
UNITED STATES DISTRICT COURT
FOR THE

DISTRICT OF COLUMBIA

LUCIUS HILL et al
Plaintiffs

Civil Action No 822675

SECURITIES AND EXCHANGE
COMMISSION et al

Defendants

MOTION FOR SUMMARY JIJDGM NT ORIN
THE ALTERNATIV TO DISMISS

The Securities and Exchange Commission and its individual

Commissioners collectively wthe Commission defendants

respectfully move pursuant to Rule 56 of the Federal Rules of

Civil Procedure for summary judgment on all claims raised in

the complaint in this action on the ground that there are no

material facts in dispute and they are entitled to judgment as

matter of law In the alternative defendants move pursuant

to Rules l2bl and to dismiss all claims for lack of

jurisdiction or faIlure to state claim upon which relief can

be granted



In support of thi motio ttE rite the

accompanying Statement of Material Fact to WFtc There is

No Genuine Issue Memorandum lonts ard /utForities and

Sworn Declarations of Edward Kwahasser As oc ate Director

of the Commissions Division of Market Regulation C1arJ

Harper Associate Regional Administrato Ma Brnch Office

of the Commissions Atlanta region Char es Pochffuh Chief

Miami Branch of Regulation and John Ymo cy Con liance

Examiner Miami Branch Office

Respectfully suom tted

ener Counsel

ounse

RUH SNBEC
It

crrr fm dents

ecur nd Er aig Commission

Street
Wh nct ro
Telepho V02 27 2454

Dated April 1983
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STAIEMENT MkIERIIL FACTS AS TO
WHICH THFRE IS NO CF NE

Pursuant to Local Rule ecurities and Exchange

Commission submits the fol owing uaterial cts as to which

there is no genuire issue

Plaintiff Lucius Hill Se ties Inc Registrant

is securities broYerdealer that has been registered with

the Commission since Novetber 79 Compla rt Plain

tiff Lucius Hill VHi1l is Presdent of Lucius Hill Securities

Inc Coliplaint II

With lini ed exceptions all broker-dealers engaged

in interstate commerce are required to register with the

Commission See ection 5a of Securities Exchange

Act 15 U.S.C 780a Pursuant to Sections l5b2C and

17b of the Securities Exchange Act 15 U.S.C 78ob2C
and 18qb the Commission staft conducts periodic examinations

of the books and records of registered broker-dealers

Registered brokerdealers that elect to join se1f

regulatory organization SROfl usually either an exchange



such as the New York Stock Exchange or the National Association

of Securities Dealers are subject to routine examinations for

compliance with the federal securities laws and rules and

regulations thereunder by their SRO rather than by the Commis

sion Under Sections 15b and 17b of the Securities Exchange

Act 15 U.S.C 78ob and 78qb the Commission may and ME

delegated certain examination functions to SROs however the

Commission retains the responsibility for overseeing such

examinations and for conducting its own examination of any

brokerdealer that appears to be in possible violation of some

federal security law provision Kwalwasser Declaration 57

Hochmuth Declaration 4. Approximately 90 per cent of

all brokerdealers elect to join an SRO Kwalwasser

Declaration

Brokerdealers that elect not to join an SRO are

called SEC Only SECO brokerdealers and are directly regu

lated by the Commission Kwalwasser Declaration

Registrant is SECO brokerdealer Hochmuth Declara

tion

The Commission staff conducts routine examinations of

all SECO brokerdealers books and records The routine exami

nation is performed to determine whether the registrant is in

compliance with the federal securities laws Kwalwasser

Declaration 11 ffochmuth Declaation



All newly registered SECO brokerdealers are scheduled

for routine examination within the first twelve months of

registration Xwalwasser Declaration Hochauth Declaration

Carrying and clearing SECO brokerdealers i.e those

that hold customer fund are to be examined annually

Kwalwasser Declaration Hochmuth Declaration SECO

brokerdealers that do not hold customer funds are to be

examined on three year cycle Xwalwasser Declaration

Hochmuth Declaration

In conducting routine examinations of SECO broker

dealers Commission staff requires production only of books and

records required to be kept by Section 17a of the Securities

Exchange Act 15 U.S.C 78qa the Commissions rules thereunder

or other specific rules of the Commission under the Securities

Exchange Act At the beginning of the examination the broker

dealer is usually provided with request list indicating books

and records it initially will be asked to make available to the

compliance examiner Kwalwasser Declaration ffochmuth

Declaration Mahoney Declaration

Regional and Branch Offices of the Commission conduct

posteffective conferences with newlyregistered SECO broker

dealers to educate the new brokerdealers about the statutes

rules and regulations which the Commission administers

Kwalwasser Declaration Hochmuth Declaration



10 Jo oiey cecui ice corroliance examiner at

the Commissi ns Mami Br ich Office conducted posteffective

conference th the Regisrant on November 26 1979 Hochmuth

Declaration Matoney Declaratio if

11 It was Mr Mahoneys standard practice which he

followed at tte poste fectve conference with Registrant to

notify the brokerdealer to become familiar wth the applicable

statutes ard regu atiois and to expect an unannounced examina

tior of its books and reco th twelve montts of

registratior Maho ey Declaration if

12 Ot June 26 and 27 1980 Yr Mahoney conducted

routine ex-m nat on of Reg st arts books and records at its

office at 224 atura Stree west Palm Beach Florida That

examination ar corduct pursuant to the Commissions practice

of examining all newly gistered SECO brokerdelers within

tteir first twelve month of operat on Hochmuth Declaration if

ahoiey la atio

13 ie stanlaro practice wnen conducting

routne CO en iratic be in by iiterviewing the

princip1 he firm te mi what type of

business he is ooerat ng and which books and records are

particu arly el -nt During the inter iew he provides

brokerdee tt adard regues list for documents he

may wish to examine He then asks the principal of the firm

or other person in charge to provide him access to certain



books and records all of which are required to be made or kept

pursuant to the Securities Exchange Act and the rules and

regulations thereunder During this phase of the examination

he performs various financial computations and checks to deter

mine whether the brokerdealer firm is in compliance with the

applicable securities statutes rules and regulations He

sometimes asks the principal or other person in charge to

provide him with documents in addition to those listed on the

request list All additional documents he requests are required

to be made or kept pursuant to the Securities Exchange Act and

the rules and regulations thereunder Mahoney Declaration 11

14 When he arrived at the office of the Registrant on

June 26 1980 Mr Mahoney displayed his credentials to the

person who received him and asked to speak to Mr Lucius Hill

principal of the Registrant The person advised him that Mr

Hill was not present Mr Mahoney then requested to speak with

Registrants bookkeeper and the person with whom he was speaking

advised him that she was Registrants bookkeeper At that

time Mr Mahoney asked the bookkeeper to telephone Mr Hill

and request his permission to conduct an examination of

Registrants books and records Mahoney Declaration 19
15 The bookkeeper went into another office where she

appeared to Mr Mahoney to make telephone call When she

returned she indicated to Mr Mahoney that she had obtained

permission for him to begin his examination Mahoney Declara

tion 10



16 Affer ea no he the

bookkeeper ask Hi ic cuae to he i3hed to inspect He

requested that she bring various doc ne ts elated to

Registrants broker-de le businecs general ger

blotter and cast pt Hi ces bank reco ciliations

net capita coiiutat ore Ic er cu omer serve

requirements FOCtY reports oc edu1 of invent ry poe tions

schedule of ctoter and br Her de -nces nd b-nk

letter onfirrrr reoe we ac ount hd been

established Tic bo keeper brought Vahoney tie records he

had requested In dition he brough hut chart of

Registrants accoute whcb he I-ad ro reguas Mahoney

Declaration

Vab did ro office which he had

been oeate tb bock and eords the

bookkeeper brough hirr He exam ned orly books and records of

U- keg trnt Matorey la ioi 10 H- lffidavit

ard Att chmeni-

18 Afte had exnired th oH and cords the

ok eeper ru3%-t hut coo uou at she

photocopy -on of ther ade no

pl-otoco1ies 00 curie ts ot U-ian tlose the

bookkeeper pho co hm icney DecH ati

19 Ma oney turre Regstr it Office or

June 27 1980 Whco w- -v Yr Mahoney inter iewed

him about his hu re op at on Fr Hi vere all Mr

Mahoneys guestior0 and unta provUed Mr Yahaney with AT



Bliss Co tax shelter offering documents and offering documents

in another tax shelter Times Square Industrial Park Mahoney

Declaration 13
20 Later that day Mr Hill accompanied Mr Mahoney to

Registrants bank where they performed box count of the securi

ties certificates held there in order to verify the accuracy of

Registrants books and records Mahoney Declaration 14
21 Mr Mahoney did not return to Registrants offices

