal io 10%. 1965-1982.°

. e “Privgla Ligahan Lader the Feders Sacunhas Laws * Hranngs Arlore Tha S okrommitea an
Sesurmes of the Cxmmines o Barong, scuseg and Ursan SHars, U5 Senare ~03'd Zongress, Sest
Sesgion, &, Hrg 1073401, po 76 72, '51?.".I'E'.'I'Yi:i\;i".‘l Jarmin b Mewpgn Poidisbel & So0o, 3gsurdies Clasy
Aghen Alen -




7
. The delenzant's misgs:zlemem or nondiecinsure was material;
. The 2lginuff reasonaely relied opgn the delencancs mgstaterient o
NOrdIECICELTE: '
- Tre clanuM was 2araged, and
* Tne defendart's conduct cadsed Lhe parnf's Jamaces. !

MASAR i rof 22 Nana as [ooarguee that tFerg never a5 Deen mordsss or
n.estionakle securiies fraud acicns filed in the couns. However, satisiying ths fioden
of prazi requires cansicerable gydenge o wrongdoag. Ik adddion, liabaity i3 based wwp5
deliperate and intatanai iraod. 901 meely neqiget walztans. A% a resuil, NASAA
wruld Sirangsy oppose any Channes o e Surrent Stancards that wiaid hava he efect
of rendering such rameadivs all bud rreanirgiees in ke rea. wordg.

Q.4 Senatgr Mezerdaom has propased renstaticd aiding and abeting iz,

Hawe g2 wou thnk the Sporeme Court should irigrpret the Metzarbaem languacs
regreaing ading and sheting lizhuty? .

Wizuldn't yau agrea nat the Metzenbaam lancuage wawd sreate funher corhision
ir thig ares "hs: the Suprems Court has @ ready charact=rza s as ‘not a setsfaciany
basi= far a rule of habiling ‘mpgsed 40 spndict ol Business transactons '?

A HASAA corcmends Sgrtar Metzedbagm fcr Igoys.ng steation oo the wery real
neged for Congress 1o 2ke ackon 12 reverse (1@ Supreme Sourt's cee soa o Senrra)l
dank. MASAA «npws Senzigr Mdetzenbaum o Bg @ long-time pdvocate of stong and
efiective cecyrities [aws arc 3 trie frignd of the small muestor. Having ssid that, MAasas
respnmzes that s2me cpmmertators bave agirtad ooy sotent al oroblems with the

orec sg wording al Sanator Matzencaur's egislation and have s ggecied tnat 4 weld
arly furher maddy ke waters fgr these l2wss

WA respest tg o 1Me questipns cpgargng Sengigr Megtzergacm's oroposed
lemislatva 1angJage. yod snould know 3 WMASARS hEs nol endorsed any speoifo
language win regard Lo restonng adicg anc acefding hagilisy | he Astocanon Sogs
oehays st the.fgliewing Slements coulc form 1he paes of & tes) for doterrarang aakilizg
i ins@Enoes of &dirg snd apetrg: (1) @ porsary wXE 0 9 he seouries laws ()
“rowleIgE ol ar recalesaness with rESEect b, e prirrdiy wialdnon. ard (23 sebalantal
asTance,
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AESFOMNIE TO WAITTEN QUESTIONS OF SEMATCH DOMENIC FROM
STUART J. KASWELL

11, : ir

(7] How wil sacunties law enfore ment cnange f Seatral Bank af
Derveris allowsd o Hand?

Even aner Cenral Aank af Denver, whizh held that there s re inphed
privata nig? ol action against aiders ang abetiors urter Section 1001 of e
Cecuriies Excrange Act ol 1334 478 “Edchanga®] arc Auole 1005 hareuade:.
inwes'ors wha arg detragced arg well prolzcted. THe Sacunigs and Excnangg
Cermiss 2 ("SEC" or lhe "Commassian’! bas a tu.| arsenzl of remedigs 14
agolice the markes  Tha SEC siill wi! ap gerritted o bang ool injanc hive actions
12 gmain shose whe éammit gamary vielahsns of Sectisn 10:8] af e Exchangs
Act ' and g obtam desgorgament and suBstanual el mon ey penales agamnsl
[ 2

Tha SEC. by sizbule, alzo has full autasrity in s adminiskrative
orgeecdngs o disc:png roker-dea'ars, 7 invesimen; agvisers, * abRr rer:'ated
cnlities, ¥ and ther asscciaten persons Yo aiming and aosthng Lacor 1es law
waanang Pacluding Sectian 1006 vipiatans). For sxampls, e Commizsmign
may censJare, limil, suspend, of revo<e Ihe regustration of a braker-c2aler that
Faz wilifully "gided, agefler, counseled commanded, incuzad. o presured the
wolatior by any serson of da [sEcunlies laws o rules Leraender|” % Possible
FENZtipns inc.wde susoension or revocatian al ragestraton ar ngkl o gssscahor

! Serdvial Bani® of Denvier T ral tesch 1he sose sl wielheshe SEC Fas aulhol te 20 breeg
#h @utan andar Secton 154b| an an 8 ding and abemicg rraony.

1 Saelizn 21dy ol the Firrarge Acl "ka Sarunlies Folnrcemanl Remadies and Paring
S'ock Paisrm Act of “540 fhe ‘Feredias 401 permils Lae Caomnission la seck a maney
peraly i cun lor any viziaon ol The achance A0 i cladesg o wevahor 21 Setlcn
TNoe A oud may Tpose & Senally orun 10 Fha gredter o 3 O0U0G 3qamE) a -"aL.:rs_.I
pErsan, A% ug s 00 CL par malaron (grathers  orthe gresder ol thin gross amaunt o
pREniaeg @aina tve detandanl, in ceraininslances  Secticn 31(d1j3) ol the Eachangs

Azl

1 Begzon 1510000 Ihe Excharge Ac,

d Sricn SUA 2F 149 Ineasimom Aov sers Ack ol 1940 ("Adv sers et

i See, e g, Secliors iSE pouneigal securdies deawers | and 50 gesan ol secureics
deale- s,

Zagnn 15IEIALE] or Ihe Egchange act (emoraae daded
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as woll as rmeney penales ol up la 5i00,000 frer wiolalon for A nalural perssn
ana J¢ 19 500,000 pet wialaian ief eihers. *

The SCC's Fula 2(), whrah goveras the prachice belsre (e SEC aof
atlorays arg accouwntants, avinorizes the 3EC 1o susperd, revoka, of place
limnztions on the right of any atorney or acccuniant 1o apoear betars (he agency
A dind= that the indiviowal we aled any provisicrs of the securities laws or aideu
qr aoetted gratker's wiclaisn, moleding & viclehon of Secton ik

Inhe oSt egreg:ous casas aicers and gbhetters 4 Section 10(k)
vislalions zan be criminally crargac by vidue af Sechan 32 of the Excnanga Act
ma<rg any walivl waiat an of 102 5133 2 criminal aitensg; and 18 LSS § 2
ithie ganeral crmrnal ading and anetling stawle).

|7 agd tizn b2 Ihe SEC. the sgcunties s 1-regulangry organizalons
"3RAS", sweh as Ino Mew York Si0ck Excnange 'NMYZE™ and Lhe harcnzl
Aszogiation ' Seounities Dealers, Ing, CMAZDY, requ ate Ne conducl of Broker.
arzlgre and bring preceedings Againgt their memDars ans 45500080 Dersors ©
tzr violaligne a* Lhe sacar.les lawe arg also of SA0 rales, which prowvide fof aeen
broadar mvastar praiections than do the' secunties laws Memselwes These
preceedings may aad G supstanhal Hnes. arders of resltuticn. and'e- revozalion
ol rembershup. Firally, slates may impose oenalties agains: peisons wha
COMMIE SECUNDES ra o undet (e T raspecive secarbas laws.

(B wihattyoe of behavicr would eo langer be acicnable?
~ Rule 136-5 still makes o illegal far any persca 1o defraud, sake a fakse
staterrent or engage in & fraudulent 3ot in ponnection wir kg aurchase ar s
ot a secLrity. It wrgngdaer s lie. cheat, or sieal, sha SEC cen and shauld Sring an

enlarcerment action against ther uider Aule 10b-5.

Ag SEC Chauman Arlnar Levitt legtilies al ke dday 12, 19384 Pear ng an
th 5 issue, “he Commisiion's oreliminary 335655 TenT iz 1hat itz enlgeementd
RIGRTAM Qan conlinue 17 operate =ifesl el under these circumsignees. Tha
Cammission belevas 1hal spme entorgzmant remedy will conlnue o be
avalable zgainst most celendants Lhat Mme Cammissizn ;:ur—'-'.-u:u'ﬁly wculd I-ave
purseed on an wding ard gbelhing sheary ” ?

Sew, o g, Seclon 21B ol the Eachiarge Aol fedvenno Leokes -dee ora Riwaopal secanlies
dealer s, quyermneal deiunl @3 J2aless ['artie- agenls cleafir] agences, ardd Par
Aass0siniad presons . ana Sk o irpssien of petadics iorslllully aiding or roating
=ach viclalions!:  Conaress added 1his subsochon as parl l the Benecias et

5 S Slalamrm o Anhye Lel . Camnman, SEC. Belore I0e SUBCommile s on Secrles
Crmmiltee an Bznerg Howsing, wed Lban alaes, Lriled 5165 Sonete ay 12 1554)
hsrepaties "Lewll Tesiencny’|.
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To M extenl [l private plaau®s maw ng lon Jer orng cases undear
Sac1cn 10ib) el the Exsraaga 801 for awhing ars abeling. some detendans may
NSl e iable o mlgged viedations. Howawal, tha plamntit's’ bar can oe expeciad
imply to allage Lhar parscas were direc: wiolatens of Saction 0B S1A aelaves
1hat persone whc nave viclaed Saclan 1001 o the Excnange Ac should oo
liabls 1o legally inured parties and should have te 03y COMPENSaton pram el
A5 1 5CUsspdin [espOngs o Question 3, S1A believes that aiding and azetnng
lheory creatad a merass of condh ching cases and liabilily, 1hat served orly 5o
augment the privale “irigaticr: tax." '

il Woula there be more or fewer sefliements?

1 ray oe difficult fo desermine whether there will be mgre or fgwer
setllements with the SEC We may, howegver, see an increase n tha number of
CASES rought agmen strafively. A5 discussed in Question Ta; aiove, 11 SEC.
by stalute. nas wll autkondy in its admingirative oroceedings to discgline broker-
gealers, investmeni advisers, gthe: reg_lated entities and ther associared
persons lor aiding &nd abellng sacerlies law vielations (ing uding Secnza 10(b)
violationsl. Passigle =anchor s include suspensian ge revocation of regiatrahan of
rigH a' assacialise as well as cwil money peraties of ap o 3130.00A cer
vialabon lor a natdral aersen a9’ up o 5500,300 per violation lar athers.

2.2, Broblems wilh Pravians Sing ang Abe (] no | abilily

In 5 dec.sicn. the Suareme Cour menticned trat 2iding 314 akberting
liabil 4y cowd “disserve the geals of fair ceairg and eficency n he
seuriies markats.” Spesifically, they menicned lack of g-ediclabiaty and
veral-ous lingation N we weass to rastara adiig and aberting hakilily, hiow
woLld you Rave us prolect sgans these arob ams?

&l participrted as amicis cunae N1 Carmal Bank of Denver gnd brlisves

that tha Suprema Court made the rght decisicn, both oecawse 1 2armectly

*inergreted Section ~Clb) and a'sa because imiting secendary raolity reosEREMR
tha oest puohs patiey. SIA previcus v estified Belore this Subcammillze on e
mEgtance gl tha princip e ol aeestc: oractan and ke aeed lor appropnate
ramedies lar wiciims ol fraud. S8 AL Ing same hme. we testlied hat the privae
cry | lal:hiy Syslam ander e serurities laws has nH gervad the o e at large
well and Pag imcosed dSE-oparicnal2 and dysfeactionai burdens onisspars,
Liderwr lers, accouniams. are? othars.

5 " Zaa Lgutt Tesameany al 2. :
"INis herly, I, kAl atter Cenira Ea;.:'llr of Deavar g Jamenssiar vl b gy Mg
cases nneer s admyisleatier auemarisy, whch @oas ro praess ter zil money penail g
a8 13 nanrrecaled @etmes

e Gaw Slalerent & Marc B Cackenl. Presdent 514 Jelore (e Suboinenelze an
Ercgrihes, Jrmmiee 21 3 thrng, Hobsir g, aed U AE0E, Jeied Slales Seoate
iduke 21997

1
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S weold digoourade any effans o resiore adieg and abeng. Aiding
ard abething. whatevar tha formulanon, cast 4 net 31 habdty hat was oo broac
and only nelced an aggrassa pla:nhf's par deaw n mara delandants at the
neriphary, Besteerg hat =ass wil not provige meaningfyl - ~weslor Jramee: o
ard w It not create mone jobs except o lawpers.

