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UNITED STATES E I S T R I C T  COURT 
S O U T f E B f J  DIS?.'lITCT O F  i\iJili YORK 

. 
. 

S E C U R I T I E S  AND EXCHANGE CO!\E.IISS'ION 
. . . 

P l a i n t i f f ,  . 70 C i v i l  t ic t ion 
. . 

-v- P i l e  No. 2693 

HARbXN INDUSTXIES COwOPLATION 
HARVEY R. SIEGEL 
I R V I N G  L. GARTBimlSRG 
ACAJlUdI  C DEVELOPMENT CORPORATION 
HXbIAN TDlI<IN 
JAMES W. FEEHEY 
MI?ADU P K O P E R T I E S ,  I N C  . 
PJillON N.  D ' ONOPRZO 
JIG1 E?DUSTP.IES 
Y . JSEVIN I.IUilPi-IY 
PIOTEL TRllILER D I S T R I C U T O R S  , I N C  . 
STEPI-IEN KSRSIINER 
WAY HE S L O C I 3  O E E R  
FS I C ORF.ORI;,TION 
HAROLD C .  YATES. 

: REPLY I~D~OXA~.LQU~-" I  OF LA17 
I N  SUPTOPl'_r O F  PJL41l?'.C':C17IT1 S 

: MOTION F O R  A PRELIMINAItY 
INJ WC'!.'TON - --- . 

Defendants. 

The p l a i n t i f f  s e c u r i t i e s '  and Exchange Comise ion  

("C~ntn is~ ion")  r e s p e c t f u l l y  submits t h i s  Reply Elernorarld~~m of 

Law i n  response t o .  t h e ,  answering papers f i l e d  by the c1e:Cendants 

i n  oppos i t ion  t o  t h e  p l a i n t i f z ' s  Motion f o r  a Prel iminary 

In junc t ion .  



I DEFEiqDANTS' CGN'l_'Z~lTLO'i\J TZ<t?T THEY I-LIVE -NOT VIOL4TZD 
TI-IE ~ I E S Z S T P J T  PI:O'V'T;SS.OTaS . IS  BASED OIL' A )ITS- 
CONCEIJTION CF. TI-13 STAYUTOXY PURPOSE h.hD OX AH 
EI?ROXEO'JS COi<S1i'j2UC'1:CON OF TllE ' S!l'hl'.UTOjXY I.,4i.!GUP,GE ... -- - 
~ e f c n d a n t s  contend t h a t ,  s i n c e  I.larwyn ' s s.l:archol-ders 

d i d  n o t  ~ 2 3 7 '  f o r  t h e  spun o f f  s tock  which they r ece ived ,  t h e  

' 11 d5 - s t r l bu t io i1~  d id  no t  involve any s a l e s , "  and accorclin.gly 

t h a t  t l ~ e r e  can  be no viol -a t ions  of t he  r e g i s t r a t i o n  p rov i s ions  

' 0 2  Sec t ion  5 of t h e  Sect~:c i t ies  Act i n  t h i s  ca se .  Witli  r e s p e c t  

t o  the  s t a t u t o r y  contend 

func t ion  of r e g i s t r a t i o n  i s  t o  pqcvi.de a prospectus  t o  t h e  

... - i ~ ~ n e d i z t e  o f f e r e c  o f  d i s t r i b u t e d  sha re s  t o  enab1.e 11lnl t o  

make an informed investment d e c i s i o n  e s  t o  wlle'iher t c  buy 

them; (b)  t h a t  i t  i s  t h e  Exchailge Act ,  2nd n o t S e c t i o n  5 
.. . . .  

of the  S e c u r i t i e s  Act, which i s  inrendecl t o  clea 1 w i t h  subsequc-rrt 

t r a d i n g  i n  t h e  s h a r e s ;  and (c )  s i n c e  t h e  Mamyn shareholders  

were n o t  rcquj-red t o  make 2n investrcent d e c i s i o n  as t o  whether 

t o  buy t h e  spun off stcclc, r e g i c t r a t i o i l  would have been a  

u se l c s s  a c t .  I 

Defendants'  argv.n?ent, a s  cliscussed below, r e s t s  upon 

a p e r s i s t e n t  r e f u s a l  t o  reccgnize  t h e  existence cf a f a c t c : ~  



of.  overricling s i g n i f i c a n c e ,  namely, t h a t  ti2.e s p i n - o f f s  were 

e f f e c t e d  f o r  no indeiendent  bus iness  purpose, b u t  r a t h e r  
. \ 

f o r  t h e  s o l e  purpose of  i n s t a n t l y  c r e a t i n g  pub l i c ly -  held  

coinpanies whose shares  would be a c t i v e l y  traded.,. . The 

Commissicn submits ,  p a r t i c u l a r l y  i n  l i g h t  of  t h i s  f a c t o r ,  t h z t  

defendants have adopted an u n j u s t i f i a b l y  r e s t r i c t i v e  view 

of t h e  f u n c t i o n  of S e c u r i t i e s  Act r e g i s t r a t i o n  and have 

'misconstrued t h e  s t a  t u t c r y  language. 

A .  Karxyn's Spin Offs \,!ere t h e  Type of  Transac t ion  
Intendcd t o  Be Subjec t  t o  t h e  R e g i s t r a t i o n  
Prov&sions of t h e  S e c u r i t i e s  Act. 

: A r e c u r r e n t .  theme throughout t h e  l e g i s l a t i v e  h ~ i s  t o r y  : . . 

o f ' t h e  S e c u r i t i e s  Act was t h a t  t h e  i n v e s t i n g  pub l i c  had 

incur red  l a r g e  l o s s e s  becau.se of  sudden d i s t r i b u t i o n s  of  

s e c u r i t i e s  wi thout  informat ion being concomitantly r e l ea sed  

t o  enable  t h e  pub l i c  t o  make reasoned investment dec i s ions .  

S e c u r i t i e s  i s sued  by new o r  unlcnot~n c.ompanies - would suddenly 

appear ,upoil t h e  rna1:ket. Rumors would begin t o  c i r c u l a t e  and 



M 
wild  specula t i o n  would eilsue, causing' l o s s e s  t o  unj\fomed 

i n v e s t o r s .  - l/ In  enac t ing  t h e  S e c u r i t i e s  Act,  Congress . . 

wanted t o  prevent  t h i s  type o f  a c t i v i t y  by r e q u i r i n g  companies, 

e s p e c i a l l y  those  a s  t o  which t h e r e  was l i t t l e  o r  no p u b l i c l y  

a v a i l a b l e  i n fo lxa  t i o n ,  t o  expose themselves and t h e i r  f  inznc ia  1 

cond i t i on  t o  t h e  pub l i c  when t h e i r  s ecu r i tLes  were d i s t r i b u t e d  

i n t o  t h e  marketplace,  s o  t h a t  in format ion  would be p u b l i c l y  

a v a i l a b l e  t o  enable  inves tors '  t o  make informed dec i s ions .  
. . 