after June 27 1980 Mr Mahoney and Mr Hill talked on the

telephone in July 1980 regarding Mr Mahoneys questions about

certain of Mr Hills brokerdealer activities at no time did

Mr Hill indicate or state that Mr Mahoney had acted in an

improper manner in the examination on June 26 and 27 1980

Mahoney Declaration 115



22 On May 11 1981 plaintiffs counse requected copies

of all documents obtained by Mr Mahoney on June 26 1980

Copies of these documents were provided to plaintiffs counsel

on May 13 1981 Harper Declaration

Respectfully submitted

LINDA IENBERG
Associate General Co rsel

Aosista General Counsel

RUTH EISENBEPG

Attorney

Attorneys for Defendanto
Se- tes unc Lx hange Commission
450 St Street NW
Wash ingtor D.C 20s49

Telephone 202 2722454
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PRELIM NARY STATEMENT

This lawsuit arise6 from routine examination under

the Securities Exchange Act 1/ of the books and records of

registered brokerdealer Lucius Hill Securities Inc

which took place almost three years aqo Plaintiffs the

brokerdealer and its principal now challenge that examina

tion and the statutory provision pursuant to which it was

conducted under the fourth amendment Defendants the

Securities and Exchange Commission and its individual Commis

sioners collectively the Commission have moved this Court

to grant them summary judgment on all claims Warrantless

examinations of books and re rds under the Securities

15 U.S.C 78qb



Exchirgc At c1 ble under the fourth

amendirent wo ly nimal rtr sion of commercial

property in single pervac ye regulated ndustry with

long history of vernment supervision and are necessary for

effect ye eUorce tte cC

any evert he atute rot ncon-titutional as

applied to larti Ps is ciear from te face of their

complaint plainL cc rorcer to the records

examin id p1 eae es ratified this

consent Th or la nt fa to state constituttonal

claim and should be dism ssth Rule 12b6 Federal Rules

of Civil Proc

The ComT at Co to dUmiss

pursu nt to injunction

aga nst ry oh examination

Those claims are ot be Coimission has not

-ou to se ocumen is an roceeding if the Commis

sion ula tr time plaintiffs will

have cu rcrc proceedirg

ru FL

STATUTOPY ND CF

SO areas fir enacted

legisl aet ir-cte

2/ To ol Cc ut exaniration of plainS
tiffs book and co ssu in this case the

Corrrri cats dascriptior of the
sUttt cu rk ant to which

hat Jr



pervasive regul ti because

it found hat n-crcç ii r5 bie

brokerdeale had inves ors and

interstate cornr rc curities legis

lation ongress coic th or dealer0

adhere to Nstandard of fa ho 0t it dealinj that

should be basic to tI- en ou of xv stffcnt ii any

enterprise 51 Rep to 85 ro 1st Scs

1933 5/ Accordingly bro in unties listed

3/ broker ic ting securi
tieS trarsac on rs dealer
is peroon cc counties
trans cti no ct ons 3a4 and
3a5 Exct a4 and

78cha o0t uo engage in

boti ty ii rmonly referred
to as Thr er at
AssrofSecu 15YTTh75

4/ Sec br sing require
ments proocc tor tio requirements

ice pri ri ral securities
slatio It act vit es of

brokers and ry of brokerdea1er
regulatior 3enera

Loss Secur__it 2c 19IL
5/ See al Proo tics Pet of 1933Sct Ic ngc before the

Hou0c Cor rt 1st
Sess 19 ci ir ceguards
for Naftal 441 U.S
768 /5 ds cc st investors
was surey cc ties laws but

so usness
etnics Lindustr
emphasis in or



on national aecu it cna ge hve been regulated by the

Commission since 1934 the year tle stock exchanges first

becaTe regulated 6/ 938 Conoress extended the Comrris

sions regulatory authority to include brokerdealers operat

ing in the overthecow ter tarket 1/

Today as we descrb below federa regulation of securi

ties brokerdealers farreaching and extensive Regulatory

athoriti the on ion and of self

regulatory ga ira rcgstered witt the Commission 8/

SRO5 are stock changes or other private registered securi

ties association to which Congres has delegated certain

regulatory authority under the general supervision of the

Commission The SROc have respnnsihlify tn assure their

members complsnce witr tn federal sec rities laws as well

as with ruJes nd re on te ave promulgated 9/

6/ Exchange Ac- 15 S.C

7/ Malorey Act 1938 15 S.C 78oci 78ocH2 and
78o3 The erti-c-co er mark encompases securities
transaction that ke olace other than on national
securities exci-argc See ss Securities Regulation

2d ed 1961

8/ See 15 U.S.C 78 b8 and United ates Natl_Ass
of Sec rities Dealers 422 UTC CTdrCflTiVeFv
New York StokExc ge 373 U.S 341 35053 1963

9/ See Section Exchnge Act U.S.C 78f provisions
governirc cxc xca ArtS 15 U.S.C
78o3 provisions oo en ng registered associations
ard Secon 19 aroc 1t U.S 78s provisions
governing all SROC



Members of i- je a0 as nonmember

brokerdeale ay nd ociation of

Securities Deale ti- ire brokerdealers

limitirg their tra irg tn hecounter

market 10/ Currertly 30% of tcred brokerdealers

7250 of 7800 icirt SD Kwalwaser Declaration

The rem ininj abo SEC Only

brokerdealers are rcgul three ly by the Commission

pursuant to Commission rules tt coiroarable to NASD

rules 11/

Survey of Poe Del cjuat oi 12/

jtr_to
With very Jim ci ic ior ci ka dealers engag

ing in inters ate conterce iu0t rc st it- the Commis

10/ The only otte ci- SB Cl becurities
Rulem king Bo rd

Sc Comparabi ty of on Securities
Exchanoc Act trY rb 20 1971 and

C.F ai an oiu-1
Legisl ti ta Id require
all brokerdc ct on in the

ov rttiecounter 3rk -ir rc ered
scurit cc Cong
1st 5eo5 ar Co st Sess
1983 en- Ic would eliminate
th SECO prog am

While SEC and NASD sup vi rrparabic to the

eAten
me1ror ur LUA ect ng LPCO brokei-dealers since
Mr Hill did not join ar RO

12/ Examinat of broker-dealers are discussed separately
in part inf 13



sion 13/ To register tY brokerdealer files an application

requiring extensive discloeures abo the registrants back

ground financial condition and the tyne of business in

which he intends to engage 14/ separate registration form

must be filed with the Commissor or the appropriate SRO

for each employee of the firm lro rect indirectly

effects securiteo transa tions 15/ Brokerdealers are under

continuous obligati to mend renistration form

should circuirstan- re iac ut te Moreover to

withdraw from reg stration brokrde lers notice of

withdrawal must be accepted by the Commission 16/

The Comm ssion hs extensive discipFnary auhority

to deny suspend rke ary broker de 1cr registration

upon finding of am other things willful violation of

the federal sec ritie aw- or failure reasonably to super

vise an employee who ommito sue olation The Commission

13/ Sect..o nf te Ech-nge At TLSC 78oa

14/ See 17 C.FR O.15b1 and ecurities Exchange Act
Form BD reprod ced ec Laws CCH

15/ 17 CFR 240 b8

16/ Section 15b of the Excharge ct 15 U.S.C
3o be EC 264 2d 358 D.C Cir

1958 Corri io Tdrre ocation of registration
oven wten re ra whe to wit draw volu tarily



may also lirrit brokerdealcr activities functions or

operations 1/

Financi Pe-ponsi

Brokerdealcrs irus cor ti- Commission regulations

governing financial esponsibility and related practices

affecting customers furds ir luding egregation of funds

and financial reporting 18

Net Capital Rule

The net capital rule is tI-e incipal regulatory tool

that the Commission uses to rroritor th financial health of

brokerage firms and prot ct cu tomers from the risks involved

in leaving their cash and cc it es with brokerdealers.

