
[FINAL VERSION] 

UNITED STAES COUW OF APPEALS 
FOR THE TEXI'H CIXCUIT 

SEURITIES IWD M C W E  CDMMISSICN, 

P l a i n t i f f - A p e l l a n t ,  

v. 

ANDREW J. HASWELL, JR. 

Defendant-Apel lee .  

APPE3.L FROM THE 'UNITED STATES DISTRICT COURT 
FOR THE FESmU DISTRICT OF OKLAHSLIq 

REPLY BRIEF OF THE SECUFSTIES AND 
EXCHANGE COMMISS ICN 

PWL QNSC?J 
P r i n c i p a l  A s s m i a t e  Z m s r z l  C c ~ n s s l  

J .WES H . SCHROPP 
Assistant General Counsel 

S e c u r i t i e s  and Exchange Comisa ion  
Washington, D .C. 20549 



TABLE OF CONTENTS 

Table of Contents ............................................ i 

Table of Citations ........................................... i i 

1. Hasdell's statement of the facts demonstrates 
that  he violated the antifraud provisions of the .......... securi t ies  laws and that  he acted with scienter 1 

2. Haswell's argument that  the C m i s s i o n  is required 
t o  demonstrate scienter in  order t o  obtain pros- 
pective injunctive re l ief  ignores the public 
purposes served by Comnission enforcement actions......... 8 

3.  There was no basis upon which the d i s t r i c t  court 
could have concluded that  further violations were 
unlikely, in view of Haswell's concededly unprofes- 
sional behavior in connection with a sophisticated 
scheme to  defraud investors....... ........................ 12 

Conclusion ................................................... 14 



TABLE OF CITATIONS 
Cases Page 

Blue Chip Stamps v. Manor Drug S tores ,  421 U.S. ............................................ 723 (1975) 

........ . Erns t  & Erns t  v. Hochfelder 425 U .S. 185 (1976).  8,9 , l o  ,12 - - 

Gould v. American Hawaiian Steamship Co., 
319 F. S q p .  795 ( D .  D e l .  1970) ...................... 4 

S e c u r i t i e s  and Exchange Comnission v. American 
Realty T rus t ,  No. 77-1839 ( 4 t h  Ci r .  Nw. 1 7 ,  1978).... 9 , l o  ,11 

S e c u r i t i e s  an3 Exchange Comnission v. 
Bausch & Lcmb, 420 F. S q p .  1226 (S.D. N.Y. 1976) ,  
a f f ' d  on o the r  grounds, 565 F.2d 8 (2d C i r .  1977) ..... 9 

S e c u r i t i e s  and Exchange Comnission v. B l a t t ,  
No. 76-2181 ( 5 t h  C i r .  Nov. 15 ,  1978) .................. 9 

S e c u r i t i e s  and Exchange Comnission v. Cwen, 
581 F.2d 1020 (2d C i r .  1978) ......................... 1 0 , l l  

S e c u r i t i e s  and Exchange Comnission v. E.L. 
Aaron & Co., [Current] Fed. Sec. L. Rep. (CCH) ............................. 1196,043 (S.D. N.Y. 1977) 9 

S e c u r i t i e s  and Exchange Commission v. Nat ional  
Student  Marketing Corp., [Current] Fed. Sec. L. 
Rep. (CCH) 1196,540 (D.D.C. Aug. 31, 1978) 
appeals  pending D.C. Ci r .  ............................ 

S e c u r i t i e s  an3 Exchange Comiss ion  v. Pearson 
426 F.2d 1339 (10th  C i r .  1970). ....................... 

S e c u r i t i e s  and Exchange Commission v. S h i e l l ,  [1977- 
1978 Transfer  Binder] Fed. Sec. L. Rep. (CCH) 
1196,190 (N.D. F la .  Sept .  21, 1977) ................... 

S e c u r i t i e s  and Exchange Comnission v. Spectrum, L t d . ,  
489 F.2d 535 (2d C i r  . 1973) ........................... 

S e c u r i t i e s  and Exchange Comnission v. Universal 
Major I n d u s t r i e s ,  546 F.2.d 1044 (2d C i r  . 1976) ,  
ceit. denied sub nom. Fkmms v. S e c u r i t i e s  and 
Exchange Comiss ion ,  434 U.S. 834 (1977) .............. 



Cases (Continued) E!E 

S e c u r i t i e s  and Exchange Comnission v. Western Geothermal 
& Power Corp., No. CV-77-504 (D.  Ariz.  Oct. 16,  1978) ... 

S e c u r i t i e s  and Exchange Comnission v. World Radio 
Mission, Inc., 544 F.2d 535 (1st C i r .  1976) ............. 

STATUEZS AND RULES: 

S e c u r i t i e s  A c t  of 1933: 
Section 1 7 ( a ) ,  1 5  U.S.C. 77q(a)  ....................... 9 r11,12 
Sect ion 1 7 ( a ) ( l ) ,  1 5  U.S.C. 7 7 q ( a ) ( l ) .  ................. 11 
Section 1 7 ( a ) ( 2 ) ,  1 5  U.S.C. 77q(a ) (2 )  ................. 10 ,11 
Section 1 7 ( a ) ( 3 ) ,  1 5  U.S.C. 77q(a) (3)  ................. 11 

S e c u r i t i e s  Exchange A c t  of 1934: 
Sect ion 1 0 ( b ) ,  1 5  U.S.C. 78j  ( b )  ...................... .8 , l o  ,11 ,12 

Rules under t h e  S e c u r i t i e s  Exchange A c t :  
Rule 10(b) -5 ,  17  CFR 240.1013-5 ........................ 8 , l 2  

26 U.S.C. 103(b ) (6 ) (A)  ................................... 4 16 

26 CFR 1.103-10(8)(2) ( i i ) ( e ) .  ............................. 6 



UNITED STATES COUW OF APPEALS 
FOR THE TJNCH CIRCUIT 

No. 78-1048 

SECURITIES AND EXCHANGE COMMISSICN, 

Plaintiff-A~pellant, 

v. 