Since t h e  enactment of t h i s  l e g i s l a t i o n  i n  1933, 

g r e z t  s t r i d e s  have been made i n  providing f u l l  d i s c l o s u r e  

- t o  t h e  i n v e s t i n g  pub l i c ;  and it has  been t h e  S e c u r i t i e s  Act 

r e g i s t r a t i o n  requirement,  probably more so  than  any o t h e r  

p rov i s ion  i n  t h e  f e d e r a l  s e c u r i t i e s  lat7,s, which has brought 

about t h i s  remarkable achievement. For i t  i s  thrcugh t h e  

r e g i s t r a t i o n  process  t h a t  t h e  Commission's s t a f f  i s  a b l e ,  

i n  advance of a pub l i c  d i s t r i b u t i o n ,  t o  examine and review 
. . - 

11 . . .House  ~ e p .  34-on  H.R,  52,69th Cong. 1st Sess .  1925 
House 12ep. 85 on H.R. 54801 73rd Cong. 1st Sess .  1933 



t h e  d e t a i l e d  bus iness  2nd f inanc5-a 1 infornla t i o n  zbout t h e  

i s s u e r  contained i n  t h e  r e g i s t r a t i o n  s ta tement  f i l e d  wi th  

t h e  Commission, and t o  work o u t  any d i s c l o s u r e  problems 

involved.  Iforeover, a s  new s i t u a t i o n s  a r i s e ,  c a l l i n g  f o r  

new methods of d i s c l o s u r e ,  t h e  s t a f f  i s  a b l c  t o  d e a l  wi th  

such m a t t e r s  i n  i t s  review of r e g i s t r a t i o n  s ta tements  and 

t o  wor1c o u t  t h e  proper  method of d i s c l o s u r e .  

The r e g i s t r a t i o n  requirements ,  con t r a ry  

con ten t ion ,  n o t  only  s e r v e  t o  p r o t e c t  t h e  immediate d i s t r i b u t e e s  

of t h e  r e g i s t e r e d  s e c u r i t i e s  b u t  z l s o  se rve  a v i t a l  func t ion  
- - - -  . - . -  - -. -- - - . - 

- i n  p ru t ec  t i n g  subsequent purchasers  and s e l l e r s  i n  t h e  market- 

p lace .  See Sec t ion  4(3) of t h e  S e c u r i t i e s  Act and t h e  

d i scuss ion  a t  pp. 14-1-5, 25-27 of  t h e  C o m i s s l o n ' s  Ilemorandum 

of  Law. This i s  p a r t i c u l a r l y  t r u e  i n  t h e  c a s e  of a  company 

wh:i.ch i s  meking i t s  f i r s t  pub l i c  o f f e r i n g .  Although t h e  

r e g i s t r a t i o n  p rov i s ions  apply a l s o  t o  o f f e r i n g s  made by 

compan-ies whose s e c u r i t i e s  a r e  a l r eady  p u b l i c l y  t r aded ,  . 
these  p rov i s ions  have t h e i r  g r e a t e s t  impact i n  s i t u a t i o n s  

b 

l i k e  those  i n  t h e  p r e s e n t  ca se  where a d i s@iut ion  conve r t s  

a  p r i v a t e l y  11el.d company i n t s  one whose securities a r e  held  



by.nurnerous pub l i c  i n v e s t o r s ,  and c r e a t e s  f o r  t h e  f i r s t  t h e  

a  t r a d i n g  market ' i n  khose s c c u r L t i e s .  I n -  such a  s i t u a t i o n ,  

s i n c e  t h e r e  may v ~ l l  be l i t t l e  o r  n b p u b l i c l y  a v a i l a b l e  

informat ion about t h e  company p r i o r  t o  t h e  d i s t r i b u t i o n ,  

compliance wi th  khe r e g i s t r a t i o n  p rov i s ions  opens up t h e  

previous  w a l l  of secrecy su r round i l~g  t h e  coillpany and 

provides i n v e s t o r s ,  b roker -dea le rs  , investment a d v i s e r s  and 

'o thers  i n  t he  f i n a n c i a l  conlmunity wi th  i n f ~ r n l a t i o n  e s s e n t i a l  

t o  t h e  maintenance of an  honest  t r a d i n g  market i n  wl~ich  

people can bu>7 and s e l l  t h e  company's s e c u r i t i e s  on t h e  b a s i s  

of informed j u d ' p e n t s  and a t  p r i c e s  t h a t  a r e  n o t  determined 

a r b i t r a r i l y .  

I n  view of t h i s  v i t a l  r o l e  served by t h e  r e g i s t r a t i o n  

p rov i s ions  when a  company makes i t s  f i r s t  p u b l i c  o f f e r i n g ,  

t he  Cornnission submits t h a t ,  except  i n  t hose  l imi t ed  s i t u a t i o n s  

where ove r r id ing  po l i cy  cons ide ra t ions  d i c t a t e  a c o n t r a r y  

r e s u l t ,  - t h e  s e c u r i t i e s  Act was intended t o  r e q u i r e  r e g i s t r a t i o n  

before  a  company's s e c u r i t i k s  make t h e i r  i n i t i a l  e n t r y  

t h e  p u b l i c  t r a d i n g  mar1:ets. 



It i s  t r u e  of course ,  a s  defendants  p o i n t  c u t ,  t h a t  

through ghe exemptions contained i n  Sec t ions  3 and 4 of  t h e  
. 

. . 

S e c u r i t i e s  Act i t  i s  p o s s i b l e  i n  c e r t a i n  i n s t a n c e s  f o r  a  

t r a d i n g  market i n  a  conpanyts  s e c u r i t i e s  t o  develop even 

though tlie company has never  been r equ i r ed  by t h e  Act t o  

r e g i s t e r  i t s  s e c u r i t i e s .  But t h e  exemptions were enacted 

because of ove r r id ing  p o l i c y  cons ide ra t ions  which render  i t  

e i t h e r  unnecessary,  undes i rab le  o r  i n ~ p r a c t i p a b l e  t o  r e q u i r e  

r e g i s t r a t i o n  i n  c e r t a i n  s i t u a t i o n s  . For  example, t h e  

exemptions i n  Sec t ions  4(1)  and 4 ( 2 )  a r e  a  r e f l e c t i o n  of  two 

f a c t o r s  : . ( a )  t h a t  r e g i s t r a  t ion .  i s  n o t  deemed necessary when - - -  - -  - - 

t h e  o f f e r e d  sha re s  come t o  r e s t  i n  t h e  hands of  persons  w110, 

by v i r t u e  of t h e i r  r e l a t i o n s h i p  t o  t h e  i s s u e r ,  can  fend f o r  

themselves and o b t a i n  needed infornlat ion wi-thout r e g i s t r a t i o n  ; 

and (b) t h a t  when such persons ,  who a r e  n o t  i n  c o n t r o l  of  t h e  

i s s u e r ,  dec ide  a t  a  l a t e r  time t o  r e s e l l  t h e i r  sha re s  i n t o  

t h e  marltet; j.t i s  imprac t icab le  t o  r e q u i r e  r e g i s t r a t i o n  

s i n c e  they  cannot compel t h e  i s s u e r  t o  f i l e  a  r e g i s t r a t i o n  

s ta tement .  Through t h e s e  exemptions, i t  i s  p o s s i b l e  f o r  

. s e c u r i t i e s  s o l d .  i n i t i a l l y  i n  p r i v a t e  placements t o  even tua l ly  

e n t e r  tlie marlcet wi thout  a  r e g i s t r a t i o n  s ta tement  ever having 

been f i l e d .  S i m i l a r l y ,  i s o l a t e d  o r  c a s u a l  s a l e s  by a company's 



