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Cttt4ISSICfl DEFENDANT IN SUPFOm OF ITE MOTION TO DISMISS THE

ACTION OF ALTERNATIVELY FOR SUtIPPY jJ1XflT-

PRELD4INARY STAm4nT

The Securities and Exchange Camaiss ion the Cantission suthtits this

rnorandur in support of its nctiat to dismiss the plaintiffs acticn or

in the alternative for stnnary judgment

This actiai arises out of an interim detenninatiai by the staff of the

Carniss ion rct to exercise its delegated authority to declare effective pust

effective amenänent to registraticit statement filed by the plaintiff Holdings

of 5. Government Securities Inc HUSGSI under the Securities Act of

1933 for the public of ferirg of its securities The staff declined to declare

the anenient effective tecause HUSI had failed to disclose in the pust

effective amenduent material informatiai relating to the subject ratter of

Ccnnission investigation involving HUSGSI and rtain other affiliated ampanies

and individuals

The nplaint seeks an order of this onurt finding that the staff acted

unlawfully in refusing to exercise its delegated authority to declare the amend

ment effective and amipelling the staff to exercise its authority



The Carrnissicrt tries to disniss this suit because HTJSGSI has bypassed

the nlnistrative procedure for the processing of t-effective rendments

established by Congress and the Camnission HTJSGSI seeks to obtain relief fran

this Court without having resorted to or exhausted available administrative

remedies Specificially HVSCSI has failed not only to appeal the staffs deci

sion to the Ccrmission as was its undisputed statutory right but also even

to obtain final staff determination Plaintiff can point to it case in which

similar challenge to staff determination rot to declare posteffective

amendment effective has even been brought to the ocurts prior to exhaustion

of the administrative process Indeed in recent case nutual fund affiliated

with HUSGSI unsuccessfully sought redress in the urts after having obtained

Ccnniss ion review of staff determination itt to declare an amendment effec

tive See Fundpack Inc Securities and Exchange Ccnnission Current Binder

CG Fed Sec iŁp 96755 D.C Jan 20 1979 trenver HtJSCSI also

failed to take advantage of an alternative statutory procedure the filing

of new registration statement in lieu of post-effective amendment Fbr reasons

described at pages 1619 infra HUSGSI could have avoided the need to seek staff

action if it had filed such registration statement

Assuming that this Court reaches the merits of HEJSGSI claim the

Ccnniss ion should be granted suirinary judgment The staffs determination with

respect to HUSGSI post-effective amenärent was fully consistent with the proper

and lawful exercise of its discretion rot to declare rxt-effective amendment

effective in circumstances where the amendment fails to disclose material matters

pertaining to an investigation raising serious questions as to the integrity

of the management of an investment ccrpany

Accordingly the Cawnission roves this Court to dismiss this action or in

the alternative to grant sumnary judgment in its favor



STArnCRY MCKCThD

As an openend investment carpany or mutual fund continuously engaged in

the offering and sale of securities to the public the plaintiff is subject to

registration reporting and other requirements irrpesed by the Securities Act of

1933 1/ and the Invetnent Company Act of 1940 2/ Both acts were designed to

provide significant protections to persons who invest their capital in enterprises

managed by others The Securities Act requires full disclosure of the informa

tion necessary to enable the purchaser of security intelligently to appraise

the risks involved when making an investment decision The Securities Act pro

vides that when securities are sold to the public registration statement nust

be filed with the Ccrmtiss ion under that Act and trust have becane effective

The registration statement and prospectus which is part of the registration

statrent and is disseminated to investors trust contain carplete and current

financial and business information with respect to the issuer of the securi

ties 3/

The Investrent Company Act provides additional investor protections beyond

the full disclosure requirements of the Securitits Act when the investors interest

takes the form of participation in fund or pool of securities The Investment

Company Act seeks inter alia to foster integrity in the nanageinent of investment

companies to permit greater participation by shareholders in the affairs of their

companies to provide shareholders with information concerning their carpanies and

to regulate certain practices involved in the sale of investment company shares 4/

1/ 15 U.S.C 77a et

2/ 15 U.S.C 80al et

3/ See Sections 10 and Schedule of the Securities Act 15 U.s.c
77d 77e 77g 77j 77aa

See Sections 10 13 15 16 17 30 and 36 of the Investment Company Act
15 U.S.C SOa10 SOal3 BOa15 80al6 80a17 SOa29 and BOa35



Because mutual funds unlike must other issuers are continUously engaged in

the offerinq and sale of securities to the public Congress determined that such

carany would be required to update perindically the information contained in

its registration statement and prospectus as filed with the Carrnission by filing

either new registration statement or pesteffective amenthent to its earlier

registration statement 5/ Specifically once prospectus becomes stale

that is nine ncnths have elapsed and the prospectus contains information in

cL$ing financial information irore than 16 ncnths old such prospectus may not

be used by an investment company untU the information therein is updated in

pesteffective amenenent or new registration statement which has become effec

tive 6/ And while registration statement may become effective merely by lapse

5/ Section l0a3 of the Securities Act provides in pertinent part

When prospectus is used sore than nine ncnths after the effec
tive date of the registration statement the information contained

therein shall be as of date not mere than sixteen ncnths prior to

such use so far as such information is knovn to the user of such

prospectus or can be furnished by such user without unreasonable

effort or expense

Section 24e3 of the Investment Ccmpany Act provides in pertinent part

Except to the extent the Catrniss ion otherwise provides by rules

or regulations as appropriate in the public interest or for the

protection of investors no prospectus relating to security
issued by an open-end management company or unit investment trust

which varies for the purpeses of subsection aH3 of section

of the Securities Act of 1933 from the latest prospectus filed as

part of the registration statement shall be deemed to meet the

requirements of said Section 10 unless filed as part of an amend
ment to the registration statement under said Act and such amend
ment has become effective

