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UNITED STATES DISTRICT COURT
FOP THE

DISTRICT OF COLUMBIA

LUCIUS HILL et al
Plaintiffs

Civil Action NO 822675

SECURITIES AND EXCHANGE
COMMISSION et al

Defendants

MEMORANDUM OF POINTE PN AtrHOrZITI IN SUPPORT OF
DEFENDANTS MOT FOR SUIMARY JUDGMENT OR

_____ IN THE ALIE NATIVE TO DISMISS

PRELIMINARY_ST TEMENT

This lawsuit arises from routine examination under

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

registered brokerdealer ucius Hill Securities Inca

which took plac almost three yean c.go 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 ana records under the Securities

1/ 15 U.S.C 78gb



Exchange Act VExchange Acts are reasonable under the fourth

amendment they involve only minimal intrusion of commercial

property in single pervasively regulated industry with

long history of government supervision and are necessary for

effective enforcement of the Act

In any event the statute is not unconstitutional as

applied to plaintiffs0 As is clear from the face of their

complaint plaintiffs agent consented to the records

examination and plaintiffs themseleves ratified this

consent Thus the complaint fails to state constitutional

claim and should be dismissed Rule l2b6 Federal Rules

of Civil Procedure

The commission also requests tris Court to dismiss

pursuant to Rtle l2bl all claims for an injunction

against use of any documents obtained in the examination

Those claims are not ripe because the Commission has not

sought to use the documens in any proceeding if the Commis-

sion should seek to do so at some ater time plaintiffs will

have an adequate remedy at law in that proceeding

STPIEMENT OF THE CASE

STATUTORY AND REGULATORY SCHEME 2/

Almost 50 years ago hen Congress first enacted

legislation governing the securitias markets it directed

2/ To place in context the routine examination of plain
tiffs books and records the issue in this case the

Comirission sets forth summary description of the

statutory and regulatory framework pursuant to which

that examination took place



pervasive regulation of securities bi kerdeaIers 3/ because

it found that unscrupuluous or financi lly irresponsible

brokerdealers had posed particular dangers to investors and

interstate commerce 4/ In enacting federal securities legis

lation Congress was concerned that securities dealers

adhere to standards of fair honest and prudent dealing that

should be basic to the encouragement of investment in any

enterprise HR Rep No 85 73rd Corg 1st Sess

1933 5/ Accordingly broker dealers in securities listed

3/ broker is persoi in the bus ress of effecting securi
ties transactions for the accoun of others dealer
is person in tIe busiies of effecting securities
transactions for his own account Sections 3a4 and

3a5 of the Fxchanae Act S.C 78ca4 and

78ca5 As rrost rsons the business engage in

both types of tramact ons ar conmonly referred
to as broken-dealers kg United States Nat1
Assn of Securities Deales 69C7OTiTifl

4/ Securities brokers have been ubject to lice ising require
ments and prosecutioi for violating those requirements
since 1285 Ever pro tc era ter federal securities

legislation most states re ulated tte activities of

brokers and dealers br th hi of brokerdealer
regulation in England nd try see gll

Loss Securities Reculatio Sl 2d ed 1961

5/ See also Proposed Amerdre tc he Securities Act of 1933
and Securities Exchange Act of l94 Hearings before the

House Comm on Int nd For mmerc 77 Cong 1st

Sess 1941 2024 noti necx or financial safeguards
for brokerdealers Uniteo ates Naftalin 441 U.S
768 775 1979 Prevention of frauds against investors
was surely key pa of al securities lawsi but
so was the effcrt to achieve hiqh standard of business

ethics in every facet of

emphasis in FfTnfl



on national securities exchange have been regulated by the

Commission since 1934 the year the stock exchanges first

became regulated 6/ In 1938 Congress extended the Commis

sions regulatory authority to include brokerdealers operat

ing in the overthecounter market 7/

Today as we describe below federal regulation of securi

ties brokerdealers is farreaching and extensive Regulatory

authority is shared by the Commission and number of self

regulatory organizatiors SROs registered with the Commission 8/

SRO5 are stock exchanges or other private registered securi

ties associations to which Congress has delegated certain

regulatory auttority urder the gen ral supervision of the

Commissior The SROs have respon ibility to assure their

members compliance with the federal securities laws as well

as with rules and rgulatione they have promulgated 9/

6/ Exchange Act 15 U.S.C 78a et ____

7/ Maloney Act of 19 15 U.S.C 78oci 78oc2 and

78o3 The overthecounter market encompases securities
trinsactions that take place othe than on national
securitie exchange See Loss cla2n

2d ed 1961

8/ See 15 U.S.C 78ob8 and United States Natl Assn
of Securities Dealars 42 US TE7OOThTThT7T1vTV
New Yorx Stock Exchange 373 U.S 341 35053 1963

9/ See Section Exchange Act 15 U.S.C 78f provisions
governing exchanges Section ISA Exchange Act 15 U.S.C
78o3 provisions governing registered associations
and Section 19 Exchange Act 15 U.S.C 78s provisions
governing all SRO5



Members of stock cxcherge as well as nonmember

brokerdealers may join the Natiora sociation of

Securities Dealers NASD tI-e priirary RO for brokerdealers

limiting their trading activity to the vet thecounter

market 10/ Currently over 90% of registered brokerdealers

7250 of 7800 are nembers of the NASD Kwalwasser Declaration

The remaining about 550 called SECO SEC Only

brokerdealers are regulated directly by the Commission

pursuant to Commissi rule tha comparable to NASD

rules 11/

Suyy of Broker Dea er Regulation 12/

Rqjation

With very limited exceptions all brokerdealers engag

ing in interstate commerce must register with the Comxnis

10/ The orly otner ucn RO ie the Nunici al Securities

Rulemaking Board

11/ See Comparability of NASD ard ECO Regulation Securities

Exchange Act Rd No 9420 December 20 1971 and
e.g 17 C.F.P 240.15b8 nd 240.lSblOl
Legislation has been intr duced that would require
all brokerdealers effecting transactions in the

overthe-counter market oi registered
securities associat or Be ii 562 98th Cong
1st Sess 1983 and 896 th Cong 1st Sess
1983 If enacted this legis ation would eliminate
the SECO progrm

While SEC and NASD super ion are coparab1e to the

extent there are any ditterence we discuss in this
memorandum rules affecting SECO brokerdea1ers since
Mr Hill did not join an SRO

12/ Examination of brokerdealers are discussed separately
in part IB infra 13



sion 13/ To register the broker dealer files an application

reguiri extensive disclosures about the registrants back

ground financial condition and the type of business in

which he intends to engage 14/ separate registration form

must be fIled with the Commission or the appropriate SF0

for each employee of the firm who directly or indirectly

effects securities transactions 15/ Brokerdealers are under

continuous obl gation to amend their registration form

should circunstances render it inaccurate Moreover to

withdraw from registration brokerdealers notice of

withdrawal must be accepted by the Commission 16/

The Commission has extensive disciplinary authority

to deny suspend or revoke any brokerdealer registration

upon finding of among other things willful violation of

the federal secunties laws or failure reasonably to super

vise an employee who commits such violation The Commission

13/ Section 15a of the Exchanae Act 15 U.S.C 780a

14/ See 17 FR 240 l5bll and Securities Exchange Act
Form BD reproduced Fed Sec Laws CCH

