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which, as a matter of pride for the profession, would,
I hope, include the lawyer; and (5) the underwriters of
the issue, remembering always that the legal and not the
dictionary meaning of that term is involved. Though all
these persons may be liable for misstatements in a registration statement, it is utterly erroneous to assume that
because there is a misstatement all these groups of persons are liable. T o make that apothegm clear, it becomes
llecessary to examine the standards of conduct required
to be observed by these groups of persons.
An understanding of that standard seems to me essential to a clear picture of this liability. It must be understood from three standpoints, or, in other words, three
questions must separately be asked. The first is this:
Was there the required misstatement or the required
omission? No difficulty is raised in determining whether
or not a misstatement has been made, but the requirements
of the Act relative to omissiqns have been the source of
much-I am tempted to say-ingenious confusion. Omissions in order to be a ground for liability must, in the
language of the statute, be omissions t o state facts required t o be stated in the registration statement or necessary to make the statements in the registration statement
not misleading. I n non-technical language, this, as the
history of the Act amply demonstrates, means simply that
a half-truth is an untruth, a fact that Congress, in its
wisdom and with some experience in such matters,
thought best to put beyond the power of sophist lawyers
and judges to dispute. I t is impossible, especially in the
light of the Federal Trade Commission's exposition of
this matter, to interpret this language to require an issuer
at the peril of liability to state every fact which may be
relevant to gauging the value of a security.
Cases of this character have commonly been put to develop the supposed dangers of that phraseology. Suppose that those associated with an issue are aware of a
competitive process in the same field of manufacture as
that of the issuer, but at the time reach a perfectly
proper business judgment that the danger from the rival
process is so slight that it can be ignored and therefore
make no mention of that danger. A few years later it
develops, however, that the competitive process proves its
value and the issuer is driven to the wall. Is the-business
judgment of the directors and the officers to be reviewed
some years hence by a jury viewing the situation from
the hindsight of what happened rather than the foresight
sf what might happen? The answer to such and similar
questions, whether fortunately so or not, is in the negative. Nothing in the registration statement calls for a
statement of the position of the issuer in the general conipetitive structure of its industry and consequently omissions to state facts descriptive of this situation afford no
basis for liability. The requirements of the registration
statement alone are the basis for determining what statements must be made and therefore what omissions dare
not be made. Beyond these requirements an issuer may,
of course, go, but no requireillent now calls for such
statements to be made at the peril of liability.
I hope it is clear that I have discussed simply misstatements and omissions of facts without reference t o the
question of their materiality. Indeed, I have purposely
done so, because this question seems to me the second of
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those that should be asked in connection with the standards of conduct that the Act requires should be observed,
namely, assuming that there was a misstatement of fact
or the required omission, did such misstatement or omission relate to a material fact? Let me repeat the phrase
"material factJ' again. I t embraces two conceptions, that
of fact and that of materiality. It may seem that the
problem of what is a fact is one that has been unanswered
by philosophers since the days of Plato. Though this
may be true of philosophy, lawein its ignorance has been
called upon from time immemorial to distinguish between
representations of fact and representations of opinion.
The guiding line between these two conceptions rests upon
the possibility of subjecting the conclusions in the respective realms of fact and opinion to definiteness of ascertainment. Much also depends upon the method of expression for what should appropriately be expressed as inferences or deductions from facts and hence as opinions, are
too often expressed as facts themselves and hence for the
purposes of legal liaiblity, whether at common law or
under the Act, become facts. I t has been said, and very
rightly in my humble opinion, that most of accounting is
after all a matter of opinion. But though this may be
true, I have still to see the case of a prospective investor
being offered a balance sheet and having it carefully explained to him that this or that item is merely an opinion
or deduction from a series of other opinions mixed in
with a few acknowledged facts. Accounting, as distinguished from law, has generally been portrayed as an
exact science, and its representations have been proffered
to the unlearned as representations of fact and not of
opinion. If it insists upon such fact representations, it
is, of course, fair that it should be burdened with the
responsibility attendant upon such a portrayal of its results.