Thus prospectus must be kept current within the meaning of Section 10a
of the Securities Act and the only means for keeping prospectuses

current for an open-end investment company is to file pest-effective

amendment to its registration statement unless new registration statement

is filed If noncurrent prospectus is euployed sales of securities

by an issuer using such prospectus would violate Section 5b2 of

the Securities Act 15 U.S.C 77eb2 which makes it unlawful to

sell any security unless it is accompanied by prospectus meeting

the requirements of Section 10

See Rep No 1836 83d Cong 2d Bess at 21 1954



of time 2/ an nenOTent to req istration statement does not becxxxe effective

until the Cartniss ion determines

The Camnission has delegated authority to its Division of Investment Manage

ment to determine the effective dates of amendnents to registration statements

filed by investxrent cr.znpanies such as HUSGSI 17 C.F.R 200.305 2/ In the

present case HUSGSI did not seek Cairnission review of the staffs determination

not to declare the amendment effective as it was entitled to do under Section

41 of the Securities Exchange Act 15 U.S.C 78d1 10/ Thus it is the pre

liminary action of the staff rather than Camiission decision which HUSGSI re

quests this Court to find unlawful

The Caitniss ion and its staff have developed procedures to carry out in an

efficient arid tinely manner the examination of registration statements arid post

effective anendments The thjective of these procedures is to prarote ounçlete

2/ Securities Act Section 8a 15 U.S.C 77ha See n.l9 infra

1/ Securities Act Section 8c 15 U.S.C 77hc
An anenatnt filed after the effective date of the registration

statement if such amendment upon its face appears to the Can
mission not to he inarlete or inaccurate in any material re
spect shall beccre effective on such date as the Cattission

may determine having due regard to the piblic interest and the

protection of investors

9/ The delegation to the Division of Investnent Management at 17 C.F.R 20030-
5b is by referenoe to provision which delegates authority to the Coninis

sions Division of Corporation Finance That provision 17 C.F.R 200.30lal
delegates authority to determine the effective dates of amendments to re
gistration statements filed parsuant to Section 8c of the Securities Act

10/ Section 41b of the Securities Exchange Act provides

With respect to the delegation of any of its functions

the Carinission shall retain discretionary right to review the

action of any such division of the Coinnission upon its

initiative cr tçon petition of party to or intervenor in such

action with in such time arid in such manner as the Ccnniss ion by

rule shall prescribe Provided That person or party
shall be entitled to review by the Ccwnission if be or it is ad
versely affected by action at delegated level which

denies any request for action rxirsuant to section 7Th

of this title to t-effective amendments



and accurate disclosure of all material information in registration statements

or amendments before the statement or amerünent becanes effective and securities

are sold to the public The procedures involve the issuance of carnents detting

forth the deficiencies in the doament by the Catiniss ions staff which has de

veloped considerable expertise in securing cauplete and accurate disclosure

Cctnpanies typically respond to the staffs calTrents by filing amendments to their

registration statements or by discussing the matter with the staff claration

of Carolyn Uberman the CanTti5s ion has described this process as follovs

If the filing appears to afford inadequate disclosure as for

exarple through aniss ion of material information or through vio
lation of accepted accounting principles and practices the usual

practice is to bring the deficiency to the attention of the per
son who filed the document and to afford reasonable oppor
tunity to discuss the matter and make the necessary ocrrections 11/

In sane cases the process of issuing and responding to cawnents is repeat

ed several times before registration statement or amendment contains adequate

disclosure and is declared effective This process has proved to be an effective

mechanism for obtaining disclosure of all material information and in virtually

all cases involving post-effective amendments the process results in deter

mination by the staff to exercise its delegated authority to declare the filing

effective claration of Carolyn tiberman In this case however HUSCSI

did not follow these procedures and instead interrupted the carrent process to

cairnence this suit

STATflIflC OF FACTS

Cti tecember 13 1978 Ff05051 filed with the Catrnission post-effective

amendment to its registration statement under the Securities Act The amendment

was filed for the purpose of upiating the financial statements and narrative in

formation in Ff05051 registration statement and to register additional securi

17 Fdt 202.3a Carments are not generally furnished when the

deficiencies appear to stem fran careless dtsregard of the statutes and

rules or deliberate attenpt to conceal or mislead .fl 17 C.F.R
202.3a See Boruski Division of Corporation Finance of the

Securities and Exchange Ccrrnission 321 Supp 1273 S.D.N.Y 1971



ties Declaration of Carolyn tjberman Declaration of Per Morris

At the time of HDSGSIs filing the Carinission was engaged in an investiga

tion of pessible violations of antifraud and other provisions of the securities

laws by aircng others the management of HTJSGSI including its investment adviser

and directors By December 13 1978 the investigation had preduced in the view

of the Cctnniss ions Division of Enforcement ample evidence that HUSOSI manage

ment had coirmitted wide range of serious violations of these laws Declaration

of Kenneth Lay 12/

HUSGSI was itt ignorant of the investigation and was aware that the Conmis

sion staff was about to recozrmerxi to the Corrinission the institution of an en

forcement action involving HUSCSI management and was also aware of the nature

of the allegations against inter alia HUSCSI management which the staff

thought appropriate based on its investigation Indeed as early as June 26 1978

almost six months before HUSGSI filed its amendment and again on January 14 1979

merrber of the Catmission Division of Enforcement in conversations with counsel

for HUSGSI described in considerable detail the investigation arx3 the factual and

legal matters which formed the basis for the impending staff recoxrxnendat ion De

claration of Kenneth Lay 11 But the pesteffective amendment filed by

HUSCSI contained it disclosure of matters relating to pessible violations of the

federal securities laws which were the subjects of the Ccnniss ions investigation