ANDREW J . HASWELL , J R .  

APPEAL FROM THE UNITED S?IATES DISTRICT COURT 
FOR THE WESTERN DISTRICT OF OKLAHOMA 

REPLY BRIEF OF THE SECURITIES AND 
EXClIANGE COMMISSION 

1. Haswell's statement of the facts demonstrates that he 
violated the antifraud provisions of the securities laws 
and that he acted w i t h  scienter. 

In his answering brief filed in this  Court, Andrew J. Haswell, Jr . ,  

an experienced securities lawyer (Br. 8 ) ,  - 1/ admits a t  several points that 

his performance of legal duties i n  connection with three public offerings 

of industrial development revenue ("IDR") bonds uncler the aegis of the 

1/ Mr. Haswell's answering brief is cited herein as "Br. . ;" the - - 
Cormmission's opening brief is cited "Comm. Br.  ; " a d  the 
Joint AFpendix filed herein is cited "A-." 



Midwestern Oklahoma Developmnt Authority ("MODA") w a s  seriously def ic ient .  - 2/ 

Thus, i n  apparent recognition of the  f u t i l i t y  of defending the  propriety 

of h i s  conduct, Haswell- 

(1) admits t h a t  he "may have exercised poor judgment" - - 
by f a i l i n g  t o  examine any f i n a l  offering c i r c u l a r s  pre- 

pared for  the Western S t a t e s  P las t i c s ,  Inc., ("WSP" ) and 

Lee & Hodges, Inc. ("L&HN) IDR bond offerings,  a f t e r  having 

examined preliminary c i rcu la r s  which the court  below found 

were "not only misleading with respect t o  the  fac t s ,  but  were 

obviously f u l l  of omissions of material  f a c t "  (A. 835, 

emphasis added), a finding not contested by Haswell; - 3/ 

2) admits t h a t  "perhaps" he was '.negligentw i n  including 

wholly u n r e a l i s t i c  s a l e s  project ions i n  the offering mater ia ls  

he drafted for  the Harper Industr ies,  Inc. ( " H I I " )  bond offering 

2/ While Haswell begins by s t a t ing  t h a t  he "does not  accept" the - 
statement of f a c t s  set f o r t h  by t h e  Comission (Br. l ) ,  he does admit 
t h a t  the f a c t s  a re  not in  substant ia l  dispute,  s ince the 
evidence consis ts ,  i n  l a rge  par t ,  of Haswell's own testimony and 
documents produced by him ( id . ) .  Later i n  h i s  b r i e f ,  Haswell ac- 
knowledges tha t ,  " [ I Ia rge lyTthe  e s s e n t i a l  f a c t s  i n  t h i s  case 
are not i n  dispute" (Br.  8 ) .  

3/ "[Aldmittedly," Haswell s t a t e s ,  he "did not  exhibi t  t h a t  degree of - 
care  t h a t ,  a s  the  t r i a l  judge s ta ted ,  ' a  mre careful  at torney would 
have ins is ted  upont" (Br. 23; - s e  A. 836). As Haswell fur ther  notes, he 
"did not  i n s i s t  upon delivery t o  IWDA of a proper offering c i rcu la r"  
with respect t o  the WSP or U H  issues ( B r .  9 ) ,  although he was aware 
t h a t  there  were material inaccuracies i n  the preliminary offering cir- 
culars  t h a t  he reviewed (Br.  1 6 1 2 ) .  With respect t o  the U H  issue,  
Haswell even wrote t o  the underwriter, " s t a t ing  t h a t  he must receive" 
a copy of the revised offering c i rcu la r  (Br.  12) .  Although admittedly 
" [ h l e  received none," he nevertheless " l a te r  issued h i s  bond opinion 
for  the L&H issue,  * * * without f i r s t  ins i s t ing  upon del ivery  t o  MODA 
of a proper offering c i rcu la r"  ( id .  - ). - 



(Br. 16) ;  A/ ard 

(3 )  admits tha t  h i s  fa i lu re  t o  disclose the  substant ia l  

r i sk s  involved in  an investment i n  H I 1  bonds "may have involved 

poor judgment or h i s  own inexpertise" (Br. 18 ) .  5/ - .  