I turn now to the problem of materiality, for it is obvious that liability under Section 11 does not follow as a
result of every misstatement. The misspelling of a director's name and other such matters could not conceivably carry liability. But what is material? Clearly materiality must be gauged with reference to purpose, and,
recognizing that the purposes of the Act are the protection of the investing public, it does not become difficult
to depict the standard of materiality. I n other words,
facts become material for the purpose of on~issionsand
misstatements when, as a consequence of such omissions
and misstatements, non-existent values are attributed to
a security.
The third of the questions that I suggest must be asked
in order to determine whether the standard of conduct
prescribed by the Act predicates that answer to the other
two questions has been in the affirmative. That is, assuming that there has been a misstatement or omission and
that such a misstatement or omission has had reference
to a material fact, is the person to be excused from liability because he exercised reasonable care under all the
circumstances and entertained a reasonable belief that the
statements he made were true? Reasonably, it should
be borne in mind, will differ widely according to the person involved. Under some circumstances such a standard
would require personal knowledge of the facts assumed
to be true. Delegation to others of the duty to verify the
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facts would under other circrrrisstances suffice to meet the
requirement. A director, for example, would have little
excuse f o r not having personal knowledge of what his
stock holdings in the issuer and its subsidiaries were, but
he should obviously be entitled to rely upon the statements
of his fellow directors, as checked by the stock books, as
to what their stockholdings were. Furthermore, the director, who is also chairman of the board or chairman
of some special committee, will stand in a different relationship as to the knowledge which is the special concern
of his committee. O r take the situation of the underwriters. The type of investigation which can reasonably
be demanded of the sponsoring or principal underwriters
is one thing; that which the Act requires of the small
participating underwriter in order that he shall satisfy
its requirements is another thing, while an even less stantiard of investigation would be demanded of the dealer
selling on commission who, because of his relationship to
the issuer, is considered as an underwriter by the Act.
These conceptions permitting a reasonable delegation
of duties by the various parties connected with the flotation of an issue, are not interfered with by that provision
of Section 11 which likens the standard of reasonableness
to be applied, to that which the law cominonly requires
of a person occupying a fiduciary relationship. That section does not make these individuals fiduciaries in and of
then~selves, but simply refers to that standard which,
briefly stated, requires the exercise of a degree of care
that a prudent man would exercise in his own affairs, as
a measure of the type of conduct that in decency can be
expected of those soliciting other peoples' money for investment.
Thus far we have discussed the persons made responsible for misstatements in the registration statement, and
the standards of conduct that the Act calls upon them to
observe. There remains the question of the nature of
the damages for which these persons are responsible in
the event that their liability otherwise is established. The
first measure is what might be termed, somewhat inaccurately, the right of rescission. This is the duty to
respond in damages equivalellt to the price paid by the
purchaser, never, however, exceeding the offering price,
upon the tendor of the security. Two illustrations will
make this clear. The offering price of a band is $100.
Purchaser A buys it on the market at $75; purchaser B
at $125. A, upon tendering back the bond, could only
recover $75, whereas B could only recover $100.
The Act also grants another right, which might appropriately be termed the strict right to damages. This can
only be availed of by a purchaser who has disposed of the
security. It is a right derivative in nature from the right
of rescission. To illustrate its operation, we may turn to
the case originally put and assume that A and B have
disposed of their bonds on the market at $60. A, who
had paid $75 for his bond, could recover $15, whereas B
who had paid $125 for his bond recovers not $65 but $40.
I t should be observed that such person whose liability
on the registration statement has been established is responsible in damages to any purchaser of the security,
whether such person shall have purchased from him or
Irom sonie other person. Theoretically this means that
each person so liable can be held to a IiabiIity equivalent
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to that of the total offering price of the issue. Practically,
of course, no such large liability exists. Several factors
will operate to keep the liability within much smaller
bounds. For one thing, the value of a carefully floated
issue can harcily be assumed to reach zero. For another,
every purchaser would hardly be likely to bring suit.
a complicated
Again, the issue of liability-generally,
question of fact-would be retriable in every suit, and it
beggars the imagination to assume that every jury faced
with such an issue would come to the same conclusion.