c o n t r o l l i n g  stockholde-rs ,  e a c h  s a l e  involvir ig on ly  a  sma l l  

amount of  s e c u r j - t i e s ,  inay g r a d u a l l y  chnnge a  company frcjril a 

p r i v a t e l y - h e l d  conipany i n t o  one w i t h  a s i g n i f i c a n t  bocly o f  

sha reho lde r s ;  b u t  t o  r e q u i r e  i e g i s t i - a t i o n  f o r  each i s o l a t e d  

s a l e  mzy n o t  be a p p r o p r i a t e ,  p a r t i c u l a r l y  when t'he broke r  ~ h o  

executes  t h e  t r ansack ion  may have- no way o f  lcno~gir~g r ~ h e t h e r  

r e g i s t r a t i o n  i s  r equ i r ed .  Another s i t u a t i o n  i n  which stocl: 

may enter  the  marlcet w i thou t  r e g i s t r a t i o n  a r i s e s  under t h e  

d o c t r i n e  embodied i n  t h e  Commission's Rule 133, which p e r n l t s  

t h e  i s suance  of un reg i s t e r ed  s h a r e s  i n  c e r t a i n  mergers .  This  

d o c t r i n e  had i t s  o r i g i n ,  however, :in t h e  1930 ' s  when Inany 
- - . . - . . . - - - . - . . . , 

c o r p o r a t e  r eo rgan i za t i ons  were be-ing consmimated d u r i n g  t h e  

Depress ion,  and it rlros thcught  undesj-rablc t o  c o n p l i c a t c  them 

by app ly ing  . . the t h e n  unf an ; i l i a r  r e g i s t r a t i o n  requ i rements .  

Rule 133 t r a n s a c t i o ~ ~ s  a l s o  r a i s e  problems a s  t o  t h e  a p p l i c a t i o n  

of t h e  c i v i l  l i a b i l i t y  p rov i s ions  and t h e  i d e n t i f i c a t i o n  . o f  

pe rscns  who a r e  unde rwr i t e r s .  While t h i s  d o c t r i n e  remailis 
. . 

i n  e f f e c t  tcday , t h e  un reg i s t e r ed  merger t r a n s a c t i o n s  which it . 
penl l i t s  a r e  t r a n s a c t i o n s  which s e r v e  a n  i r~dependen t  bus ine s s  

L 

purpose - t o  u n i t e  two b u s i i ~ e s s e s .  Ploreover, i n  c a s e s  where 

t h e  merging company i s  s u b j e c t  t o  t h e  proxy p r o v i s i o n s  of  t h e  



Exchange Act ,  f u l l  d i s c l o s u r e  i s  ob ta ined  th rough  t hose  

p r o v i s i o n s .  

Unlike t h e  fo rego ing  s i t u a t i o n s ,  t h e  p r e s e n t  c a s e  

invo lves  no p o l i c y  c o n s i d e r a t i o n s  which would ever. remotely 

wa r r an t  a  d e c i s i o n  exc lud ing  any of  Hanryn's s p i n - o f f s  

from t h e  r e g i s t r a t i o n  requ i rements .  S ince  each sp in -o f f  

was brought  abou t  by t h e  i s s u i n g  s u b s i d i a r y  and i t s  c o n t r o l l i n g  

pe rsons ,  r e g i s t r a t i o n  s t a t emen t s  cou ld  have been f i l e d ;  

and u n l i k e  a  gradual. bu i l dup  i n  t h e  n-mber o f  sha r eho lde r s  

through i s o l a t e d  o r  c a s u a l  t r a n s a c t i o n s ,  t h e  s i t u a t i o n  heye 

was t h a t  a  p r i v a t e l y  h e l d  s u b s i d i a r y  having one sha r eho lde r ,  

Wamyn, was i n s  t an t znecus  ly c o n v e r t e d  through a  l a rge - s ca  l e  

d i s t r i b u t i o n :  i n t o  a  p u b l i c l y  h e l d  company heving over  500 

sha r eho lde r s .  110s t impor t an t l y ,  however, t h e  Hamvn spin--of  f s  

had no j-ndependent bus ine s s  purpose ;  t h e i r  s o l e  f u n c t i o n  was 

t o  c r e s t e  publ ic ly-held ,cmlpa.nies  whose s h a r e s  would be  

a c t i v e l y  t r a d e d ,  and t o  enab l e  de f endan t s  t o  d e r i v e  whatever 

b e n e f i t s  might  f low from such t r a d i n g .  - 2 /  Thus, de fendan t s  . 
2 /  - Accordingly ,  t h e  q u e s t i o n  whether  t r a d i t i o n a l  s p i n -  

o f f s  e f f e c t e d  f o r  independent  bus ine s s  purposes  would 
r e q u i r e  r e g i s t r a t i o n  i s  n o t  i n  i s s u e  i n  t h i s  c a s e .  



a r e  i n  e f f e c t  making t h e  untenable  argument t h a t  because 

Congress has exemp ted c e r t n i n  tl:ansactio&s where p o l i c y  
. . 

cons ide rz t ions  render  r e g i s t r a  t i o  11 e i t h e r  unnecessary,  

undes i rab le  o r  imprac t icab le ,  t h i s  c o u r t  should 'add t o  

t h e  exempted ca tegory  t h e  Iiarwyn sp in -o f f s  which involve  

no such c o n s i d e r a t i o n s .  

B. The S t a t u t o r y  Language Should fie Construed To 
Carry Out t h e  S t e t u t o r y  Furnose 

Since t h e  Harwpn s p i n - o f f s  were t h e  ty-pe of t r a n s a c t i o n  

intended t o  be s u b j e c t  t o , t h e  r e g i s t r a t i o n  p rov i s ions ,  t h e  

. - - ,  -. 

s t a t u t o r y  l sne&ge  shculd be i n t e r p r e t e d  t o  c a r r y  ou t  t h a t  

s t a t u t o r y  purpose un less  t he  languzge c l e a r l y  and unmistak- 

a b l y  prec ludes  such a r e s u l t ,  Thus, t h e  Cornnisslon i s  n o t ,  

a s  defendants  suggest ,  u rg ing  t h a t  t h e  ' s t a t u t o r y  language 

be ignored;  r a t h e r  we a r e  r e l y i n g  on long-s tanding p r i n c i p l e s  

of s t a t u t o r y  cons t ruc t ion .  See pp. 15-18 of p l a i n t i f f ' s  

Melnorandurn o f  Law. 

. ' The i n t e r p r e t a t i o n  of t h e  s t a t u t o r y  langucge, i n  t h e  

p re sen t  case , involves  t h e  ques t ions  of whc t l~e r  t h e  defendants  

engaged i n  "sales"  w i t h i n  the  meaning of Sec t ion  -5 and, i f  

so ,  whethcr t h e  t r a n s a c t i o n s  were exempt f rcm r e g i s t r a t i o n  

- . 
under Sectiol l  4 (1) .  



1. Defendants  So ld  S e c u r i t i e s  

l'here a r e  two s e p a r a t e  grounds f o r  conc lud ing  t h a t  

de fendan t s  engaged i n  s a l e s  w i t h i n  the meaning o f  S e c t i o n  5 .  