15/ 17 CFR 240 l5b8-l

16/ Section 15b5 of the Exchange Act 15 U.S.C
18ob5 See Shuckv SEC 264 F2d 358 D.C Cir
1958 Commissior may order revocation of registration
even when registrant wishes to withdraw voluntarily



may also limit broker aler5s actvities functions or

operations 17/

Financial Resp nsiy
Brokerdealers must comly with Commissior regulations

governing financial responsib lity and related practices

affecting cutomers funds including segregation of funds

and financial reporting 18/

Net Capital Rule

The net capital rule is the principal regulatory toolw

that the Commission uses to monitor the financial health of

brokerage firms and protect customers from the risks involved

in 1aving their cash and securities with brokerdealers.0

Touche RossCo Redington 442 u.S 56u 570 1979 The

rule which reguires each brokerdealer daily to compute its

net capital 19/ has as its basic purpose to ensure that the

brokerdealer always has sufficient liguid assets to cover

17/ Section l5bjt Lxcnange At 8ob4
18/ E.g Section 5c3 Excl-argc ct 15 U.S.C

78oc3 Section 11e chan Act 15 U.S.C 78qe
19/ 17 C.FR 240 5c3-l Net pital is the firrtYs net

worth minus nonliowd asE ts plus certaii subordinated
liabilities Certain asset are reduced by percentage
called haircut.t No broker-dealer can permit
aggregate indebtedness to exceed 15 times net capital



debts to customers 20/ Brokerdealers nearing violation of

the net capital requirement must inediately notify the

Commission by telegraph and file certain additional financial

reports 21/

Securities

Congress has authorized the Commission to promulgate

rules to protect customer tunds and securities in the broker

dealers possession in the event brokerdealer fails 22/

Accordingly most brokerdealers must determine on daily

basis which of their customers cecurities are fully paid

for or as to securities purchased on margin which portion

is fully paid for 23/ In addition firms that hold customer

funds and securities must keep reserve bank account for

the special benefit of customers The amount to be deposited

which must be enough to cover certain losses must be computed

every Friday and placed in the bank by the following Tuesday

20/ Securities Exchange Act Rel No 11497 June 26 1975
The rule is one of the most important weapons in

the Commissions arsenal to protect investors Blaise
dAntoni Associates Inc SEC 289 F2d 276 277

5th Cir cert denied 368 US 899 1961

21/ 17 CFR 240l7all The Commission also imposes
minimum capitalization requirements ranging from $2500
to $50000 17 CFR 15c3l

22/ Section l5c3 of the Exchange Act 15 U.SC 78oc3
See 17 CFR 24015c33

23/ Section l5c3 of the Exchange Act 15 U.SC 78oc3
17 CFR lSc33
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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 25/ 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 firms 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

34/ 17 C.F.R 240.15c33

j/ 17 C.F.R 240.17a13

17 C.F.R 240.lObl0

37/ 17 C.F.R 240.Scl and 240.lSc2l

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.lSblO11 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 240.17f2
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Act to prolibit fraud by okerdealers 28/ As result

of decisions in administrat and court proceedings insti

tuted by the Commission under these statutes comprehensive

code of brokerdealer conduct has developed 29/

SECO broker-dealers also must obey rules prescribed by the

Commission to promote just and equitable principles of

trade to foster free market and to protect investors and

the pubsic interest 30/ For exarrple Drokerdealer may not

recommend securities to cuatomer unless he has determined

that the security is suitable to the customers investment

objectives and financial situatior 31/ Prior to effecting

transactions for securities in which t1e brokerdealer has

control interest brokerdca1ers iiust disclose that fact to

customers in writing 32/ Broker dealers managing customers

28/ Section bC and 15c of the Exchange Act 15 U.S.C
78jb and 780c Section 17a of the Securities Act
15 U.S.C 77

29/ See genera1 Wolfson Phillips and Russo
of Brokers Dealers and Securities Markets

1977 Tiuei kiTTETCv.SEFTtTesand-r
Exchange Commission 290 F2d 719 9th Cir cert
denied 368 U.S 889 1961 Hughes SEC 174 F2d
969 97576 D.C Cir 1949 ard Charles Hughes Co

SEC 139 F2d 434 2d Cit cert denied 321 U.S
786 1943

30/ Section 15b9 of the Exchange Act 15 U.S.C 78ob9
31/ 17 F.R 24fl15b103. The brokerdealer must keep

records on each cusLomer to 7aka suitability deter
minations See 17 CFR 240lSblO6a

32/ 17 CFR 240lScl5 control interest exists
when the dealer is controlld by controlling or

under common control with the issuer of any security
Id See als 17 C.F.R 240.lScl6
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discretionary accounts 33/ mtst havt the customers written

authorization 34/ and bear duciary sponsibilities 35/

Record keepin and Repo rting Requirements

The recordkeepirg and reporting provisions governing

brokerdealers elicit information designed in part to provide

the Commission and SRO5 sufiicently early wa ning to enable

them to take appropriate action to protect investors before

the financial collapse of the particular brokerdealer

involved Touche Ross Co vRcdinator 42 U.S at 570

Thus Commission Rules 17a3 lla4 and l5bl0-6 17 CFR
24017a3 17a4 and lSblO-6 among others require broker

dealers to make detailed books and ecords pertaining to

their business to preserve these and any oti-er records they

make and to provide copies to the Commission 36/ Implicit

33/ Genera1ly in eLoaiary LOuit th customer has

given the broker certain authority ffectuate trans
actions the bick re nt ot pres approval as

to these transactions Se Un ted ates Kendrick 692

F.2d 1262 9th Cir l9WYY pot oUE piWiTFig

34/ 17 CSFR 240 15b103 and 240 5b1

35/ 17 CFR 240.lsblo-6d For exam1e the broker
dealer managing such ar -ccr Tb ffcct trans
actions that ware cxcssive ii size or eguency in

view of the financial resources ard claracter of such
account 17 CF 240

36/ Examples of books and records broker dealers must make
or keep include carcelleo ch cks cu tomer complaint
letters order tickets blotters or ther records of

original entry giving daily record of all purchases
and sales of securities general ledgers and securi
ties position record ledger eflecting all long and

short stock positiors carried by the broker 17 CF.R
240 17a3
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in the requirement to keep books and records is the assumption

that they will be kept accurately 37/

Additionally SECO brokerdealers must file with the

Commission very detailed periodic and annual reports of their

financial condition called FOCUS reports 38/ FOCUS reports

include statements of income net capital and aggregate

indebtedness computations and reserve bank account figures

Brokerdealers also must contract with an independent public

acountant to perform certified audit on an annual basis 39/

inandSupervision

SECO broker-dealers and their associated employees 40/

must meet standards of training experience competence and

other qualifications as set by the Commission 41/ These

requirements include passing general securities examination

that must include coverage of the Commissions rules and

37/ See Armstrong Jones Co Securities Exchange Act
Rd No 8420 1968 Loss Securities Regulation
1346 and n.2l5 2d ed 1961