Haswell himself prepared the  offering c i rcu la r  fo r  the  H I 1  offer- 

ring, ard t ha t  c i rcu la r  fa i led  adequately t o  d isc lose  the f inancial  dealings 

which were planned between the  company and its pr incipal  controll ing person, 

defendant Harold T. Pehr. Pehr was t o  receive, from the  proceeds of the  

offering,  $250,000 of tk $300,000 tha t  had been al located t o  make equipment 

purchases i n  return for h i s  transfer  t o  the company of a patent of dubious 

value. Haswell a s s e r t s  tha t  because tk $250,000 purchase p r ice  is "discernible" 

(Br. 1 5 ) ,  there was adequate disclosure of t h i s  transaction. A s  Haswell 

4/ The f igures  included by Haswell i n  the H I 1  offering c i rcu la r  indicated - 
t h a t  HI1 would p r d u c e  and sell an increasing volume of disposable 
s a l t  and pepper shakers ranging from 300 million un i t s  in  1972, the  
year following formation of the company, to 3 b i l l i on  un i t s  i n  1982- 
a t  a t im when the  company had not yet  produced anything. Haswell 
s t a t e s  merely t ha t  these f igures were "furnished t o  him by HII" and 
were "not checked by him for  reasonableness. " (Br. 16 ) ,  s ince,  a s  he 
explained a t  t r i a l ,  I' [n] obody ever asked m e  to" (A. 199).  

5/ Although he has acknowledged the f ac t  tha t  he is an experienced and - 
active secur i t i e s  lawyer (see Corn. Br. 68 and n.86), Haswell 
s u ~ e s t s  tha t  h i s  conduct inconnect ion with the  IDR bonds here i n  
issue is a t t r ibu tab le  t o  the f a c t  t ha t ,  " t o  h i s  detriment, " he did 
not " i n i t i a l l y  a p r e c i a t e  t h e  difference between an IDR bond" and a 
" f u l l  f a i t h  and c r ed i t  municipal bond" sold t o  "sophisticated bank 
bond depar tmnts  and municipal bond urderwriters." (Br. 9 ) .  The 
true "detriment" was suffered, of course, by those public investors who 
l o s t  a substant ia l  portion of t he i r  $2.2 million investmnt  (see Comn. 
Br. 12) .  

Haswell's admission tha t  he agreed t o  serve a s  counsel i n  connection 
with secur i t i e s  offerings the nature of which he did not understand 
can hardly be accepted a s  an excuse for h i s  conduct. Haswell held 
himself out a s  an expert ,  and, a s  the  court pointed out  i n  Secur i t ies  
and Bchange Corrnnission v. Spectrum, Ltd., 489 F.2d 535, 542 (2d. Cir. 
1973), " the  smooth functioning of the secur i t i e s  markets w i l l  be 
seriously disturbed i f  the public cannot r e l y  on the expert ise prof- 
fered by an attorney * * *." 



points  out,  however, i n  order to "discern" the purchase p r i ce ,  one would 

have had to compare a char t  and footnote on page 5 of the disclosure documnt 

(A. 763), with a convoluted paragraph on page 8 ,  (A. 766), and then perform 

the necessary mathematics (see - Br. 14-15). Moreover, not u n t i l  page 22 of 

the offering c i rcu la r  (A. 780) is the s t a t u s  of Pehr as the ciincipal 

control l ing  person of the corporation disclosed. Thus, a reading of the 

descript ion of the transaction alone, i f  it could have been understood a t  

al l  by the potent ia l  investor i n  H I 1  bonds, would have l e f t  the  impression t h a t  

it was a transaction with a person completely unrelated t o  the  com- 

pany. - 6/ Haswell's concealment of material f a c t s  i n  t h i s  fashion, viewed 

i n  the l i g h t  of h i s  other conduct, cannot be excused as mere negligence. 

Finally,  there is Haswell I s  preparation and dissemination of the  necessary 

tax opinions f o r  the marketing of the  MODA bond issues  t o  the p lb l i c .  Haswell 

seeks to  defend h i s  opinion t h a t  i n t e r e s t  paid t o  investors i n  MODA bonds 

would be tax-exempt under 26 U.S.C. 103 ( b ) ( 6 )  ( A ) ,  which requires t h a t  "sub- 

s t a n t i a l l y  all" the proceeds of the offer ing must be used t o  purchase l a rd  

or  depreciable property, by arguing that :  

(1) the  "substant ia l ly  a l l "  test should be applied t o  the net  proceeds 

of the offering , af ter the deduction of such expenses as attorney 's fees  

and pr in t ing cos ts ,  as w e l l  as the f e e  received by the urderwriter,  which 

i n  the  case of the MODA offering amounted to 30 to 35 per cent  of the face 

6/ The disclosure made by Haswell of the  H I 1  t ransaction is comparable - 
t o  the arrrendment he supplied for  the  L&H offering c i r c u l a r ,  and which 
appears i n  the record i n  Haswell's own hardwriting (A. 279, see stipl- 
l a t i o n  a t  A.86). By describing a l l  the  proposed uses of theproceeds  
of the offering i n  one sentence, Haswell a r t f u l l y  concealed the f a c t  
t h a t  it was planned t h a t  less than seven percent of the-proceeds would 
be used to acquire equipment (see Cornm. Br .  18-19). In-preparing dis- 
closure documnts, however, a n a t t o r n e y ' s  task is mre than t o  "avoid 
b la tant  fraud and still keep the stockholder from discovering which 
s h e l l  the pea is urder. " muld v. Amrican Ihwaiian Steamship Co., 
319 F. Supp. 795, 810 (D.De1. 1970). 



amount of the offering (Br .4) ; 

( 2 )  proceeds placed in escrow in order to make interest payments to 

shareholders may be capitalized and thus be considered to have been used 

to purchase land or depreciable property (Br. 42) ; and 
s 

( 3) Hasell  I s  use of a "covenant" in connection w i t h  the L&H issue, 

pursuant to which the company merely agreed that it would, a t  some 

future t ime,  purchase equipment in an amount equal to the proceeds 

of the offering, permitted the actual proceeds to be diverted to uses 

other than the purchase of land or depreciable property (Br.45). 