F i r s t ,  b y  b r i n g i n g  ahout  s p i n - o f f s '  f o r  t h e  purpose  o f  c r e a t -  

i n g  t r a d i n g  a c t i v i t y  i n  t h e  marlcetplace, d e f e n d a n t s  caused  

and became p a r t i c i p a n t s  i n  t h e  o f f e r s  and s a l e s  i n  the 

t r a d i n g  marlcet which t o o k  p l a c e  subsequen t  t o  t h e  s p i n - o f f s .  

(See pp. 24-27 o f  p l a i n t i f f ' s  Memorandum o f  Law.) It is  

impor tan t  t o  remember, i n  t h i s  r e g a r d ,  t h a t  the market  

s a l e s  were not: s imply  a n  i n c i d e n t a l  consequence o f  t h e  s p i n -  

- - o f f s  and a m a t t e r  of  no concern  t o  d e f e n d a n t s .  To the con- 

t r a r y ,  the c r e a t i o n  of  t r a d i n g  msrlcets i n  which t h e r e  would 

b e  c o n t i n u a l '  s a l e s  was de fendan t s  ' s o l e  purpose  and o b j e c t i v e  
. . 

i n  e f f e c t i n g  the s p i n - o f f s .  

Secondly,  the e n t i r e  p r o c e s s  by wh-ich the s h a r e s  of 

each  s u b s i d i a r y  were spun-off  t o  c r e a t e  a  t r a d i n g  market ,  

and b e n e f i t s  were d e r i v e d  b y  d e f e n d a n t s  from t h e  t r a d i n g  

a c t i v i t y  which took  p l a c e  in .  t h a t  market ,  c o n s t i t u t e d  a  



- 
' l d i spos i t ion  of . . . - r s e c u r i t l e s /  - f o r  val.uetl and t h e r e f o r e  a 

"sale" a s  def ined  i n  Sec t ion  2(3) of t h e  S e c u r i t i e s  Act .  . 

The s u b s i d i a r y  and i t s  n e w  management obta ined t h e  b e n e f i t .  

of  a  .publ ic ly  h e l d  company whose sha,res were a c t i v e l y  t r aded ,  
. . 

and t h e  increased  narlcet p r i c e  r e s u l t i n g  from t h e  c o n t i n u a l  

s a l e s  i n  the.  market added va lue  t o  t h e s l ~ i r e s  11el.d by t h e  

new management a s  well a s  t o  t h e  spun-off s l ~ a r c s  h e l d  by 

~ a r w y n ' s  i n s i d e r s .  See pp. 27-28a of p l a i n t i f f  ' s  Memorandum 

of  Law. Again, a s  i n  t h e  c a s e  of t h e  f i r s t  ground f o r  

- - holding t h a t  defendants engaged i n  s a l e s ,  i t  i s  important  t o  

- -- - -  - remember t h a t  t h e  b e n e f i t s  - rece ived  by defendants  were n o t  

simply an i n c i d e n t a l  consequence of  some t r a d i n g  a c t i v i t y  

which, i n  Mn, was j u s t  an i n c i d e u t a l  consequence of t h e  

s p i n - o f f s .  The t r a d i n g  a c t i v i t y  and t h e  r e c e i p t  of  t h e  

b e n e f i t s  f lowing therefrom were defendants  ' ve ry  o b j e c t i v e  

. . 
" i n  e f f e c t i n g  t h e  sp in -o f f s .  

Although t h e  s e c u r i t i e s  which were spdn-off c o n s i s t e d  

of sha re s  bel-onging t o  Harwyn, a l l  t h e  defendants ,  i nc lud ing  

t 



t h e  s u b s i d i a r i e s  and t h e i r  new management, caused and 

p a r t i c i p a t e d  i n  t h e  t r a n s a c t i o n s  and t h e r e f o r e  v i o l a t e d  

Sec t ion  5,  Each subs id i a ry  whose sha-res were spun-off.  was a 

p a r t y  - indeed,  ar. e s s e i l t i a l  p a r t y  - t o  t h e  agrecnlell~L t o  

e f f e c t  t h e  spin-oEf s: iIsd the subs id i a ry  not: agreed t o  i s s u e  

a c o n t r o l l i n g  block of i t s  stoclc t o  t h e  new management, t h e  

spin-oEf would n o t  have occurred.  I n  additLon,  t h e  sp i n  - 

o f f  was e f f e c t e d  f o r .  t h e  s u b s i d i a r y ' s  b e n e f i t  and v7as e s s e n t i z l  

t o  t h e  accornplishr~lent of t he  s u b s i d i a r y ' s  obj  e c t i v e ,  namely, 

t o  o b t a i n  zn in fus ion  of a s s e t s  and became a  publ ic ly-he ld  

- company. S i m i l a r l y ,  t h e  new management were a l s o  r e spons ib l e  

f o r  the  s p i n - o f f .  . The sp in -o f f ,  which was e s s e n t i a l  t o  t h e  

7 
accornplishn~ent o f  new managements obj  ec-tive c f  ob t a in ing  a 

p u b l i c l y  held company, was e f f e c t e d  a t  t h e i r  behest  and 

f o r  t h e i r  b e n e f i t  i n  o rde r  t o  accomplish t h e i r  obj  e c t i v e ,  

I f  t he  new management hzd r e f r a ined  from acqu i r ing  c o n t r o l  o f  

t h e  s u b s i d i a r y ,  t h e  sp in-of f  would n o t  have occurred.  

Had t h e r e  bee11 compliance w i t h  t h e  r e g i s t r a t i o n  

prov is ions  i n  t h i s .  c a s e ,  persons F Q ~ O  traGed i n  t h e  spun o f f  

sha re s  subsequent t o  t h e  d i s t r i b u t i o n  t o  Hant7ynts shareholders  



would have had t h e  b e n e f i t  of t h e  pub l i c  a v a i l a b j - l i t y  of t h e  

r equ i r ed  d i s c l o s u r e s .  For a t  l e a s t  .90 days a f t e r  t h e  

e f f e c t i v e  d a t e  o f  t h e  r e g i s t r a t i o n  s ta tement ,  s e c u r i t i e s  

d e a l e r s  e f f e c t i n g  s a l e s  of t h e s e  sha re s  would have fu rn i shed  

a s t a t u t o r y  prospectus  t o  the  ,purchasers ;  .3/ and of  cou r se ,  

even a p a r t  f r ~ ~ n  t h e  d e l i v e r y  of  t h e  prospecisus, al.1 i n v e s t o r s  

a s  w e l l  a s  t h e i r  s toclcbro!cers ancl t h e i r  inves  trnent advisczs , 

would have had t h e  b e n e f i t  of t h e  a v a i l a b i l i t y  of  t h e  i n f o r -  

mation conta ined  i n  t h e  r e g i s t r a t i o n  s ta tement  duxing and 

even a f t e r  t h e  90 day per iod .  I n  a d d i t i o n ,  a  company which . --. -- - 

has  made a  r e g i s t e r e d  d i s t r i b u t i c n  is  s u b j e c t  t o  t h e  p e r i o d i c  

r e p o r t i n g  p rov i s ions  i n  Sec t ion  15 (d) of  t h e  Exchange Act ,  15 

U . S  .C. 78o(d), r e q u i r i n g  cont inued d i s c l o s u r e s  by t h e  company 

subsequent t o  t h e  d i s t r i b u t i o n .  