O3 hEw: mall Bigir

Thea Zapreme Caurt menkigred (ke parlicula prabler s a ging ang
abetiny iamlity creates tor new ard srmall ousinass, which nas been
particL lary hard hit by meritless awsuns. Because 1may ara by nature
mare walatile, hay are frecuently suad just Dessusa o duciahan n s1ack
prices. Whal raficemeris of akhag ard apeling abibly da vou
recommany e aest protect those praviding prefessional seraces to Ineso
nnpeent cusinesses friom menlass lawsas ana soemsive setlzments?

B4 does nat suppar refnements ol aicirg and abetkng 'ial::litl,'._ e
Oehaya shal Cendral Bank of Duover raacnes (Re noht resul. Even Mough tha
cagd by 15alf -5 not ikely 14 &lrinale all meriliess hligation - 1 5 3 welgome step
- the nght criect oo, Wa befieve that Lhe lede-al @ 2cunfies @ws skould continug
10 proyicla SUeng Jotarrence againal wrn::r'.gdc-'ing and sppiopnate rer edies for |
delaudad waeiors, vat nat mpar tha cabisal-ra.2ing aoeity of WS, businesses.
Crom a publie oohoy vigwpcant, tha Balance catween provong resedies and
ancalraning capita. tarmabicn haz, o oregert decado s, Swung Lo ‘ar 1avard
IBTEC IS,

Az Lhe 514 kas araviausly eshled Defare i Subcommittee. Lhe .
SECUNMBs ClASs AChion Syslart - which erégurages strke suts whenaver a slack
price draps  m affac: amaums e a Tiigabion we’ o gasea formalien. This
“tawt drang lunds avh able W pradute 18w produls, emand g-ants, or hire new
workers  SlA Bohoves many of Ingse suds are fraegnt witnoul ok by -
Agaressive trial lawyers and ther org’ess.anai plzirlifs,

0.4, Meelzenaacm_Smardimen:

Haow o you think 1he Suprame Court shoulg JEefpoet the Metrenbaur
language recreatirg Jiding and abeshir.g izl dy?

lA strongly opacses any legis ation provicing for a preate right of ackicn
‘=i giding and sbe1-g a vz giar, 2° Saction S GIE) 91 1he Exchange Act. Tha
ket sanbaum amendimen) would recreste aiding and abelry iaoc ity by simply
rserning thie Yad mg and abelhing” Enguage e he satute, A disiussad
more d&iail belaw, SIA behewes that Congrezs shoukd regec] quisk lues |ur uding
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ard abe'timg, 'We beligva tral nothing s Broken. The Supreme Court's cesisian
n Lgnirad Bank of Danver is bath goid law and gead gahcy.

‘Wiglldn you agree thai the Melz2roaum JAnguage wouid creale lufher
con‘usicn in this area tat Ine Sapreme Caurt hzs alkgady ok aracianzed
az 'rof 3 =atisfaciory basie lor & rdle ef iabhty imoosad an busaoess
transactions 7"

Si# agress thal he Me1zerbBaum amear et [eaves many rore
fuesi ons than it answers, TEe Mezorkium language weuld craate further
conusiar .a'th 5 argd beoauie the comaurs af aid ng and agetting ligoity weaald
remain vagee and elasic. As the Supreme Coun obsarved A 15 dexisian, Lhe
“nuceg e Qetgrminin aiding and ageming liabilly ander the twer courts
aecisians| are ancleqr in 'zn arga |hal demangs ce-ainty and precictannin: ™
In agdion, 1ne Sovgiter General'y GRge, 0 its bne* wiging the Supreme Cowrn o
grant ¢eftigrar), cited this lack of cerainty 35 2 reasza the Caund shou 4 take Ma
case. 12 BlA mada this =arme pont in s onet an the merits - Central Baoa:

Win respec: 1z the "knewledge® requirsment, sour's have sslablishec
unigue Eut amcrpoous and or prediciaole reles spplicaole amy 19 tha
auling ard abwtnng nghe of achion thal vancussy "equire orzof of "aclual
knowladae ' i 3orteg Qredmsiances ang sama foim of freckiessness” n
Jhers. Jeperong on a number of vanaales such 35 dubes cwad 1o Llhe
Ermary wiclaler and, ir 2ome prsc SLens. a gty 1al zoocl ¢ “shding
scdle” of culpamling .. Mareover 10e *substential assistance’ elemant 24
the prooesed §1000) impliec arwvme nghf For aiding srd aoetting has
EREWISS yel anolngr separste ang complex dectringl quagmire 12

Ac rel'ectet in SIA'5 writlen teslimanry, 2rastng 3 “geick fix” soluhsn hat
resiorad aiging enc battic g liadility merely woold plunge us back nlo tis
JUALITIrE, ’

! SR UEL W ar4g3T (mnakaon omflad!

R Erel o ihr.- Uited Slales at 5.8

3 Hrigl of 508 31 B9 {0kl ins erreedl
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SPCMNEZ TOWRITTES QUESTIONS OF SENATOR DCMEMIC] FROY
HARYEY .J. GOLDSCHMWID

Question 1: How wili seeurilies ‘3w enforcement change if Bank of Denver iz allowed ta
sland?

Whar Types of Defadar would no longer he agjonphle®

Womnd Chere De more or fewer scrusments?

Aagaer 1o Omeastian 1 The rajonty's emplasis in Cyneral Bank of D=raeer on tre rex of
Jaction Orh) leads me fo douhl that the SEC will e permutted to 1mpose aiding and
abzning liabulioy - she [uloze, Thus. abient o legitlative cvermuling of ce case, =i basic
gulargaitent ingl will e uttasdilabie 0 private plaoulfs and except for sgecial inganees
(e, disciplinary proceedings against brokers and dealers, Ruie 2(ed sroccediape,
erimingl cases), puavailabie or the SEC T am uptmsnc about the abilioy of the
‘indirecily’ language in Ssaion L] 1o Sl wmueh of the 2ap created by the Supremnse

" Corr's undorrunate hilding, b even iF ty eptimism preves wareanied, iowill ke voars
of ‘confuging and wasieful liieduon belorg the gap s lled: duricg this period, the wrong
mMessige may well be vonvesed to Zawpers 2ccounsanc, and nchers, 1 conlrarny o my” ¢
hope_ a narrow rzading is given 12 the word "indiree|v” ten a largs dssorimear of
professianals - the criical "pirekespess” on &hnm ke Saneal inkeecib of aur sceurities
mezkes significandy depends - will e (ree of 59 egeentia spur 1 proper vigilande, A
rarTew reading of the word imdcectly’ woud seriausty damage incenswes fur secudies

- lawvers and otnes p.'-.,l'-::s.m'lulz to eneroise dee cure -- a0d awagd recklesspess - amd,
terefirze, DO5L A ETiE ,t.m_:, 1erm thoeat W capilal .urmnnnn and 1he Rafon's secu.me;
markeld.

[ asked in my Statemenc 1p the Subcommipes:

"Hés wn vutside lawver who konws of a TR fingacial wrazgdeing
and u corparanen's celaled mararzily misleading diselascee dacitme s, Sul
Til8 to warn the board of direewors or in awempn 10 sinp the mislgading
diselo:ore. Reen indwreciy’ imunlved i1 a2 prosecibed actedty, oF Mo fie oo
sue merely g ven lzpally pcrmlmhu: aid e these wha viuas ¢.:1 Lertion
102y

A broad reading of “mdirectly” would - and shawld - result in liamiline for a semur
lwves with & duiy o the egrpeaate enlily, A narmw reading, would gormit 1he lawwer to
pecid iabdlioe., ToZeed, under a varrow seadig, lowvers wha drall misleading disclosure
dncuments swih rsekless iniMerenie W the culh of material ssemen v.m_.u:l he
intmune frem hahdiy Jac the danoee ey creats
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Liver the uneeritingy-crzagd Yo 1he Supreme CIous Leneryl Bank gof
Degnwer Jecisinn, [ iaa 0o sealitnie way of 10 ee1scog wiethee there will ba mare or
fewer sefllentens:  Barwithou jeqislanve aoinn on aidicg and abewing 1hege cenrainly
will ba confazicn and wasteful hygation ip 1 minimum; and there will e prave hagm o

ehe SECs enfercement program and Lo vur secaitiss markess if the word “iadicectly"in !

Seerinn LR} and neher starulony provisiores awailable 1o rthe SEC are nm used to fill

1I',e'|kg,ap creared by Supreme Coort's onforunate helding, 4

Question 2 o @5 Jecsimg, the Supreme Couer menncned hal aiding and abettng -

labuity could “dissewe the goils of Tar dealng gnd effuceatew in the secunilizs markers"
Speciically. thay mencored lack of peediccability and vexratious Gugatian, [F we were to
restare awling and atelbng hakildy, buee would yeu have us prodéct aainst thess

_ prablems?

Anpgwer (o Question 3 Firsw. L do nal belizve thar eliminating arding ared aheinng
linhilicy serves the goais of Zair dealing and efficiensy in the sequrities markers, Indeed,
[or all of reasons [ have sel Fosen inomy Lestamony, Jusl dhe ooposile 15 cus. The bem
winy Lo provide sredidllite, dvond vesulivas itbigation, and zreserve Lhe elfzcnveness of
EF SECnrIles MATKEIS 13 i enact legislanod witlk the kind ol defiuton of wicing and
abellg and with the Slhes arovisicus thad | have recommended in bz Slatement |
submirted 1o the Subcommeies.

Cuestien 30 Thy Suprace Coest maniioned the particular problems aidiog and abesizg
labulity ereates for néw and drall busingss. which has been particolarly kard hit by
mezndess lawsun, Because chiey are by nasre more volanle, ey are frequenily sued 'j;:sl:
pezause af MTucwanon i sinck griegs. Wha refizements of aiding and abernice lubilige
do yau recommerd @ hes: procc: mase providing professional services 10 Lhese innoe: ol
ousingsses Trom ragriless Lewsuitg ang gaeccve serdonenis?

Answer v Question 3; New=smal businesses shocld bz at leas: as congerned abrur the . Jf
mleprty of our securices markols as other ineeresred parnes. Their aolite (o ruse

capical sueceesially is cepeaden 2o thag wregrity, The ivpe af defined dicing ww

apeinng legislation (hat [ have récomenendec and eier oalanced Migauon reforms (g.g.,

2 gargfully wailored aropornoaar: Labiy piovisen appropriate iz proven:enls o the

“safe karbeor” tne forwirs oking arernestsi stould s rar wward protecting 1hase
providing prolessnzal sevvices v discauiaging meritless Lewsuils amd coereive

EICOIELIS,

Question 4 Senains Meerhaem has praposed rensiacag siding and abering haliliy.

Wouldn'l vow agree 1hat te Mezenbeum angaage waald ercate furilies surtasion in

s mea ki @ Supreine Caurl fas alrzacy charsoleszed 1 Unol @ saTistacieny DKL o

A rule 2f Habiley irpoeed on the condect of busiaz:s rarsucions™ .
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Anigwer 1y uestion 4 by preferesce is for the kind of defined aiding and shening
pravision thas ] hove regrnengndsd oo (e Subcammitiee.
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RESPUNSE TT WRITTEN CUESTIONS OF SENATOR DCMENIC] FROM
EUGENE GOLOMAN

Topic: Effect of Cenctral Bank Qf Depyep
pueskElon L How will sacurities law enferzement change it aank

af Dopver i allowed to stand?

What cypea of behaviar would mo langer be
ackiznable?

Wewld there be mgre or {ever settlements?

Answer: Privats suits will be pore parccowly tailored to plead
againsr anly those ingividuals and entities which actually
conaitted viclakbiohs of Rule lOk-3. Accicks against "deep
paoskets! whose conduct gors hzyond the prrigpheey of & primacy
vialatlen would ke suoject to dismirgsal.

Yowewsr, Cortrr vk rfoes net imdurise the be2advisr of
oubside prafessicrale whe are participants In a frawdulent
echeme. Tt skhould be nakted thak cthe sunreme Caurt I Cephiyal
Bonk emphasised That outside professiepals 4are net Cres {rom
liability fer their inwolvemant in [randulent sohemes.  As stated
by the Sapremc Court, any

oorsan or entltby, Including a lawyer, accountant, ar
bank, who erploys a manipu-otiwve drvicr 35 mades &
waterial statesent (or omisgion) on Wwhich a parchaser
ar sallec =Ff securitie=s relics may be llpbkle as a
primarcy wiglator ander 19h-5% assumang al. of the
requirementa for primary ffakility [are ret].