In order for Haswell's tax opinions to be correct, each of these arguments mus t  be 

accepted. (See - Cornm. Br. 2428 a d  59-63). In fact, however, in the circumstances 

of the MODA bond offerings, each of Haswell's arguments is misdirected. 

The Commission does not argue, as Haswell contends (Br. 4 1 )  that the 

"substantially al l"  tes t  is applied to the "face m u n t "  of the bonds and not 

the "net proceeds." - 7/ We do contend, however, that only the reasonable 

expenses of the offering should be deducted in computing the net proceeds 

of the offering. The 30 to 35 per cent discount to the underwriter of the 

M3DA offerings was not a reasonable and normal expense. The evidence indicated, 

and Haswell does not deny, that IDR bonds are normally sold by an issuer 

to an underwriter a t  a discount of from one to seven percent (Corn. Br. 9; 

A.250-253). While investors might expect that the normal expenses of the 

offering would be deducted before "substantially a l l"  of the proceeds were 

used by the company in which they were investing to purchase equipment, 

7/ A s  the chart set forth in our opening brief indicates (Corn. Br. 27, - 
n. 49), even where "net proceeds" are computed by deduaing the exorbi- 
tant sum received by the underwriter, the percentage of net proceeds 
used for qualifying purchases ranged from a low of 10% for. L&H to 71% for 
WSP, thus failing to meet the 90% tes t  accepted by Haswell (Br . 42) .  



underwriter's fees of the size involved in this  case could not reasonably 

be anticipated. - 8/ 

Similarly, the Comnission does not contend that escrowed interest may not, in 

appropriate circumstances, be treated as a qualifying use under 26 U.S.C. 

103(a)(6)(B). But in the circumstances of this case, the escrowed interest was 

not "properly chargeable" - 9/ to the capital accounts of the MODA companies, 

, since none of these companies purchased sufficient capital equipmnt to 

justify charging the capital account with the escrowed interest payable on 

the entire offering. When less than half of the proceeds of an offering go 

to purchase equipment, and the rest is used for non-qualifying purposes, the 

interest on the entire issue may not be allocated to the equipment purchases. s/ 
Finally, Hawell's contentions regarding the L&H "covenant" most clearly 

display the falsity and indeed, the fraudulent nature, of his tax opinions. 

A s  Hawell himself appears to recognize (Br. 4 6 ) ,  tax regulations permitting 

the proceeds of tax-exempt bond issues to be temporarily invested i f  there 

is a covenant governing the use of the proceeds can hardly be considered 

"on point." In the situation covered by these regulations, after the tem- 

porary investment period, the proceeds of an offering w i l l  be available 

8/ In connection with the scheme of WP officials to inflate invoices - 
relating to  equipmnt purchases made by that company and divert the company's 
funds, Hawell recognized that the tax exemption was endangered because 
the overcharges could not be considered as qualifying purchases of equipment 
(see Corn. Br. 15, 25). Similarly, proceeds diverted to the benefit of 
thhunderwriter in excess of a reasonable underwriting fee cannot be 
considered as either valid expenses of the offering or as a qualifying 
use of proceeds under the statute. 

9/ A s  set forth i n  the Comnission's brief, interest may be capitalized only .- 
in certain limited circumstances (Comn. Br. 61-62, n. 75). Haswell did 
not demonstrate, either i n  the court below or in th is  Court, that such 
circumstances were present. 

10/ See Internal Revenue Regulation 26 CFR 1.103-10(b)(2) (ii) ( e )  , cited a t  p. 43 - - 
of Hawell' s brief . 



to  purchase land or depreciable property. Except for an insignificant portion, 

however, the proceeds of the L&H offering were used to  pay overdue taxes 

and other obligations, and to  provide desperately-needed working capi ta l  

(A.502; A.790). A s  Haswell knew, it could not reasonably be expected that  

these proceeds would be available for capital  expenditures, and there was 

l i t t l e  likelihood, in  view of L&H1s  financial condition, t ha t  it would be 

able to  s a t i s fy  the requirement of the "covenant" that  it purchase, within 

three years, property equal in value to  the net proceeds of the bonds (see - 

C m .  Br. 26-27). 

Thus, Haswell's tax opinions were fa lse  and their  issuance violated the 

antifraud and registration provisions of the securi t ies  laws. The court 

below failed t o  address the legal issues involved because it was convinced 

of Haswell's good f a i t h  in  rendering h i s  opinion (A. 838). Even i f  it is 

assurmd that  opinions based on the assumptions apparently made by Haswell 

could be considered t o  have been issued in good f a i t h ,  however, their  issuance 

without disclosure of these questionable assumptions, and despite Haswell's 

awareness of the serious deficiencies i n  the offering materials being prepared 

for dissemination to  investors, constituted, a t  a minimum, grossly reckless 

behavior. 