2 .  . Defendants ' Transactioi ls  Were' Not Exeinpt 
From The R e g i s t r a t i o n  Provis ions  

The exemption $n Sec t ion  4(1) of  t h e  S e c u r i t i e s  Act i s  

no t  a p p l i c a b l e  t o  t h e  p re sen t  t r a n s a c t i o n s ,  bo th  because they  

3/ See Sec t ion  4 ( 3 )  of t h e  S e c u r i t i e s  Act, 15 u . 8 . ~ .  77d(3). - 



were t r a n s a c t i o n s  by i s s u e r s  and because they .were t r a n s -  

a c t i o n s  by u n d e n j r i t e r s  . 
. . 

I s s u e r  Transac t ions  

Each sp in-of f  and the  s a l e s  made j.n t h e  ensuing t r a d i n g  

marlcet were t r a n s a c t i o n s  by t h e  i s s u e r  - i e ., by t h e  

subsidi.ary i t s e l f .  Each sp in-of f  was simply a p a r t  of a 

l a rge r  t r a n s a c t i o n  t o  which t h e  subs id i a ry  was an e s s e n t i a l  

' pa r ty  and which included the  i s suance  by t h e  subs id i a ry  of  

t h e  block of s t ~ c k  which went t o .  t h e  new ul~anagement . Particu1arl .y 

s i n c e  t h e  sp in-of f  was a c c n d i t i o n  of t h i s  purchase cf s t o c k  

froni t h e  subs id i a ry ,  t h e  sp in-of f  and t1-e i s suance  of  t h e  

new s tock  were i n e x t r i c a b l y  t oge the r ,  and i t  would 

u n r e a l i s t i c  t o  t r e a t  t h e  sp in-of f  and t h e  s t o c k  issuonce a s  

s e p a r a t e  t r a n s a c t i o n s .  ' Without t h e  a c t i v e  p a r t i c i p a t i o n  of 

t he  subs id i a ry  i n  p rov id ing  t h e  new s t c c k ,  t h e r e  have 

been no sp in-of f  a t  a l l . ,  

Underwriter Transac t tons  

Each spin-off- and thk s a l e s  n ~ d e  i n  t h e  ensuing t r a d i n g  

market were a l s o  t r a n s a c t i o n s  by an  underwr i te r  - Man>yn; and 



t h e r e  a r e  two s e p a r a t e  reasons  why t h i s  i s  s o .  F i r s t ,  i n  

e f f e c t i n g  t h e  sp in -o f f  I-lan~yn was a c t i n g  on beha l f  and f o r  

t h e  b e n e f i t  of t h e  s u b s i d i a r y  ( s e e  p.13 , . . supra )  and t h e r e -  

f o r e  was a n  u n d e n ~ r i t e r  w i t h i n  t h e  meaning o f  S e c t i o n  2(11) 

15  U..S.C. 7 7 b ( l l ) ,  a s  a  person who se l l s  f o r  an  i s s u e r  i n  

connec t ion  w i t h  a  d i s t r i b u t i o n .  Second, H a n ~ y n  was a l s o  

a c t i n g  on beha l f  and f o r  t h e  b e n e f i t  o f  t h e  s u b s i d i a r y ' s  

new management ( s e e  p .  13  , sup ra )  and t h e r e f o r e  was a n  under- 
. . 

w r i t e r  a s  a  pe r son  who s e l l s  f u r  t h e  i s s u e r ' s  c o n t r o l l i n g  

persons  i n  connec t ion  w i t h  a  d i s t r i b u t i o n .  See S.E.C. v .  --- 

- .  
Chinese Consol.. Eenev. Ass 'n ,  120 F.2d . .  738, ~. 740 (2d . . .. - C i r .  . . 

194.1) c e r t ,  ' d e n i e d ,  314 U.S. 

4 l  - The PIeinorandm of Law submit ted  by de fendan t s  Hamyn 
. ans  S i e g e l ,  ( p .  3 7 ) ,  i n  u rg ing  t h e  a v a i l a b i l i t y  o f  a n  

exemption under S e c t i o n  4 ( 1 ) ,  quo tes  froin t h e  Coicrnission's 
d e c i s i o n  i n  Grea t  Sweet Grass  0il.s L td . ,  37 S.E.C. 683, 
690 (1957) ,  a f f ' d ,  256 F.2d 393 (D.C.  C i r .  1955) .  .. .- 

The i n i t i a l  d i s t r i b u t i o n  i n  t h a t  c a s e  involved a  ' 

merger and t h e r e f o r e  was excluded from t h e  r e g i s t r a t i o n  
requirements  by Rule 133. The Commission s t a t e d  t h a t  
"subsequent c a s u a l  s a l e s  . . . by non -con t ro l l i ng  
s t ockho lde r s  which f o l l o x  t h e  nornlal p a t t e r n  o f  t r a d i n g  
i n  t h e  stoclc would be deened exempt" from r e g i s t r a t i o n  
by v i r t u e  o f  S e c t i o n  4 ( 1 ) .  Defendants  ' r e l i a n c e  on 
t h e  quoted m a t e r i a l  i s  mispJ.aced, however, s i n c e  i t  
i s  obvious t h a t  t h e  Coinmission was n o t  r e f e r r i n g  t o  
t r a n s a c t i o a s  l i k e  t h e  p r e s e n t  s p i n - o f f s  i n .  .c~hich it  
was t h e  ve ry  purpose  o f  t h e  i s s u e r  and i t s  c o n t r o l l i n g  
pe rsons  t o  b r i n g  about  t h e  subsequent  s a l e s .  



It is impor tan t  t o  n o t e  t h a t  each  o f  t h e  fo rego ing  

the 
grounds Eor denying Sec t i on  4 ( 1 )  exemption - one grovnd re'- 

h 
l a t l n g  t o  i s s u e t  t r a n s a c t i o n s ,  and ' two  r e l a t i n g  t o  u n d e r w r i t e r  

t r a n s a c t i o n s  - i s  a l o n e  s u f f i c i e n t  t o  deny the exemption. Thus, 
? 

i f  t h i s  Cour t  shou ld  conc3-ude t h a t '  t h e  t r a n s a c t i o n s  h e r e  in -  
I 

volvzd were t r a n s a c t i o n s  by a n  i s s u e r ,  i t  need n o t  c o n s i d e r  

whether any.  of  t h e  de fendan t s  were unde rwr i t e r s .  S i m i l a r l y ,  

I . . . '. 
i f  i t  concludes  t h a t  Harwyn was an  u n d e r w r i t e r  on e i t h e r  o f  

t h e  two grounds advanced, it need n o t  cons ide r  t h e  o t h e r  

- - ground. Nor need t h e  Cour t  . - dec ide  whether  any of t h e  remaining 
I 

deferzdants a r e  u n d e r w r i t e r s ;  f o r  i f  a  t r a n s a c t i o n  is  n o t  exempt, 
- 

a l l  persons  who cause  o r  p a r t i c i p a t e  i n  i t  a r e  i n  v i o l a t i o n  of  

Sec t i on  5 r e g a r d l e s s  o f  whether t h e y  happen t o  be u n d e r w r i t e r s  

( s e e  pp. 22-23, 36-38 of p l a i n t i f f ' s  Memorandum of  ~ary). 