The recent decisicn aof Ehr United Statos Disctrist Court for
Coktral Californla sin Ja pe ZR27 Gbenk Sacarifjes Liruigatiop, Ho.
IA-HT -9 ~REWL (Bp22/94) 1llustrates that desgp conceoens that
real wrongdosers will escape Linpility urceor Ceptral Bapk may be
awrerblawn. The coutt denied summary judgment on clains against
TITZ Nost's qutelde audjitars, Errut ¢ Whinney, wohere plalnzlffs
submitted evidenoe suggesting that Ernst & Whinmey was
extensively invelwed in tnoe creatien of allegedly nisleading
firancial dara re.essot Lo che peblic. In Shork, che cours sajd,
the pilaintiffs allnged a pricary Bule 10b-9 wvialat:on adgainst the
auditing rira.

I believe there will bpe fawer settlepents beoause These will
be tewer ogks:der defesdants &ho will be soavd in twe [irse place
Unless primacy wirlations zan e pleaded,
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cuestign z: In its dtcislﬂn, The Supreme Court ncn;iuned That
aiding and abcettirg ilabi ity could “nisserve the
goals ot fair dealing apd afficifncy in Ehe
EecIritied marxets."” Spaciticasly, they nmantimsed
lack of predictanility acd wewab-ass itigation.
IF wa wera e restare aidlng and abekting
liabtlity, now would yon have us proteck against
thnse problens?

ARSWer: In *he aygnt the Cnogress determines T2 acthorife aiding-
and ambetting liakslity, I would reccrmend Lha%s you establish
statutory prereguasiters f2y imposicg 2uch lability, including a
shewing of some actua. koewledgs 2f the pricary voaletivs.  Such
an grpress standacd wauld cbvwioasly facilitakce unifcem judicial
trzatment of aiding and abetrbing liabaliby.

Questian 1: The Suprame Caubt Fentianed “he parkicular
pronlens aiding and abekhing liability creatkes for
new and small busiress, Which has been
partitulaely hard hit by reritless Jawnaibs.
decause they are by natorse Tore volatile, they are
{eeguently aued Just Because of [louctduation in
stock prices. WKhat relznenernts of oiding and
gbetting liability do wau racommen:d to opesk
prutect bhose providing profes=ional zecvicos o
thesr innocant Susinesses from meritlass lawsuits
and cosrsive settlements?

Answer: A% stated ip response te Questien ¥, [ sceld cocarnend a
spacific statutory standard which inciudes the need to snow mome
ackusl kRowledge al a prisgsry wiolab-oen.

Huch of the proclem stemming from swite bBased on tluctuation
in stock aricas has been addressed and is cantining to be
adiressad responsaikly by the Securasties anf Exchanges Con@Lss.on
in ieg promuigaticn of sules and proposed rulss providing a sate
Rarbor (or companind making good *al-h projectioes sbeok “herr
future perfaemansrn. Considerak:an sheould be given te sress-
referercing these rules in the l=gaslatiwve history ot a sTatutory
azding and abebk kg sTatdard.

Quescint &4 Senator Metzanbaum has proposed reinstaTting aading
and akerting liabilicy.

0o: How da wau ERunk Ehe Scearese Scurk shoold
interpret the Meczenbaun lanquone racreating
aiding and aketting liabiicky?

01: Wouldn®t you agres that the Metzancaun anguage would create
furthat ecantusicn in this area that Ene Suptreme CCurT han
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already charackerirzed a5 "not a4 sotisfastery pas:s for a
ruze af ,abil:ty impe%xed pn o the SgmlocE of Susipess
transaciiens "

ANSwWeT: T kgiirve *he Suorenc gourt shoulld asnteracet Lhe
Matzanbaun azendnment as reflecking Conaress' Crpreass
authorlzavian af private action against aidears and abetkars.
Hawewer, bthg incahsistency in the scope and avplication of the
aiding and abecting standards which predated Zentral Ramk would
nac be rectified by che Metzenbacm amendment,
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REZPOHEE TN iFlITi'EN QUESTIONS GF SENMATOHA DOMERES] FACM
' DAVIO 5. RUDER

Topic: Effert of Central Bank of Denver

Cjuestion: How will securities Jaw enforcement chinge if Benk of Denver 13
allowed oo $and? :

Seourities law enforcoment woyld be affectzd negavely if Central Bank
af Deaver iz allowed 1o stand, The Securiges and Exchangs Commizsion
ansf priwite Egants nead aiding and aheilng s 1'Ppmprl-a1.= means of
fnding remedias,

Question: Wha rypes uf':u:ha.vu:-r wiuld 1o longes b2 actipnabic? .o

AcTive BSSISANCE 1O SeCrites law Feaud by acpounnts, banks, lawyers
and othess wher cannar be classified as participants or ecalieling peric-ns
would no I.un.gr:r be actiorahle, .

Queston: Would there be more o fewer spdementst

There would be fewsr selsloments Because U‘ll_‘ number of a.cu-c:lns againsl
non-paracipants would cecrezse in number.

Tope: Eoohlems with Presdgavs Aidiog aod Ahewng 1 iauheg

Questivn: In il décivien, the Syprere Court mentioned that aiding and abeling
hahility sautd "dizsarve-Lhe goats of fair dealing and efficiency i the seodrides
marksts.” Specifically, they menbongd lack of predicubility and vexations
litigatiom, If we were 10 mslore adicg dnd abeitisg liabilicy, how would pou
Lave 13 protect ﬂ.g,mns: these piablems?

If aiding and a.[:-e.mng were rslored, p:rul:lll:rns of lack of pmd]cla.bd.l ¥
and wexatous litigation might merease, but-noc markedly. The reason
wexalions lpation might increase i that by restonng ad ing and abexing
4 greatet aumaer of weang doers wouldbe subiect 1o suit by those
uhsarunglons [ yers who are inclized to bring vexations suits.
PoHocuion against vexatiows ugatiorn can b found in Bule 11 :.'-I' thg
Federal Rules of Civii Procedure. .

[.a.c!-c of predictailiey 12 tahesent in soounies law fracd suite becsuss the -

outcome of such sulls 15 mehly ceperding wpan the andetlying facts.
This lack of predicabilecy is act u surlicient reason o refran frem
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Srinping suitg againg culpshie wrong doers. & messues of pru::mc:l.inn' GRS
e obtzitad by making clear Baldid.ng 2nd zbetting suils cannoeg e baswed
Lpaen imacoon ard thai e required mencal sate wouid Jnchede
recklesgnoss only of (ke highes| degres.

Topc: Meeasd Srall Buspsds

Questton:  The Suprene Court meanuned the' particelar proble ms aiding and
abening Lability crgates for new and smal buciness, which bis been rartcularly
hazd hir by merizdless lawsuits. Begause they are by naiure more volatls, they
are frequently sied just becauss of Quetuakon o ek proes. What
refinements of aiding and agerbng liabilicy £0 you cseommend 15 hest profggy
thoge providing professianal services o these iraoegil busiiedons front mentless
lawsuirs and eocrcive sdements?

If e and small busnesses are nacesnt, ey nave linle o Je2r from
utigaod, I ey are engaged in fmudulenl aclvity, their investors
deserve prteeon a5 moech a5 do lavesiors 0 largs businsgses. 1o oy
ewant, the busincsses themselves would e prrticapacss inoa fraed ans nat
atilers and gherors.

Tn order ¢ proect ron-pacbcipanis providing profestionad services, the
required mental siats Tpr aificg and aperag stawd tnelude recklessness
oniy of the highest degras, With regard to profeszionals whi zrz paid
fees, Comgress might conzider linting damape awards 1o o mulliple of -
Lhiage Feps. :

Topic: Meirenhaun dmeadingrn
Quesion:  Senaoe Maresmaom kas Froposed reanstating ading and 2heting
liatiity. -

.1, How co you thick the Supreme Cour waald (5i0p interprel the
Migrzenmaurr, [anguags reetealiig adnz and abetung liabiline?

(.2, Wouldn't you agres thar the Metsesaum lzrguage would creals further
canficsian t this A hat the Supseme Coust has soready characenaed ag
"LOC 2 falisiactory tasis for & rule of Eatility in:posed- an the corcess of
bugimess tracsaciinng =7

Merely reiucng Uding and absiing Lizhilily would mat be e 925t
solution. Tha: fiabliy should be réinstated theocgh languape mang,
cleir ar diding wwd sbesting swits canaor be haseg e inachar and Lha-
tkz regured merial st ncoogey icklessness on'y of the highes degree.
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Affordable
Housing
Disposition
Proagram

Fesolution Trust
{orporation

RFrroplabin @ MeSwe CIZFSITTIRE PRSITIY (FTA0G
BIAGHREWLY A2

- Jllﬂll!f?!!lﬂll!.liil

By February 28, 1%594, tha Affordable Housing Disposltlan
program had aeld ovar B2,000 Reusimg dwallings far S1.2 billien,
Thia yneludes owver 30,000 single—fazmily dwellinge and over 57,200
multifamily uwnits., FProgram milestonea from inceptian in 1590 g
date: : :

. 23 546 gingle=- fanlly ﬂueLLans a4 qz; E}S uniti} and
clesed JIF 5343 pillien;

- 537,597 wultafambly units [IB.DEJ_solzly far Zow— and
+ary lew-inceme tamants) in 620 properties 8cld and closed for
- 5652 milliong

- Tatal Rauging dueliitey Lhit$ z2ald apg ¢lﬂ$¢d == dﬂt&-
BE,2iZ Z9r %i.2 billien.

Cwel LLS nnnp:nftt ENLLTIRS [42 Fuhllt &qtﬂfiES and 76
nenprofit vrganizatione) have purchased over 00 multifamily
propertiss. At the same tima, over 175 such entities (BY public
agencies apd 290 nanprnritsj have bpought over 1,500 slnqle-fanlly
prnpdrtlEE

othar significant trands: '31 parcent of multifamily
propertiss nave bean aellar financed, and 22 parcent of Single-
Eamily home sales have been sallar financed.

Currently, Khe prograr has abour 30& mult4f;nily Profpertias
available {9r sa.e, and about 3,300 single-family properties -
iefr. .
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TUIC Board, Affordable Ecuming AdviserTy Boapd Approve RIC-FRIC
Oailficaticon Pluns

on April 17, 1954, the FOIC Board of Directors appraved The
unification plan af the RTC and FDIC affordable housing pPrograos -
Earlier, on March 15, the fewly-appointed Affardanie Flousing
hdvigory Bunard [RHAH} appraved the pilam, which is ta be
ipplemensed in full By hgoquigt L7, 1954, AEORG Key &]lemanto of
tha unification agraement are: RTC will seller finance FOTL
gingle-fanily proparty galeda; HATC wWill narket socma FDIC
wultifamily propartigs under itd Olrect Sales Program; the two
agancles will naold joint amle=z events, including at least twWo
auctions ir 1%%4 and two ip 1995, both agencles will uea the Same
purchager eligikility cartification forms: the agencies will
]9intiy zarket Their salex. The rew AHAR hoard oxpreazed concern
abopt =taff aktrition and lose of expertise gained in affqrdakble
kousing. Bosrdpember Edwin 5. Crawford stropgly wrged” BETC Ea
offer "retenticn bonugsea” to keep staff on board until the sunset
dakte at the snd of K995, "Fo: all tha good werk dobte Dn helping
salva this naticnal housing preblem, te lose this axpertiss now
41 chage o the goaline is wvery aad,” said Crawraord.

Twe Fleridiass Ceovicted of Freud io Affcrdable Apuaisy Program

Iy Febpuary 1994, a Flarida father and gan were convicted of
& quony affernse In cqn:pj.ring La Tamper wikh BRTS affardable
housing incomr gualifying rules. James? Claassen of Tampa, FL,
eagantially used his father, Richard, to purchase a aingle—tamily
peoparty at auctlon fer $580 in September 1991, The zan Was
ineligibla as an Folg bank axaniner to bid on RTCc property. His
father fraudulenmtly filled gut required income certificakticn
{ornf, prosented falfe lbhcohs Tax petiphs, and agresd ta Live in
the proparty one year. Dut shortly atter cloaming, the father
azazgned a quit <lain deed 5 hlx fon, apd the property was
rented, The claaseane were sentenced to 1B menths probation, six
acnths 9f home dekenticr and a flne af $150.