Declaration of Carolyn tJberman

22/ The Corrmissions formal order of investigation entered on March 10 1978

Attachment to the Caranission present Motion hereinafter the Motiont
named as subjects in the investigation The Fundpack Inc and Holding Trust
two niitual funds affiliated with HUSCSI Fundpack Management Inc the in
vestment adviser for all three mutual funds and Fundpack Securities Inc

and Mutual Funds Advisory Inc both brokerdealer subsidiaries of the in
vestment adviser However the formal order was entered as result of re

ports by members of the Cczitnissions staff tending to show violations by

the named parties and others of the Securities Act of 1933 the Securities

Exchange Act of 1934 the Investment Company Act of 1940 and the Investment

Advisers Act of 1940 Md the Catmissions order authorized that private

investigation be made to determine whether the afnresaid persons or any other

persons have engaged or are about to engage in any acts or practices of

sinilar purport or boject



In accordance with z-crrna.1 procedures the Division of Investment Management

reviewed HUSOSIs filing On January 24 1979 staff member of the Division

gave contents which had been prepared in writing in advance by telephone to

counsel for HtJSGSI Declaration of Roger Morris 93 Declaration of Carolyn Ubermar

These contents addressed deficiencies in the disclosure in both the nar

rative sectict ahd financial statements of the amendment Because of its concern

about matters uncovered in the Connissions investigation the Division of Invest

ment Management included among its contents request for disclosure as follows

Disclose any information you have which you know

to be true and which is material to an investment

in HUSGSI about matters pertaining to either Holding

Trust Fundpack or HUSGSI which involve areas of

concern covered by the staff investigation of

Holding Trust and Fundpack or which concern areas

touched upon by prior Contniss ion contents to any
or all of the Funds

Declaration of Roger Morris Declaraton of Carloyn Ubennan

On January 25 1979 the staff discussed its contents including the convent

set forth above during telephone conversation with Victor polk chairman

of the boards of HUSCSI the tsc affiliated mutual funds and the investment adviser

and the owner of 31 percent of the outstanding stock of the adviser Mr Polk

person whose conduct was being investigated and ultimately defendant in the

Coiriniss ions enforcement action connenced as result of the investigation pro

claimed ignorance of any information relating to the investigation which was

material to an investment in HUSOSI Declaration of Roger Morris Declaration

of Kenneth Lay

On January 30 1979 HUSGSI filed with the Connission new pesteffective

amendment in response to the staffs contents This amendment which also con

tained no disclosure with respect to the investigation was reviewed by the staff

arid again carnents were made pertaining to the narrative arid financial i.sclosure

These contents were given by telephone to HUSGSI counsel on February 1979

Discussions about these contents ensued between the staff Victor Polk and HUSUSI

accounting finn Mendive and Finkelstein on February and February 1979

These discussions centered primarily around staff contents originally given to



3SGSI on January 24 but which HUSI had rot apprriately responded to in the

amendment of January 30 Inclaration of Ther Morris

As result of these discussions the staff and HUSCSI resolved many of the

issues raised in the arent process At the conclusion of the discussions the

staff determined tbat HUSGSI had satisfactorily p1ied with all of its prior

ccnnents except the carment relating to the matters revealed by the Corrnission

investigation Declaration of Carolyn tberman II 12 Declaration of Roger

Morris 10 11 In conversation with the staff on February 1979 Mr

Polk reiterated his original Ixition that there was no information material to

an investrent in HUSGSI concerning matters covered by the Carriss ions investi

gation which should be included in RJSGSI prospectus The staff expressed its

disagreement with Mr Polks conclusion Declaration of Roger Morris 12 At

the time as 3IJSGI counsel was aware the Camiission investigation was can

pleted and the staff was preparing to reortend that the Camu.ss ion institute

an enforcement action against HUSGSI its investment adviser and officers and

directors and related individuals and entities Declaration of Kenneth Lay

The staff suggested that Mr Polk review the matter carefully and stated

that the staff stoed rea to examine any disclosures which he weiulxi care to

suthiit But since the staff was unable to determine that HUSGSI anenªnent

made orplete and accurate disclosure of matters relating to ssib1e violations

of the federal securities laws which were the subject of the Camniss ions inves

tigation the staff determined that as of February it iculd not exercise its

delegated authority to declare the amendment effective Mr Polk was informed

of this determination Q/ And in light of Mr Polks pesition that no disclo

sure was appropriate the staff indicated that it weuld present the matter to

The staff did rot take the pcsition as alleged in the plaintiffs complaint

II IV 11 that HUSGSIs posteffective amendment should not be declared

effective because of an ongoing private investigation Rather the staff

refused to declare the amenclient effective because of inadequate disclosure

Declaration of Roger Morris 17 Declaration of Carolyn Uterman ii 16
Nor was HUSCSI told as iiplied in HUSCSIs caiplaint If IV.lO that the

post-effective is rot incarplete nor inaccurate in any material respect on

its face and cariplies with tie requirements of the statute Declaration

of Roger Morris 18 Declaration of Carolyn tiberman 17



10

the Cannission for its consideration Declaration of Carolyn Ciberman ii 13

Declaration of Roger Morris 12

sollowing the conversation of February the Division of Investment

Management began prtparing mencrandum which was to have been submitted to the

Carrniss ion for its nsideration of whether HOSGSI post effective amendment

should be declared effective Declaration of Roger Morris 13 Before the

memorandum was completed and submitted to the CaTnission however events cccurred

which indicated that the matter need not be brought to the Conmissions attention

because HtJSGSI appreciated the neec3 to revise its amendment First on February 15