c . IIDIVIDENDS~I ARE ROT ~ECESSARILY 
EXEMPT FRO:.I REG ISTRATIGN - 

The  defendant.^ have r e p e a t e d l y  r e f e r r e d  t o  t h e  

Harwyn s p i n - o f f s  a s  "dividen'ds" o r  "s tock d iv idends .  " I n  

s o  doing t h e y  have employed t h e  same d e v i c e  t h a t  t hey  have 



u n j u s t i f i a b l y  accused t h e  Coinnlissiorl o f  u t i l i z i n g ,  namely a  

b o o t s t r a p  argument t o  b o l s t e r  t h e i r  c o n t e n t i o n  t h a t  t h e  . 

t r a n s a c t i b i l s  complained o f  i nvo lve  no s a l e s  o f  s e c u r i t i e s  

and a r e  t h e r e f o r e  exempt from r e g i s t r a t i o n  under - . the  Securities 

Act.  They could  have j u s t  a s  conven i en t l y  c a l l e d  t h e  u n r e g i s t e r e d  

s e c u r i t i e s  of  t h e  s u b s i d i a r i e s  "exempt s e c u r i t i e s 1 '  and l a b c l c d  

t h e i r  va r ious  NOTICES (See E x h i l ~ i t s  C ,  G ,  J and R o f  S o r k i n ' s  

A f f i d a v i t )  a s :  NOTICE A S  TO SOURCE OF EXEfiPT SECURITIES. 

T h e i r  argument i s  based upon t h e  assuunption t h a t  

"d iv idends ,  l1 e i t h e r  i n  s t o c k ,  c a s h  o r  o t h e r  p r o p e r t y ,  and 
~ . . - . . - - . . . . - . . .. . . . - ~ .. . 

"saLes" a s  de f ined  i n  S e c t i o n  2(3)  o f  t h e  S e c u r i t i e s  Ac t ,  

a r e  nlutual ly exc ' lusive.  Th i s  i s  an i n c o r r e c t  assumptj-on. 

Ne i t he r  i n .  S e c t i o n  2 (3)  n o r  i n  S e c t i o n  5 i s  t h e r e  anyS;provision 

d e c l a r i n g  t h a t  d iv idends  and s a l e s  a r e  mutua l ly  e x c l u s i v e .  

Indeed,  t h e  term "dividend" i s  n o t  even used t h e r e .  Fu r the r -  

more, s i n c e  t h e  Cour t  i t1  t h e  i n s t a n t  c a s e  i S  faced w i t h  t h e  

t a s k  o f  i n t e r p r e t i n g  a  f e d e r a l  s t a t u t e ,  t h e  meaning g iven  t o  

t h e  term "dividend1' under s t a t e  l a w  would n o t  be d e t e ~ . m i n a t i v e .  



See S.E.C. v .  Va r i ab l e  Annujjity Co.,  353 U.S. 65,  69 (1953) .  

I n  any even t  , whether o r  n o t  t h e  llarwyn s p i n - o f f s  1g~ou3.d 

be  c h a r a c t e r i z e d  under s t s t e  law as "dividends ,"  they  c l e a r l y  I 
a r e  n o t  "stock dividends!' \ a - i l e  t h e  te:m "dividend" has  1 

B 
been defined i n  s e v e r a l  c o n t e x t s ,  See HcKinney ' s Consol.ic1ated ! 

2 
1 

Laws of Newi'ork A~inota ted  S 8 219 - p and 350, it i s  w e l l  

s e t t l e d  ullder New York S t a t e  c o r p o r a t i o n  law Eusiness Corpora t ion  

Law § 510, t h a t  a  d ividend of  s t o c k  of ano the r  c c r p ~ r a t i o n  - 
i s  in no v7ay a stoclc d ividend a s  t h e  term i.s rr=husua 1.l.y employed. 

It 5s very  c l e a r  t h a t  a  d ividend o f  t h e  s t o c k  
o f  o t h e r  c o r p o r a t i o n s  i s  i n  no r e s p c c t  a s t o c k  
d iv idcnd ,  a s  t h e  texm i s  u s u a l l y  employed; 
i . e .  an i n c r e a s e  of tile nonj-nal c a p i t a l  s t o c k  
of shaceholders  o f  a company. It i s  p r e c i s e l y  
t h e  same a s  a d ividend i n  c a s h  because t h e  
'corpo-ration might  have . s o l d  t h e  s toclc and 
d iv ided  t h e  money among i t s  sha reho lde r s .  
I11 R e  R o d z ~ ,  48 N.Y.S. 175,  178 z;ff ' d  161 
N . Y .  108; c i t e d  ~ r i t h  approva l  I n  R e  I:urcls - 
E s t a t e ,  251 N . Y .  S.2d 112, 114 (1954).  

S i m i l a r l y ,  t h e  s p i n ~ o f f s  o f  t h e  s e c u r i t i e s  of  t h e  f o u r  

subs j -d ia r ies  i n  t h e  p r e s e n t  c a s e  were n o t  i n c r e a s e s  of  t h e  

nom5.nal c a p i t a  1 s cock of  the  sha reho ldc r s  of Hanqn .  



This ' d i s t i n c t i o n  between "divid~ncls"  agd "stock 

diviclends" i s  i-mportant because the defendants have repea ted ly  
. . 

charac te r ized  the  Cornmission's s e c u r i t i e s  Act Release No. 929 

( Ju ly  29,  1936) a s  a j u s t i f i c a t i o n  f o r  t h e i r  fa i j -ure  t o  

r e g i s t e r .  Their  claimed r e l i a n c e  Gn t h i s  r e l e a s e  a s  t h e  

"authori tyf1 thaL has sanctioned unregistejccd. s p i n - o f f s  f o r  

the  p a s t  t h i r t y  years  i s  based on an i n c o r r e c t  i n t e r p r e t a t i o n  

of the  r e l e a s e .  It should be. noted t h a t  the  r e l e a s e  s p e c i f i c a l l y  

poin ts  ou t  t h i t  t he  tenn "sale" a s  defined i n  Sec t ion  2 ( 3 )  

- - -  - - o f .  t h e  Secur i t2es  Act "is -o:trrinely broad i n  i t s  scope. . . . " 5 /  - 
 he r e l e a s e  a l s o  po in t s  ou t  t h a t  t h e  p a r t y  reques t ing  t h e  

opinion. "is  s i l e n t  a s  the  mechanics the  d e c l a r a t i o n  and 

d i s t r i b u t i o l ~ .  , . I 1  of t he  dividend t h e r e  invdlved.  14ost 

- 
5/ - The re3.evant p a r t  of Sec t ion  2 ( 3 )  reads :  The term 

"sale"  o r  " s e l l "  s h a l l  include every c o n t r a c t  of s a l e  
o r  d i s p o s i t i o n  of a  s e c u r i t y  a r  i n t e r e s t  i n  a  s e c u r i t y  
f o r  va lue .  The term "of fer  t o  s e l l , "  "o f fe r  f o r  

11 - . s a l e ,  o r  ."offer1'  s h s l l  illclude every at tempt  o r  
o f f e r  t o .  d ispose o f ,  s o l i c i t a t i o n  of an  o f f e r  t o  
buy, a  s e c u r i t y  o r  & n t e r e s t  i n  a  s e c u r i t y ,  f o r  
va lue  . 