In Securit ies and Exchange Cornmission - v. National Student Marketing 

Gorp., [Current] Fed. Sec. L.  Rep. (CCH) 1196,540 (D.D.C. Aug. 31, 1978), 

appeals pending D.C. Cir . , it was held that  the defendants, including attorneys, 

acted with scienter when they "made a conscious decision" not t o  take steps 

t o  correct material deficiencies in information provided t o  shareholders 

asked to  approve a merger. [Current] Fed. Sec. L. Rep. (CCH) a t  94,191. 

In any event, the court found that  the defendants' actions c lear ly  constituted 

"the kind of recklessness tha t  is equivalent t o  wil l ful  fraud," - id . ,  explaining 



(citations and footnotes omitted) : 

"The failure to disclose the material information 
in this case was neither inadvertant * * * nor 
the product of simple forgetfulness * * * but 
instead the result of a conscious decision made 
by the defendants. In view of the obviousness 
of the danger that investors would be m i s l e d  by - -  
their failure to disclose the material information, 
such conduct must be considered reckless." 

Similarly, in this Caser the totality of Mr. Haswell's conduct, including 

(1) his failure even to examine final disclosure documents for the L&H and 

WSP issues, after becoming aware of and commenting upon the material omissions 

i n  the preliminary drafts; ( 2 )  his drafting of the H I 1  disclosure document, 

which failed adequately to disclose material facts and which included production 

and sales projections that he did not question, despite their patent unreason- 

ableness, and (3) his issuance of erroneous tax opinions, which he knew to 

be cri t ical  to the sale of these bonds, without disclosing the substantial 

questions that existed with respect to those opinions or taking any steps 

to correct the deficiencies i n  the disclosure documents, cannot be considered 

as less than culpably reckless. The t r i a l  judge's characterization of Mr. 

Haswell's conduct as merely negligent, under these circumstances, is not supported 

by the record and is erroneous. Cf . Securities and Exchange Conunission v. 

Spectrum, Ltd., supra, 489 F.2d at  535. 

2. Haswell's a r g m n t  that the Conunission is required to 
demonstrate scienter in order to obtain prospective - .  - . 
in, . . - _]ores the public purposes served .iunctive relief isr 
by Commission enforcemen t actions . 

Haswell seeks to avoid the legal consequences of his actions by 

arguing that the Supreme Court's decision i n  Ernst & Ernst v-. Hochfelder, 

425 U.S. 185 (1976). a private action for damages uder  ~eccion 10(b) 

of the Securities Exchange Act and Rule lob-5, should be extended to 



actions brought by the C m i s s i o n  to  obtain prospective re l ief  urder those 

provisions and under Section 17 (a )  of the Securit ies Act of 1933 a s  well. 

Haswell's a r g m n t  is based upon certain d i s t r i c t  court decisions which are 

not persuasive in  view of the decisions, both before and a f te r  I-bchfelder, 

of various courts of appeals including t h i s  Court. - ll/ Indeed, one of the 

d i s t r i c t  court cases most strongly relied upon by Haswell (see - Br. 30, 31, 

32 ard 40) has recently been reversed by a reviewing court of ameals.  -- Secur- 

i t i e s  and Exchange Commission v. Amrican k a l t y  Trust, No. 77-1839 ( 4 t h  Cir. ,  

Nov. 17, 1978). - 1u 

In - Securit ies and Exchange Commission - v. Arnerican B a l t y  Trust, supra, 

the Court of Appeals for the Fourth Circuit  held tha t  " in  an action for  an 

11/ T h i s  Court long ago recognized the remedial purposes behind Comission - 
equitable proceedings in  holding that  "[plroof of scienter or intent 
t o  defraud is not required t o  show v io la t  ions justifying preliminary 
injunctive re l ie f  under such statutues." -- Securit ies and Exchange 
Commission v. -- Pearson, 426 F.2d 1339, 1343 (1970). 

ly Another of the decisions relied upon by Haswell, Securit ies and Exchanqe - 
Commission v. E. L. Aaron & Co., [Current] Fed. Sec. L. Rep. (CCH) 196,043 
(S.D. N.Y. 1977), is currently pending appeal i n  the Second Circuit .  
The Court of Appeals for the F i f th  Circui t ,  i n  Securities and Exchange 
Corranission v. Blat t ,  No. 76-2181, (Nov. 15, 1978), recently stated i n  
language which may be considered d i c t a  tha t  the Comnission must 
demonstrate scienter in  order t o  obtain injunctive re l ie f  under 
Section 10(b)  of the Securit ies Exchange Act. Since the court 
held in  Blatt  tha t  the record in  that  case "reveals knowing omissions 
by each appellant," and tha t  "'knowing' conduct s a t i s f i e s  the 
scienter requirement," it w a s  not necessary for the court t o  
decide i f  a lesser showing might a lso jus t i fy  the entry of an 
injunction. The decision in  Blat t  is the subject of a pending 
m t i o n  by the Comnission t o  amend o r ,  al ternatively,  for  extension 
of t im to  a m l y  for reconsideration, by the Fifth Circuit  en banc. 