Furthermore, each person liable has a right of contribution against every other person liable, anless the one 5uing
is guilty of fraud and the other is not. So that even
eliminating the other practical factors that I have mentioned, it would be necessary for every other person liable
on the registration statement to be insolvent in order that
one of them would be affmed with the large theoretical
responsibility.
I n elaborating upon these damages I have not, I believe,
unduly minimized their character. But I have tried to
look at them with some degree of reality rather than in
the fanciful and unreal fashion that has characterized
their exposition by some members of the legal profession.
T o pretend that they are insignificant is wrong; but as
equally vicious is the practice, unfortunately too common,
of conjuring up bogey men to frighten those who may
wish to seek new financing through public issues. Not
only does it discourage operation under the Act; but the
bar when later faced with the task of defending those
who may nevertheless register under the Act will be forced
to do one of those volte-faces so humiliating to the legal
profession. Its opinions upon maters such as this are too
often dictated by the interests of its clients. I n other
words,-and here I voice a thought that I am afraid is
likely to be misinterpreted, though the origins of this belief are of many years standing-the opinion of the bar
reflects too accurately the condition of the capital market.
Were it booming, were the bond market boiling, were
there bankers eager to handle issues, the tendency of the
bar, I suspect, would be to minimize the liabilities of the
Securities Act. A leader of the New York bar, only
recently dead, respected by all my generation for his
refusal to think of his clients' causes as just when they
were not, once remarked :
"When a client asks for my opinion he gets my opinion;
if he wants a brief to uphold his interests, let him ask
for a brief and not an opinion."
Were that attitude to characterize the legal advice now
being given with respect to the Securities Act, many of
the headaches of today and the heartaches of tomorrow
might be avoided.
If, in the discussion of the question of damages, I have
led you to believe that damages against the persons liable
on the registration statement are compensatory in character, that is, that they compensate only for what damages
may flow from the misstatements, let me disabuse you of
that fact. Let me illustrate their non-compensatory character by a simple illustration. A careless misstatement of
the quick asset position of a corporation justifies, let us
say, the conclusion that had the facts been properly stated
the offering price of a bond should have been 90 instead
Custinued on page 143
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of the 100 at which it was actually offered. For reasons

utterly foreign to this misstatement and even beyond the
possibility of conjecture at the time of the offering, the
p i c e of the bond declines to 30. A purchaser who bought
at 100 could nevertheless, if he sold the bond at 30, recover from those liable on the registration statement the
difference between 100 and 30, or 70.
This result, you may say, is unjustifiable. T o that let
me answer first that it represents no extraordinary principle of legal liability. Suppose that I buy an ordinary
chattel from you for $100 upon your representation that
it has certain qualities. It does not possess these qualities but the difference between the type of chattel that I
bought and the type that you represented to me I was
buyihg, can be measured by the sum of $10. Because of
cpditions that neither of us could have foreseen and
over which neither of us had control, the market value of
these chattels falls to $30. I can, nevertheless, as a matter of law, tender you back the chattel and recover $100.
In otNer words, the general market loss of $60 falls not
upon me as pucrhaser but upon you as seller.