b 



i inpor tant ly  , however t h e  r e l e a s e  d e a l s  w i th  a s i t u a t i o n  

which d i f f e r s  from t h e  p r e s e n t  c a s e  i n  two s i g n i f i c a n t  . . 

r e s p e c t s .  First ;  Release  929 d e a l s  w i t h  a  t r u e  '!stock 

dividend" dec la red  i n  t h e  s t o c k  of t h e  c o r p o r a t i o n  which 

i s  d e c l a r i n g  t h e  d iv idend .  I n  t h a t  s i t u a t i o n '  t h e  company's 

s e c u r i t i e s  may a l r e a d y  be  t r a d i n g  p u b l i c l y  on t h e  open 

market ,  and a d ividend i n  s t o c k  would be a n  increase  i n  

t h e  c a p i t a l  of t h e  c o r p o r a t i o n  r a t h e r .  than  an  i n i t i a l  

d i s t r i b u t i o n  of  s e c u r i t i e s  of a  p r i v a t e l y - h e l d  c o r p o r a t i o n .  - 

Conlpare t h i s  s i t u a t i o n  w i t h  t h a t  o f  t h e  Harwyn d i s t r i b u t i o l l s  

of . s e c u r i t i e s  of  wholly-cwned s u b s i d i a r i e s  - which s e c u r i t i e s  

have neve r  been t reded  p u b l i c l y  and a r e  d r s t r i b u t e d  a t  a 

t ime when t h e r e  i s  a  t o t a l  vacuulil of informa t i o n  concerning 

t h e  s u b s i d i a r i e s .  Seconq, t h e  s i t u a t i c n  d e a l t  w i t h  i n  
. . 

Release  929 d i d  n o t  invo lve  a  d i s t r i b u t i o n  e f f e c t e d  f o r  t h e  

s o l e  purpose of c r e a t i n g  an  i n s t a n t  . . p u b l i c  c o r p o r a t i o n  - a 

s i t u a t i o n  which appears  t o  be  a  r e l a t i v e l y  r e c e n t  phenomenon. 
I 

D. ABSENCE 02: PRIOI: JUDICIAL PZCEDET\'T DOES NOT 
PRECLUDE AN 1NTE;TSEETA'lION CARRYING OUTT THE 
STtITUTOZY PUIIPOSE 

  he defendan ts  have s t r e s s e d  t h a t  t h i s  a c t i o n  brought  

by t h e  ~on l l l i s s i on  r a i s e s  nove l  q u e s t i o n s  o f  law and i s  based 
Z 



on a-"new conceptt1 i n  the  i n t e rp re t a t i on  of the  s ecu r i t f e s  

laws. They seem t o  argue t ha t  new in te rp re ta t ions  m u s t  be ' 

l e f t  t o  t he  l eg i s l a tu r e  and a r e  not . a  proper exerc ise  of the  

j u d i c i a l  iunct ion.  , This proposi t ion  not only i s  Contrary 

t o  fundamental pr inc ip les  of Anglo-.American jurisprudence, 

. but wo.uld destroy the  v i t a l  function of the courts  t o  

i n t e rp re t  s t a tu to ry  language through j u d i c i a l  decisions , 

applying t he  s t a t u t e s  i n  accordance with l e g i s l a t i v e  purpose 

t o  new s i t u a t i o n s  as  they a r i s e .  Thus, even assuming t h a t  

- -  - - the  Court is faced with a case o  f i r s t  impressio~l i n  

deciding whether spin-offs  ef fec ted  t o  c r ea t e  " instant"  

public corpofations must be reg i s te red  , ' I .  . t h e  f k s t  

l i t i g a t i o n  of . . . a  f i a r t i c ~ l a y / ~ r a c t i c e  - i s  a  proper occasion 

f o r  i t s  outlawry i f  i t  is i n  f a c t  i n  violation." Chasins v. 

Smith, Barney & Co., Inc . ,  CCH Fed. Sec. L. Rep. par.  92 ,  712 

a t  p. 99136 (2d C i r .  J u l y ' 7 ,  1970). 

It is pa r t i cu l a r l y  appropriate ,  indeed e s s e n t i a l ,  

t o  i n t e rp re t  t he  s e c u r i t i e s  laws on a  case-by-case bas is  

so  as t o  ca r ry  out the  s t a tu to ry  purpose i n  deal ing wich 

new s i t ua t i ons  involving the  appl ica t ion  of these laws. Such 



an approach i s  no t  incol ls is tent  wi t11  s e t t l e d  d o c t r i n e ,  f o r  

It embodies a  f l e x i b l e  r a t h e r  than a  s t a t i c  
princ:ip$lq one t h a t  i s  capable of adaptat ion t o  
meet t h e  count less  and va r i ab le  schemes 
devised by those who seek the  use of  nmney 
of  o thers  on t h e  promise 'of p r o f i t s ,  S .E.C. 
v ,  F1.J. l-lowey Co., 328 U.S. 1100, 1103 (1946). 

The term t lsale ' t  is a  broad, non-technical term wllich,because 

it l i e s  a t  the  very foundation of t h e  a p p l i c a b i l i t y  of t h e  

Secur i t i e s  Act, must be construed f l e x i b l y  t o  dea l  with new 

s i t u a t i o n s  i n  ~ c c o r d a n c e  with the  congressional  i n t e n t .  It 

i s  j u s t  no t  r e a l i s t i c  t o  r equ i re  Congress, r a t h e r  than tk 

- c o u r t s ,  t o  dea l  ~ o n t i n u o u s l y  with the  myriad of nethods,  
. - 

schemes and a r t i f i c e s  employed t o  v i o l a t e  t h e  S e c u r i t i e s  

A c t .  

The defendants repeatedly claim t h a t  fo r  t h e  pas t  

t h i r t y  years  the  type of sp in-  o f f s  involved i n  t h i s  case  

have been regarded a s  no t  requi r ing  r e g i s t r a t i o n .  A s  we 

have shown, however, not only i r e  t h e  a c t i v i t i e s  complained of 

cont rary  t o  the  s t a t u t o r y  purpose, but  the  d i s t r i b u t i o n  o f  

unreg3-s te red  s e c u r i t i e s  through sp in-of fs  f o r  t h e  s o l e  purpose 

of c rea t ing  i n s t a n t  publ ic  cornpallies appears t o  be ?a r e l a t i v e l y  

recent  phenomenom. Furthermore, 



t h e  defendants  i n  t h i s  c a s e  have n o t  been s ing led  c u t  by 

t h e  Coxmission t o  be sued i n  a t e s t  c a s e  involv ing  spin-  
. . 

o f f s .  The Com~nisslon has a l s o  brought a c t i o n  a g a i n s t  o t h e r  

persons who u t i l i z e d  t h e  sp in-of f  method p r i o r  t o  t h e  

J u l y  2 ,  1969 r e l e a s e .  