38/ 17 C.F.R 240.17a5 Form X-l7a5 FOCUS stands for

financial and operational combined uniform single
report

39/ 17 CFR 24Ol7a-5f2

40/ Those associated with trokerdealers include any
persons except those wlose functions are solely
clerical or ministerial See Section 3a18 of the

Excnange Act 15 U.S.C 78cSa18
41/ Section l5b7 of the Exchange Act 15 U.S.C 78ob7
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regulations governiig brocr dc 2/ Brokerdealers have

statutory duties to sLpervs al teir mployees 43/ and are

liable for their acts under certain circumstances 44/

Brokerdealers must maintain exten ive background files on

all their personnel dealing with securities or handling

customer funds to help ensurc those persons integrity 45/

The Examination Prograir

Congress has directed the Commission to examine broker

dealers books and records periodically in the public

interest and for tte protection of investors 46/ These

examinations serve two basic pirposes first to determine

whether the firm is comling with all the federal securities

laws second to educate brokerdealers about their legal

responsibilities and to help them correct minor deficiencies

42/ 17 CFR 240 l5b8-l al and Ci The examina
tion also must cover corporate structure accounting
and legal c.tlga one- estme companies distribu
tion of securities stock excrges and overthe--counter
markets among other thinjs Id

43/ Section 15b4 of fre Excianje Act 78ob4E
and Section 20a 15 U.S.C 8ta

44/ 17 CFR 240l5blG 4c
45/ 17 CSF.R 240 l7a3a12 For xample the file must

contain descr ption of each perons business associa
tions during the precedirg 10 years 17 C.FR
240l7a3a 12

46/ Section 17b oF tie Exchange Act 15 U.S.C 78gb
See also Section 15b2c of the Exchange Act 15
U.S.C 78ob2C
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informally See Securities Industry study Report of the

Subcomm on Coin Fin of the House Comm on tnt and For

Commerce 92nd Cong 2d Sess 23 1972
The Commissions inspection program is administered by

its nine Regional and six Branch Offices together with

the Division of Market Regulation Seer e.g 46 SEC Ann

Rep 1980 The Commission conducts three basic types of

examinations routine SECO oversight 4Z/ and cause f/

only the first of which is relevant here

Routine SECO Examinations

The routine examination is the primary method by which

the Commission carries out its obligation to ensure that SECO

brokerdealers are complying with the federal securities

laws The Commission examines all aspects of SECO broker

dealer business to determine the firms financial and opera

tional condition as well as its sales practices The Commissions

regional offices conduct the examinations on surprise basis

47/ As noted brokerdealers that are members of SROS are

routinely examined by the SRO subject to oversight by
the Commission The Commission conducts oversight
examinations of SRO member brokerdealers as well
as of the SROs themselves to verify among other

things that each SRO is capable of ensuring that its

members comply with the Exchange Act See Sections6al l5Ab and 19 of the Exchange Act 15 U.S.C 78fi
and 78o3b and 78s

fl/ the Commission conducts cause examinations of broker
dealers that belong to SROs and of SECO brokerdealers
whenever possible financial operational or other

problem is suspected Hochmuth Declaration
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so that firms do not hay th tu it to alter their

books and records or an unties to conceal

net capital or other violatiors aiwa set Declaration 11

Hochmuth Declaraton

Although specific exanination are not announced the

Commission notifies all lro de crs of its examination

policy For example wI apply for registration

as brokerdealers are mailed Information on Regulation of

BrokerDealers which stat that they will be responsible

for compliance with the federal se ities laws Kwalwasser

Declaration and Exhibit t1cret In addition the

Commission provides every arplicart wiLh pamphlet entitled

General Information on the Re ictr tion and Regulation of

SECO BrokerDealers Kwalwasser Dcclaratio and Exhibit

thereto That pamphlet first st ibuted in March 1982

notifies registrants that they

should be aware that he CoTnicsio has

authority to inspect all books ard records
at any time The Co tiis or has routine
examinatior prog an ir sI-ici it irspects
SECO brokerdealers on yclical basis
Ith Exhibit at l3e

49/ Regional offices conduct feter with new SECO
firms shortly after the atio becomes effective
and before the ar inatior In these
posteffective co fererces Cor ior compliance examiners
speak with pr ncipals rn to educate the registrant
about the applicable Corrri cioj rulcc and regulations
and to review with the regstrant what type of securities
business it will operate Kwalwasser Declaration
Hochmuth Declaratior Mahoney Declaration

footnote ntinued on next page
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Most compli nce examiners divide routine examinations

into three parts interview books and records and sales

practices In tte 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 Ue broker-dealer keepc or should keep In

the review of books and records the examiner requests books

and records relatirg to the business He cYecks them for

accuracy and currercy and determines whether the broker-S

dealer is complying with applicable aspects of the federal

securities laws In ti sales practic portion of the

examinatio te exart ooks prirrarily at records of customer

accounts to aetermine compliance witn such requirements as

footnote cortiue tori previous page

For example xam ncr attempt to determne whether the

brokerdea1er familiar with the books and records and

finarc jortirg remente as well as the net

capital rule Pochmuth Declaration 11 Mahoney Declaration

34 Regi trants are aev sed to read the Exchange
Act If the registrant uenorstmces lack of familiarity
with it- legal resporbilities is requested to obtain

copy of the applicable statutes and regulations
Maloney Declaration Ii

During thi get-acquaintecP conference the staff

notifies the brokerdea er tlat its books and records
will be pected or during tts firt year of operation
and pen di ally tI-ereafte Kwalwas cr Declaration
Hoctnutt Declarat on Mahoney Declaration The
Miami Branch Offlc- coacuctc ucb pcsteffective con
ferences during th erxoc rtleva to Uis case
Mahoney Declaration
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suitability 50/ proper itarkup r/ orohibitions against

excessive trading and fairnc 52/ Mahorey Declaration

11 78 Kwalwasser Declaration

All new SECO firms are amined dur ra their first six

months or no later than their first year of operation as

required by Congress in Section lb2C of the Exchange

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

that such early and frequent nspections of new entrants by

the SEC are criticall imro tant to nip incipient

problems in the bud 54/ Afte U-c rst year the

50/ See supra 10 and 17 CFR 240.lSblO3 and

240lsblo-

51/ smarkup is the diffe erce between the prevailing
wholesale or interdealer market price for security
and the retail price de 1cr ctiarges its public custo
mers Engel How to Buy Stocks 13031 6th rev ed
1977