1979 HUSCSI submitted for the staffs consideration the following proposed dis

closure with respect to the Ccnnissions investigation

At the request of its staff the Securities

and Exchange Cartuiss ion has authorized private

investigation of the Fundpack Inc and Holding

Trust both of which are affiliated with HUSGSI
The investigation centers en those affiliated

funds policies with respect to portfolio turn
over advisory agreements and investment strategy

while the aitcone of the investigation rot be

anticipated at this tine HUSGSI is not involved

in the investigation and in the opinion of the

management its affiliated companies have Tplied
reasonably with all applicable rules of the

Securities and Exchange Cczrmission B/

Second on February 22 1979 in conversation with members of the Division

of Investzrent Management counsel for HUSGSI acknowledged that mare disclosure

was appropriate in light of the proposed injunctive action The Carts iss ions

Division of Enforcement had submitted on February 16 1979 its renendation

to the Carmission that an injunctive action be instituted against HUSCSI and its

affiliated entities and individuals Declaration of Kenneth Lay Coun

sel for HUSGSI stated that it had been made clear to hin that the proposed dis

3j/ Declaration of Roger Morris 14 Although subsequent events i.e the

Division of Enforcements recomsendation to the Ccmsission and the Conrnis

sion authorization of an injunctive action scon rendered this projed
disclosure obsolete the disclosure was demonstrably deficient even when sub
mitted Contrary to HUSGSI statement MJSGSI was involved in the investi

gation as were its officers directors and investment adviser Declaration

of Kenneth Lay 11 In addition the proposed disclosure failed to

apprise prospective investors of the nature of the activities being investi

gated by the Cannission
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closure suchitted by HUSOSI on February 15 concerning natters covered by the

private investigation of Fundpack and Fb1dingTrust was itt adequate in light

of the enforcement action which the Division of Enforcement was recunTnending to

the Ccnnission The staff informed HUSGSI counsel that because the disclosures

suhnitted by HSWSI were inadequate there would be need to revise the post-

effective amendment VSCSI counsel was also informed that the Cairnission was

scheduled to consider on February 27 1979 the recorimendation made by the Di

vision of Enforcement for enforcement action and that if HUSOSI suhoitted new

post-effective amendment while the Coimnission was considering the enforcement

recarinendation it would be difficult for the staff to assess the adequacy of the

disclosure Accordingly the staff reconmended that HUSOSI should wait until the

Ccnniss ion made its determination with respect to the proposed enforcement action

before suthtitting new post-effective amendment Counsel was also reminded that

HUSGSI had the tion of filing new registration statement which might become

effective by lapse of time Iclaration of Carolyn Uberman 14 claration of

Iger Morris 15 See 1619 infra Counsel thus recognized that the

staff was waiting for the Cairnission to act on the enforcement recarrnendation and

for HUSOSI to file new post-effective amendment

On February 28 1979 the Cairniss ion authorized the institution of an injunc

tive tion against HIJSGSI the two related nvtual funds and the investment ad

viser and officers and directors axmn to all three funds claration of

Kenneth Lay The complaint in the injunctive action was filed on March 21

1979 The Ccrrnissions cnnplaint Attachment to the Motion alleges viola

tions of antifraud registration reporting proxy and fiduciary holigation pro

visions of the federal securities laws The arplaint seeks an order permanently

enjoining the investment adviser officers and directors of the funds and others

fran serving or acting as directors investment advisers principal underwriters

or in various other capacities for any registered investment company The am

plaint also seeks the aççcintment of trustee who would among other things

take session of the three irutual funds subject to the courts superIis ion
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Fofling the Camnission decision to institute the injunctive action

uUscsi did rot mtnit an tçdated anennent wjth disclosure relating to the in

junctive action Indeed espite the apparent understanding of HUSCSIs counsel

as of Febrtaary 22 that the staff was waiting for HUSGSI to file new st-effec

tive aznerxhent HUSGSI did not even ther to consult further with the Division

of Investment Management Tclaration of Carolyn Uberman II 3.5 claration of

Rnger Morris 16

Nor did HUSGSI exercise its statutory right under 15 U.S.C 78dl see

10 supra to appeal to the Conxnissicn the staffs preliminary determination not

to declare effective the t-effective amendment Rather than resorting to its

administrative remedies that is sutzititting an uated amendment with disclo

sure of the allegation of the injunctive action for the staffs review and coin

ments end if necessary appealing the staffs determination to the Carnission

HTJSGSI on April 11 1979 sought relief fran this Court by instituting the pre

sent action

THE ACTIQ SHJID BE DIS4ISS BflUSE fl FAILS 10 PRESWI JUDICIAL

RESOLUTICt FINAL REVIBcABLE DETERMINATION

The central issue in this case is whether HUSOSI is required to exhaust its

administrative remedies and to thtain final Camnission decision The Carmis

sian regnizes that in certain circumst.ances see 21 infra plaintiff may

have right to judicial review of Cairnission determination with respect to

post-effective amendment But this case whid involves an effort to obtain

premature review of determination made by the Carrnission staff does rot

present rev iewable decision for this Courts consideration

The Plaintiff Has Not Exhausted Its Administrative Remedies

The courts repeatedly have criticized attempts like the plaintiffs attempt

in this action to thtain judicial review of administrative action before all
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administrative rerredies have teen exhausted 15/ In Myers Bethlehem Shipbuild