Touche Ross Co Rejfljon 442 560 57u s979 The

rule which requires each brokrdealer daily to compute its

net capital 19/ has its basic purrose to ensure that the

brokerdealer always has suffic ant lipid assets to cover

17/ Section l3b4 rICO ttCL tJ.C 78ob4
18/ E.g Section 15c3 Exciange \ct 15 U.S.C

78oc3 Scction Exchange Act 15 U.S.C 78qe
19/ 17 C.F 240 15c3 Yet capital is the firms net

worth minus non iqui sets plus certain subordinated
liabilitie Certain as t- re educed by percentage
called haircut No oroker dealer can permit
aggregate indebtedness to exceed 15 times net capital



debts to custoner 20 Broker de icr ear violation of

the net capital recuiremert rust imm diately rotify the

Commission by teloar p1- and file certair additional financial

reports 21/

Safeguarding Custoner Funds and

Securitie

Congrese ha aut or zed the oirrr ssion to promulgate

rulas nrcterf st turte ir the brorer

dealers -s rokerdealer fails 22/

Accordingly mot oketdealers must determine on daily

basis which of thei customers securities are fully paid

for or as to securit pu on iargi wtich portion

is fully pa Ir dit ri J-t hold ructomer

funds and ecu Ut serve bark accouit for

the special rcft torrcrs The amount to be deposited

which rust be erough cove rt los cc mus be computed

every Frday t1- fol owng esday

20/ Securit Exc1- rice ct Pci 11497 June 26 1975
Tha rule io it ortant weapons in

the Commissior prot vectors Blaise
dArtoni aO .2d 276 27

5th Cir cerdeid 1961

21/ 17 C.F 240 7a ii Conmissior also inposes
imu raging fron $2500

to $5 15

22/ ctior 15 Ut Lxchanjc ct th U.S 78oc
ee 17 C.F 3-

23/ Section 15c Exchange kc 15 U.S.C 78oc3
17 35



before opening of business 24/

Many other rules are also designed to protect customers

funds or securities For example every quarter each broker

dealer must make box count to determine the number of

securities it holds 3/ Whenever effecting securities

transactions for any customer the brokerdealer must send

written confirmation containing prescribed information 3j/

To prevent brokerdealers from using their customers

securities as collateral to finance the fins business

hypothecation rules regulate the manner in which securities

may be pledged as collateral for loan 27/

Trading Practices

The Commission has broad authority pursuant to Sections

10b and 15c of the Exchange Act and 17a of the Securities

jf/ 17 C.F.R 240.15c33

25/ 17 C.F.R 240.17a13

26/ 17 C.F.R 240.lObl0

27/ 17 C.F.R 240.8cl and 240.15c2l

In addition most registered brokerdealers must become
members of the Securities Investor Protection Corporation
SIPC which insures customers funds and securities up
to $500000 of which $100000 can be cash Section
3a2 and of the Securities Investor Protection

Act 15 U.S.C 78fffca2 and They also must

carry fidelity bond 17 C.F.R 240.lsblo1l and

provide fingerprints for certain employees 17 C.F.R
240.17f2 The Commission also requires most broker
dealers to register in the Lost and Stolen Securities

Program 17 C.F.R 240.l7f2



Act to pr bit raud ers esult

of decisions ii ni court eecF insti

tuted by the Coinms nrcr ophcrsive

code of brokerdealer con uc as dvel peth 29/

SECO broke deai is al st be ed by the

Commiss promote ju tab cc

trade to fos free war c1 to prot rves ors and

the public inte est 0/ Fo rrle brolrer er ny not

recommend secu tic to er dtermned

that tle securit suit to the on vestment

objectives ard fin cial stuat on ri effecting

transaction fo securit has

control oYe dea er st that fact to

customors wr rok de customers

28/ Sect-i 10b of xcha ge ct 15 USC
78b ct ties Act
15 U.S 77g

29/ Seegrer3jy Wo fib PVhlos Russo
Reu 10 ics arkets

au eatiesand
Excha gcCo cert
deric SC 174 F2d

Vugties_Co
SE 139 Ii 321 U.S

786 194

30/ Secto b9 th ctia Ic U.S 8ob9
31/ 17 C.F.R 240 ThI broker-dea ii keep

records oi ach oer
mination ee .1 61

32/ 17 CFR 240.1 cortrol te C5 eX sts

wher de ld or

under comr 5Sa1 cu ity
Id .11 .3



discretioary accou cu tomers written

authorizat or 34 and sibilities 35/

Re ordkeep iq or Re rjents
The recordkeepirg Oflb governing

brokerdealers elicit mi mat an in part to provide

the Commission and SROs uf icie arning to enable

them to take appropr ate mor to nr ct irvestors before

the financial collapse tb rti lar brokerdealer

involved Touche Ross Re 442 U.S at 570

Thus Commission Rules l7a3 ard 06 17 C.FR

240l7a3 17a4 and lSblO or nj ems require broker

dealers to make detailed nd re ds pertaining to

their business to pre these other records they

make and to provicte opies Ti 36/ Implicit

33/ Generafly ths ncry rt te customer has

given the broker cc tat au to ctuate trans
actions the oker ot press approval as

to these transact ors SU cc Kendrick 692

F.2d 1262 9th Cir 98 pending

34/ 17 C.FR 0.15b0 5i1

35/ 17 F.R 240 the broker-
dealer no ct trans
actions tha rc cuency in

view of the Thnarc -c cFdracter of such
accou 17 CB 24 ci

36/ Examples of books and cor ker-deaiers must make
or keep md de ed mer complaint
letters orctcr tmcketc otter records of

original entry givi ai record all purchases
and sales of securmtic eraJ and securi
ties position record ed ci efe-ting all long and
short stock positiors ied th ok 17 CF.R
240 17a3



in the regurement to kep boo and records is the assumption

that they wIl ke ac uratcly 37/

Additionally SECO brokerdealers must file wit- the

Commission very detaled periodic and annual reports of their

financial conditio cal1ed FOCUS reports 38/ FOCUS reports

include statemen of income net capital and aggregate

indebtedness -omputations and reserve bank account figures

Brokerdealer0 also must contract with an independent public

acountant to parlor cert lied audit on an anrual basis 39/

Trairigj2pervision

SECO brokerdealers and their associate employees 40/

must meet standards of training experi nce competence and

other qua ticatio set by the Commission 41/ These

requirements ncluie pa rg general ecurities examination

that must inc1ude coverage the Coumssion rules and

37/ See Armstrong once Co Scurities Exchange Act
Rd 8d20 1068 Los Securities Regulaton
1346 and 2a cci 96l

38/ 17 C.F.R 240 a5 Fo Xl7 FOCUS Ftands for

finarcial .nd rt ona co bined uniform single
report

39/ 17 CF.R 240.17a5f

40/ Those as ociatc iith brokerdealer include any
persors exept wnose ctions are solely
cleical so Se Section a1
Exchange ct 78c

41/ Section 15b of he Fxcta ge Act 15 U.S.C 78ob7



regulations governing brokerdealers 42/ Brokerdealers have

statutory duties to supervise all their employees 43/ and are

liable for their acts under certain circumstances 44/

Brokerdealers must maintain extensive background files on

all their personnel dealing with securities or handling

customer funds to help ensure those persons integrity 45/

The Examination Program

Congress has directed the Commission to examine broker

dealers books and record periodic Ily in the public

interestN and for the protection of investorsQ 46/ These

examinations serve two basic purposes first to determine

whether the firm is complying with all the federal securities

laws second to educate brokerdealers about their legal

responsibilities and to help them correct minor deficiencies

42/ 17 CFR 240l5bBla1 and ii The examina-
tion also must cover corporate structure accounting
and legal obligations investment companies distribu
tion of securities stock cxcha ge and overthecounter
markets among other ss

43/ Section 15b4E of ttc kxchanoe Act 78ob4E
and Section 20a 15 U.S.C 78t

44/ 17 C.FR 240lSblO4c

45/ 17 CF.R 240l7a3a12 For example the file must
contain description of each persones business associa
tions during the preceding 10 years 17 C.F.R
240 17a3 12