1% Prnpqrti-i create Howsing in Lowell, Mh, BY Hopperforping Loap
Donntion :

On January 10, 1994, for the firot times RTC conveyad &
nonpertorming lean to create affaordabide housing from the 19
warant, ayesare peppertles it coverad That were seattcroed
thirorgheut tha city of Lowell, MaA. The complicated deal turned
over mare than 0d upmits in the 15 preperties to the Loweil
Developrent Namices Trudat (LONT), whish ln turn danated &
progartie=s ta the City of Zowell and* 9 to the Cualition fer a
Bettér Acre, which had first flagged them from the fells af the
failed Comfed 5 & L ipm 1951, Cheryl Walker and Mary calkally af
RTC ¥alley Fargeg, PA, pulleod the bad note frao a hulk sale going
e investors to enable tha affordable housing to happem. Said
CEA executive director Neal Hewman: "h3 one of the first bullk
tranafars af gowarnpoent-held prapearty Lo ndhprﬂfitﬂ, it 1= anm
important process to evaluate [or communities. We'we stepped out
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of the old paradigms.

Pilma County {A3) Buys 17 Fropurtles in Bulk, Remslls to
Hoopiofits

Fgllowing the mardel of the Ehree bulk purchazas by the
Colerade Housing Finance Authority, by April 1994 -Fima Caunty
ThI| lnduptrial CDeva,opment sgency had closed sale of 131 af 17
Multirfamily proparties containimg BT units Fep $8.7 milllon.
Treluded were fivea properties 9old fer 51. Twslve aof tha
properties utilized tha RTC Direct Sales Program bridge loan af 1
percent dowh payoent. In gcder ta sarva the mentabiy 114, low-
incgme families, and other populatiens, FPioa cCoymty will turn
aver the propsrtiea to seversl norprofit erganizatione, imeluding
Mersy Housing, Pride, Ihc., #nd Choletian Belisf Sapvices.

Haw Jarsay Createss dpaciml EFotity to Fiomncs Euge 376-unlk Brany
211l hpartmant Furchass by Nooprafit

Faatured in the March 1E, 1994, iseua of tha Hew York Timas,
tha sale of the J7&=-unit Stony Hill apartyents Lo Eatontown, HT,
cloded gn March 30, Thg prolect forced the Hew Jeraay Haumirg
Mzrtgage Finranca hgancy ta creaté & new fimancing machanign to |
tung the proeject.  Aocardlng to Monsigners Willism Linder, lead of
the monprefit purchasar New Soomunity Cocp., “H8 now hava &
mzdel, and it's helped to make the atate mare activist in
hauaing. "

30 FPhoaniz Ecowlaess Famlliss Gat Christmas Nones

Turing Coristoas 1993, 1% Phoenix homaless Camilies  wera
litarally taken off the atreets under an ensrgency and
transitienal hauaing pragren of the renpralit Comaynity Heuslng
Partrnership and placed inte transitiernal housing in 11 fourplaxas
bought from RTC. The Chriptmas bafore anscher Fhasanix nonprafit,
Labor's Communlty Serwick Agancy, dld somebhing fimilec Wwitkh 15
‘honeless familias,... A Phoanix tradition in the mutlnq“

Earthquaka Victina Sst fpasdy Ealp ta Buy Rams in L.i.

The apartnﬂnt muilding chey manaqad wracked by the January
17, 1%%4, serthguake in Los hngelaes, Richard and Juanitsa Greens
not amnly lost livimg guarters, bBut tha financipl basa Es cloas
their purchase on an RTC hene in Trona, Gh,  Buf RTC Newpart
Beach wenT to bat for theo h thy parsen of Sandra Rieler, - In
the saergency. the sales price was lowared from 530,040 to
520,003 and tne Spesned wepe fwiftbly moved (m onder & rantal
agreenent untll closang.

Hulk Bimgle-Family Convayancs BlodacmA in Wontgomery, AL
RTEC danatign of 11 single-family preperties o the City ot

Montgomery., AL, was approved on Fabruary 10, 195%4; nRalf ars due
ta clase by the and of May.
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RTC

REEAL0MON TRUZT CORADRATION

Roaba=Ing Thit sk
Rerioring The Confulsncy

AFPFORCABLE EOUAING DISPOALTION FROGFEAH {AHDE)
ACORECADD

ACCOMPLIZHAMENTE THERODGE FEBRROARY I, 1444

& Almasr B2, 100 dwellirgs =zald and closed for 51.2 sillioe.

* FG.5d46 sungle—-famiiy dwellings seld (24,623 unita)
and zlased for %86} million.

« 57,587 pultitamily units (25,063 salgly for low- and
wBIy Low-income tanants), in §29 propartiaa sold and
cloaed far 3652 millizomn.

* 337 multifamily properties (31,192 units) havée Deen
wdentified for tha Direct Sales Frogram for public
agencied akd nonperafit organizaticna; 931 are under
REgOLLAticn; 41 ate under contract; and 74 have clased
sales.

12 peyrcemt of all aingle-Family homea aold have hegn

saller financed by AT kacalling %138 mallice in salbey apd
3137 millign in loans; $%4 million of single-family
propertias financed through RTC spensdted mabtgage rovenus
bapga; il percent, or 194 of Ehe mulrifanily properties hawve
baen sellar firarced, :

74 percent of appratged value achiaved far both gimgle=
Tamuly ard multifan;lr Aroperiies with anm pwerajil rfeturn of
55 parcenc of beok valas-

Average income of parchasers gf dingle=famn’ly hodbes iz
321,889 or 61 percent of national Dedian incoze; average
puZchase prize 527,401

fRecent survey of buyera at 16 nationwide auctians and sealed
bidy ahows 3H peLcEnt are wunerltles ahd T4 percenc firgt-time
Luyard.,

cgpducted avar 237 single-family Zalel avents, ime=luding
aucticons, Fealaed bids and hemefairs in 13 =tates.

L) S Shaer WA o, O TAEH
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New Jersey Aids Low--
Income Project =

By RACHELLE GARHBARINE
Sporidlib Tha 2= Yor Tides
EATONTOWR, &) — Swny Hil
Apartroefils. 4 2Té-unil rental houszing
camplex n. thas Monmouth County
commumty, 15 about to make 3 corme-
back under new ownership and with
ak ledsl 13 percent af is umits re-
ceryed lar families with low incomes.

Ire MNeaw Cormmundy Corporation,
a nonprofic kousmg graup n Newark,
hopes [4 1ake over she project at the
end of this month wuh help fram a
pragram niroduced recendly by Lhe
Mew Jersev Housing Mergage Fi-
pance Agency. The Semiauonomous:
stale fmange agency IS providing 4
150,008 five-vear toan al 5.0 percent
MEeresl Lo cover down-payment and
clostng o055 for the group's $6.7 mal-
Iron purchase of Swony Hull, The selter
£ the Resoluuon Trust Corporaton,
the Federal ageacy sel up 10 dispase
af the assers of {ailed savings ancd
loans pstituiions.

Calped 1ne &fiorgabte Housing Dag-
posiion Demonsication Program, o
provedes financial assitiance Lo naon-
peatit RoUSINE 2raups Buyvsng mulu-
fapmily realal propesiies ang presary-
g them for lew-income famlies
The busldings mvolved are 10 the
nands of Federal agencies. which
alprig with Resoiution Trusl mcluoe
the Federal Deposit insurance Corpo-
rafian and the Department gf Hous-
g and Urban Development. The pro-
gram i bemg loanced wih ionds
1romm the S(ale agency’ s BRNer 3 opers
anmng budgel. with the resti finapced
tnrough Resoluuon Trust.

) *
Chnstiana Foglio, the agency's ex.
_ecutive Jdirecior. said the down-pav-

" ment and clasiig-cast inans would be

BIvEN 1D MENprofid borrowers at .pe-
rwmarket misrest rates and range
in lengih from & o 20 years. She said
praject apprevas would be based on
tnetrack record of the nenprodin buy-
er, 1né rember af affordable umits
penerated and whether ne renral

_Elream would e sefficuent @ support

CPerating Coves

The 1dea. Ms Foglto said, 15 to ges
More nonprail proups o [ake over
federatly owned properties and, n°
turh. merease lhe slale’s supply of
rerials for low- and moderate-dan-
cothe hausehgles. She said the goal
was to gilacare as much as £3 million
o hetp finance the purchase of abgut
{,00F renlal URHs,

Thos# unice will Melft mest What the
staie's Depanment of Communiiy
Affarrs, which ovarsees ihe sate's
housing, esumales is a need [ar
FOG.030 residences, mast of them rent-
ai ymts, for |ow. and mModerale-n-
come hausehaids through 1999, Such
households earm bess thar 30 ar &Q
pereent, respeclively, of the median
income of the areas in which thew
lantee,

The stave imtiative grew oum of 2
necd [0 kedp Lhe gogquisilion of the
stamy i1l cempiex gn track. The
prosecl 15 pne of three n 1ne stace,
Wepecher wiaung 401 anics. thar are
Rare of a naliang. program begun o
1882 by Recnlunion Trust [0 emcOus-
age public agencies and nenprofy ar-
ZaNLzaLons W puTchase mulamaly
tefital properies in s portloho.

Under that FYDETAM. Buyers myst
agree Lo setamde fgr a0 vears at leass
20 percen; of the unis lar peon|e
EATRINZ N3 mare 1han 30 percest of
e medidn ncome i e area, and a0 .
teas: 15 percenl of the amies for thpse



TaEMMIRE 0 MECE AR BY perceai of
the area’s ffedian ncome. Resclutian
Trust Also makes markel-rate Joans
available for as much as 95 percent of
the purchase price.

L ]

Ta date, }4? rental pooperues na-

nonwide, with a tacal of 33 433 ynis,
have been made avatlable undet the
progract, a Resolulon TTust spokes-
man sad. G ihat tocal. 116 propernes
Bave baeny $0ld oF are uader coRracl
o e sold

fn Mew Jersey. Lhe siile housmg
Tinance agency tried a macch nan
profil - groups with ihe Resaluticn

Trust praperings and provuls techni-

cal assistance. Thar was (he case n
the first [wa projects — one i High-
lands, &S, with 18 wnics, the otker an
Lnegn Criv wath 3 unils. [n both cases,
the properues were transierrsd o
the nonorehit grocups by Resoulian
Trus: at na cosl because the cosl o
rehabilifate the propecl exce=ded 15
appraised value

For Stany Hill, e s1ane agency
expanded its role 1o fiInance he re-
guiced $3500Wp) n  down-pavenenl

114

“costs. keepuig e depl from falling

through. The significance of (he Siony

Hill project, Ms. Fogleo said. i5 "har -

il larced the agency Lo Come up wilh i
fanancing MeChanism (o generale [(he
necessary down payment Tor non-
prefis to agquire tarectosec proper-
Lz

Ravmand M. Codey directar alf de-
velapment at the New Commuminy
Corparation, said he hoped L clase gn
the oroperty, which sils an 17 acres
nen Jar frern Roue 3z by Lhe end ot
tus month. He said g company,
which 15 noted for i afforcatle res -
dennial developments in Newark hag

pursued the propect “fo m=urs Lhat it

would be kent as an affordable znd
ArACLE place o love'”

The gne. b0 three-bedrodm apar-
ments ar Stony Hill range in sue from
B17 ra 1,155 square feel & 1wo-Ded-
roarn will eost 5456 3 memb for a
famiy of four makwg up 1o 333560
vear’ familes making up (2 333670
anmually wiil pay 3601 for the same

uriL The markel-race Tent would be -

5750 e $TE5.
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Create Housing from Th rift

B STEPHEN 5. ALLEN
IMrecinr. RTE aTordsble Hounog
Magapheian Program ,
v AMen rereallv ppake Grfors thr
Afforpamie Housiag Adveagry Boged
repardiaf st rrdable Aowirng briag
the 11redr oF faulea thrifra

crearea from
Hir pregdrga
teen ercerared heee g pur Opem Frrum
redart

ana Soesr flQirremd AT 104

Az ab Jam 110 ATC atfordabls
toutng nid cold 32500 dawmlings Tor 512
JLLom

These bigures include B apucdment
waldingt coAruning 26716 mulnfumeiy
ambs ac Wweell ad J0UI9T ainele-damuy
wasaen. e hawe weiier fmanced I1% af
sar mutifam oy prosescen. wd 22% of aur
1.|n!_|e-'.'u|1||'r hoemer. far L cotel Loan wsue
of 3862 sulon Withnar AT [inancing,
sumos! ene- e of nyilfaely 242 cae-
Juarrer of sinzie-lamuy saieF mieat ne
Fgve CLETER, ) .