52/ C.SEC 139 F2d at 434

53/ Section 15b2C enacted in 1975 permits the Commis
sion to extend the month pe iod to 12 months for classes
of brokerdealers it designa The examination in
this case was conducted U- seventh month and thus
technically under Sec ion 17b because the Commission
had not yet officially desigrated U-c classes of broker-
dealers whose examna ion coud be postponed until the

second half of the year However he Commission policy
to examine all SECO brokerdealers in the first 12

months pursuant to which pla nt ffs examination was
scheduled arose out of the same concerns as Congress
expressed in enacting the 1975 Amcndments see text
and note 54 irfra

54/ Securities Industry Study Report of the Subcomm on
Com Fin of the House mm on mt and For Commerce
92nd Cong 2d Sess 23 1972
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examinatior schedule depe on th type of business the

brokerde ler oe ates If tie fi is ar introducing

broker i.e it do not iold cutom urds or securities

or clear its own rsact ons it is geie ally inspected

every tiree yea Kw er Dec aration Hochmuth

Declaration nc irms that hold cutomer funds or

securities or firiis that clear the own transactions pose

greater riek of loss to rye to the Coin ssion inspects

them on yearly basis Of course SECO as well as

other firms may also he in ted for cause Kwalwasser

Declaratioi Hochmuth Declaratio

II THE JUNF 1980 ROUTINE EXPNITIO OF LUCIUS HILL

SECURI2iLa INC au/

In summary this case aris cut of routne examination

of books and records of SFCO brokerdealer on Jure 26 and

27 1980 Join Mator Commiss on securities compliance

55/ Typi1ly ar 1trodiag ore arabic or

unwillirg to rreet either the expense of maintaining
an operat onal capacity to tandle money and securities
commonly a- Thack officer operitions or the

minnum capital re uire ents utpo ed on firms handling
customer funds and se Sties Ar industry practice
has thus emerged ir which rraller brokerdealer
contracts wi lar er iro dealer for performance
of backoffic crvicc Under arrargement the

rintroucingn broker will introducen accounts and

traisactions tt lorinn carr2rg broker which

agr-es tu Lii the rec ckcffce operatiors
for perce tage of the commiss om to be generated by
the transactior0 introduced See generally Goldberg
Fraudulent Broker Deal Practices 67 5al978

56/ The Commfision resp ctfully incorporates by reference
tNe St temeat of Mater al Facts As lo Wtich There Is No
Genuine Icsue submitted in pport of the Commissions
non
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examiner visited the West Palm Beach Florida offices of

Lucius Hill Securities Pegistrant to examine its

books and records for compliance with the federal securities

laws Mahoney Declaration 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 1111 56

Mahoney Declaration Although Lucius Hill principal of

the Registrant was not present when Vt Mahoney arrived on

June 26 Mr Mahoney had previously advised him to expect

such an unannounced examination Mahoney Declaration 34

Upon his arrival at the Registrants office Mr Mahoney

showed his Commission credentials to the woman who identified

herself as Registrants bookkeeper ard asked to see the

broker-dealer 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 Cotmission rules After he

had completed his examination of th se 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 91 911
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Mr lahoney returned to the offces of the Registrant to

complete hie examiration 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 Mahoneyts ouestion and gave him additioal documents

including documer corcerning an Bliss Co tax shelter

offering Later that day Mr Mahoney accompanied Mr

Hill to bark where Mr Mahoney performed box count of

Registrantes securities Id 13 14
At no time in June 180 or during their subsequent

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

indicate that fe elieed Mr Matoney had acted improperly on

either day of tte exanination id 11 15 It was not until

May 1981 after the staff had notified Mr Hill and

Regist ant of non public 57/ Commission investigation of

possible violation of the federal securities laws that

plaintiffs informed the Commission staff that they were

alleging that Mr Mahoney fad acted improperly almost three

years earl er Harper Affidavit 58/

57/ See 17 C.F.R 25a and 203.2

58/ 17 C.FR In May 1981 wh Mr Hill was -ubpoenaed to

testify ir that investigat on plaintiffs counsel infor-

mally alleged that Mr Mahoney had ransacke the

firms ofrice Charles tarper head of the Commissions
Miami Branch Office quired into the allegation and deter
mined that it was without merit Harper Affidavit 23
In May 1981 the Commission provided plaintiffs with
copie ad Jis of all documerts photocopied for

Mr Mahoney on June 26 1980 Paintiffs did not

contest the accuracy of this list u1til the filing
of this lawsuit id 56
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THE COVV1SSIONS FYAWINAII NL OF RE ISTE ED BROKER
DEALERS BOFS PE US pTIDCT SECURITIES
EXCHANGE ACT ARE RE SONABL LINDE TIlE URTH AMENDMENT

Plaintiffs se c3eclarat rt tht the provision

in Section 17b of ch nge Ac IS S.C 78qb for

warrantless hrokerdcalcr au ui onstitutional

under the fourth amendmcn ciril rt rd 21a and

First Prayer for Relief 59/ Th eac an order

enjoining the Comiric ii ppl inj Se tior 17b to

them Second Prayet for Rd 60/

Section 17b autt tEe rimi sicn to rak reason

able periodic pecia1 or ct cr ni tions rectistered

brokerdealers records as the Con dcems necessary

59/ Plaintiffs ilso lcg at Ii prive them of
due process right pr va-y olation of the fourth
fifth and fourteeitr am ndrrcnt Compl mt 21b
The constitutioral ight to acy however is narrowly
limited to certair tam rt aui Davis
424 U.S 69 713 1976 Carey
Serv Int 431 fl77t rtb not

protect comlrerci rec cE thc examined under
Section 17b lh curtcei ncrdmc of course
does not apply to th ra cirmcrt Cf Hurdv
lodge 33 24 48

Plaintiffs also Ileg Artic and II violation in

so far as exai nat onr re cc ducted without judicial
deternin-tion ob0 ci neutral

inspection schemew Comp iit 21 This allegation
is legally the are ao rtF are dment claim hence
we do not ad eo ii