46/ Section 17 of the Exchange Act 15 U.S.C 78qb
See also Section 15b 2c of the Exchange Act 15

UTC78ob



1t

informely $s -dy Report of the

Subcomm Cot of foote Cot on tnt and For

Commerce 92nd Cong 26 tess 23 1972

The Coinmi. tor npectior program is administered by

its nine Tegtoro3 ar d..ice together with

the vieson $nk 4gulrt See_e. 46 SEC Ann

Rep 1980 rn-s on rducc three basic types of

examint..ior -- outi.r 47/ ard cause 48/

only ti -i art are

Roune rto EXaSfldtOfl

Thc routne exam aO the pr tazy method by which

the Comus Vt Ut aa.o to ensure that SECO

broker deer ti the Ic cral securities

laws The ax xo-anc cvects of SECO broker

i- tie nrt niatandopera

tional conditi -it ale prictices The Commissions

regional of ccc corC cx iint cns on surprise basis

47/ Ac noted v4er itt ze mnber5 of SROs are
rotti -YE tr S3 oversght Dy
the Cjq r% ctat oversight
exnst.or LI daer as well

as of the cJOc Ut -E3 mono other
things tha tch of surig tnt its
members cone t- at aroc Ar See Sections

flU it ch nge let 15 U.S.C 78fi
an6 lSo-b

fi/ The Conir foc tos cc ii arinations of broker
dalercs trot rC of SECO brokerdealers
wise ever Ut ntrr roeratonal or other
problet at uaIectcd Pccavstti rid ration
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so that firms do not ha the opportunity to alter their

books and records or transfer funds or securities to conceal

net capital or other violations Kwalwasser Declaration

Hochmuth Declaration 49/

Although specific examinations are not announced the

Commission notifies all brokerdealers of its examination

policy For example all persons who apply for registration

as brokerdealers are mailed Information on Regulation of

BrokerDealers which states that they will be responsible

for compliance with the federal securities laws Kwalwasser

Declaration and Exhibit thereto In addition the

Commission provides every applicant with pamphlet entitled

General Information on the Registration and Regulation of

SECO BrokerDealers Kwalwasser Declaration and Exhibit

thereto That pamphlet first distributed in March 1982

notifies registrants that they

should be aware that the Commission has
authority to inspect all books and records
at any time The Commission has routine
examination program in which it inspects
SECO brokerdealers on cyclical basis
Id Exhibit at 13

49/ Regional offices conduct conferences with new SECO
firms shortly after their registration becomes effective
and before the first onsite examination In these
posteffective conferences Commission compliance examiners
speak with principals of the firm to educate the registrant
about the applicaole Commission rules and regulations
and to review with the registrant what type of securities
business it will operate Kwalwasser Declaration
Hochmuth Declaration Mahoney Declaration

footnote continued on next page
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Most compliance examiners divide routine examinations

into three parts interview books and records and sales

practices In the interview the examiner discussses with

the registrants principal the type of business he operates

This helps the examiner to determine what particular type of

books and records the brokerdealer keeps or should keep In

the review of books and records the examiner requests books

and records relating to the business Be checks them for

accuracy and currency and determines whether the broker

dealer is complying with applicable aspects of the federal

securities laws In the sales practices portion of the

examination the examiner looks primarily at records of customer

accounts to determine compliance with such requirements as

footnote continued from previous page

For example examiners attempt to determine whether the
brokerdealer is familiar with the books and records and
financial reporting requirements as well as the net

capital rule Bochmuth Declaration Mahoney Declaration

11 34 Registrants are advised to read the Exchange
Act If the registrant demonstrates lack of familiarity
with its legal responbilities it is requested to obtain

copy of the applicable statutes and regulations
Mahoney Declaration

During this getacquainte conference the staff

notifies the brokerdealer that its books and records
will be inspected once during its first year of operation
and periodically thereafter Icwalwasser Declaration
Hochmuth Declaration Mahoney Declaration The
Miami Branch Office conducted such posteffective con
ferences during the period relevant to this case
Mahoney Declaration 11
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suitability 50/ proper markups 51/ prohibitions against

excessive trading and fairness 52/ Mahoney Declaration

11 78 Kwalwasser Declaration

All new SECO firms are examined during their first six

months or no later than their first year of operation as

required by Congress in Section l5b2C of the Exchange

Act 15 U.S.C 78ob2C 53/ Congress believe

that such early and frequent inspections of new entrants by

the SEC are critically important to nip incipient

problems in the bud fl 54/ After the first year the

50/ See supra 10 and 17 C.F.R 240.lSblO3 and

240.15b106a

51/ markup is the difference between the prevailing
wholesale or interdealer market price for security
and the retail price dealer charges its public custo
mers Engel How to Buy Stocks 13031 6th rev ed
1977

52/ Charles Hughes Co SEC 139 F.2d at 434

53/ Section l5b2C enacted in 1975 permits the Commis
sion to extend the month period to 12 months for classes
of brokerdealers it designates The examination in

this case was conducted in the seventh month and thus
technically under Section 17b because the Commission
had not yet officially designated the classes of broker
dealers whose examination could be postponed until the

second half of the year However the Commission policy
to examine all SECO broker-dealers in the first 12

months pursuant to which plaintiffs examination was
scheduled arose out of the same concerns as Congress
expressed in enacting the 1975 Amendments see text
and note 54 infra

54/ Securities Industry Study Report of the Subcomm on

Com Fin of the House Comm on mt and For Commerce
92nd Cong 2d Sess 23 1972



examination schedule depends on the type of business the

brokerdealer operates If the firm is an introducing

broker i.e it does not hold customer funds or securities

or clear its own transactions it is generally inspected

every three years Kwalwasser Declaration Hochmuth

Declaration Since firms that hold customer funds or

securities or firms that clear their own transactions pose

greater risk of loss to investors the Commission inspects

them on yearly bass 55/ Of course SECO as well as

other firms may also be inspected for cause Kwalwasser

Declaration Hochmuth Declaration

II THE JUNE 1980 ROUTINE EXAMINATION OF LUCIUS HILL

SECURITIES INC 56/

In summary this case arises out of routine examination

of books and records of SECO brokerdealer on June 26 and

27 1980 John Mahoney Commission securities compliance

55/ Typically an introducing broker is one unable or

unwilling to meet either the expense of maintaining
an operational capacity to handle money and securities
commonly known as thackoffice operations or the
minimum net capital requiremerts imposed on firms handling
customer funds ard securitics An industry practice
has thus emerged in which smaller brokerdealer
contracts with larger brokerdealer for performance
of backoffice services Under this arrangement the

introducing broker will introduce accounts and

transactions to clearing or carryingN broker which

agrees to perform the necessary backoffce operations
for percentage of the commissions to be generated by
the transactions introduced jral1 Goldberg
Fraudulent Broker Dealer Practices 75a1978

56/ The Commission respectfully incorporates by reference
the Statement of Material Fac As To Which There Is No
Genuine Issue submitted in support of the Commissions
motion
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examiner visited the West Palm Beach Florida off ices of