The rationale of the d i s t r i c t  court i n  Securit ies and Exchann 
Corranission v. Bausch & -- l d r rb ,  420 F. Supp. 1226 (S.D.N.Y. 1976), a s  
t o  which Haswell claims there is "no better reasoned opinion" (Br. 
32) , w a s  not accepted by the Court of A w a l s  for the Second Circuit ,  
which affirmed tha t  decision on other grounds, 565 F.2d 8 (2d Cir. ,  
1977), and which has indicated its disagreement w i t h  that  rationale 
in  numerous other decisions. - See, Securit ies and Exchange - Commission 

(footnote continued) 



i n  junction against future v io la t  ions brought by the Comnission, proof 

of scienter is unnecessary. " S l i p  op. a t  2. Confining its attention 

t o  Section 17 of the Securi t ies  Act, which it found suff ic ient  for  

plrposes of its decision, the court held tha t  Section 17 (a ) (2 )  may 
* - 

be violated by negligent conduct, and tha t  since such violations had 

been shown, "an injunction against future violations of the secur i t i es  

laws should be granted." S l ip  op. 3. The court reasoned tha t  

"[plroof of negligent misstatements or  negligent 
omissions i n  a prospectus establishes an affront  
to the goal the s ta tu tes  sought t o  achieve of open 
disclosure of all relevant information which a 
reasonable person would wish in  deciding whether 
to buy or  se l l .  * * * An injunction i n  such a case 
can provide substantial  assurance tha t  the negli- 
gent issuer w i l l  take more pains the next time t o  
avoid a l l  fa l s i ty .  I f ,  because h i s  conduct was 
merely negligent such an issuer is subject t o  
no penalty and to no injunctive r e l i e f ,  he is free  
to ac t  negligently i n  the future with the r i sk  of 
production of m r e  fa l se  statements, effectiveness 
of the s t a tu t e s  would be seriously impaired." - 13/ 

The decision of the court i n  Arnerican k a l t y  Trust is consistent 

with the pr ior  decisions of the courts of appeals fo r  the F i r s t  - 14/ 

12/ (footnote continued) - 

v. Coven, 581 F.2d 1020 (2d. C i r .  1978); Securit ies and Exchange Com- 
mission v. Universal Major Industries, 546 F.2d 1044 (2d Cir. , 1976), 
ce r t .  denied sub nom. Horns v. Securit ies and Exchange Conmission, 
434 U.S. 834 (1977). ~ K e z a s e s  reaffirmed the  Second Ci rcu i t ' s  
pre-Ihchfelder decisions, ci ted a t  p. 50 n.64 of our opening br ie f ,  
which had "enunciated the negligence t e s t  principally i n  cases 
involving the antifraud provisions of the secur i t i es  laws * * *." 
546 F.2d a t  1046-1047. 

13/ S l i p  op. a t  14-15. A s  we demnstrated i n  our opening brief (Comn. 
Br. 54-55), the language of the Supreme Court i n  Hochfelder affirma- 
t ive ly  supports the proposition t ha t  subsections (2)  and (3)  of 
Section 17(a)  are  violated by negligent conduct. And, -6ince 
Section 17(a) is a s ta tu te ,  the logic of the Hochfelder decision, 
which would l i m i t  the scope of a ru le  adopted by the Comnission 
under Section 10(b),  is simply inamicab le .  

1 4 /  Securit ies and Exchange Carrvnission v. World Radio Mission, Inc., - 
544 F.2d 535 (1st C i r .  1976). 



- 11 - 
and Second - 15/ Circui ts ,  which were fu l ly  discussed in  our opening brief  

(see C m .  Br. 55-57), 16/ and di rec t ly  contrary t o  the holding of the 

court below tha t  the Comission was required t o  show ei ther  "fraudulent 

conduct or conduct so  reckless that  it w a s  an extreme departure from 

the standards of ordinary care" (A. 836). 17/ - - - 

Haswell incorrectly contends that  the Court i n  Hochfelder rel ied 

"solely" upon the wording of the statue and its leg is la t ive  history,  

and disregarded "the policy behind the statute1'  (Br. 24). To the con- 

15/ Secur i t ies  and Exchange Connnission v. Coven, supra, 581 F.2d 1020 - 
( 2d. Cir. 1978). The court i n  &-rican Walty  Trust expressed 
"complete agreement" with the conclusion of the Second Circuit  
i n  Coven tha t  there is nothing in  the leg i s la t ive  history of Section 
17 would indicate tha t  Congress intended Section 17(a)  (2 )  
to be read to require a showing of scienter . S l i p  op. 13. In view of 
the extensive canvass of the leg i s la t ive  history made by Judge Mansfield 
i n  Coven, Haswell's few c i ta t ions  from the leg i s la t ive  history designed 
t o  show tha t  "Congress had fraud i n  mind" when it enacted Section 17(a)  
(Br. 40, emphasis i n  original;  -- see id .  a t  36-40) a re  unavailing. A s  
Judge Haynesworth pointed out i n  Amrican Fealty Trust, s l i p  op. 1%13, 
Section 17 ( a )  ( 2) 

"speaks only of untrue statements of material f ac t  and 
material omissions. Material misstatements and material 
miss ions  may be the product of negligence a s  w e l l  a s  of 
willfulness,  and there is nothing i n  the language of §17(a) 
to suggest tha t  the Congressional in tent  w a s  to reach the 
one and not the other. Moreover, §17(a)(2)  is bracketed 
between §17(a) (1) and §17(a) ( 3) ,  which contain expl ic i t  
references t o  fraud. Surely when enacting these sections, 
it would have inclu&d i n  §17(a)(2) language referable t o  
fraud or willfulness i f  tha t  had been the  Congressional 
in tent .  " 

Recently, i n  denying the defendant I s  m t ion  to dismiss i n  Securi t ies  
and Exchange Commission v. Western Geothermal & PPwer Corp., No. CV-77-504 
(D.  Ariz. October 16, 1978), the court  held tha t  the Comnission is not 
required to allege or  prove scienter t o  show violations of e i ther  Section 
17(a)  o r  Section 10(b) ,  or to obtain injunctive re l ie f  aqainst violations. 
Accord, Securit ies and. Exchange Cornmission v. Shiel l ,  [1577-1978 Transfer 
Binder] Fed. Sec. L. Rep. (CCH) 1196,190 (N.D. m e p t .  21, 1977). 