Ly 4] arapermel which hawe been
idenhitied [of ana ejudea -0 acr Oirect
Suler Program. 124 ard sgnieeiv mepag
madkeiad o LE JTdE: negaiatign, b are
Lrder cortract 1nd af nawe cuaied 11les.
AngRgr 1597 ire e pregared wocs due
Ailigenee ceskansn Tur marishine

"We conhinue |3 mailan a P4% rejurn
an appsaded walge lor our properes, i
recownrr tadn oney algntly lowet Then 1he
L% wcmewed by hipher prced end 2i4er
qon-milfardaale propen-es ai ETC. The
average hosne arcs o andee SL3 GG
resching low-incame peeoie wilh aa
avkide WELIIY lasn 1han
17000 TrRrco-fuane:d af aue Jurcniiees
e FIraC-imE hOmebWYers

"We are verv aeasea | crourl oR £he
wlagyt 2 Me=:pg Eiles gadis an (FEI We
woid |51 mwibdamis praiemer ane more
reas cur gaal al D30 Dn singie-famgly
arEpefics =2 TAL 3 e FraTh oo 74dr
JLnnes !hll of 3 000 hame +a0es; we so:d
1509

IACOMmE 37

Y

et -family

115

P

e

R

Cre reanom fg1 TH1e g0 IRe (ACFERicD
number of tAgletimiiy propeed fdaw
i W enveRi@ry than are 0 ec00us neen
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By lan. 31 61 public agancran Aad
parchased 1 mulilsmely sropemed and
Y& nos-proftn grgeezaccans hed bougni
122 rnali femauy aroptenita. in T iy
L1E aan-pred ar pubhic agenéié: Bawr
haughe awer 203 my oy demily properices L
g prograre, TRU sas gdes prapeniel 1ol
ihraugn ke <learingnause markesing
prageam aad ine Direct Sales Progrum.
Far-gral! 2ANIIES R4vd purdadped 395
muwlifamuiy propemes. A rescdgwa o
pub-lu: AEAEE Buresl bRy e | o cirw
dpvrrmemi, |4 g hogaine aaonnes.
Ihree aae wmangitd. 40d bove cgancy or
rqgndl apencies aive bougn: maanfamogw

properiies.,

Far svamale the %an Anrce.p
Hauwnieg A-.l.r,l:h_nnn 121 purfchbaed .3
ullifamuy propermes =ik guer - 4K
BT units ler 3124 mathien.

In paanersip il e 50 Arme

Weed ang Seed gragrim, it hogning .

wthorir ok 192 duspidaiea hames
duraicd by BRTC. aemahinsd !wo-haed<
af them. and .1 “unldinE new homees on
6 land for Lowrncoma peaple poev iausly
IENIAg puodc BIRSINE Wha a0e JNGEFgaing
ke nYe homagwneerfap :uunn‘llng

Thiry hames e dloesdv up: Fanc
Qne L1 Nizencing rhe CORNCYEIA, 1ha
Fannze Mac 11 purshanag ks loans
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r MLIZE103%4 L0 Che 42018 BRd C:0v hOu lnd
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iltardadin hedsanr.
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DEALS & SUITS

. Resslution Trest Cary.
v. Diarhand, #t 3l.

T he Remolution Trust Cowp, has won
4 magw Aoy giving L the poweT
10 override stale aod local rcnt
cootols on propery Isken over by lhe
fexkeral ageney.

Reversing 1 lower-coun decioix, e
U.5. Coont of Appeats lof the Iod Circuil
o Mwck 7 rules! that the ATC cum cunez|

the leases of leannis in redl-controdhad

rilchirgn Ohot if bpma taken over,

Tot RTC clope mio awnflict with New
¥ork styee and cily reolconmrol reguis
tians 0 | 990 wihen # becime nnonuble
for dieposing of aine city spartments in &
baildizg being converied ok & opdo-
musium. The fithes 0 the units had been
Bkt by & Fuided thrifi

Afier the tarift was closad, the RTC
notified the leoants thar il wiy repudiating
the tepancies. The tenants could keave

immedinely, Bay through the terms of

theis lesges, o putchase thetir mmits. The
emants rejecied dw RTC 5 offers.

The sgency filed mic Feb. 25, 1991, in
the 1.5, Distncl Court for the Southern
Dimtrict of Mew York, seeiing a ruling thas
A haed the porwer 1o cancel the tenancics,
Tt sar anorney general and the New
York Division of Houstng and Commamily
Reoewal filed & countercomplaint, con-
eaing thal the RTT had o Manutory b
thary ke evicl the tenams,

The Disrict Court denied the RTC 'y
request for smemary jwdgment on Aug.
21, 190, md preowed the AaLe's mobon
nulbog tat the e were Aol within
the scope of the lederal szamle.

B the threc-member 2nd Cirguit panel
disagreed, concluding Ui the T
were coniract-baved keasehohds bt o
the RTC 3 suthority (o cancel,
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Legal Times
March 21, 1994

““Absent any liketihood of predatary
bedaaviour by RTC a8 receiver or conserva-
tor, ther was e reason [or Congress to
resrict thee kinds of tenancies cubpect to its
repudislion powers amd every reptm for
Congress to drengthen RTC s hand in
rEmedying k RMmORL imic emeTgen-
cy."" tee conil ruded).

Far the sppeal, the RTC 1urned 1o
Abrehan Seiver, Dennis Kiein, [au-.
remce Bates, and sssociaie Kevin Cromy
of e D.C. offece of Mew York s Hughes
Halsbrdl & Rewsd. Fragk Pesshl of the
New York offics of Rochester, MY .5
Nizow, Hargrave, Devans & Doyle wr
pue] the case 2t It bower oo

The RTC als> booked to in-taousers E,
Glies Cartls, sctieg pereral counsel;
Jamew Barker, assistant general coursel
Kevyn OnT, stoor counsel: and oo bames
Marino, Alng Xwcker, ud Saol Brub of
Mew York's Kecker Kraute & Brok.

Mew York relied on sir Asusant Al-
omeys Gerernl Kares Sasiln and Gary
Commor. The Divison af Hogsing and
Commumity Remcwal Tumed 10 in-housers
Dempin Saffrun, genersl counsel. Cullm
McYor, ciel of Tingaion: and Richard
Hartrman, xesociale counse|.

Three proups of tensncs apped Eli
Mattholi and azsocim= Dooghes Aroain of
Wew Yori's Wien, Muikin & Betiex;
Exva Bachwakl of Mew York 5 Buchwald
& Kawlmen, and Sleved Raubd andgd
Callees MeGuire, both New Yok solo
Pritionss.

The apiecal was heard by Judpet Deliis
Incobs. Joseph Mclaughin, and Georpe
Praft; |acobs wrode the decision.

The wmie 15 pianning 1o fle a writ of
CeTtrari with the Supreme Court.

—Judv Saraschn
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Homeless finding
temporary haven

Complex ready ~
for 30 families

Ay Ayan Kondg
Lenp witsr

i wen ance a8 bescon for drug
deald and pobiem wireos. New b8
the home of second shamee.

Al apartment compier at 1060
W Moubtan Yiew Rosd that once
caused problema [or che surround-
img community, aince has beep
vacated. pald ang canvarted mte a
temporaty home fot homelow {fam-
lizs .

The familieg wyp to 30 at s Hime,
wil: Lwe at the Winla Colipg
Apartments generallvy for abaot
twg mohthd whoe ther ook fac
jooe BRG MEw TN

Tht Central Arzona Shelter
Services. Which rins the horos e
shelter st 1209 W Medieon S
recentiy took over tundgement of

* the spATtment eomplex.

The Lapor's Commounity Serace
Agrhcy baouwght the Duildings for
RA000C last meoth [t oa using
velunteear laber for the renpvation
work that % enes sbour §100,000
in1 matenals.

The Arizons Mutibank Cammu-
uty  Development Gorp, aleny
oth Walley Natwoma: Bami, ent
$240,000) needed for the projecc

Fiftewn [afnfaes meved mto e
apartmenta jus befors Cheistmpn,

Al the project =anta now s
parzp of Approved [com the sur-
rounding commonicy

Mary Uren, the director of the
Cepiral Aryrons Snheleet Sernces,
hEs besn meetihg mtn north-ces-
tew) Phownu communiiy Jeadars as
wei] g5 Tedldenly of the Moudlain
Yiew Neirhberhosd, wiuch ercom-
Sasses Lhe AnnsTment campiea

Many of thowe she bax met with
Aawe prtd theay BLpport her project.

Brian McoClasiey, a wearby reai-
dent, seid e = surprsed of the
sucpart. Although rmany neigh-
borhoods erupt 1o protast when an
aency e ty pronde boumng fer
needy peanle, the Meudtmn View
MNeighborhoad sa far seerma b be
giving the Ceptral Asron Sheltar
Serviced A chance W make the
Freject wori.

“Mary Orioo has aboen that
arr ond bar Jrgmdizstivo gpe
willing %o mitigate the concerng
that we have,” MolClegcey said.

MeTadkey started oo effort &
few months mge 0 orgenize che
Woumam Yiew Meigheorhood of
Freellerce. Fe pdded that 1he
organtzgrion wiil ttv to get the
famites v the newly opened
BpArthmelt cofmpiex 1o -participate
:m the apem's improwesient pro-
grama.

Some 9 the nesrby remidsnts
have said they ere sonoerued thar
the houking progremy Wil ower-
crowd the nearby Mooptain View
Bementary 3chool. Thar alse ars
worried ik 1oe progrecas dr
aute will be “fumped” iata E
[Ty

Crtap sl those coneerna wndl
T taxan care of

Many of the schooi-gge children
in the aparmmtnea will ~ontinue ta
attend the Accominedation Sl
& achool o ceneral Phowmsx that
wal pal Ly for homelewt children.
A Dun picks up Bng drope off the
ehildrey each nchoal 4ny. !
 Drven said familien that domt
became gelfeuificient mefoes their
“wmporary houging agrecment sx-
pires will be TeTWRSd L the
OOWTLLOWTL She]tar,

_ Bhe sdded ehat Sunnyatope fam-
tites wio qualify for the hownng
program wl be given- prefsrsnor
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in gethnog oto the  wparment
compier when variociss arive.

"If there w & peoblam now or
lecer, when things reaily get
rollng, wa want to koow abogt it
Orton aand

The apartment complex han 3§
uzitd. Faut wrill e converted intoa
thild day=are center far remident
Famalies. Chue will be wused by bhe
ntaff, which w! e o Aite 24 howne
B day.

The ppartments were cwmed by
the fepermi government after. the
arevious cwner want tanbrupt It
nad been wacant for several
macths when the Labor's Comeo.
mty Sermce Agency bougni the

Soco after. the buulding wea
lensad 1o CASS.

Trie Labor's Commuaity Service
Agsnry 1m & non-prefit group that
oTgamzex voluntesr labor for com-
HuRiTY projects, In facr, the
Bgency argEnized the sonstructon
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 of the homessm shelter at 1209 W
Madmon .

Abmut 18 ta 20 wolunteers huve
bevn worhing to reoovete Yista
Coling Apartmenta wid Kenn
Murphy, the stomubvwe darmstor of
ihw agency.

The agency i mvelved o sew
eril eommunity proyecty, intluding
the novring of [ homelew Fam
Lt mnd Ao sffort to tehabilitaee
about 4 south Phoerix hames of
elderir peple.

Andrew Cotdon, president of
the Anwina Mulubenk Commo-
ity [evwlop Corp., paid the group
WL inrrrEtad 0 wmnng e lasn far
1he complex besnes it fit io mealy
WILh the cOrBarRtIon s SRAE.

The comeunny deweiopment
CHTOAN0D 18 & New profit grogp
furded and supperted by 13 Arn
zona banks it gonl 5 to pronds
Tinricial and technical pgwistance
to programe for affordable Roustng
and am?nmj:dﬂtlbamnut
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Wodnestay, Jeouery 13, 13583 The Aanzena Hepublle/ THE THOENLE SAZCTTE

Complex

- to house

homeless

Offars fransition

{0 Independence

By Ryan Konrg

1AM wrier

'Lowns once a Leacon foc drug Seals and
palice sirens. Maw .l is the ome of sccend

chances,

An pparrmenl cemplee ab SCEG W
Mauntam Wiew Tload that gnee causce
resblesg for oie surroinding chirmas:Ly,
siige [ pees vacaled. sold and converted
ang g lesspprary heine [z lametess

[ann =8,

Vlic 2mdies, up e <0 al 2 anee wili Nve
al tne Viste Coina Apactraents generally
[me alagul Leen manlhe whiie they soak for

joig mnd gy [izuseng.

Tle Czniral Arizgna Shailer Serwcer
which ~uns L hoingics shglier at |10
W Magizan 5., recently ook over
masggmaent of e apRrament domoier.

The [aber's Dartunily Sesvice Apency
Lought the boidings far $0400,000 pst
month il o umrz wolunces: labor (o Lag
renavados work Lhab will oost opiawt

SLLQ SN Sy imaLershie.

The Arizgne Meltibanke Commuainty
Neyelapment Corp, afng with ‘r’ulln-:.r
Holegnal Hank, lend $240000 neeced for
Lhe pravact.