Lucius Hill Securities Inc Registrant to examine its

books and records for compliance with the federal securities

laws Mahoney Declaration fl 13 The examination was

scheduled in accordance with the Commissions policy of

examining all new SECO brokerdealers in the first year

after their registration Hochmuth Declaration 11 56p

Mahoney Declaration Although Lucius Hill principal of

the Registrant was not present when Mr Mahoney arrived on

June 26 Mr Mahoney had previously advised him to expect

such an unannounced examination Mahoney Declaration 11 34
Upon his arrival at the Registrants office Mr Mahoney

showed his Commission credentials to the woman who identified

herself as Registrants bookkeeper and asked to see the

brokerdealer books and records She left the room and

appeared to make telephone call When she returned she

indicated that she had obtained permission for him to examine

the records Mr Mahoney requested to see number of

documents related to Registrants business all of which were

required to be maintained under Commission rules After he

had completed his examination of these records Mr Mahoney

asked the bookkeeper to photocopy some of the documents for

him which she did At no time did Mr Mahoney view documents

other than those the bookkeeper brought to him Nor did he

examine documents other than those of the Registrant Mahoney

Declaration fl 911
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Mr Mahoney returned to the offices of the Registrant to

complete his examination on the next day When Mr Hill

arrived short time later Mr Mahoney asked him number of

questions about his business operations Mr Hill answered

all Mr Mahoneys questions and gave him additional documents

including documents concerning an A.T Bliss Co tax shelter

offering Later that day Mr Mahoney accompanied Mr

Hill to bank where Mr Mahoney performed box count of

Registrants securities id 11 1314
At no time in June 1980 or during their subsequent

discussions regarding A.T Bliss Co did Mr Hill state or

indicate that he believed Mr Mahoney had acted improperly on

either day of the examination id 15 It was not until

May 1981 after the staff had notified Mr Hill and

Registrant of nonpublic 57/ Commission investigation of

possible violations of the federal securities laws that

plaintiffs informed the Commission staff that they were

alleging that Mr Mahoney had acted improperly almost three

years earlier Harper Affidavit 58/

57/ See 17 C.F.R 2025a and 203.2

58/ 17 C.F.R In May 1981 when Mr Hill was subpoenaed to

testify in that investigation plaintiffs counsel infor
mally alleged that Mr Mahoney had ransacked the
firms officeS Cl-arIes Parper head of the Commissions
MIami Branch Office inquired into the allegation and deter
mined that it was without rrerit Harper Affidavit UI 23
In May 1981 the Commission provided plaintiffs with
copies and list of all documents photocopied for

Mr Mahoney on June 26 1980 P1antiffs did not

contest the accuracy of this list until the filing
of this sawsuit id fl 56



TNE COVMISS ON IV EtC ED BROKER-S

DEL nr iE SECURITIES
EXCHANGE ACT AR EAON OU ITH AMENDMENT

P1antif aC ifl the provision

in Section 17b of the noc Ia S.C 78qb for

warrantless brokerdea1e cxat nct urconstitu ional

under the fourth cndner Fr 21a and

First Prayer for Reli Etc seek an order

enjoining the Comir ssicr rr ro Section 17b to

them Second Prayer for Reli 60/

Section 17b au Eto th or to make reason

able periodic speci oc registered

broker-dealer0 reco ds as rr ms Thecessary

59/ Plaintiff yes them of
due process viol tion of the fourth
fiftt ar rt it if aint 21b
The cons it tior Ett iowever is narrowly
limitel air nl tc Pa Davis
424 U.s 693 ry PiTatioW
cry ntl 431 /8 T77 TC3s not
protØ3Ecr rc al ti examined under
Sect Iii cc xtnt of course
doesnot rnr Cf Hurdv

33 U.S

Plairtiff ar II violation in

so far exam ia Wa judicial
Oct rm pr reutral

inspects et Ins allegation
is egal te ten claim hence
wedono cr

60/ PlaintiffU otte req relief in

essence moti or rturn of property
cc th ur chef are
disc ssed in Par II



or appropriate the nu ix ere or the protection of

investors or ot erwise furti- rance of the purposes of the

Securities Exchange ActJ 61/ Plaintiffs contention that the

Court should nullify this statute without merit

The touchstone of the fourth amendment is reasonableness 62/

Although warrantless ces aeneral rule may be

unreasonable the SupreTe Court has upheld exceptions when

the public irteract tea ires more fexible view See

United States MartrazFue 28 U.S 543 555 1976

In series of caces decided since 1970 the Supreme Court

has enunciated exception for cpectiors of pervasively

regulated indu es The ourt applied this exception

to the liuor folo aAeCtcrixg Corp United

States 397 1070 to firearms de-lers United

States Biswel 406 u.s 311 1972 aid to the mining

industry Donovan De1 452 U.S 594 1981 cf California

ikersAssociatio v.Shultz 416 US 21 52 66 1974

tproJisics he Bark Cenracl 1ct rf 1970 regciring banks

to keep records and report financial transactions do not

violate the fourtt amerd ei Varshallv Barlows

Inc 436 U.S 0/ 313 14 197 Co rt declined to

61/ The books and records of othe regulated nstitutions
ubec crr

stock excia gee an Ieir senbers are also subject to

Commission exaidratior See 5ec 17a Exchange
Act 15 U.S.C 78qa

62/ See Delaware Pousa 440 648 65355 1979
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apply the ColonnadeBiswell exception to all industries

operating in interstate commerce because the exception

would have swallowed the rule However as the Court carefully

reiterated 63/ the reasonableness of warrantless inspection

programs must be resolved on case by case basis by balancing

the specific enforcement needs and privacy guarantees of

each statute Marshall Barlows Inc 436 U.S at 321

The ColonnadeBiswell precedent teaches that this exception

applies to an administrative agencys statutorily authorized

examination when there is minimal expectation of privacy

in the property to be inspected 64/ and Congress has

reasonably determined that warrantless examinations are

necessary to further regulatory scheme

As we demonstrate brokerdealers have long history of

government oversight and are subject to such detailed federal

regulation that the privacy interests at stake are nonexistent

or minimal warrant reguireirent would impose heavy

burden on the examination progLam which is tailored specifi

cally to the problems in this industry and would seriously

jeopardize enforcement of the investor protection scheme

63/ See Colonnade 397 U.S at 77

64/ See Rak Il1inos 439 U. 128 14 1978 See

also Fatz United States 389 U.S 347 353 1967



enacted by Congr ss Congr ss authorization in

Section 17b for wa rantless exar na ions of broker-dealer

records satisfies both prongs th ColonadeBiswell test

and should be sustained

Warrantless xamirat of BrokerDealers
Book ds thdeiT Ce ritieqExchane
\c Do TeTEiate Lx pe at ion

____

BroerDeacrs ho hav Io-g story of

governme uervision are vely regulated
by the SecuritiExcFa and its rules

In Colonnade 397 76 ourt leld that warrantless

inspections erfo cc or laws were not barred by the

fourth amendmert ecause ad long exercised control

over liquo ii and oad power to design such

powers of inspection dc tI iciu law as it deems necessary

to meet the evils haid See also Donov nv.1 452

at 60203 Regu ation of ecurit es brokers like federal

regutt on of or mt traff is deeply rooted

in history Urted Sta esvBiswe1 406 U.S at 315 The

statutory frarework orizi ar ices examinations of

securitiec broke de Ic ram imspection

schemes that have been held to sa sfy fourth amendnent 5/

has beer rc rg of federal regulation

of the secur tics due sc eurra pn 21

65/ In addition CoJorad U.S at see

Panza 621 2d 59 ert.deTted 449

U.S 103 Va hal roud Ferry Preparation
Co 60 rT75YTTTZffff37TtC
U.S iLL 80 wc
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Since impl ro of bro erage buciness

that is not re ted in owe mairor by the federal securities

laws ad rules pomgated erude there is sufficiently

predictable and guided federal regulatory presence 66/ to

bring this single ndustry within the ColonnadeBiswell

exception 67/

Further tte exarriration program ongress authorized in

the Exchange Art cn ly tine Qecjrtec industry

Examination of SECO broker_dealrc books and records the

inspection procram challenged in is case involves only

small fraction of the businesses in this single industry

The routine SECO brokerdealer examination program includes

less than 10% of the 7800 recistered brokerdealers

Kwalwas er Decl-r tim 11 Thus te examination program

mandated by l7 is far row than the searches

of all employers if all oustri arc busines es in interstate

commerce held ic rstiut orl in ar tallvBarlows

Inc U.S at 68/

66/ Donovanv_Dwey 52 at 04

67/ Indeed pi Court noted aiother context
that Congress ha$ invested thc Com s.nor rwici is

ctarg it coke tic of oublic crest as well
as the tee of shareholders with extensive and

pervas ye sup rv ho ty US Nat Assn
of Sec tie 2Ti75
discu rg ir ion eguiation of selfregulatory
organiz ti ne