17/ The Comission regrets its inadvertant misquotation, at-pages 28 ard 32 - 
of its opening br ie f ,  of this par t  of the d i s t r i c t  cour t ' s  decision. 
The passage was correct ly  c i ted a t  page 42 of our brief  and was 
correctly set forth i n  f u l l  at page 53. 



trary, i n  bchfelder, Mr. Justice Powell took particular note of the 

effect the interpretation of the law for which the plaintiff in that 

case had argued would have had on private damage actions, noting that 

the "standard urged by respondents wwld significantly broaden the 

class of plaintiffs who may seek to impose l iabi l i ty  upon accountants 

and other experts who perform services or express opinions with respect 

to matters under the Acts," 425 U .S. a t  214 n.33. In this same regard, 

the Court cited with approval Blue - Chip Stamps - v. Manor Drug Stores, -- 

421 U.S. 723, 747-748 (1975), which had expressed concern that the 

"broadening of the class of plaintiff who may sue i n  t h i s  area w i l l  u l -  

timately result i n  more harm than good." The Court concluded that " [alccep- 

tance of respondent's view would extend to new frontiers the 'hazards' 

of rendering expert advice under the Acts, raising serious policy ques- 

tions not yet addressed by Congress." 425 U.S. a t  216, n.33. 

The concerns expressed by the Court i n  bchfelder with respect to pri- 

vate actions for mnetary damages have no application to equitable actions 

by the Comission. We have fully discussed in our opening brief - 18/ the 

reasons why Haswell's a rgmnt s  have consistently not been accepted by those 

appellate courts that have considered t h e m ,  and should be rejected by this 

Court as w e l l .  

3. There was no basis upon which the ----- dis t r ic t  court could have 
concluded that further violations were unlikely, - in view 
of Hasell's concededly_unprofessional ---- behavior in c o ~ e c t i o n  
with a sophisticated-sch& -- to defraud i n v e s t o r s .  

In his brief, Mr. H a s w e l l  asserts that there is no likelihood 

of further violations on his part, noting the five-year period between 

the violations and the t i m e  of the t r i a l ,  and arguing that injunctive 

18/ Camn. Br. 48-53 with respect to Section 10(b) and Rule lob-5, - 
and Corn. Br . 53-59 with respect to Section 1 7  (a)  . 



r e l i e f  was denied i n  "a much stronger case, one i n  which sc ienter  was 

found on the p a r t  of the attorneys" (Br. 53). -- See, Secur i t i e s  and Ekchange 

Commission v. National Student Marketing Corp. , supra, [Current] Fed. 

Sec. L. Rep. (CCH) 1196,540 (D.D.C., Aug. 31, 1978), appeals pending, D.C. 

C i r .  But i n  denying injunctive re l i e f  i n  National Student Marketing, 

the d i s t r i c t  cour t  emphasized t h a t  the v io la t ions  proven by the Comnission 

"principally occurred within a period of a few hours" a t  the closing 

of a merger, ard were thus "par t  of an isolated incident ,  unlikely t o  

recur and insuf f i c ien t  t o  warrant an injunction." [Current] Fed. Sec. 

L. Rep. (CCH) a t  94,202. The case here is d i f fe ren t .  H a s w e l l  engaged 

i n  a fraudulent course of dealing i n  connection with a s e r i e s  of IDR 

bond offerings;  detect ion of t h a t  fraudulent scheme, moreover, was made 

d i f f i c u l t  by its complicated nature and by the  f a c t  t h a t  the  defendants 

named by the Comnission escrowed par t  of the  proceeds of the offering,  

from which payments of " in te res t "  were made t o  l u l l  investors a s  t o  

the safe ty  of t h e i r  inves tmnts  ard t o  conceal the  d i r e  f inancia l  condition 

of the  MODA companies. I n  these circumstances, it is hardly surprising 

t h a t  it required a period of years t o  de tec t  ard inves t igate  Haswell's 

v io la t ions ,  and t o  bring him t o  t r i a l .  

In  the absence of any valid mit igat ing circumstances, and pa r t i cu la r ly  

i n  view of Haswell's f a i l u r e  t o  appreciate the wrongfulness of h i s  conduct 

and h i s  continuing a c t i v i t i e s  a s  a pract icing s e c u r i t i e s  at torney,  the  inference 

is warranted t h a t ,  unless enjoined, he is l i k e l y  t o  v io la te  the  the  law i n  the  

fu ture  (see - Corm. Br. 63-69). It is respect fu l ly  suhnitted t h a t  Haswell 

violated the s e c u r i t i e s  laws del ibera te ly  and repeatedly, and-that there  

is no basis  on which it may be assumed t h a t  fu ture  v io la t ions  are .unlikely. 