ing Con 303 U.S 41 5051 1938 the Supreme Court recognized the long

settled rule of judicial administration that no one is entitled to judicial re

lief for supposed or threatened injury until the prescribed administrative

remedy has teen exhausted The rationale behind the exhaustion doctrine is that

courts refusal to intervene prematurely in the administrative process gives

the agency an opportunity to apply its expertise and to exercise its discretion

ary pozers See McKart United States 395 U.S 185 19394 1969 Moreover

notions of administrative autonany require that the agency be given chance

to discover and correct its c.n errors Id at 195 This protects the integ

rity of the administrative process and prevents litigants from flouting the agencys

procedures It also serves to conserve judicial energies and resources

The rule requiring exhaustion of available administrative remedies applies

with particular force where as here failure to require exhaustion would result

in judicial review rot conterrplated by the federal securities laws The Court of

Appeals for the District of Columbia Circuit has recognized that when Congress

has enacted specific statutory scheme for taining review the doctrine

of exhaustion of administrative remedies xsnes into play and requires that the

statutory node of review be adhered to ittwithstanding the absence of an express

statutory connarri of exclusiveness Nader 4pe 466 F.2d 261 268 D.C

Cir 1972 quoting Whitney National Bank Bank of New Orleans 379 U.S 411

422 1965

There cen be no doubt as to the proper route for challenging staff decisions

at delegated level under Section 8c of the Securities Act relating to post-

effective amendments Congress authorized the Catiniss ion in 15 U.S.C 78d1

to delegate authority to its staff ard provided that the Ccrrnission retain

discretionary right to review upon its cn notion or petition of party cer

tain staff actions made pursuant to such delegated authority With respect to

j7 See Renegotiation Board Bannercraft Clothing Co 415 U.S
1974 Airport Diesel uiprent Corp Hirsch 331 U.S 752 1947
Neisloss Bush 293 F.2d 873 D.C Ox 1961
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t-effective anenªnents FcMever review by the Carmission is itt discretionary

person adversely affected by the staffs refusal to declare the amendment ef

fective under Section 8c is granted an absolute right to Carrtission review of

the staffs determination 15 U.S.C 78dlb See 10 supra Notuntil

the Carniss ion reviews the staffs decision and makes its determination may

judicial review he sought This route gives the Cannission the oErtunity to

oversee staff action prior to having to defend such action in the onurts

This suit involves particularly flagrant attempt by HUSCSI to bypass the

administrative process process HUSI initiated when it filed it pest

effective amendment HUSCSI has not only failed to pursue its undisputed statu

tory right to appeal staff action to the Cauniss ion but it has failed even to

obtain final staff determination

when HUSI filed its pteffective amendment with the Carmiss ion the

staff reviewed the filing an issued its ixaunents Through the onnrnent process

and discussions between the staff and representatives of HUSGSI all of the staff

autnents were resolved except for one And follcwing the telephone conversation

with onunsel for HUSGSI on February 22 1979 see pp 1112 supra the staff

expected that HUSGSI vu1.d suhait revised disclosure HUSGSI haqever failed

to subnit additional disclosure and instead caunenced this action

By seeking judicial review before it has obtained final staff determina

tion itt to mention final decision of the Cawnission HUSGSI has avoided the

statutorily established route of review The exhaustion doctrine applies here

to ensure that the Catniss ion has auple cçportunity to examine and onnsider dis

closure issues such as that involved here to apply its expertise and exercise

its discretion By seeking judicial review before the administrative process

is cczipleted HUSCI has attempted to defeat this purpuse
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There Are No Unique Factors Here Which Warrant An Exception Fran

The Rule Against Judicial Intervention Prior Th Exhaustion Of

tninistrative Remedies

In extreme instances 16/ courts have reviewed preliminary or intermediate

agency rulings price to exhaustion of administrative remedies As the Court of

Appeals for this Circuit has observed judicial intervention in nonfinal ad

ministrative proceedings has been restricted to cases in which there has been

showing of patent violation of agency authority or manifest infringement

of substantial rights irremediable by the statutorilyprescribed method of review

Nader Volpe 151 U.S App D.C 90 95 466 F.2d 261 266 1972

There are no unique factors in this case which ssvuld warrant an exception

fran the rule against judicial intervention prior to the exhaustion of adninis

trative remedies This case does not involve significant constitutional ques

tion that requires imediate resolution See Aircraft Diesel uipnent Corp

Hirsch 331 U.S 752 1947 Nor does this case involve agency action in

brazen defiance 17/ of an explicit statutory prohibition 18/ As we denonstrate

below at pages 2024 the staffs decision not to declare HUSGSI post-effective

amendment effective even if viewed as final reviewable decision constituted

reasonable exercise of its statutory authority Finally HUSOSI has not shown

the type of aibetantial and irreparable injury which cannot be alleviated through