68/ Is of 1981 OSH covered an estimated 4.5 million
establishm it See Dep of Labor Presidents

footnote continued



However brokerdealer far ror than constructive

notice of the restri Jo Marshall

Barlows 436 U.S 3J3 3uot rj lncidaSanchez

United Sta 41 \s pre iously

noted supra 15 the Cormis in fies new broker

dealer registrants nat ap tYn routine

cyclical basis and secF cal then that they are

responsible for compliance witi the deral securities laws

Kwalwasser Declaration Exhibit at Exhibit at 13
Indeed Mr Hill as notified oia11y at the posteffective

conference held November 26 that tFe Commission would

periodically examine his brokeidealer busThess records and

that he should expect ar uarnoun mina ion within the

next 12 months Mah ey De ati

68/ footnote continued

Report or Occupati nal Safetyrd Health Calendar
Year 1981 at 54 Exariirations un er the Exchange Act
cover auch more limi roup han do other warrantless
inspections held not to io ate th fourth amendment
As of 1979 there were ro ira ely 180 000 registered
firearms thalers cove ed he Th stnea in United
States Bisw 11 406 11 ur au of Alcohol
T6UEcarFTFŁarms U.S pt of Trea ury Annual
Report tior No 12 19 As of 1979
there were almost 4000 liq or alers subject to the

inspection scheme ousa in Col nade Catering
Corp vUn ce ac ohol Tobacco

Firea ma ist led Spirits
Wine Beer ba tn cer es TF Publication
No 1323 Jul 182 Cf Doro an .Dewey
452 U.S 594 nsp calTFiiEEIr
were over 000 co in 19 ju xperience
in Coal Win 1981 Deot of LaT6FTfff6uffätional
Report To 1138 19



ott erc3ealer- ly those Ike plaintiff

that elect to join the ECO arc on notice that

inspections will be randor nfrequent or urpredictable

that the owner has no real expe tation at his property

will be inspected fror me to time U.S.N _________

Commission Radiatior ccrrology Inc 519 Supp at

1288 69/

Warrantless am ations of books ard records required
be kep rvolve lit invasion of

prvac _________

Commission exam rat urder Section 7b are limited

to examintior of booko and record recuired to be kept

pursuant to Section 17a 70 and he regulations thereunder

or other regulatois expU itly requ records to be

kept Hochm th Decl-r on flahone Del ration

69/ Certainty and regularity ir admini tration of this

examinatior prog ff pro adcquate rotice
and her cc tor il adauate substitute for

warrart oct rh 11 Barlow Inc 436 U.S
at tO2s uLTYThurt 87 U.S
523 538 l967 FPoiFT Ljt Co
638 F2d 89 901 CT 454 U.S
892 1981 Thc SECO exa at grainvolves
routine examin tr of ew EC hrkers within
the first ye no one and three year
cycles thereafter acs Dc Jaration Hochmuth
Declaratoi nce nat at on mited to

books ard ords to be kent see
infr pp 28-3 c3if cul to sec what additional

roectjon rt wov de Donovan

Deey

70/ 15 U.S.C



Accordingly tic ti-c fourth

amendment

In Shapirov tY-xicd 1948

Supreme Court hel ti-at ti- oc protect

records such as these tha requ ed to kept by law 71/

See also California Banker As Bt Stulz 16 U.S

21 Such records assume ci-aracterst pu lic or

quasipublic documents -i ti-a custodians have

tno reasonable expe of yN em 73/

Subsequent to Chapiro re comideri

the question have held that oui ed bi ker ealer records

are not constituU-o ally ected un ted St esv

Mahler 254 urp 58 82 .D United

71/ Observ th or .reit depends upon
governrcrt cc be cor id at 13l4 the

Court ru ed ti-at th exists as to private
papers can ct rt to records required
by law to be pt 33 citations omitted

While he Si-apir de rcd recordkeeping
provisiors Pct Justice
Frankfurtcr ted the

applicability tedcral record
keeping statu

72/ See e.g nov Vc F2d 228 231

2d Cir 19 rited 449 2d

1341 2d Cir 11 05 .S 918 1972
Coopers Expre 33 2d 38 340 1st
flEI9iunea ou Dis
trioutors coir 187 43 S.D N.Y 1960

73/ See e.g tJritcd Sats 2d 686 690

2d Cir de ie i02 1982 See

llyIFT nc 6013 2d162
168 5th Cirl9Yi nor Eidence
2259cf1augo



States Kaufria 42 2d 240 247 2d Cir cert denied

400 US 925 1970 no fifth amendment protection under

Shapiro for records registered brokerdealer was recuired

to make and keep SEC Olsen 354 F.2d 166 2d Cir

1965 no fifth aendment protection under Shapiro for

records registered investment advisor was required to

make and keep pursuant to the Investment Advisers Act of

1940 15 tJeSC 80b 74/

Where as tere there is either no or only de minimis

expectation of privacy the incremertal protections afforded

by warrant arc so marginal that they fail to justify

the administrativ burdens that nay oe entailed/S shall

BarIows Ire 43 at

74/ Moreover examinations of busir ss recordc differ
from searc of em ses le the one at issue in

Bariows in that they ot in rnge on individual

rights to the cx ent that warrantlcs searches would if

allowed re aa Jun roceea4La 6u1 F.2d at

168 n10 Tt Comiri si exa mat or program does
not involve rot eu co temnla tie use of any
forcible entry er tutor sci-eme provides
for resort the de rts if co pliance
examiner ref sed ent he Cort %iO pursuant
to Section 21e the Exchange Ac 15 U.S.C 78ue
may seek irjurction requiri that the br ken-dealer
make it books and cords -vai1able for examination
See SEC loan 53 2d 679 2d Cir 1976
cert LIiC TTs6r 197 EC MdanA

CCII ecu.Kep
SODONSY l93 SEC trkey Jud Dec 574

WD Wash 945 gra ing injuncion in face of

fourth amendment challenge examination authority
See also Mahoney Declaration
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Trading markets in securities are uniquely susceptible

to brokerdealer fraud and manipulation which may take on

more subtle and involved forms than in cruder businesses

Id gq4ng Archer SEC 133 F2d 795 803 8th Cirj

cert denied 319 U.S 767 1943 Brokerdealers like

banks may hold ther customers cash and securities

Examination of their books and records is designed specifically

to determine whether the ffins ore complying with financial

operational and tradng stand rds that are distinctive to

the industry and have significant impact on customers

see supra pp 1318 77/

Congress recently reexamined and reconfirmed the

necessity for these earrinatIons in wake of failures

of numerous brokerage firms caused primarily by breakdowns

in recordkeepirg 8/ Ir ti-i most searching reexamination

77/ Brokerdealer failures associated with recordkeeping
deficnciac tmay aleo cause chain reaction of failures

among other firancial inetitut ors See Remarks of SEC
Commissioner Bevis Long reth before the New York Regional
Group of the American Society of Corporate Secretaries
February 10 198 attached ao Exnbit hereinafter
Longstreth Remarks

78/ SEC Study of Unsafe and Unsound Practices of Brokers
and Dealers Doc No 229 92d Cong 1st Sess
11 28 1971 Sirce books and records of brokerdealer
represent tie cornecone his operations any errors
or ncompletcnoss ovpnocA nuetrt%rs eo lo-s of t-eir
cash and securities and threatened loss of public
confidence in the securities markets Id at lll2 19
Brokerdealer failures or near failures have continued
in more recent years See Longstreth Remarks
note 77



the Fe ra ur s93Os 13/ Congress

reaffirrred ai records of

broker ler da j-t further

mandated in Sect ft ha brokerdealers

be cx tined ipl ir St tior Ye of

operation noting tat ear ai Fr examinations

are critically itportart to inc ci problems in the

bud 81/ Ye 1k et or cc TTi tna bi
observed that tina io auti- ri of course

essential to any effort Coxiti cr discharge its

responsibilit es ti 229 94th

Cong 1st Sees 113-

Courts ale i-ave th he omrrission must

have unimpaired acre er-dea ords protect

the public again abuse ortoetc cc fl-c tecords

requirea to cc rad 17a of the

Exchange Act and -r LI ords autnorized

by Sc 17b ft rcci or thorities th the

79/ Conf 11 1975

80/ Ti-c exat ou rc dec ir Section
17a wa reer or anguagewas
added eju coo org cgula ory aoencies
SeE Touch Ros 442 at 562 n.2
Congress so ne sures
strcng en rca