60/ Plaintiffs other rEque ts for cti relief in

essence motioi to supprcs aid fo return of property
see third fourth and fft raycrs for relief are
dTEussed infra Part III
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or appropriate ir the public interest for the protection of

investors or otherwise in furtherance of the purposes of the

Securities Exchange Act 61/ Plaintiffs contention that the

Court should nullify this statute is without merit

The touchstone of the fourth amendment is reasonableness 62/

Although warrantless searchesj as general rule may be

unreasonable the Supreme Court has upheld exceptions when

the public interest requires more flexible view See

United States MartinezFuerte 428 U.S 543 555 1976

In series of cases decided since 1970 the Supreme Court

has enunciated an exceptior for inspections of pervasively

regulated industries The Court has applied this exception

to the liquor industr Colonnade Catering Corp united

States 397 U.S 726 1970 to firearms dealers United

States Biswell 406 U.S 311 1972 and to the mining

industry tan Dewe 452 U.S 594 1981 Cf California

Bankers Association Shultz 416 U.S 21 52 66 1974

provisions of the Bank Secrecy nct of 1970 requiring banks

to keep records and report financial transactions do not

violate the fourth amendment In Marshall Barlows

Inc 436 U.S 307 313-14 1978 the Court declined to

61/ mhe books and recorde of other regulated institutions
su ject to tne federal securities laws such as the

stock exchanges and their members are also subject to

Commission examination See Section 17a Exchange
Act 15 U.S.C 78qa

62/ See Delaware Prouse 440 U.S 648 65355 1979
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apply the ColonnadeBiswel excepti to industries

operating in interstate co mercc because the exception

would have swallowed the rule However as the Court carefully

reiterated 63/ the reasonablcness rrantless inspection

programs must be resolved on case by case basis by balancing

the specific enforcement needs and privacy guarantees of

each statute Marshallv Barlow sirc 436 U.S at 321

The ColonnadeBisweli precedent teaches that this exception

applies to an administratve agrcys statutorily authorized

examination when there is iimal expectation of privacy

in the property to be in pected 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 requirement would impose heavy

burden on tte examination program 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 Rakas Illinois 439 U.S 128 143 1978 See
also Katz United States 389 U.S 347 353 1967
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enacted by Corgress his Corgresss authorization in

Section 17b fo warrartiess exam nations of brokerdealer

records satisfiec both prongs of the CoionnadeBiswell test

and should be sustained

Wart ntless_Exaninationc of BrokerDealers5
Book and Pecords Under the Securites Exchange

-r--Act Do Not Irrrine Any Leg.timate Expectation
OF WWacy

BrokerDealers who ia lorg Fictory of

government uper on are pervasively regulatedSecu it es ch nat rd its rules0

In Colonnade 397 U.S 76 the Court held that warrantiess

inspections to erforce liquor aws were not barred by the

fourth amendmert Decauoe Congrcs had long ex rcised control

over the liquor industry and has broad power to design such

powers of inspection under the liquor laws as it deems necessary

to meet th evils at hand See also Donovanv Dewey 452

U.S at 60203 Regulation of securities brokers like federal

regulation of liquor in nterstate traffic is deeply rooted

in history.t United States Biswell 406 U.S at 315 The

statutory framework authorizing warrantless examinations of

securities brokerdealers like other warantless inspection

schemes that have been held to satisfy te fourth amendment 65/

has been in place sirce the beginning of federal regulation

of the securities industry see supra pp 23

65/ In aldition to Colornade 397 U.S at 75 see

Panza 621 2d596 598 3d Cir cert der 449

1035 1980 Marshall Stroudts Ferry Preparation
Co 602 F.2d 589 59 6Cir 1919 ______US 1015 1980 cf Biswell 406 0.6 at 315



2t

In Biswel the Supreme cu cbsetv ttat ary person

who chooses to deal in ervasi rejul te business and

to accept federal license docs so with tie knowledge that

his business records will be subject to effective

inspection. 406 at ec ritiec bokerdealers are

at least as pervasively regulat nd perhaps more so as

other industries in which the feds al regulatory presence

is sufficiently compreheni and def ned that the property

owner has constructive notice tat tie property will be

inspected Donovan Deey 452 at 600

Federal securit es law regulate every facet of broker

dealers business from its first day of operation see

supra pp 5-13 For exairple any brokerdealer operating

in interstate commerce must irst register with the Commission

and remains subject to feder teoulation until the Commission

approves its withdrawal supra pp 5-7 Fach of its employees

handling securities transactions must be registered supra

pp 13 It must make and preserve documentation of every

securities transactior in wnict the ririr engages supra pp

lll2 These transaction arr strictl limited by compre

hensive code of conduct design to prevent fraud on customers

or the appearance of unfairness upra pp 9ll The

broker-dealer must make daily computations of its net capital

and immediately notify the Commissi if it approaches

violation it must ke detailed riodic and annual reports

of its financial condition to the ommissior supra pp 78 12
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Since there is simply no aspect of the brokerage business

that is not regulated in some manner by the federal securities

laws and rules promulgated thereunder there is sufficiently

predictable and guided federal regulatory presence 66/ to

bring this single industry within the Colonnade-Biswell

exception 67/

Further the examination program Congress authorized in

the Exchange Act concerns only tte secucities industry

Examination of SECO brokerdealers books and records the

inspection program challenged in this case involves only

small fraction of the businesses in this single industry

The routine SECO brokerdealer examination program includes

less than 10% 550 of the 7800 regist.rcd brokerdealers

Kwalwasser Declaration Thus the examination program

mandated by Secton 17b is far narrower ttan the searches

of all employers in all industries and businesses in interstate

commerce held unconstitutiona in Marshall Barlows

Inc 36 US at 314 68/

66/ Donovan Dewey 452 U.S at 604

67/ Indeed the Supreme Court has noted in another context
that Congress has invested the Commission which is

charged with protection of the public interest as well
as the interests of shareholders with extensive and

pervasive supervisory authority U.S Natl Assn
of Securities Dealers 422 U.S 694 71233 1975
discussing Comtission regulation of selfregulatory
organizations

68/ As of 1981 OSHA covered an estimated 4.5 million
establishments See U.S Dept of Labor Presidents

footnote continued
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Howev hr ker al iji ncr th constructive

notice of the restr tion cc Ii Marshall

Barlows 436 at Ho me da ctez

United States 41 66 rr vous1y

noted supra 15 th omri oi noti ies ew broker

dealer registrants ti it itp ct ITer rout ne

cyclical basis and pe if ad ten ttat they are

responsible for compliance wt fed ra securities laws

Kwalwasser Dcclaratioi Extib Fxhibit at 13

Indeed Mr Hill Was notified oers rally the posteffective

conference held November 26 1979 that tte Commi sion would

periodically examine irs brokerd 1cr buSiness records and

that he should expect an un nnourced examiration within the

next 12 months Mahoney Declaration

68/ footnote cort nued

Report onOccupatonal ate Icalth Calendar
Year 1981 at 54 Exn rt change Act
coveri iucl tore lim ted ttai c3c hor warrantless
inspections held ro to vi IL if arrendment
As of 1979 there we xir 180000 registered
firearms dealers ov eta ed in United
States Bisel or of Alcohol
Tobacco CVThca It Tic in Ann al