A second justification for the principle of non-compensatory damages in the Securities Act is their iut terrore% quality. If recent history teaches us anything, it
discloses that some groups of persons associated with
security flotations are not induced to refrain from niaterial non-disclosures by fear either of the very real liability
for compensatory damages at common law o r fear of
prosecution under the criminal law. True, my good
friends tell me of a reformed investment profession, that
refuses to take secret profits or refuses to manipulate a
market to unload its own securities under the excuse of
maintaining the market during the period of secondary
distribution, or refuses to engage in practices that were
too current during the boom times of another era. I devoutly hope that this is true. But the evidence of even
a sudden conversion is lacking, wholly irrespective of its
permanency. Examination of some of the security issues,
both new and of the type that seek to effect readjustments
of corporate capital structures, that hurriedly preceded
the effeqtive date of the Securities Act indicates that little
change from earlier methods has taken place. Nor can
anyone, who has watched carefully the amendments that
have been made to registration statements- now on file
with the Commission, and seen the reluctance that accompanied the recital of certain very relevent but unpleasant
facts in those same registration statements-sometimes
only upon the threat of stop order proceedings-hold
much of a brief for minimizing civil liability. And I
speak here not merely of so-called fly-by-night issues, but
of those prepared and sponsored by persons generally
deemed by Wall Street to fall well within the bounds of
respectability.
With this note, let me end my discussion of civil liability, even though there are aspects of it that are still untouched. But before closing, let me comment upon one
other aspect of the Securities Act that I think is of special
import, and this is the Commission's power of moulding
the Act through administration, regulation and interpretation. The Commission's powers of regulation have rarely
been emphasized in any discussion of the Act and to my
mind they are of great conseqtlence. PracticaIly all acMAY
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counting regulations ere subject to the Commission's jurisdiction. The entire character of the demands that the
registration statement makes depend upon the wise exercise of the Commission's powers within the very broad
standards laid down by the Act. Relaxation o r strengthening of these features of the Act lie within the control
of the Commission. Furthermore, the Commission's
power to define trade terms gives it extensive control,
for hardly a term is not a trade term in view of the fact
that its meaning is rightly signicant only in relation t o
the "trade" of floating securities.
Thus far the Cornn~issictnhas been very sparing in its
use of these powers and wisely so, for it nlust learn, as
all of us do, under the imparts of experience. But that
experience is rapidly accumulating so that the time for
close fitting of general expressions of the Act to typical
complex situations is about ripe. Such regulations, it
should be borne in mind, have the force of law. No right
to review general regulations of this character, except to
determine whether they fall within the delegated powers
of the Commission, exists. They must, of course, supplement the general provisions of the Act, but they can make
concrete and definitive the application of the Act to various recurring situations.
Again, the Commission has on occasion exercised the
power of interpreting the Act. Such a power is incidental
to that of administration. Such interpretative action has
not, to be sure, the force of law, but it has always been
recognized by courts as having large persuasive powers.
Especially true is this under the Securities Act as distinguished from other situations in which administrative
agencies exercise interpretative powers. There is an element of estoppel, as lawyers would say, present in this
situation which is of great consequence in determining
whether or not the courts would follow the Commission's
interpretations. This element, to be explicit, consists in
the fact of action in reliance upon administrative interpretation. I n other words, the only rights created under the
Securities Act, whether those rights are enforced by the
state or the federal courts, are created by the United States
Government. The United States Government, speaking
this time through the agency of the Federal Trade Commission, says to an issuer-act in such a fashion and no
rights, either criminal or civil, will be created against you.
It would, indeed, be unusual if action in reliance upon
such advice should be treated by another agency of the
same government-the courts--as subjecting the party so
advised to liability. This recognition of the fact of there
being something akin to estoppel present in such action
by the Commission, has naturally made the Commission,
as distinguished from its divisional officials, chary of the
exercise of these powers. Only two Commission opinions
have thus far been rendered, and these naturally merely
make more explicit what is already implicit within the
Act.
I make these remarks upon the Commission's powers
of regulation and interpretation not for the sake of emphasizing the powers as such but t o illustrate the flexibilities inherent in the Act and its capacities for adaptation
to the complexities of the situations it covers. Indeed,
if half o i the energy that has been expended in fulminatContinued o n page 145
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ing against the Act and propogandizing for arnendnlents
were enlisted in the effort to advise the Commission in
the wise exercise of its powers, the government and issuers, bankers, lawyers and accountants would be far
nearer to a solution of their problems. I cannot urge too
strenuously such a course of action. The control of
financing inherently bristles with complex situations adaptable f a r better to particularized administrative action than
t o the generalities that must of necessity characterize the
legislative process. Along this road lies a better understanding between government and finance of their common problems. I t presents none of the pitfalls that necessarily attend efforts to open the Act to the attack of
selfish and short-sighted interests.-Extracts, see 2, p. 160.