the use of the appropriate administrative remedies See Renegotiation Board

Bannercraft Clothing 415 U.S 24 1974 Indeed although HUSGSI alleges

that it has been effectively put out of business Carplaint WI it con

tradicts itself in the sane sentence by stating that the staffs action has in

creased the ccst processing business on behalf of the Funds share

i/ Thernel Eco1y Must Be Preserved AEC 139 U.S App D.C 366 368

433 F.2d 524 526 1970

.12/ United States Feaster 410 F.2d 1354 366 5th Cir cert denied 396

U.S 962 1969

Leedan 358 U.S 184 1958 Thuche Ross Co Securities and

Exchange Camnission Binder CQi Fed Sec Rep 96854 2d Cir

May 10 1979



16

holders.0 Morever despite RUSGSI urgent clams it is significant that HUSGEI

has not sought preliminary relief since filing this action

II HUSGEI HAS AVAILABLE ThE STALIJltRY ALTERNATIVE OF FILING REGISThATICN

STATfl4flT ANIY ACCORDINGLY MAY 1VT OBTAIN JUDICIAL REVIEW WITh RPECT TO

ThE STAFF DEtISI Vr TO DECLARE EFFECTIVE ITh IKSTEFFECTIVE AMENthT

Even if HUSGSI bed sought review the CQuniss ion of the staff determina

tion not to declare the amendment effective judicial intervention in this case

weuld still he inappropriate since there exists an alternative statutory proce

dure available to HUSGEI

Although Section 8c of the Securities Act permits the Catmission to exer

cise its discretion as to the declaration of effectiveness of posteffective

amendment the Carniiss ion dues not possess similar authority with respect to

the effectiveness of registration statement The Securities Act provides that

registration statement shall becxme effective tq lapse of time unless the Con-

mission caureences administrative proceedings pursuant to Section 8b or 8d
Such proceedings include notice to the registrant and opportunity for hearing

on the record and the Camiissions determination therein is subject to judicial

review

19/ Securities Act Section 8a 15 U.S.C 77ha provides

Except as hereinafter provided the effective date of registration

statement shall he the twentieth day after the filing thereof or such

earlier date as the Camnission nay determine having due regard to the

adequacy of the information respecting the issuer theretofore available

to the public to the facility with which the nature of the securities

to he registered their relationship to the capital structure of the

issuer and the rights of holders thereof can be understcod and to the

public interest and the protection of investors If any amendment to

any such statement is filed prior to the effective date of such state
ment the registration statement shall he deemed to have been filed

when such aencnent was filed except that an amendment filed with the

consent of the Ccnnission prior to the effective date of the registra

tion statenent or filed pursuant to an order of the Ccmnission shall

he treated as part of the registration statement

Under Section 8a registration statement filed with the Camission be
amnes effective after twenty days as matter of course unless the regis
trant files amendnents to that statement Any proeffective amendment filed

to the registration statement extends the effective date to twenty days fron

the date of the amendments filing The Canniss ion can prevent the regis

fonthote continued
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Here 1JSI contends that it has been denied due process of law Carplaint

WI presunably because it has been deprived of the formal notice and hear

ing protections which are vailable under Sections 8b and 8d Section 8c
limited as it is to tbe consideration of pesteffective amenªnents permits less

formal procedures I1z%ever an issuer dissatisfied with the Catinission deter

mination not to declare such amenàrents effective may at any tine file regis

tration statement pursuant to Section 8a of the Act And if the Carrniss ion

seeks pursuant to Section 8b or Section 8d of the Act to prevent the state

ment fran becoming effective the coopany will be entitled to the penoply of

procedural rights afforded by those sections

That the filing of new registration statement serves as an adequate alter

native remedy is dencnstrated by recent decision of this Court Fundpack Inc

Securities and Exchange Cannission Binder CCH Fed Sec Rep

96755 D.D.C Jan 20 1979 In that case The Fundpack Inc sit Holding

Trust the two xznpanion funds of HUSCSI brought suit alleging that the Cannis

sian had wrongfully refused to declare effective pest-effective amendments to

their registration statements Haiever while their lawsuit against the Cannis

sian was pending each of the plaintiffs filed new registration statement for

its securities under Section 8a The Catmission did mot seek to exercise its

authority to prevent or suspend the effectiveness of those registration state

ments The Court concluded that the plaintiffs it longer have any nizable

claim of injury resulting fran the Carrtissions refusal to declare the amend

ments effective and dismissed the action as trat In the present case HUSGSI

j7 footnote continued

tration statement fran autcinatically becoming effective by instituting pro
ceedings and issuing refusal order under Section 8b 15 U.S.C 77hb
or stop czder under Section Bd 15 U.S.C 77hd See also Las Ve
gas Hawaiian tve1oçrnent Co Securities and Exchange Carinission Current

Binder CCH Fed Sec Rep 196829 CD Raw Mar 13 1979 Because most

registrants wish to lessen the likelihccd of such proceedings they file

delaying amendments extending the effective date until staff review is

catpletai and cannents are furnished process which usually requires more

than b.enty days See 17 C.F.R 230.473
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has not of fered an adequate explanation or its failure to pursue this

alternative avenue of relief 20/

The Fundpack decision is consistent with the veilsettled principle that

equitable relief is appropriate only in the absence of an adequate remedy at law

As with the Fundpack case RI he gravasnen of HUSGSI complaint appears to be

that it will suffer irreparable injury without an adequate remedy at law

result of the action in withholding declaration of effectiveness

of the pending amenªnent and in refusing to afford it notice and hearing

pack Inc Securities and.Exchange Conrnission supra at 94961 But

Fundpack clearly denonstrates the lack of merit of this claim

Thus even assuming that HUSGSI had taken the steps outlined in Point

atxwe and assuming that it had obtained final determination of the Ccnmiss ion

not to permit the pesteffective amendment to becctue effective the same prin

ciple of conserving judicial resources which is at the heart of the exhaus

tion ctctrine operates to reqjiire that auscsI file new registration state

ment if such an alternative is practicable j/ See Myers Bethlehem Shjp

20/ In its complaint HUSGSI alleges that it uld have been impracticable for

it to file new registration statement This claim however is based

upon misconception of the requirements of the securities laws with respect

to financial statements

HUSGSI correctly notes that new registration statements filed with the Carr

mission nuist contain financial statements dated within 90 days of the date

of filing see Item 25 of Schedule of the Securities Act 15 U.S.C 77aa
Item of Securities and Exchange Carmission Form 55 CGq Fed Sec