Report Publ Hon \s of 1979
there were alrot 400 00 object to the

inspection sch ta re aterirg
Corp vUnited P1 otol Tobacco

Firearns SJrTh7rvStTt1Ftic rr j.f rits
Wine Beer Tobacco Enforcerrent Ta es PTF Publication
No 1323.1 July 1982 at Ct Dorovan v.Dewey
452 U.S 594 inspe tion of a1 oa1iTtH EIFI
were over 7000 cal mires tr 81 Injury perience
in Coal Mining 1981 U.S Dc of LäE6ElTThFiflonal
Report No 1138 1982 13
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In short broker-dealers cspecially those like plaintiff

that elect to join the SECO program are on notice that

inspections will not be so random nfrequent or unpredictable

that the owner has io real expecta ion that his property

will be inspected frori time to timc U.S Nuclear Regulatory

Commission Radiation Technology Inc 519 Supp at

1288 69/

Warrantless examinations of boors and records required
to be kept by law involve no or little invasion ofac _-
Commission examinations under Section 17b are limited

to examination of books and records required to be kept

pursuant to Sect or 17a 70/ and te regulations thereunder

or other regulations tYat explicitly require records to be

kept Hochmuth Declaration Mahoney Declaration

69/ Certainty and regularity in administration of this

examination progr so provide adequate notice
and hence constitutionally adequate substitute for

warrant See Marshall Earlows Inc 436 U.S
at 32O2l33T arFaav ruricipalTourt 387 U.S
523 538 1967 U.S v.MiiITkIeILi9flco
638 F2d 899 907 Sth Cir cert denied 454 U.S
892 1981 The SECO examinatT6flFogflinvo1ves
routine examinators of all new SECO brokers within
the first twelve months and on one and three year
cycles thereafter Kwalwasser Declaration Hochmuth
Declaration ce the examination is limited to

books and records required by law to be kept see
infra pp 2830 it is difficult to see what additional

protection warrant requirewent woulo provide Donovan
452 U.S at 605

70/ 15 U.S.C 78qa



Accordingly these rd fr cte by the ourth

amendment

In Shapiro Unit ate 1948 the

Supreme Court ld that tl or Ut oi no pr tect

records such as these that ic cu red to be kept by law 71/

See also California Barke Asci Shultz 416 U.S

21 Such records ascuire of public or

quasi-public documcrts 12 uch tt tIe custodians have

Itno reasonable expectat oi of rrivcyr 1-em 73/

Subsequent to Shapro courtc evrr saly considering

the question have held Uat rou br dealer records

are not constitutiorall prote ed ed Statesv

Mahler 254 Supp 581 582 SDN..Y 1966 Cf United

71/ Observing that effeti it rement depends upon
governnent ac a. oook at 13 14 the

Court ruled that rtIe priv ge whicY cx ste as to private
papers cainot be irta rc -t on to ecords required
by law to be kept 33 citations omitted

While tne Shapiro cie- ior co ned tre recordkeeping
provision of tYe cor on ol ct Justice
Frankfurter di ntin rir rized tFe

applicabil ty the dcc al ederal record
keeping statute

72/ See e.g Dn iba- 652 228 231

2d Cir Un Ic ian 449 2d

1341 2d Cr 19 918 1972
Coopers Express Ir 38 340 1st
Cir f9 ces oustry Dis
tributors corp isi o7 Nf 1960

73/ See UrtS orycie F2 686 690
2d Cir dcr 82 See

jllyIrre Ci cc 601 2d 162
168 5th Cit J%c 7iomore Eidence

2259c McNauohton rcv 61
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States v.Kaufman 429 240 247 2d Cir cert denied

400 U.S 925 1970 no fth amendment protection under

Shapiro for records registered brokerdealer was required

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

1965 no fifth amendment protection under Shapiro for

records registered investment advisor was required to

make and keep pursuan to the Investme1c Advisers Act of

1940 15 U.S.C 80b4 14

Where as here there is eitIer no or only de minimis

expectation of privacy the incremental protections afforded

by warrant are so rrarginal that they fail to justify

the administratic burdes that ra eat0ed Marshall

Barlows mc 436 U.S at 322

74/ Moreover examinations of business records differ
from searches of premises like the one at issue in

Barlows in that they do not infringe on individual

rights to the extent hat warrantless searches would if

allowed IL dLurroce4ins 601 F.2d at

168 nl The Commissions examination program does
not involve nor even contemplate the use of any
forcible entry ratler the statutory scheme provides
for resort to the federal courts if compliance
examiner is refused cnry The Commission pursuant
to Section 21e of the Exchange Act 15 U.S.C 78ue
may seek an injurction requiring that the brokerdealer
make its books and reords available for examination
See e.g SEC Sloan 535 F2d 679 2d Cir 1976
cert denied 430 U.S 966 1977 SEC Midland
1tflorp CCI- FeA Rep 94305
TS.D.N.Y 1973 SEC Sharkey S.E.C Jud Dec 574

WD Wash 1945 granting injunction in face of

fourth amendment challenge to examination authority
See also Mahorey Declaration
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Warrant cc Er rok rDealers
Are Tailored To Set rc nt Govcrnmental
Interests And To ctive
Fnforcement Of Tho St

The Commission statut to rrotect

and safeguard the investinc cti of the

Exchange Act 15 U.S 8b otn sion strives

to accomplish this goal par congressionally

mandated brokerdealer cx mrati Nec oiche Ross

Co Redington 442 U.S at cF is specifically

tailored to address the rarticu ar conce ns that are unique

to the securities in ustry uclea ul tory Commission

Radiation Technology Ic Supp at 1290 76/ Indeed

as the Court of Appeals for th curt ha recognized

securities field by its ture require specialized

and unique legal treatment Pugh v.LC 174 2d 969

flIt Inti/L sr

75/ Because of the sub tanti ard irnediate financial harm
to investors and Fe come cc resulting from illegal
brokerdealer trad nj ke dealer failures
the federal goverr it has and verriding interest
in the regulatro and iii Ut of he nations securities
brokerdea cr uc.al wart of
the regulatory sch ne Biswell 406

U.S at 315 bce usc it funds and

securities ll bc fcju IouchcRoscp
Redington 442

76/ See Donovan cw Ut ne safety and

Health Act opcci 11 to address health
and safety condition pecu ii es Farshall
Stroudts Ferr Pr pa Co 60

U.S Nuclear Regula or ion adia ion

TechnologyIn- pç 66 12881291
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Tradrg markets secur ties ar uniquely susceptible

to broker dealer fraud aid manipulation which may take on

more suIY-e and intoled fc ns than ir cruder businesses

Ide quoting Archer It 133 F.2d 795 803 8th Cir
cert denied 319 767 l943 Brokerdealers like

banks may hold their customers casi and securities

Examination of their books and records is designed specifically

to determine whether firms ar ccmplyr with financial

operatioral nd tr irc 0tardards tlat sre cistinctive to

the industry and have signficant impact on customers

see supra pp 13-18 77/

Congress rccentl reeximined and reconfirmed the

necessity for these examinations in the wake of failures

of numerous brokerage fOrms cauaed primarily by breakdowns

in recordkeepi 78/ In this most searchirg reexaminationa

77/ Brokerdealer failuras cated with recordkeeping
deficiecies may al cause chain reaction of failures

among other financial institutions See Remarks of SEC
Commissioier vis Lorgstreth before the New York Regional
Grour of Air rica Co ty of Corporate Secretaries
February 10 983 attached as Exhibit hereinafter
Longstreth Remarks