Firtesn faimlies mowed inty tha ppart.
meanks jusl befare Chriatnus. :

Al e Argjezl #anis naw i 3 2acp Bf
ppuraval fann Lhe aurrcunding commy-
'.'||L_'r

Mare (hlan. te dizeclar al e Cenlzzl
Acizone Sleiler Servicas, has Deen niecd-

ing wils marth-cenlral Phoenie
cdmmunity jeagers gz wel| as
tdsicenks af whe Mountobn Yiew
Huglpgrhagd, waigh epcoimpozses
dig Aenrimend camnples,

ciany ol those she has med with
':l!J}:tszLil:'l they suppart her propect.
=Urma MeClaskey, & neacuy rese
denl, szid iie isn't sy rprised Gy Mg
.sur—;nart. Although inany  nepis-
ro¢liogy® erapl :n prolaal when an
agenty traes g nrovaie nonsing for
nezdy reame, the Mauntaip Yiew
Meighserlogd s2 far seems o b
aivimg e Contrul Arnizen Sihictler
Serwviees a chongs g mgie Lee
Mrogess wan k.

“tary Qrign hes shown thae
she and ner  erganizatian are
willing L2 mutignle he concerns
that we nave” MelClaskey saic,

MeGiamaey slaried an elfart g
[dw monusd 620 ta arganiie Lo
Meyulan ¥ew Meighborhood of
Taeellonge. Ile ndded that the
srgaminguen wal Tey oGooact Ui
inmiies e the mewiy  Qpened
afitrinen: camelar 13 pErticpale
‘o Lie orea’s unfrovemensl are
gra.re=



~Sorue ol e neariy residents
hove said Uiey me concerned that
Uie housing propram will avér-
crowd e penrby Mountain View
Eletuenlary Schgol, They olea o178
woltied Lhat the gregrnm's drap.
aus will be "dunped"” into Lhe
areo,

Orton said ihose concerps will
be lakén care of. '

wany of the school-nge children
i Lhe aparlmenls will continue.ia
atiend Lie Acroinmedation Scligol,
2 echaal in central Phesnix Uiat

wis $eb un for lioiaebeas chiideen, |

A lus picks up and draps off 1he
children each eecligo) doy.

Ortan said families Lt don't
secome elfomulficient befare Llir
Lemporary housing sgreemenl ex-
pites will be returned to ke
downlown aleller, :

She addled thotl Susnysiope fae-
iliea wig qonlily for the housing
program will be given preference
in gelling inte the oportment
somplex when vacancies nrize.

VI thete i3 o problem opw or
loter, wien things really get
reiling. we wart Lo knaow nhout it "
Oriom gaid,

The apartmeut coniplex hag 25 -

unita. Faur will be converled inta a
thild dav-tare center for resident
fomiies. Une will be uged by the
statl, which il bean sile 24 hours
a day.

Tl apariments were owned Ly
Lhe lederal gavernment aller Lhe
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previous owner wenl bankropl. Lt
had been vocont Jor several
menths when e Labar's Commu-

" nity Serviee Ageney bought e

tuildings,

Zoon nfler, the building woa
leased to CASS, )

The Lobar's Communily Service
Agency 15 o nen-profit group ot
arganizes velunteer lobar for eons
munity projecta. [ fact, the
opency organized Lhe construction
of the nomaelssa glielier al 1209 W,
Madisom.

About 15 L3 20 volunteers have

" been working lo renovnte Vst

Cplina  Apoctnenls, spid lavia
Murplhy,-Use executive cireclar of
the ngeacy. -

The ogency 3 invelved in gov-
erpl community projects, including
{he housing of. 33 homeless fam-
liea and an effort to rehabidilale
sbout 40 south Phoenix bomes ol
elderly peapls,* .

Andrew Gardon, president’ af
the Arizens Multibank Comey.
nily Develop Corp., seid tha grokp
wop ihterested in dsuing o Joan for
the complex because it Ak in nicely
witl the corporation's gonls.. -

The communily developraent
corperntien 18 @ nonsprofib geagp
[unded and cupparied by 13- Agi-
zona bapks. !t geal is 1o provide
Mngne:m and tezhaierl peeigtance
t emall businesses sud programs
for affordaile housing and eco-
nemic Sevelopment.
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Wista Coiima: CASY
Family Shelter in North Phoenix

LAAGTNE the oewd'derment of yoLe Lhaldeen's
laces as ol teil tham ehae l.nr.-u have o leave pour
house wugrt. Imagne raling them that they can
zredy bring 2 pillew and a favarie seaffed PEJELET)
anz a smal sutcase o3 slzkes, OF cowese . they van
ror wnderseand  Toey don teven kngw verat
CUEECCNE 1 dsk.

Coealet veu el Ihem that vaa Ail el ] e camoir g
somewherre o the cas, ar slaviog i a I“.l.'l“"|é|e=.:.
thaltar, unel 2rg of your vxoected sources uf kelo
woame § thepu gh ? o4 AUTOAOE COMUMILALCY, pacrnls
.‘a.;i,.n.s =ronnyc calamity ghould have betler
neyans thao rhar conversasen inoaeer griceen s
TOaC.

A zar zulls up g the cernatthe CASE shellerand s
fiterad gArene comes inside or elo. Chitdren
lool cur ke back windaws wade-eved & the men
FAAQINY g kR itewralk. L emudd B wrong to cali
SKER A Moment 4 oofmal oocermence, Do il 5 oa
LooL.On SCIUrmeRnCe.

If ehere e Ta0m, f02 Tem fandg there s raey abtan
ratl, 1 wania be e asoel case o the Sakfer 19 be
cssigned 3 punk in e men's spestar downsiairs,
A Lre mother and crilaren owe sheitered up-
itawri. AS IFthew dide’: nave encugrn stress 1nd
yanrdsion, thew ace noewr uparu:d ima \'rrw I.'.rgr
andg srange swiiding.

[rmear e 193, s-:rner_hmq muen Terdr hmper'eu:
Wwith J'e prle nr Lazar's Communice Drmace
AFINCY. ARTORA Wit bape (oM oy DE‘-‘?'\-P
manLCarparasen. 2ank Joe, Lhe [ Kieckhefs
ardd Margarer T ‘r{{:ms Fourdalions, Cathalic
ealtaare Wes: Trhe Phoeras Sues Ol Les.
[arract I'.E-m.rr'u-u -mx P, amd rany g edo-
als comganind and famuiies (huocghsur the rom-
Sverabv, CAST ovened 4 (3Tl fhewar o aorh
Thouras that Iggks no 2iifere st irgm an avesage
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_ Valley 74 Interview
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From the Pain-of the-Quake, an
[dea for Low-Income Housing
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FEIED. FRANK, HARRIS, SHRIVER & JACOBRSON

TieE HoxoraHLE CUELSTORHER J. Do

CHAIBMAN, SECUKITIEY SCBCOMMITTEE OF THE
COMMIMTTEE 0N BaxkrNG, Housivs axh- URBAN AFFalHS
UUSTrED STATES SFNATE

He: The Supreme Court’s Recent Central Bank of Denver Theeision

Deur My Chuirman:

[ um pleased 10 pespand to your letter of May 11, 1884, in your capuacity as Chair
mun of the SBecurities Suheommniliee, roquosting my wiews, for the record, oo the im-
plications af the Supreme Courl's recent Certrol fank of Derver decision,! end aeek-
ing any recommendations | miyhl have on haw Congress might nespond to that deci-
sion.2 Your requesl is tn oanticipatien of hearings the Seeurilics Subcommittes will
be holding this wllermoan, 1o order 40 enable you o submit those views [or the
record, | have cwmplivd with your roguest 1o furnizh you with oy seaponss prior
to the opening of the hearing. [F ¥ou ahould Jedice more claboration on any ol Lhe
izsued disragsed belaw, or woeuld like me to pddress additinnal iasues, however, |
hape you and the Sobeommittac will ool heositate to coatect ma.

Preliminary Persronal Statement

At the outzet, | sheuld like W sddress the coolewl in which Lhiz response i sub-
mitteel, Ay you hnow, | had the privilege of servieg for more than 8 decads an a
wigmber of the Staif of the Securitiea und Exchange Conmissivn, and feem 1875 {0
1978 az the {Cgmmissian's Genoral Counsol. Sinee September 1978, [ have keen o
partner in the lew D of Bried, Frack, Harris, Sheiver & Jocobson, and T am gur-
refily mesident in the Firev's Mew York and Washington, DO offices® At the

reacnl bione, 1am also sorving s the. Co-Chwir of & Task Foree of the American

4T Assncislions Buaineas Lew Commillee on Joing and Several Tiability urder the
Federai Sécuritics Laws. . ] .

Although ! repruseat varioea elignts whe, frem tioe lo time, mighl beve an ister-
est in the subject metter of your hearings, 1 have always meintrined a policy thot
any views | expresy tn the e:ngmu are yalely my owre Thia leteer, therefore, has
becn prepared direcily by me, und relieeis only my personel siews. 11 does net re-
Moot the wiews ol any clienl of my law Arm, end | bywe nol been compeneated by
mnynne fdikeetly of indirectly] Lo prepare this [otter, oF 1o Articulate the views it oo
te:ng ! Thia lelter alse does nel reflecl the official views of the American Bar Agzn-
ciglivn, or ily Busincse Law Committee, or lhe Task Foroe that [ co-chair. Indeed,
expapt for two golleagraan, wha have saaisted mo o potting this [elter tngether, wou
ara the Nrst person who will be receiving or reading 1ls conlenls. While ['know that
thia may nol be cotical in sesessing the views Lhat follaw, | deem it important to
Iet you know that weo fe receiving anly rmy personal vicws,

The Operative Context )

. Withoutl wnduly boluborng Lhe obvious, the Central Bzak decision should ke con-
sidered in contenl. Although the Fodorsl serorities laws, and partiou iy the Seco.
rlies Bxchange Act, have beon revicwod poriodically by Congrasa, and froquently
updated, there hus never been o comprehenerse Conpressions] review of the phe-
nomanan af prvete litigatien woder Ene Foderal seeurities lawsS FPrivate litgiation
iz eritical 1o the effectivenese al the Fedoral securitios Taws, Dospite same dilicultiss
that have amsen ever the yrars, privete rights of aclien have served two valuehle
public polivwes—Iirst, privite righis serve as o “neerssary supplement™ o the Com-

Wentrad Mank w Deaver, NA v Firsl Ielerstale Haek of Dercer, WA, B2 LS LW 4200

I:.ﬁ.;.lrﬂ [B, 1984
Aocopy Al yeuT TebleT ix anaexed 1k Exhibig &,

1A copy ol 8 briel reswend s Annesed as Exlibo .

My clientn Bte wwaee ol [ froquect]y wake, Ieowire, o iosbily onoikroes of imiperlanoe im
cerpetale drd seeurilus bows, aed ey ondermiand that in cypropriog my awn wigws, [ rmay ar
ligu]abr pevikiems that are not sngpnrbive of ouilions Lhey might wish me Lo espouse ax 0 paid
advorats,

EThe Amerncan [aw [oetilute, of which L emon momber, cemmiskianed ¥ mvicw nf Lhe Foderal
fecurilien baws wndor the aernk o Lowe lega, thon e distinguished profsser of [aw al Harvard
Lavw Schoal, nnd a former Gnmemikson olamneg. Congrees hee engaged in Uwo Rior lagislative
revizicone af the Sccarilios Exchinae Sci—io 1864, and in 1975—as well as ouelorows olher el
lur duowigned ta dewl with spowfic prdlems weer Lhe pixte-gne wonrs pinee the Bl ol tha Fed-
erql pewunlirs [awys was poacted.
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miasian'y own eafercerment actions;®:aad second, private liligation aerves to enrure
the confidence af public investors, und particularly jndividual invowlors, that or
capilal marketa ere [zir und thal miseonduct can effectively b modressed and en-
esrages Lhem to invest with eonfidence 7

The jegisletive approach Lo privabe securilics law semedies wdopied in 1833 and
1934 was thoughifinl and belanoed, but sappears teday to be wnder-inclusive. Mo one
could theo heve predicted the cxponenlisl rowth we heve wildtssed in our cepital
mariela. And, although the Acts were adopted with & view Lo gtem abuse in our
capith| markels, no ore could then have prophesied the myriad waya in which invea-
bors coplid becoms w1ctima of thoee with nelarouy clleror metives. MNor could anyone
then heve anticipeted the dovelopment of aow Torms of investments, imooviative
methods of truding wnd wowel forms of mmmanicalion Bmang an aver-ex panding
Noiverae ol murkel parliwcipants. .