Rep 7172 but incorrectly asswnes that these statements ntst be audited

HUSGSIs pest-effective amendment filed on December 13 1978 contained

audited year-end financial statements dated July 31 1978 WJSCSI appears

to argue that it filed post-effective amendment rather than new regis
tration statement to avoid the cost of second audit Caplaint IV.8
But HUSCSI belief that second audit sculd have been required is in error

HUSCSI could have fuLly vplied with all the requirements for new regis
tratici statements by suiritting the audited year-end financial statements

tngether with unaudited interim financial statements dated within 90 days

of the filing date See Item 25 of Schedule of the Securities Act
Item of Securities Exchange Ccxrrnission Form S5 See also 23
infra The preparation of unaudited financial statements should create no

undue burden for HUSGSI Declaration of Lawrence Friend

fl/ In sate circtntances the filirq of registration statement might not be

practicable For example an issuer might obtain an adverse decision from

the Carrnissiat with respect to pest-effective amendment at tine when its

foutnote continued
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building Corp 303 U.S 41 5051 1938 re 9j of East Cleveland 431

U.S 494 52131 1977 Burger C.J dissenting

III CCIMISSICV STAFF IN DECLINIC IO DEClARE EFFECTIVE ThE PCGT
EFFECTIVE AMENLZ42T OF HUSGSI DID NCT ABUSE ITS DISCRETION

Even if the preliminary staff decision here involved were final reviewable

decision this case should still be resolved in the Ccnniss ions favor because

the staffs decision was rational one

The Standard of Review Ip This Court Whethe The Corrnissions

Staff Had Rational Basis for clining Co Ceclare the Post
Effective AlTendnent Effective

Under Section lOe2A of the Aªninistrative Procedure Act U.S.C

7062A the standard of review of discretionary administrative action is

whether such action was arbitrary capricious an abuse of discretion or other

wise not in accordance with law 22/ As the court made clear in Coxaco Inc

Federal Energy Administration 531 F.2d 1071 1077 En App 1976 certi

orari denied 426 U.S 941 1976 the burden is on the objectors to dercnstrate

that the agency acted improperly In addition as the Court of Appeals

for this Circuit stated in Ethyl Corp ivironnental Protection Agency 176

U.S App D.C 373 406 541 F.2d 34 1976 certiorari denied 426 U.S 941

21/ continued

prospectus tculd becane stale before registration statement could beccme

effective If such an issuer sculd chcose to cease selling securities rather

than continue selling with an outdated prospectus it may be able to show

that judicial review of the Cauissiats decision is necessary in order to

prevent psible irreparable injury

22/ Section lOeH2flA provides in pertinent part

Co the extent necessary to decision and when presented the reviewing

court shall decide all relevant questiors of law interpret consitu
tional and statutory provisions and determine the meaning or applica
bility of the tent of an agency action The reviewing court shall

hold unlawful and set aside agency action findings and conclu
sions found to be

arbitrary capricious an abuse of discretion or otherwise

not in accordance with law
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1976 citations anitted enphasis supplied

This standard of review is highly deferential one It

presume agency action to be valido trecver it

forbids the courts sutituting its judgnent for that of

the agency .ard requires affirmance if rational

basis exists for the agencys decision

As is set forth in detail below we suthiit that the Carmissions staff had

rational basis for declining to declare the steffective amenduent of HUSGSI

effective

The Staffs cision Was Rational One

In contrast to registration statements which may becxxe effective by mere

lapse of time see 19 supra ixzteffective anendments becane effective

cnly following Cann.ission determinaticri that

such anencInent tçon its face appears to the Carinission

not to be incarplete or inaccurate in any material respect

having due regard to the piblic interest and the protection of

investors

Securities Act Section 8c 15 U.S.C 77hc

The staff first declined to declare HUSGSI amenent effective because

HUSGSI failed to make disclosure of the subject matter of the Cartniss ions in

vestigation as it directly related to the integrity of HUSGSI management Sub

sequently when an injunctive action was instituted HUSI failed to revise its

disclosure to reflect this material developnent The investigation and enforce

merit action were properly deemed by the staff to be of significance to piblic in

vestors The Ccnniss ion has alleged that the members of the mutual fund orplex

of which HUSOSI is trenter and management of the cxxiplex violated antifraud

registration repxting proxy aid fiduciary obligation provisions of the federal

securities laws See to of the Camnissions amrçlaint attacnment to

the Motion Although not each neither of the fund crrplex is alleged to have

violated each of these provisions the Ccmniss ion has alleged that HUSOSI itself

has enployed materially false aid misleading materials in violation of Section

10b of the Securities Exchange Act Camnission Carplaint 31 to 64 Also

the Camnissiai has alleged that HUSGSI violated various provisions of the Invest

ment CaTany Act
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And significantly the Carinission has alleged that the funds investment

adviser has engaged in pervasive schere of selfdealing to enrich itself at

the expense of the funds amd that the funds directors have failed diligently

to discharge their duties consistent with their fiduciary obligations tb the funds

see Caunission Canplaint 30
Closely related as they were to the adequacy of HUSGSI disclosure in its

posteffective amendment the securities law violations which were being investi

gated and which were thereafter alleged by the Ccrriission were highly relevant to