78/ SEC udy of Uisafe and Urcound Practices of Brokers
and Dealrs Doe lo 229 92d Cong 1st Sess
11 28 97 Since bock and records of brokerdealer
represent the corners ore of his ope ions any errors
or incortpletei efl custoners to loss of their
cash and securities and treatened loss of public
confiderce in he sec rities mark Id at lll2 l9
Brokerdealer ilures or near failures have continued
in more recent ye-irs See Longstreth Remarks supra
note 77



of the federal securities aws nc 1930s 79/ Congress

reaffirmed the Commissior over to examire records of

brokerdealers under Section 17 80 Congress further

mandated in Section 15b2C ti-at all brokerdealers

be examined for compliance during their first months of

operation noting that early and equent examinations

are critically important to nip incipient problems in the

bud 81/ The House Report accompanying the final bill

observed that examination authority is of course

essential to any effort by the Commission to discharge its

responsibilities under the Act HR Rep No 229 94th

Cong 1st Sess 1l920 1975

Courts also nave recognized that the Commission must

have unimpaired access to brokerdealer records to protect

the public against abuse or incompetence The records

required to be made or preserved by Section 17a of the

Exchange Act and the examinaton of those records authorized

by Section 17b provde the regulatory authorities with the

79/ Conf Rep 229 Q4Fh Cog Ses 91 1975

80/ The examination pr ion re iously included in Section
17a was reenact in ecticn 7b ard language was
added to require cooperat or arong regulatory agencies
See Touche Ross Co Red otor 442 at 562 n2
Congress also enacLc neL tLltL ueasuLes
screnytnening rejuia or cf oro erdeaiers
15 U.S.C l5b7 and c3

81/ Securities Industry Stud Report of the Subcomm on
Com Fin of the House orm on mt For Commerce
92d Cong 2d Sess 23 1972
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necessary inforintion ove see compliancer with the

federal securities aw aid to moritor the financial health

of brokerage firms and protect customers frcm the risks in

volved in leaving tFeir casi and securities with broker

dealerss Touche Ross Co edington 442 U.S at

56970 Indeed how the Comnission could carry on its

task of protectting the public investor without

finc.ncial irformation is dirti uit to apprehend

Boruski SEC 340 2d 991 992 2d Cir cert denied

381 U.S 943 1965 Fee al In re Wanda Olds 37 SEC

23 2627 1956 books and records requirements are keystone

of survei1l-ice of regstrantsa

Moreover warrantless examinations of brokerdealers are

indispensable to enforcing the Exchange Act Fi st as one

Congressional Committee found with respect to examination

authority challenged in this case prospect of an

unannounced visit of government inspector is an effective

stimulus for honesty and bookkeeping veracity Rep

No 1760 86th Cong 2d Sess 34 1960 See also

Hochmuth Declaration

Second ince warrants would give brokerdealers advance

notice of examinations 82/ violations of Commissior statutes

82/ Advance not cc of examinations would result from
warrant rcquirement even if ants re obtained

on an cx part basis because tIo firm could simply
refuse entry upon the compliance amner arrival

Donovan .WollastonAlioyInc 695 2d

3982



and rules could be easily disgu ed itation of

records or transfers of cast and curit es Kwalwasser

Declaration Hochmuth ci- ati For example

brokerdealer could tompora ref funds from affiliated

companies or provide dupli ate bask deposit slip when no

deposit had been made in violation th net capital rule

Customer complaint files cou be purged and noncurrent

books and records could be tr tt up to date These steps

would conceal rather than correct statutory violations

Thus the prerequisite of warrant coul3 easily frustrate

inspection Biswell 406 at 316 Ci Marshall

Barlows Inc 436 U.S at whe advttnce notice served

to encourage employers to np ti OSHA In ew of the

ease with which violations ma be carroufl ged unannounced

inspections ara crucrul to marainir5 the frnanial and

operational integr ty of br ker dealers

The alternative obtaini-ig warrant would be tre

mendously burdensome to the agercy and uld serio sly impair

its investor protection program The Commission performs

approximately 900 brokerdealer ex mina ions each year

Kwalwasser Declaration 36 Th vo ume of paperwork

required to obtain warrants would ceverely drain scarce

resources in period or budget cuts and reductionsinforce

id at 11 89 83/ Diver0ion of staff resources to obtain

83/ Moreover the Co-tm ssiors corplian examiners have

many responsibiliti in additior to conducting broker
deaier examinatiors Kwaiw sser Dec aration
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warrants could force the Commission to reduce the number and

scope of examinatiois at time when the securities markets

are expanding significantly in number and complexity id at

Moreover it is probable that having obtained

warrant and commenced an examination the examiner would

require additional records for which the Commission would

have to seek still another warrant to complete the examination

Kwalwasser Declaration 11 This timeconsuming and burden

some process could be used as tactic by recalcitrant broker

dealers to impede and delay Commission examinations

II PLAINTIFFS CONSENTED TO THE EXAMINATION THEY NOW CHALLENGE

fourth amendment chalJenge search must be rejected

when circumstances show that permission to search was obtained

from third party who possessed common authority over or

other sufficient relationship to the premiscs or effects

sought to be inspected United Statesv Matlock 415 U.S

164 171 1Q74 footnote omted Common authority

includes mutual use or joint access such that it is reasonable

to believe that the person giving consent is authorized to

do so United States Sells 496 F2d 912 914 7th Cir

1974 quoting United States Matlock 415 U.S at 171 n7



In their complaiit ef oncede that

Mr Mahoney the Comni om ead er reasonably

inferred that Ms McElveen examination Ms

McElveen was resporsitle Yr eking and

certain duties for the hr Ut de nclidirg receiving

visitors at its offi cc Cork She obtained

permission from Mr Hill ccount it to tow the brokerage

firms books and recor to It one lid at 13
which she then did id at McElveen obviously

had access to the relevant boo records and at the very

least she had implied permiss to coise to he examination

United States BuettncrJarush 646 2d at 765 See

United States Gradoweki 502 2d 63 64 2d Cir 1974

per curiarn

Thus the facts alleged in am ffs otplaint provide

sufficient basis to conclude that hon could reasonably

believe that the bookkeeper hid tI utto ity to consent to

the examination and di 50 unta se United states

84/ Although the conol oe
Ms McElveen gave rmns on to ahoney her consent

may be inferred fir TI her ccnd provic rg and photoS
copying the records Eg Ur Sta Buettner
Janusch 646 F2d 76 LTd TTY
Moreover the compl irt doLs ot 1lee frets that
estaolisn coercion Is the comp airt recognizes
after Mr Mahoney approp iately slowed the bookkeeper
his credentials she wac fir dery him access until
she had satisfied herself cor tact nj Hill or his
accountant that permission tould be granted
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14a 650 2d 1075 1078 9th Cir 1981 United States