The Commissien ﬁas been a vigilunt wabchdog of shareholder rights, end has de.
vicloped whal most woilld concede is one of the fnesl—il nol the fnast ol—enflorce.
ment programs in Government, bul the weeney s Hmited in whet il can de. And,
Lhe cxprees romedics provided by the Federsd securities laws Jong ege proved fned-
equALs Lo cover many Typea of frand, particularly in the sscondery trading markets *
Rucause of these dificullies, Fedaral cnurts were besieged, early on in the adminia-
tration of those slatutos, with requests thel they imply pHvate cavaes of action.
While this efort was well-maotivated, it p saed withaul reel guidanca fram Con-
gress, and withoul puylnf the same melicalogs wilention o w baluocing of compet-
ing inmereste thal marked the efforta of Congress in the expresa remudy proviswns
ol the Becarities end Sacuritiea Kxchange Acla.

The resulbl ey been w significanl perversion of the purposas peivawe litigation is
inteaded t0 secve. While many private actions ere ertornious, aod do nol raise the
problema discusased below, wmany of Lhe privals lawsuile thal are fled, ruther than
teflecting & Twir efflorl 1 Feleeds aAppropricte concerns, reflect efforts by plaintiffs
Attermeys seeking to find Rome deeppocheted defendapt bo hold pesponsible either
Tor the legitimately queslianable acls of improuniows principals,.oc o compeneate
somedne lor g drop in the market pries of sccuritics. These [gwsuitﬂ pre filed with-
ot any peal ipvestipation, hurling aeruaations and charges that are wnaoppored,
and [requently unsupportable. The tirgels of these Towsuile vre selected, n fur oo
fafny inatamecd, pnt Decause they have angeged in improper conduct, but because
theyr ame Bnancielly capable of aoltling the action on meuninglul Lecma—at loast in
the eyes of the plullltiR{ lawyers, who often are the principal, if ont the exclagive,
bepeficiaries of such 1itigious efforts.?? As & counselor to pul?li.c armpaniee and se-
ritiea professionals (such e acoounling frma, law firms, and bmker-dealera), I have
ellen scen clients compelled to weigh, ond refu ctankly neeept, a gettlement of ill-con-
cejved litigation because the cost and vicissiludes of litigation ercate too much of
a risk for &ar&hnlders.

'In essenee, much of this private litigation has soen o mesloration of enmparaty as-
gets, when corporationg hopr the hur{?en af a aottlement. Preaent shamholdere are
deprived of company aasety in (Bvor moally of plainlilfs" lawyers, who ofteo are com-
pensatad far more weneruusly thun these on whose hehalf theyﬂpliqpnﬂrt’!dl}' inBkitula
auit, When the defendants ape securitios professionals, the dilficuitica become even
more severe. An accounting firm that mey heve received hundreds of thousands of
dollurs in fees for an audit, ten somehow he bedd liable for teor of milliona el dollars
becanse they, ton, Tike the subject company’s sharcholders, were viclimzed by some
mabevolent individaals, Primary woonpdaers sellle quickly, and cheuply, leaving ac-
rurnlizs prolestionnla o defesd themsalves, snd pay the tah in the event ¢ Federal
court invents a theery of liabilily that a jury may be ull too willing w apply Lo pro-
{essionala they aesume are well-capitalised, er well-insured.

This phenarmenon 18 not new; ot has it not gone anneticed. Neary two decados
agn, the Buprcme Courl warned that private secunties litigation eould be far more

“hre, pp., LI Caxe Caow, firsk, ATT LG 426, 432 (] 5041 !

Thee Arthur Lowite, Tovate Litigation ander the Foderal Secorties Lawa, Addrees before the

Secoritis Boprulation Jastilobe GJan. 26 19040 al 1. . -
. MSecuen 1A ol the Secunliss Exchange Acl ik ngosd exomple. [ pormil inwstors e paes e
lelee platementd made wm any docwment Nled with the Comeneaten. But il de=w not cover Teloc
slhubismenis made wn the press; or po ot ejmneies of Clovernmenl, o n fee G- faon leang-
aclirng, o in exchaTgs o7 rver-the-counr trangactiena Thiz acopustts ot the: paucly of actinns
that have cver bacn beoogeh b wnder Lhis sLakute .

EWichood meeaning b0 ke eyitical, theve v a vest difference betwoen oansidered lepislative judp-
menle alwall peneral slotolory megdirenenn and the clfarls of 8 cowcl L procnote Teweh juatics
berween the Titiganks befone il The laker ie rio Bubstitate Mor the freser. .-

0 nlhcey Borden, The Shoretolder Sult Chorade, aMEE LAWYER, Dec. VS, st &T.
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sbusive than other <ypes af litigatian'! Similarly, 2 the then Geoeral Counee] of
the Commirsion, expressing enly my ewn personal views, | publicly questioned the
exceaser of private htigation, snd pointed ouc same of the deletericua ofects it oonld
biwve o0 the Commisaion's awp enforcement of the Federal secunidice laws.l* Theee
oonearnd have not beon widely hecded, wod the lewer coorts have continued w de-
vize now cuuses of potion in the ebsene: of Congreasional action.

Aa printed out i yoor letter, Cendrel Bonk 1a ene of the most signilicant Federal
scoipties low decisiona in many years. The Supreme Courl's decision rejected any
implied action under Sscunties Exchangs Acl Huoie 1065 for siding end ebetting.
Your immedizte alicalion b this issoe js A testament to the Court's view that Coa-

ga knowa how to impose aiding and abeiling lisbility when it ¢hooses to do so.
mhnmugh examinalion of how the decigion will impact the ooment system af secu-
rtics liligation i% &n ceeentielsstep toward mekmg that cheico. After cotlining the
impact [ believe Central Feak will have on the Commission, investors and profes
sionals whi have heen charged e miders and abeilers, thia letter seta forth my
vigws ragarding how Congreus might respund Lo Lhe deeision.
The Dexision's Significancn

On May 2 154, the New Youe Law Joviease published so article T had pre-
parcd analyzing the implications of the Ceatrof Bosk decision,'® Because 1 have in.
eluded a copy uF't.huL arlicle with thiy letter, [ will ned. here ropeal @l of the points
I raised in that aricle, Instend, T will aummarize seme of the more salient imyplica-
tions 1 belicve will be cogendered by the docision, s well as seme additional
thoughts [ have hed since thal, article was prepared.

LMPLICATIONS FOR THE SEC

Despile receat asgertions tn the contrary,!* 1 do nol beliove it iz open Lo guestion
that Lthe Cendral Honk decision will priclude Lhe SEC [rom dopesiog Rale 10b—5 wid-
ing and whelting lizkility. This conclusion, endomed by the dissent, ' flows from the
fact that the decicion interprels stelulery lunguage, nol legialalive policy S In fu-
ture SEC vawes, 8 section-hysection approach to civil aiding and abotting liability
will mpply. The Courl expreezly noled, for examgle, that the "SEC mey proceed
spaingl brokers and deslers who aid and aket s violatinn of the securities laws
.. . " The comstruints itmpased by the Court on widing and vbetiing lLinbilily
should not e restricted to Rule 1005 The Ceurt’s analysis wonld seem le apply
te all the sistulory provicions administered by the Commission. Even whene the
Comeoddsion does Jaeve the authority ta pirane samopities peofrasinnels oo theories
af miding and abeiting, such a3 in Lhe case of broker-dealers, the Commission will
he requited to 2how [est, thit & primary vialAtion of 1ew aocurred, and gecond, that
the broker-dealee’s condusl was “willful” Baced upon recent Supreme Court dec-
sions, the “willlul™ standard reguires prool of deliberate mizconduet.™

The SEC sheuld he able to rely an ila 198 powers Lo impesy cease-and-desist or-
ders, ulung with cortain lorom of prophylactic relief, to pecapture anmme canagea of ac.
Lion it has loal by virtwe of the demise of aiding =and abelting liabdity. The 18980
amendments permic the SEC to prooced administratively againg: persons wha
"eauss™ another person's violalion DEF the Federal scencitica lows, While this eoase-
and-drsist power iy ot coextensive with the scope of true alding and abetting liahil.
ity, it would eoable the Cormmission lo pursus pemons who, albeil ool primery
wrongdoers, took delberale wnd afffrmoiive sleps (o ouose another person's vielation
of the law_ In roy view, the decision will place A heavier berdan en the Commission
Lo imiktiule ila awn enlorcement acliona, rather than o rely on prvete Jitipetion, i
light of the fact that certain conduct may not Be rederaable hy private partios, but
mt}ll};bc reacheble by the Cammission in an admicistrative lorum.

rhapd the most significant implicotion for the Comenission ia the fact (hat i is

laboning under u stelute—Section 10h) of the Secorities Exchanpe Adt—and a
rale -Huje 10b-5—Lhut are ill-defined, and 1ll-suited 1o sccemplish (beir intended

Y e Chip Stameps v, Warar g Steres, 421 L5, T2 01975).

S Harr e i‘? Pucl. Ar S&L dnnger's View of The Thility af Private Lifigatinn (reder the Megergd
SeeLerities f.:u..r, RSECUR. BEG L), 3 (1577

Y Hurney L. ML, The Demise of Tmplied Alding and Abelteng Linbifily, NaTIONAL LJ., May
2, 195, At 1 A mp;}' af my tlient mtanoeandum, whicl peeved 38 the basie for ihel arlicle, w
Ramtend ak Exhikil 1

M Bharon Walsh, High Coart Raling Sharply Curbs Suwirs on Securitios Froud, N TiMes,
April 20, LO04, 8L AL,

By IS LW, sl 440 (Swevens, ., digserlingl. .

TELer Adren v SXC, 446 U5 GHO 0 1EBEL) .
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remedin] moselts, particulurly with respect to insider truding violetione, bul wlao
with regpett 1 vielations acr:urrln% in conestion wilth press neleagea, Ilnancad
atrtements aod-the like, The need for a mmji\mhehai'-r{-. legislative Aclution te the
roblem of private liligalion, and the reach of Rube 10b—5 18 manifesl, and even the
EEC hod recognized chat ot varous poiots in e past, at leasl wilh roapeet to aome
azpects of the Secton and Hnle's coverege 1Y e the abarnoe of aome leginlative help,
the BEC ontinves to (aee the poasibility that private litigants, aseking to airelch
the lawa beyend therr legitimate contouwrs, may caude significant damage to the
]Commjssinn'a own flexible apprach to the interpretation of the Fedeesl seourities
BwWS.

IMPLICATIONS FOR INVESTORS

On the duy alter Central Brnk wan degided, frontpage newapaper headlines hor-
alded the vrosion of inveslor recourse to private. rights of selion *® 1 urge yon to look
beyond those initial boadlines. Centred Bowd ddressed enly a sliver of A system ol
securities litigation which, viewed as 8 whole, has served investor intarests ponrly,
1 see Lhir in soveral uspecty of my pruwclice. .

Most importantly, investor of o public company mined in shereholder litigation
Tindd thoy musst pay ot ooce, ook bwice, but theee times to exteact the compuny frem
thiz quagmire. ﬂ‘irﬂ.t, it is tha aharcholdera who, wltimazely, bear the st of the om-
Eun 9 defenwe, And Ceafral Sark underscorcd, vet again, Lhat “Tiligelion under

wle 1065 presents & danger of vexatiousness different in degree and in kind from
that which aconmpanios kitigaton in gﬂnera].'“‘ Bocond, the t:,.lpiq:al cage vnds in
aeltlement end, again, afl the rampany's sharcholders hear the nurden for creating
a fund o compensatle planti/M' counsel wilth the residust geing Lo 8 subsat of the
campany's investors. Finally, the aosts of the ligativn linger in iIncreased insuranco
premiums e director and officer liability. While your Comamittes Daevitably will be
presentad with conflicking data ebaut the relative afficiency of Enis litigation, thewe
can be no debate about wla, in the eod, mest pay the tab, )

In addition, shereholder Jitigation setves to conatrict the Dow of information to in-
veatars. In a Maetional Investor Reletions Tnatilute survey of 386 oorparete officers
reaponuible for inveslors communicationsg, helf the reapandenis reporied that thay
were under pressure Tpom legdl connscl and aenior mano@ement 1o edoos the level
af valuntary discloaaes ol af coneern fov sharcholder litigation, Forty pereent said
they had bowed Lo such preasure ™ Although the SEC has crafted & sale harber for
projections,® | personally ecunsel againsl eomparies making procections becanas
they are fadder (or shareholder litigation® Our preseal system ol sharcholder -
getion, therefore, prampts eompaniss o ligdd discdoaure of the very infermoation thig
investors noed maat.