the staffs consideration of the amendment 23/ The staffs refusal to declare

the amendment effective followed fran its awareness of information reflecting ad

versely on the adequacy of HUSGSI disclosures The amenthent failed to de

scribe the investigation and ultimately the legal proceedings brought by the

Comiss ion and the relief sought Fig the Carruiss ion In these circunstances

the staff could not determine either that the amendment upon its face

appear not to be intiplete or inaccurate in any material respect

or that HUSCSI amendment should be declared effective having due

regard to the public interest and the protection of investors See Securities

Act Section 8c
HtSGSI appears to contend that the staffs reasons for withholding declara

tion of effectiveness are ixproper because they are not apparent upon the face

of the teffective amendment See Caplaint 11 IV.9 10 ich view mis

construes the Canniss ion function pursuant to Section 8c of the Securities Act

The statutory pi-arase upon its face should not be construed as HUSGSI

contends to circumscribe the Cairn issions authority to lcolc behind the bald

statements of jtst-effective amendment in order to assess the accuracy or ccrr

pleteness of the amendment Rather Section 8c permits the Caunission to en

gage only in cursory review of of the face of the amendment when circumstances

j/ The management integrity issue in particular was of inçortance for investors

given the control and coninensurate opçcrtunity for abuse exercised by

an investment adviser over the highly liquid assets of an investment company

suth as HUSGSI See Tannenbaum Zeller 552 F.2d 402 405406 2d Cir
1977 cert denied 434 U.S 934 1977
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so warrant but does not prevent the Catmission fran sulementing its review

with other available information which may reflect edversely on the accuracy or

adequacy of the amenªnent In an early proceeding after enactnent of the Securi

ties Act 24/ the Carinission raised questions with respect to the treatment of

certain transactions as reflected on the balance sheet of cxrçany which had

filed teffeÆtive amendment with the Ccnnission Fblliing hearing before

an examiner at which evidence was adduced as to the nature of the transactions

the Carrniss ion determined that because the amendment was incczplete and inac

curate in material respects it follais pursuant to Section 8c of the Act that

we cannot permit it to beccme effective 25/ The Cariniss ion thus sup

plemented with collateral evidence the information on the face of the regis

ti-ants çt-effective amendment in order properly to discharge its beligations

under section 8c
An affirmative finding that pesteffective amendment upon its face ap

pears not to be inccwplete or inaccurate in any material respect is in

plicitly errbedied in every Carutiss ion determination of effectiveness of such an

amencrient Unless the Caimiss ion is entitled to ackrcwledge the existence and

relevance of material facts and information available to it but rtt set forth

24/ In the Matter of General Inccxne Shares Inc S.E.C 110 1935

25/ Id at 114 See also In the Matter of the London Town Manufacturing

Catpany 41 S.E.C 676 1963 Loss Securities Regulation 2d ed at

292 n.82

26/ Cf In the Matter of Red Bank Oil Canpany 20 S.E.C 863 1945 where the

Ccnniss ion rejected an assertion in stop order proceeding pursuant to

Section 8d of the Securities Act that prior to the effective date of

registration statement the exclusive methed available to the Corrmission

for challenging registration statement is refusal order proceeding

subject to Section 8b The Coiunission held that because of both the ex
press language ct the statute liniting its consideration to the face of

registration statement az-ri the severe tine linitations inçosed upon it

in proceeding under Section 8b which ntist be zxzpleted within twenty

days after the filing of the registration statement Section 8b was in
tended to be used only when the inadequacy of the registration statement was

plain on its face 20 S.E.C at 865 In contrast to Section 8b hcwever

Section 8c prescribes to such severe time limitations and does rot preclude

the Ccnnission fran considering other possible material anissions fran and

misstatements in pest-effective amendment
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explicitly in an amendrent which it examines the Carnission would be prevented

fran meaningfully valuating the amendment In this case the Carmissicn

staff was unable to make the required finding because it knew of the likelihccd

of an enforcement action against HUSGSI and the basis therefore information

whith prevented an affirmative determination that the amendment appeared not

incatçlete or inaccurate HUSGSI construction of the statute would require

the Ccntassion to disregard any and all information reflecting adversely On

the accuracy of the disclosure contained in an amendment but rot set forth

explicitly in the document This construction would render the amendment review

process sham and would result in Ccmnission findings that post-effective

amenªrents upon their fare appeared not to be intplete or misleading when

the Ccnsi6sion had gxxi reason to believe there were material misstatements

in the documents Such result would be inconsistent with the Contuiss ions

statutory chligat ion to have due regard for the public interest and the protec

tion of investors in considering whether post-effective amendment should be

cane effective 27/

The Ccnnission staff determination that it would itt exercise its dis

cretion to declare the post-effective amendment of HUSGSI effective was thus

clearly within its statutory authority The determination which was based upon

the staffs inability to find that adequate disclosure was being made was ra

tional one and did rot constitute an abuse of discretion

27/ In 1968 the Investment Carpany Institute proposed certain amendments to

1659 bill intreduced in the 90th Congress to amend the Investment

Ccrnpany Act Niong these amendments was proposal to amend Section 24e
so that posteffective amendments filed by investment companies would

becate effective like registration statements twenty days after filing

In nevvrarxiwt to Senator Sparkman Attachment to the Motion the

Camtissian cpçtsed this amendment which was rot enacted on the grounds that

it tild upset the existing procedure which has worked well and the
practical effect of the proposal would be that the quality of disclosure to

purchasers of investment ainpany securities would decline to sate extent

or that mere frequent use of expensive timeconsuming and disruptive ad
ministrative pt-orned ings would beon necessary or both
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CJCt2JSIa4

For the foregoing reasons this action should be dismissed or alternatively

sunnary judgtnt should be granted in favor df the Carniss ion
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