Conclusion 

For the foregoing reasons and those set forth i n  our opening brief, 

the judgment of the dis t r ic t  court should be reversed, and the case should 

be remanded- to the dis t r ic t  court with instructions to grant the relief 

requested by the Comission. Alternatively, the court below should be 

directed to reconsider, i n  the light of correct legal standards, the need 

for the injunctive relief requested by the Comnission. - 19/ 

Respectfully subnitted, 

PAUL CONSON 
Principal Associate General Counsel 

JAMES H.  SCHROPP 
Assistant General Counsel 

Securities and Exchange Comission* 
Washington, D .C. 20549 

December 1978 

19/ Should the Court remand for further proceedings i n  the dis t r ic t  court, - 
the Comnission further suggests, for the reasons se t  forth i n  our opening 
brief (pp. 4-6),  that the Court should direct that the matter be reassigned 
to a different d is t r ic t  judge. I n  his brief, Hasel l  argues that the 
Comnission has "stretched too far its prejudice case" (Br. 7 )  ; but Haswell 
himself appears to admit that the dis t r ic t  judge's actions and decision 
are explicable only if  a s s u d  to be the result of a "desire to avoid 
for the MODA bond holders a possible judicial determination that their 
interest received on the three MODA bond issues may not have been tax 
exempt," and by his attempt to "salvag[e] the local reputation of an 
attorney who may have used poor judgment * * *" (Br. 7 ) .  The Comnission 
did not ascribe either motive to the dis t r ic t  judge; but either motive, 
if present, would have been, a t  the least,  irrelevant to the events of the case. 
As for MODA bondholders, who were not parties below, the proceedings 
could not have determined their tax l iabi l i ty  i n  any way; in any event, 
it appears that MODA bondholders never received any actual income, but 
only a return of capital from the funds placed i n  escrow i n  order to 
enable the companies to make payments denominated as "interest." And, 
any desire on the part of the court below to salvage Haswell's "local 
reputation" a t  the expense of the public interest which the federal securities 
laws are designed to protect, wou1.d have been most inappropriate. I n  view 
of Haswell's acknowledgement that these considerations may have entered 
into the dis t r ic t  court's decision, the Cmission subnits that the need 
for reassignment to a different judge i f  a remand is made is indicated. 

* Mitchell D. Denbin,  who has passed the New York State bar examination 
but has not yet been admitted to the bar, assisted in the preparation of 
the Cmission 's brief. 



Conclusion 

For the foregoing reasons ard those set fo r th  i n  our opening b r i e f ,  

the judgment of the d i s t r i c t  court should be reversed, and the  case should 

be remanded t o  the d i s t r i c t  court with ins t ruct ions  to  grant  the r e l i e f  

requested by the  Comission. Alternatively,  the court below should be 

directed t o  reconsider, i n  the l i gh t  of correct  legal  standards, the  need 

for  the injunctive r e l i e f  requested by the  Comnission. e/ 

Respectfully suhnitted, 

PAUL GINSON 
Principal Associate General Counsel 

JAMES H . SCHROPP 
Assistant  General Counsel 

Secur i t i e s  an3 Exchange Cormission* 
Washington, D .C. 20549 

December 1978 

Should the Court remand for further proceedings i n  the d i s t r i c t  court ,  
the  Comnission further suggests, for  the  reasons set f o r t h  i n  our opening 
brief  (pp. 4-6), t h a t  the  Court should d i r ec t  tha t  the matter be reassigned 
t o  a d i f fe ren t  d i s t r i c t  judge. I n  h i s  b r ie f ,  Hasdell argues t ha t  the 
Comnission has "stretched too f a r  its prejudice case" (Br. 7 )  ; but Haswell 
himself appears t o  adni t  t ha t  the d i s t r i c t  judge's act ions and decision 
are explicable only i f  a s s u r d  t o  be the resu l t  of a "desire t o  avoid 
fo r  the  MODA bond holders a possible jud ic ia l  determination t ha t  t he i r  
i n t e r e s t  received on the three l1ODA bond issues  may not have been tax 
exempt," and by h i s  attempt t o  "salvag [el the  local  reputation of an 
attorney who may have used poor judgment * * *" (Br. 7 ) .  The Comnission 
did not ascribe e i the r  motive t o  the  d i s t r i c t  judge; but e i the r  motive, 
i f  present, would have been, a t  the l e a s t ,  i r re levant  t o  the events of the case 
A s  f o r  MODA bondholders, who were not pa r t i e s  below, the  proceedings 
could not have determined the i r  tax l i a b i l i t y  i n  any way; in any event, 
it appears tha t  MODA bondholders never received any actual  income, but 
only a return of cap i ta l  from the funds placed i n  escrow i n  order t o  
enable the  companies t o  make payments denominated a s  " in teres t .  " And, 
any desire on t h e  pa r t  of the court  below t o  salvage Haswell's "local 
reputation" a t  the expense of the  public i n t e r e s t  which the  federal  secur i t i e s  
laws are  designed t o  protect ,  would have been mst inappropriate. In  view 
of Haswell's acknowledgement t ha t  these considerations may have entered 
in to  the  d i s t r i c t  cour t ' s  decision, the  Comnission suhnits  tha t  the  need 
for  reassignment t o  a d i f fe ren t  judge i f  a remand is made is indicated. 

* Mitchell D. Derrbin, who has passed the  New York S ta te  bar examination 
but has not yet been admitted to  t he  bar, assisted i n  t h e  preparation of 
the C m i s s i o n ' s  br ief .  