15 U.S IS nd

81/ Securities of ti-c Stbcomm on
Ccii Fr cf the Co ii on mt For Commerce
92d Cong se 23 1972



necessary informat to vercee or iai with the

federal securities ws aid to mo itor the Una cial health

of brokerage firms and protect cus ers om the ricks in

volved in leaving their cash rd ecuri ies wth broker

dealers Touche Ross Co .Redinjon 442 U.S at

569-70 Indeed the Coniccon could carry on ita

task of protect the public inves ithout

financial inforiratior fl is ffic It to apprehend

BorukivSEC 340 992 2d Cir cert denied

381 U.S 943 1965 See also Inre Wnda O.Olds 37 SEC

23 2627 1956 book nd rds requ remeits are wkeystone

of surveilla cc of reg srints

Mo cover war art exa-p atiors of brokerdealers are

indispensable to fo ng tie ance lct First as one

Conaress onal Comrittee fourS coet to examnation

authority challenge Fr this cac he proepect of an

ur rced st of ert ii ector effective

atim us fo ho ety epng eracity Re

No 1760 86ti ng 2d I60 See also

Hochmuti Declaratrr

Second since rrant odd gi oker-de ers advance

notice of exam ns 2/ of Conmssion etatutes

82/ Advarco ro ic yaminatlor would re3ul from
ant s- if war ts were ob ained

on ex part ha bec use the firm could mply
refuse or om ance examirers arrival
E.c Donovai Wdlastor Inc 695 F.2d

1st Cr



and rules cou be easi guiced alsification of

records or transferb of an LUL twalwasser

Declaration chm th Declar tion For example

brokerdea er could tenpo il tra funds from affiliated

companies or provide dupl cate ba epo it slip when no

deposit had been made in olatio the et capital rules

Customer corrlaint ffls pur and nonc....rrent

books and records could be brought to date These steps

would conceal rather than correct tatutory violations

Thus 1the prerequisite of warra ld easily frustrate

inspection.TM Biswell 406 at 316 Cf Marshallv

Sar1nws mc 436 JS at 316 where dvance notice served

to encourage emplo to compiy witI OSHA In view of the

ease with wh ch violations ray caxrou Ia ed unannounced

inspections are crucial to mant rirg te financial and

operational irtegrity of brokerd

The alternative obtainin warrart would be tre

mendously bu der.ore to te seriously inpair

its investor protectior proarair te Coir sion performs

approximately 900 broker dealer aamirations each year

Kwalwascer Dec aration Ii 36 The vol me of paperwork

required to obtain warrants ould verely drain scarce

resources in period of budaet ut ard reductionsinforce

id at fl 83/ vers on staff resources to obtain

83/ More the ci siors iancc ex miners have

mary re ibilit ir rr te du ting broker
deale examiiations Kwalwas Dc aration



warrans could or te Coin duc th number and

scope of examinati tine when th ecurities markets

are expanding sgn ficant in ruiber complexity id5 at

Moreover is probab ttat ving obtained

warrant and coirmerced an xamin tioi eynl ci wou

require add tiona re rds for wtic Cornission would

have to seek cti oti-er warrant to complete the examination

Kwalwasser Docla-atlo Phi- in onsurin burdenS

some process could ac ta ic by recalcitrant broker

dealers to impede and lay Commicsion examinations

II PLAINTIFF CONSE TED THE EX MINATION THE NOW CHALLENGES

irt enr ert Ic cc to ear it be reected

wien ci cure rces sl ocr icso earch was obtained

from ti-ltd ty who po ec cotnor au ority over or

other suffs is re stp ti-a mises or effects

souch tc cted tinted Stats Matlock 415 U5S5

164 1974 ot om cdl om authority

includes mutual ui-c or accee such hat reasonable

to bel ev ti-at ti-c rg co aut orized to

do so tin_ted tates Sells 2d tt

1974 quotj Jni d- vTM tlock 41 7l r.7



In their complaint plaintiffs in effect concede that

Mr Mahoney the Commissions compliance examiner reasonably

inferred that Ms McElveen consented to the examination Ms

McElveen was responsible for Mr Hills bookkeeping and

certain duties for the brokerdealer including receiving

visitors at its offices Complaint 111 1012 She obtained

permission from Mr Hills accountant to show the brokerage

firms books and records to Mr Mahoney id at 13
which she then did id at 14 84/ Ms McElveen obviously

had access to the relevant books and records and at the very

least she had implied permission to consent to the examination

United States BuettnerJanusch 646 F2d at 765 See

United States Gradowski 502 F.2d 563 564 2d Cir 1974

per curiam

Thus the facts alleged in plaintiffs complaint provide

sufficient basis to conclude that Mr Mahoney could reasonably

believe that the bookkeeper had the authority to consent to

the examination and did so voluntarily See United States

84/ Although the complaint does not expressly state that
Ms McElveen gave permission to Mr Mahoncy her consent

may be inferred from her conduct in providing and photo
copying the records Unite States Buettner
Janusch 646 F2d 759 764 TTFIIIT
Moreover the conplaint does not allege facts that

establish coercion As the complaint recognizes
after Mr Mahoney appropriately showed the bookkeeper
his credentials she was free to deny him access until
she had satisfied herself by contacting Hill or his
accountant that permission should be granted



650 2d 075 1078 9t United States

Block 590 F.2d 535 3940 4th dr 1978 United Statesv

Sells 496 F.2d 912 914 7th Cir 1974 SQfler.all

United Staes Harr on 679 F.2 942 D.C Cir 1982

Accordirgly the coir Ia nt l-ould be domissed for failure to

state clairr upon wh ch relief can bc granted Fed Civ

12b6
Alternativel summary tdgrre-it sti be entered on the

Commi sions bea au te dsputed facts show that

Mr Mahoney reasonably concluded that Ms McElveen had been

authorized to gra tim cces to records In any event

Mr Hill fi er act on the followiro cay ard thereafter

by providing tor cordc nc by obectng to the

examiration

Mr Mahoneyc declaration eotablishes be had every

reacon to believe that the bookkeepr ould consent to the

examinat.on Aft he told her ti-at wao roir he Securities

and Sxchang Commicso and was ti-crc to examine the brokerage

books and re rs Ms lveer said that ohe kep the books

statetnt conf rmed throughout as ste demonotrated

familiarity -t the ords locat ar ieral substance

Mahonc tion cj espo se to Mr Mahoneys

re ste left to maxe

telephone 11 and etirned shortly ereafter stating that



39

she had obtaintd pent i.sicn tot fir Mahoney to begin the

examination 4d 910 ater sic told Mr Mahoney that Mr

Hill would be in the off ic the c.inc3 coy id 12
thus confirming Mr Mahoney unoerstandirg hat he had

been in touch with the tints prircipal 5/

On June 27 Mr Hill neither withdreb thc pcrmission nor

in any way restricted Mr Mahoneys dditional examination

13 Indeed Mr Hill pc.rsnally provided additional

information and made available c.opics of other broker-dealer

documents id 1314 86/ Thereafter neither Mr Hill

nor his counsel complained to Mr Mahoney or his superior for

over eleven months Harper Affidavit 11 24 Mahoney Declaration

15 The Commission and its compliarce examiner were

entitled to rely on Mr Hills consent apparent from all

objective appearances to the examination Mr Hills

85/ The following day June 27 1980 Mr Hill greeted Mr
Mahoney as if he had been exp ctng the examiner to
return ii .L3i lti ad ca tu rntr support to Mr
Mahoneys conc.lusio corable u.tier the circumstances
that Mr Hill and the bookkeeper had conferred about the
examination