Report of House Committee on Interstate
and Foreign Commerce

Dvnmc the post-war decade some 50
billions of new securities were floated in the United States.
Fully half or $25,000,000,000 worth of securities floated
during this period have been proved to be worthless.
These cold figures spell tragedy in the lives of thousands
of individuals who invested their life savings, accumulated
after years of effort, in these worthless securities. The
flotation of such a mass of essentially fraudulent securities was made possible because of the complete abandonment by many underwriters and dealers in securities of
those standards of fair, honest, and prudent dealing that
should be basic to the encouragement of' investment in
any enterprise. Alluring promises of easy wealth were
freely made with little or no attempt to bring to the investor's attention those facts essential to estimating the worth
of any security. High-pressure salesmanship rather than
careful counsel was the rule in this most dangerous of
enterprises,
Equally significant with these countless individual tragedies is the wastage that this irresponsible selling of securities has caused to industry. Because of the deliberate
overstimulation of the appetites of security buyers, underwriters had to manufacture securities to meet the demand
that they themselves had created. The result has been
"Elat investment bankers with no regard for the efficient
functioning of industry forced corporations to accept new
capital for expansion purposes in order that new securirities might be issued for public consuniption. Similarly,
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real-estate developments would be undertaken, not on the
basis of caring for calculated needs but merely as an
excuse for the issuance of more securities to satisfy an
artificially created market. Such conduct has resulted
both in the imposition of unnecessary fixed charges upon
industry and in the creation of false and unbalanced values
for properties whose earnings cannot conceivably support
them. Whatever may be the full catalogue of the forces
that brought to pass the present depression, not least
among these has been this wanton misdirection of the
capital resources of the Nation.
The irresponsibility which fostered this tragic distribution of securities derived in the main from the zbnormal
profits possible from the business of selling securities.
Despite the fact that that business demands the assump
tion of responsibilities of a character fully equivalent to
those of trusteeship, compelling full and fair disclosure
not only of the character of the security but of the charges
made in connection with its distribution, the literature on
the faith of which the public was urged to invest its savings was too often deliberately misleading and illusive.
Even dealers through the exertion of high-pressure tactics
by underwriters were forced to take allotments of securities of an essentially unsound character and without opportunity to scrutinize their nature. These then would
be worked off upon the unsuspecting public. One would
have to turn the pages of history back to the days of the
South Sea bubble to find an equivalent fantasy of security
selling. I t is these facts that have led the President,
speaking for the Nation, rightly to demand that such a
situation can no longer be tolerated.
Because only the dishonest man could object to the
principles of the legislation outlined in the President's
message to Congress urging the passage of a Securities
Control bill, these principles have met with wide approval
from the public, investment bankers, dealers, and industry alike. In brief, the aims set forth by the President
are :
(1) An insistence that there should be full disclosure
of every essentially important element attending the issue
of a new security.
(2) A requirement that whatever action taken by the
Federal Government for such disclosure should be limited
to that pur ose and should be so devised as not to be
capable of eing construed as an approval or guarantee
of a security issue.
( 3 ) A demand that the persons, whether they be
directors, experts, or underwriters, who sponsor the investment of other people's money should be held up to
the high standards of trusteeship.
The achievement of these ends is the principal purpose
of this bill.
Resting upon the power of Congress under the Constitution over interstate and foreign commerce the bill
closes the channels of sucli commerce to security issues
unless and until a full disclosure of the character of such
securities has been made. The items required to be disclosed, set forth in detailed iorm, are items indispensable
to any accurate judgment upon the value of the security.
But to require a disclosure of these items by the filing of
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