Block 590 F.2d 535 53940 4th Cir 1978 United States

Sells 496 F.2d 912 7th 1974 See generall

United Staes Harrison 679 F2d 942 947 D.C Cir 1982

Accordingly the couplaint sou1d be disirissed for failure to

state claim uoon htch relief can be granted Fed Civ

12b6
Alternatively sumirary judgment should be entered on the

Commissions behalf because the undisputed facts show that

Mr Mahoney reasonably concluded that Ms McElveen had been

authorized to grant him access to the records In any event

Mr Hill ratified her action the following day and thereafter

by providing additional records and by not objecting to the

examination

As Mr Matoncg Jeclaration establishes he had every

reason to believe that tie bookkeeper could consent to the

examination After te told her that he was from the Securities

and Exchange Commission and was there to examine the brokerage

books and records MeElveer said that she kept the books

statement confirmed throughout the da as she demonstrated

familiarity with the records location ard general substance

Mahoney Declaration 11 9l0 In response to Mr Mahoneys

request that fls McElveen contact Hill she left to make

telephone call and returned shortly thereafter stating that
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she had obtained permission for Mr Mahoney to begin the

examination jL 910 Later she told Mr Mahoney that Mr

Hill would be in the office the following day iii 12
thus confirming Mr Mahoneys understanding that she had

been in touch with the firms principal

On June 27 Mr Hill neither withdrew the permission nor

in any way restricted Mr Mahoneys additional examination

14 13 Indeed Mr Hill personally provided additional

information and made available copies of other brokerdealer

documents 14 1314 .Q/ 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 compliance examiner were

entitled to rely on Mr Hills cohsent apparent from all

objective appearances to the examination Mr Hills

The following day June 27 1980 Mr Hill greeted Mr
Mahoney as if he had been expecting the examiner to
return id 13 This added further support to Mr
Mahoneys conclusion reasonable under the circumstances
that Mr Hill and the bookkeeper had conferred about the
examination

86/ In paragraph 16 of their complaint plaintiffs make

generalized allegation that personal papers of
Mr Hill were taken on June 26 1980 The only
specifically described documents are offering documents
of A.T Bliss Co Inc copies of which as Mr
Mahoney states were in fact given to him by Mr Hill
on June 27 1980 Mahoney Declaration 13 Such
documents are not however private since they are
required by law to be kept See 17 C.F.R 240 l7a4
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claimed subjective intention to the contrary not disclosed

until after he learned that the Commission was investigating

his firm must be rejected United States Sledge 650

F2d at 1078

Moreover almost two years ago in May 1981 at plain

tiffs request the Commission provided their counsel with

list and copies of all documents obtned by Mr Mahoney on

the first day of the examination Harper Affidavit and

attachment thereto Plaintiffs did not challenge the accuracy

of the list until the filing of this action id At

this point they must be deemed to have waived objections to

the examination that toolt p1ace three years ago Cf In re

Grand Jury Investigation of Ocean Transportation 604 F.2d

672 675 D.C Cir 1979 attorneyclient privilege held

waived where demand not made for several years for return of

document that had beer given to the government allegedly by

mistake

III CLAIMS FOR INJUNCTIVE RELIEF AGAINST USE OF DOCUMENTS
REGISTRANT PROVIDED DURING THE EXAMINATION SHOULD BE

DISMISSED FOR LACK OF JURISDICTION

Plaintiffs seek to enjoin the Commissions use of

documents Registrant produced during the first day June

26 1980 of the Commiccions exarnlnation in any future

enforcement proceeding Third Prayer for Relief They also

seek return of the documents Fifth Prayer for Relief and



an order erjoirin rc cm to

other goverrnt aqc Even

assuming arguer that sioary

rule were furthered ci il
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Plaintiffs attempt to erjoin use of the documents is not

fit for judicial resolutio at this time There has been no

final agency detcrmination to use the documents in any pro

ceeding against plaintiffs or to forward them to another agency

See FTC SOCAL 232 23943 1980 Hooker Chemical

Co Ruco Div United States 642 F.2d 48 53 3d Cir

1981 Only after plairtiffs charges are raised in the context

of an administrative or dicial oceeding can final

determination be made their admissibility 89/

Plaintiffs also do not satisfy the second test of Abbott

Laboratories They do not allege that the production of their

documents without ater use has direct or immediate

impact upon the economc nterest The provision of documents

to the Commissio camot result in sanctions against the plain

tiffs only if the Commission institutes and prevails in an

enforcement action can the possibility arise that plaintiffs3

economic interests will be directly and immediately affected

See FTC Socal 449 U.S at 242 244 Hannah Larche 363

U.S 420 442-43 1960 In the absence of hardship only

minimum showing of countervailing judicial or administrative

interest is needed if any to tip the balance against review

Diamond Sharnrockv Costle 580 F.2d 670 674 D.C Cir 1978

89/ decision on admissibility would be subject to review at

such time as an enforcement action were instituted and an

adverse decision on the merits rendered against plaintiffs
See Section 21 Exchange Act 15 U.S 78t
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Even If The Court Had Equitable Jurisdiction It Should
Not Exercise It Because Plaintiffs Have An Adequate
Remedy At Law __________

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 considered such requests Maibhall Central Mine

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

have denied such relief when the plaintiff has not wclearly

demonstrate that his constitutional rights not be

adequately adjudicated in the pending or anticipated enforcement

proceeding against him Marshallv Central Mine Equipment

Co 608 F.2d at 721 quoting 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 72l722 The court noted

that if the agency brought no proceedings the movant would

suffer no irreparable harm Id at 722 See FTCv Socal

449 U.S at 242 244 Hannah Larche 363 US at 442-43

90/ In re Worksite Inspection of Quality Products 592 F.2d

ney 497

F.2d 29 34 5th Cir 1974 See Smith Katzenbach 351

F2d 810 81417 D.C Cir 1965
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In this case plaintiffs will have an opportunity to

argue the admissibility of evidence they produced to the

Commission should the agency bring an enforcement action

against them See Hunsucker Phinney 497 F2d 29 34 5th

Cir 1974 Absent such proceeding plaintiffs suffer no

legal harm 91/

CONCLUSION

The ColonnadeBiswell doctrine 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

plaintiffs fourth amendment challenge to the Act and to the

Commissions administration of the examination program mandated

by the Congress The fourth amendment claims arising from

the particular examination of plaintiffs brokerage records

in June 1980 should be dismissed for failure to state claim

since the complaint establishes that plaintiffs consented

to the examination Alternatively the Court should grant

the Commission summary judgment on these claims since the

undisputed record establishes that the Commissions examiner

reasonably believed that plaintiffs agent consented to the

91/ Moreover as noted the Commission has provided them
with copies of all the documents at issue Harper
Declaration II and attachment 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
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