86/ In paragraph 16 of their con lai plaintiffs make

generalized allegation that per onal papers of
Mr Hill were taker on Jun lBO The only
specifically dtscribed docvnnts are offering documents
of A.T Bliss Co Ic opic of which as Mr
Mahoney staseb vtt i.- fa 91 Pant uy Mr Hill
on June 27 si8u nahonej De raticn 13 Such
documents are not however private since they are
required by law to be kept ne 17 C.F.R 240 17a4
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claimed subjectve intention to thc contrary not disclosed

until after he lea red that he Comrr ssion was investigating

his frm must rejected United_States Sledge 650

F.2d at 1078

Moreover liost wo years ago Ci May 1981 at plainS

tiffst request Co irission providec their counsel with

list and copiec of all documents obta red by Mr Mahoney on

the first day of ho exa ntio er ffidavit and

attaci- ent theroto ifl no challenge the accuracy

of the list urtil th ng of this at on id At

this point the mu-t de ed to havo waived object to

the examina io bat ok p1ac cc yea ago Cf In re

Grand Jury Investigtirr Ocean rrarsportation 04 F2d

672 675 D.C Cir orycli nt rivilege held

waved where deman nc de -evera car for return of

documents that had been yen the gcvernrrent allegedly by

mistake

III CLAIMS FOR JU TIvE RELI AGAINST USE OF DOCUMENTS
RFGISTRZNT ROVE URING TPF VX NI TION SHOULD BE

DI 151 FORLA

Plaintiffs seek join the Cowmissioi use of

documents Regitrant roluced during th first day June

26 l80 o- tcn any fjture

enforcement proceeding Third Prayer for Relief They also

seek returr of doe it nt Fifth Prayer for Relief and



an order enjo ning tre Corn oa warding them to

other governrrent agenc es rayer for Relief Even

assuming arguendo that tth rurpoe he exciusionary

rule were furthered by th oi cv derce in civil

cases 87/ plaintiffs claims u.t ciable at this

time

Plaintiffs Cl ms Are Ri cial Review

Claims not ripe for judic al not present

case or controversy as regusrcd rt dc lii Section of

the Constitution Absent co ers district

court lacks subject ttcr Li icti In \bbottLabora

tories Gardner 38 136 196 Supreme Court

identified the tests rt must prl to etcrmine whether

controversy arising in on nc oceeding is

ripe These are Ic fitn es for ju1icial

decision and the pa crt hrthip the parties

of withholding cou Lo at at 49 88/

87/ See Unicdo 42 U.S 433 447

1976 Todd St of Labo 586

F2d 683 689 9t Cr tion ng application
of excluciorary ru obt cd in warrantless
OSHA search prior to mc ur dcciion in Marshall

Barlows rc 436

88/ See cbb tI ar ar Services
696 F.2d 10 mo Stamrock
Corporation 2d 7n 6D.CTir
1978

The doctrine purpo pro co rts from wentanglingN
themsel es ir agency at on an administrative
decision nas been fo cd its effects felt in
concrete way by th ir ic Abbott Labora
toieG dnr zesforaBetter
Envrront rj D/ Cir 1980



Plan- atte 1- docurr nts not

fit fo judi at es tire There has been no

fial agency deterrinat on to the documents any pro

ceeding against plaintiff or to rward them to another agency

TCx SOCAL 449 39 43 1980 Hooker Chemical

Ruco Div Unted Eta es 642 F.2d 53 3d Cir

1981 Only aftor if ch-rge are raised ir the context

an admiris ative or -ud ci proceeding can final

deter ation itad he dnissi ility 89/

Plaintiff Ico do ro satiefy the second test of Abbott

Laboratories Th do ege that the production of their

documents without later cc ha- direc or immediate

i-upact upO ttr-t Te ovision of docunents

to the Coiim on cr ir anrt against the p1ain

tiffs only if tl- Corrr sr on inst tute ard prevails in an

enforcement actio car tte oos arie that plaintiffs

ecororr intcre will 1y mrrediatcly affected

TCF1 Larche 363

L.e 420 42 19 bscrce of hardship only

mini um showinq of co te ud al or dministrative

iterest is ieeded ry nce against review

Di ndShamro- Cos 67 978

89/ dcci ior lit subject to review at

such tin- as ar er orce ent tion we insttuted and an

adverse ecis er endered against plaintiffs
See Sectior ar ct S.C 78



Even If The Court Had Equitable Jur sdiction It Should
Not Exerci0e It Because Plaintiffs Have An Adequate

Even if the court had equitable jurisdiction to suppress

evidence or return property in an action in which the evidence

is not sought to be introduced the Court should exercise

its discretion to deny such relief as have the other courts

that have consdered sucn requests Marshall Central Mine

Equipment Co 608 F.2d 719 721 8th Cir 1979 90/ Courts

have denied such relief when the plaintiff has not clear1y

demonstrate that his constitutional rights not be

adequately adjudicated in the pending or anticipated enforcement

proceeding against him Marshall Central Mine Equipment

Co 608 F.2d at 721 jq4ng In re Worksite Inspection of

Quality Products 592 F.2d 611 615 1st Cir 1979 Thus in

Marshall the court declined to suppress the fruits of an

administrative search in an ancillary proceeding The court

held that plaintiff had an adequate remedy at law as it could

assert its fourth amendment challenge should the agency institute

an enforcement proceeding Id at 721722 The court noted

that if the agency brought no proceedings the movant would

suffer no irreparable harm Id at 722 See FTC v.Socal

449 U.S at 242 244 Fanrah Larche 363 U.S at 44243

90/ In re Worksite Inspecti of Qual ty_Products 592 F.2d
rrT4lr7lstflr.l979ffHuTh2ZeFTPinney 497
F.2d 29 34 5th Cir 1974 See Smith Katzenbach 351

F2d 810 81417 D.C Cir l9cY



In this case plaintifts wil have an opportunity to

argue the admissibility of evidence they produced to the

Commission should the agency bring an enforcement action

against them See Huncucker Phinney 497 F2d 29 34 5th

Cir 1974 Absent such proceeding plaintiffs suffer no

legal harm 91/

CONCLUSION

The ColonnadeBiswell doctrire authorizes warrantless

inspections of brokerdealer books and records as provided

in Section 17b of the Exchange Act The Court should

therefore enter summary judgment for the Commission on

p1airtiffs fourJ amenden challenno to th Act and to the

Commissions administration of the examination program mandated

by the Congress The fourth amendment claims arising from

the particular exami atio of plaintiffs brokerage records

in June 1980 should be smissed for failure to state claim

since the complaint establishes that plaintiffs consented

to the examinat or \lternatively the Court should grant

the Commission ummary judcnient thesc claims since the

undisputed recoro cot shes that Commissions examiner

reaso ably eyed th plaintiffc agent consented to the

91/ Moreover as roted he Commission has provided them
with copies of the docurents at iosue Harper
De-laratio and attachm nt thereto
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examination and plaintiffs then ratified that consent

The remaining claims for injunctive relief seeking to suppress

evidence should be dismissed as premature since no action has

been lodged against plaintiffs

Respectfully submitted

LINDA FIENBERG
Associate General Counsel

Assistant General Counsel

RUTH EISENBERG

Attorney

Attorneys for Defendants
Securities and Exchange Commission
450 Fiftt Street NW
Washington D.C 20549

Telephone 202 2722454

Dated April 1983



UNITED STATES DISTRICT COURT
FOR THE

DISTRICT OF COLUMBIA

LUCIUS HILL et al
Plaintiffs

Civil Action No 822675

SECURITIES AND EXCHANGE

COMMISSION et al
Defendants

ORDER

IN CONSIDERATION ot defendants Motion for Summary Judgment

or in the Alternative to Dismiss the Memorandum of Points

and Authorities and attachments in support thereof plaintiffs

opposition thereto and the entire record herein and the

Court finding that thete are no material facts in dispute with

respect to plaintiffs request for declaratory and injunctive

relief based on their challenge LO Section 17b of the Securities

Exchange Act 15 U.SC 78qb and that the Commission is

entitled to judgement as matter of law and that plaintiffs

remaining claims are premature it is by the Court this

day of 1983



ORDERED that defendants motion for summary judgment as to

paragraphs and of the prayer for relief be and hereby is

granted and it is

FURTHER ORDERED that the remainder of p1aintiffs claims

be and hereby are dismissed

UNITED STATES DISTRICT JUDGE



CERTIFICATE OF SERVICE

Whitney Adams certify that on the 7th day of April

1983 caused to have served by first class postage pre

paid mail upon counsel for plaintiffs Victor Gersh 3920

University Drive Fairfax Virginia 22030 defendants motion

for Summary Judgement Or In the Alternative To Dismiss the

Statement of Material Fact As To Which There Is No Genuine

Issue the Memorandum of Points and Authorities In Support

thereof all attachments thereto and the proposed Orders

Ass istant General Counsel

Securities and Exchange Commission
450 5th Street LW
Washington D.C 20549
Telephone 202 2722454
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