Morcover, given the prester expesure of oflicers and direclors te individual liehil-
ity, many orporalions are Tinding it dilicelt to accrecl quialificd individeala o seeve
as nificers And directars,®™ And, even when companies ate fortenate to find quoalified
persons to serve, directors moat apend a great deal of their 1ima wormying about the
onnacquences of s markeiplace they barely wnderstend, and eannol conlrol. The
knowledpe thut an_ﬂhin!{ they do may trigger u reduction in the price of the compa-
ny's securities has / studlilyviog effect on corporate decisionmaking, and olten creates
a barrier th preciaely the types of creative corporate governanes, and candid discla.
surcs, the 3RO soeky Lo encourpga.

Y Ae you may be aware, in LBAT, [ wae anked by thie Subcormmittes w o chair an ad-hoe cuin-
itibes of prvale atiorneys chared with Lhe rash of defining the crioee of jnkider Upding. The
rewtd]E of gur elferls was i the fucm o lyasbooon by Senplors Rugcde ond [FAmMete, snd the con-
c:‘.g‘!'. il Lhal Jeprisluticn wak endomeed by the SEC

Hee, ¢ @, Shamn Walch, Suprente Coun Limiky Whom Defravded Tmuesfors Clan Sue, WasH,
PD.BT, AP 20, 19%4, a1l A-1. Linda ﬂn:unhuume, ”igk [laiart R‘.'J.I:r'.ng SMF?I} Curbs Suits on
Fecoritiea Mrapd, MY, TIMES, April 20, 1934, aL A-1. :
¢ *;fz s LW, ab 4287 (guoling flure Chip Stamps v Mgear [rug Stares, 421 U8, 721, 73

1997505

22 5w, lavaak M. Thompsen, *rogidend, National [nvestor Relatiane Instilube, Shorehulder Lis-
ation and Corpreabe Liselosure: A Conflice with v Bewslulion, Addecin brlore the Amcrienn
tock Exchanme CEC Homional Progrwm.

7 CER §2I0TE {1833

™ Tep Harwey L. Putk & Harl A, Crmkaolmioms, Skarpkolder Maifs Sogpest Some Loasors, Na-
TELoaL L., Awe. LD, LEDZ, al 24,

“[n the med 1960, Amgady Corpanliog, 8 Detesit-besed manolacturer of alleve and exhavst
gyriems, declimed lo renew 1 direciome sand olTicers Jigbilily inserance when ihe premiomes in-
rrecascd enfubd When mest of the rdaling bowrd resigred, Armede Fresident Jerry Lupah ce-

‘nced them wnlh_ Loy L wsc Ll pmrp]e" whnm Lhe compnny could nlffiord o indemnify peRinsl
igbility. Sre Lowin, fhrector Tnseranse tirying Lo, N Y. TIMER, Murch 7, 1368 a5 OL, |



130

Anathar importand jpzplization for investors of the Central Bork deciaion moy be
A reversa] of what hes been a troubling irend. The potential of shamcholder litiga-
{ion, with its uncerlain caparcity for the imposition uiPﬁabi]iLics Lo an indelocrmirata
clasa_ for an indefinite amount of money, has discouraged many professional [Trmia
freom providing services to amaller companics, purtlruﬂ-;'ly in the high lechnology
areas. ?® Thia Iscel of Lthe currenl ltipation eyatem did oot cscape the Suprems
Court's altention. -

The Central Bank decision limila enly one aspect of & aystem of seourities litigs-
tion under which inveulors Jare poorly. A patchwork solution will oot redress these
shoricumings. Investoers would be served best by a comprehensive reapagae that pre-
serves recodese to the judicial system for those wilh legitimate clajms while contain.
ing the abuses which, in the end, are borne by ipveslary.

IMBLICATIONS FOR SECURITIES PROFESSIONALS

The Courl™a decision should cmancipole periphersl defendants foom Tabilicy in ac-
tiona under provisions of the Federal secutitios laws ather than Hule 10b-5, Whilk
the decision dexls only wich Fule 10b 5, ila logic would extend pet only to impliod
rights of action under the proscy rules (end, in pRrticular, SEC Rale 14s—8), bul ulsn
ta each of the expr:sa remedy provisione of the Sceuriliea Act and the Securities
Exchange Acl, sinoe the Court found thut those provisivns exprersly do noet reach
aiding and abetting linbility, Cererad Bomk mpy not provide a9 mueh respite for pro.
lessionalz and ather deep-pocketed peripheral defendanls s hoped, however, since
pravate particy can be cxprelod 4o cloak charges of aiding and abetbing in the goisc
of primary vislationy ol F:i-w. 1t remainy Lo be seen whether the courta will prove
teceplive, as they whould, to molions to dismisa on the ground that the substapoe
of an allegating is nothiag more than a cleverly cencenled charge of aiding and ahet-

ling.

"lsh.e Central Bank decisian presages the poetential demise of respoadeat saperior
and other Jorms of nea-stalulory vienrivus Lobility for brokerwge (irma and others
under the Federa] securilies laws. In Lhe abaenpe of express suthorization lor such
lisbilily, the Court'e decision makes il unlikcly thatl it would countenance the impli-
ratinn ef auch lahility e the context of impliod eclions under Rule 1065 The EPacl
‘that §20u) of lhe Securities Exchange Act upecifically contemplales conimliing por-
son liebidly, aod estubbishes chemr standards Tor its invecutinn, oggests that all
ather formy of viewrious liskilily will not be tolerabed undor Rule 1004,

In rejocting the SEC's argoment thet the Federal eriminal miding and abetting -
abilily statule ** was an appreprate predicate for implying civil ziding end sbeiling
linbildy wnder the Federa] secoritivs Taws, the Gl ﬁ'inl::d at the possibility that
"recklessness, . . (65 opposed to] intentional wrongdeing™ would not be an aceept-
abic hasis for npnsing ETiaeu't:u’lit;-r.” The Coirt never reached the issue squarelyia
Centrad fank, but ‘he tenor of the derision, and same of its langmage, sugpests thal
even where aiding and abeiling liabilily can be pursued by the SEC, the appropriake
standand of liabilily will be inlentional wmoongdoing,

Althmugh the Court aeknowledged that secondary actord in the seouriticd markats
will not "rlways [be] fece Mmoo liabibity vnader the securitica Acts,” it articulated a
throsheld burden for the SEC and privete parties to meet:

[alny pereon or entity, including a lowyer, accountant, or bank, who ecoploys &
meadipalative device ar makes 3 materisl misstatemnent {Or armissinn} on which A
purchager or seller of sopupities relien may bo liable R a primary violator under
10b-5, assuming &ll nf the pequirements for primary lishilty cnder Rule 1065
Are met .

How Congress Might Respond )

The questiosn whether siding and wbetting is 1o be exproscly incdoded within Role
10b—5 should not be Answered in dsolation, or in the eontext of uvnreluted legislation,
Instend, the question is mere appreprialaly sddpessed in the context of Bnawering
the hreader questivn of Huw scrurilws litigulion sheuld be reformed. The perils of
pddreasing aspecty of Rule 10b—3 privwie uclivns in piecemeal fashion ar illustrated
b?' the litigetion arising in the wake of Congress’ sdoplion in 1881 of Section 2TA
of the SBeavpitios Exchunge Act. .

A DI’-TEroWrii_maés Ourden of Ligbilily, o ¥White Puper respending to the roguest [or deta
gent by SEC Chiel Accourmtant Walley . Schoetse Lo Atthur Andersen, Coopers & [ybrand,
Deloitwe & Tawche, Ernel & Younp, KPWEG Meal Matwirk and Price Waolerhouse (Jeno 1953),
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At the Lime Section 274 was under ennaideration, I was privileged to testify belore
thie Subcommities, and | ourged. thel piecemeal approsches to ltigation net be
atopted I While my vivwy werw given cordia] wllention, they did not prevail, since
then, there hawe been any number of cages challonging the wostitutionality of that
cfforl, including a cese Eurrenl]yiendin before the Supreme Court.?? Although 1
hauve dvubte whalhar il is necessery Lo addresa the mmplications al the Cerlrad Sank
decision, il this Subcommiltee were 1o reuch o differeot conelusion, 1 believe that
any legizlalive actions o ﬁrding siding end abeiting in Rule ]10b-5 actions ahould
be incorporuled into, and conmidered samubtancously with, the Private Securitias
Litigulion Beform Acl of 1984, 5 1976, . .

T b elear, 1 skrongly endorse the throsl nnd substance of 3. 1976, and - helieve
thal legislation in substantiaily that ferm should he enacted. Tt 9 exactly the type
of legislation that T believe thin Subcommillec should pursue, and it is Fesponsive
1z the precise ronecernz of the Supremes Courl that J'];El.ered the decisinp in the
Cgnirad Bunk case, and that produced so many of the apinions of the 1970% that
curtaifed the excrases of private securilics likigalion.

B reocoving your lettor, | have brielly reviewed Senater Melrenbaum®s pry.
peaal, which as | underatand i .3 not propoasd B3 an Amendment to 5, 1976, o bill
that does wddress litigetion reform in comprehensiee lashion, but rather is 8 pro-
posed amendment to B 1363, a Bill that sddresses interstwle banking and branch-
1ng. While | recopnize and appluud tha desire underlying the pmlmsnf{m b rospon-
sive La Lhe Sumee Courls importunings thed Congress revicw and addrras the
phenamenan of sharehalder liligation, [ Am encermned that thiv prepeeal would not
accomplish chut poul, wnd would ullimetely dissceve the very ends appropriste legiy-
lation cumect.}y ahnuld sasck to achiewe,

Firzl, aad foremesi, T am Leoubled by any e(for to deal with a complex subject,
by amending & detniled picee of legislation Thel addresscs 8 whally uarelated sah.
Juel. That type of diversion of effort ia certzin ta produes A fvsy thoughlfv] spproach
Lo any lemislation thun would be the case if the effart to deal with the Centro fgnk
decising wore incorporated inta 5, 1976, This docy nol mean, howcver, Lthal I believe
there ia wny need to respond Lo Centraf Bank's holding apapt froan the comprehen-
aive approach ta secondary liability scl fotth in 5. 1976,

Seeond, although Lhin propessl attempls o meke sxpross whet corrently (s 8o im-
plivd private right of weln under Sccurnies Exchange Act Section 106h), a goal thet
might b wnr'.hs' of pursuit in the centeat of brosder securities liligalion relarm, the
bill would send ioto turmail decades of legsl ?mccdunt refinimy privele arclions
wnder Section (Mb) and Rule 1065, Thus, the bill would modify doth Seclions 10{a)
aref 1000 of the Securitivs Exchonge Act, by meking it “en unlawlu] actl, for-which
# person may be held liable in an action heaught by the Corumission o by oy per-
fon” Lo effect cortinin short sabes or w0 vsc or cmpley any manipulative or deceptive
device or enntrivanee, xll in contmwvention of Commissian ruies.

1.1 dv ol know why there is any desite to eTeate an expresa canas of melion
or certain Tﬁpﬂ:& of thorl sales, bul Iynm doubtful that thers iz any need for such
legislation. Nothing in the Cendrad Hzak decizion implicales in the least u.nﬁrlh:in
about the nced Jor & private remedy for improper short sales and, (o my Knowl.
edge, there hus never boon any significant gall for such & resmedy. Thiz unoswa)
feature nf the lagizlacion dewey not seem justilied by anything of which T am aware,
and cculd create significant issues in the Commizsion's adndaisteacion of the Fed.
eral sotdntics lawe.

2. Mobwithstanding the apparest desie wodorlying the propoeel to clutily the
luw by muking w couse of aclion wnder Soctian 190 expreas, this draft linguegc
doeg ool conlain the barest rudiments of Lhe cause of sction intended to be o

- ated, ss ig the casa in each af cthe ather express remedies under the Securitiea
Exchunge Acl,

3. The propoedal purports to create a ceuse of mRotion an helialf of “any pereen,”
an unfertunele lormulation that arguably weuld allow persans whe had aathing
to do with the defendant, snd persons whe never punchused or sold the securitiea
affeeted by the slleged [ruud, o maintsin 8 lawagit, 1n cach of the express rem-
edies undar the Act, r plalntill i & private aélion muoat have bought or sold seo-
rities from the defendent in order to have stapding 1o suc. The same scandard
has been imphied by the Supreme Ceourt wunder Section 10%b} and Rule 105

. OWrtken Submission ol Hary L. Put bulfere Lhe Seronties Subcommitiee of the Senato
Baokig, Housing, and Urban Affaine Qommitiee Hegarding the Brysn Amendmont o 5,543,
the Senate Tanlone Rl ({ae. 2, 19315 snncxed a5 Exhikit [
I Margun Statdey & Ca., fac. v Pacfuc Mutam! Life Insgpronce Ca, 11KE No 93509,
1 Spe e Chip Btamars v Morer Hrsg Stores, 481 WS, 723 (1974,
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4. The concepl thet a defendent under the