IT CONTWiRY TO DEFENDANTS ' L>SSERTIONS, THE FaIUD ALLEGATIOKS 
ARE NOT DEPEI\TDENT UPON A FINDING THAT DEFENDANTS HAVE 
VIOLATED THE PSGISTMTION PROVISIONS OF THE SECURITIES 
ACT 

Defendants mis takenly a s s e r t  t h a t  t h e  Commission's 

f r aud  a l l e g a t i o n s  a r e  based on t h e  theory t h a t ,  by v i o l n t i n g  

- .  
t h e  r e g i s t r a t i o n  p rov i s ions ,  they au toma t i ca l ly  comtnitt&d fraud 

v i o l a t i o n s  a l s o .  To t h e  c o n t r a ~ y ,  t h e  f raud  a l l e g a t i o n s  a r e  

no t  a t  a l l  .dependent on a f i nd ing  t h a t  defendants  v i o l a t e d  

Sec t ion  5. The f raud  charges  r e s t  on - . t i 0  grounds,  n e i t h e r  of  

which involves  t h e  r e g i s t r a t i o n  p r o v i s i o n s ,  

F i r s t ,  defendants made a f f i r m a t i v e l y  f a l s e  and m i s -  

l e ad ing .  s ta tements  o f '  m a t e r i a l  f a c t  i n  a t  l e a s t  two r e s p e c t s .  

( a )  A r e l e a s e  t o  shareholders  which ~ a t e ~ o r i c a I . 1 ~  s t a t e s  t h a t  

11 t h e  corpora t ion  being spun-off has no a s s e t s  and no 1 . i a b i l i t i e s "  

i s  p l a i n l y  mis leading i n  l i g h t  of  previous  r e l e a s e s  announcing 



25. 

t he  a c q u i s i t i o n  of  t h e  subs id i a ry  by new management. Is 

one t o  be l i eve  t h a t  new management i s  g iv ing  up p r i v a t e l y  

held  a s s e t s  f c r  a  co rpo ra t ion  t h a t  has no a s s e t s ?  Is one ' 

t o  b e l i e v e  t h a t  t h e  s u b s i d i a r i e s  which s e v e r a l  weeks p r i o r  

t o  t h e  d i s t r i b u t i o n  had received an in fus ion  of  a s s e t s ,  now 

a t  t h e  t ime of t h e  d i s t r i b u t i o n  had.no a s s e t s ?  The defendants  

have claimed t h a t  t h e  NOTICE(S) AS TO SOURCE OF DIVIDENDS were 
. . 

unde r s t a t i ng  t h e  r e a l  worth of t h e  s u b s i d i a r i e s  and shoul-d 

t h e r e f o r e  be "praised" f o r  t a k i n g  a  more conserva t i v e  p o s i t i o n  

- .  . - wi th  regard t o  t h e  worth of  sp in -o f f  co rpo ra t ions  . But 

is, j u s t  a s  important  n o t  t o  unde r s t a t e  informat ion conveyed 
-. 

t o  t h e  pub l i c  a s  i t  i s  n o t  t o  ~ v e r s t a t e  in fe rmat ion .  S.E.C. 

v. Texas Gulf Sul-phur, 401 F.2d 833 (2d C i r .  1968),  c e r t .  

denied sub nom. Kline v. S.E.C. 394 U.S. 976 (1969). 

(b)  The defendants  a l s o  decei;ed Harwyn shareholders  snd 

o t h e r  i n v e s t o r s  i n  t h e  p u b l i c  markets by describing t h e  spin-  
.~ . 

o f f s  a s  d iv idends ,  w i thcu t  g t  t h e  same time informing t h e  

p u b l i c ,  inc lud ing  Harwyn ' s sha reho lde r s ,  t h a t  Hamyn had 

s p e c i f i c a l l y  con t r ac t ed  w i t h  t h i r d '  p a r t i e s  t o  sp in-of f  t h e  

shares  of i t s  s u b s i d i a r i e s  and t h a t  t h e  s p i n - o f f s  Were made 

s o l e l y  t o  c r e a t e  p u b l i c l y  held  companies r a t h e r  t han  f o r  an 



independent business purpose and t o  provide l eg i t ima te  

dividends t o  the  Harvlyn shareholders.,  , The 'na ture  and purpose 
. - 

of the  dividends were ma te r i a l  f a c t s  because they might have 

a f fec ted  " the d e s i r e  of inves to r s  t o  buy, s e l l ,  o r  hold the  

company' s s e c u r i t i e s  , I '  s e c u r i t i e s  and Exchange Commlss ion 1 
I 

v. Texas Gulf Sulphur, supra ,  401 F.2d a t  849, Disclosure 

of  the  background of the  so-cal led dividends would have 

put inves tors  on no t i ce  t h a t  the  new con t ro l l ing  persons 

of each subs id iary  were no t  averse t o  taking a c t i o n  

a r t i f i c a l - l y  a f f e c t i n g  the  -market f o r  the  company's s e c u r i t i e s .  

S u c h d i s c l o s u r e  would a l s o  have put invcs tors  on n o t i c e  of 

a motive fo r  ' the  new management t o  run t h e  company' s business 

i n  such a  way as  t o  s t imula te  market a c t i v i t y  regardless  of 

the  e f f e c t s  on t h e  corporat ion i t s e l f .  

The second major ground upon .which the  fraucl charges 

r e s t  - and t h i s  ground i s ' t h e  hea r t  of the  fraud por t ion  

of the  case - is  based on t h e  Congressional i n t e n t  t o  secure  
I 

f a i r  and honest s e c u r i t i e s  markets ( see  pp. 38-44 of t h e  ~omrnission' s 
b 

Memorandum of Law) and was summarized a t  p. 63: 

Vith respect  t o  the  ant i - f raud provis ions ,  
p a r t i c u l a r l y  those under the  Exchange Act,  the  
c rea t ion  of a  t rad ing  market through a 
d i s t r i b u t i o n  e f fec ted  fo r  the  s o i e  purpose 
of c rea t ing  such a  market, while bas ic  



informat ion about t h e  company G r  t h e  
d i s t r i b u t i o n  i s  wi thhe ld ,  would be  
i n c o n s i s t e n t  wi th  t h e  s t a t u t o r y  purpose 
of maintaining f a i r  and honest  s e c u r i t i e s  
markets.  . 

See a l s o  p .  45. 

The Coinmission ' s p o s i t i o n  t h a t  defendants v i o l a t e d  

the  a n t i - f r a u d  provisLons by t h e i r  a c t i o n  i n  c r e a t i n g  t r a d i n g  

markets whi le  b a s i c  information about the companies and 

t h e  d i s t r i b u t i o n s  was withheld does no t  mean, a s  defendants 

a s s e r t ,  t h a t  i n  order  t c  have complied wi th  t h e  an t i - f r aud  

provis ions  they would have had t o  f u r n i s h  a l l  t he  d e t a i l e d  
. . - 

informat ion contained i n  a  s t a t u t o r y  prospectus .  What they 

would have been requi red  t o  do was d i s c l o s e  c ' e r t a in  bas i c  

informati011 e s s e n t i a l  t o  t he  maintenance of an honest  mzrket - 
inforn~a t i o n  about t he  company's f i n a n c i a l  c o n d i t i o n ,  t he  

na tu re  of  i t s  bus ines s ,  t he  i d e n t i t y  and background of i t s  

management and the  na tu re  and purpose of t h e  d i s t r i b u t i o n .  

Nor does t h e  Comnission's p o s i t i o n  rnean t h a t  defendants 

should be held t o  have violated the  an t i - f r aud  p rov i s ions  

simply by having remained " t o t a l l y  s i l e n t . "  Defendsnts 

comniitted the  v io l a t io l l s  by tak ing  a f f  i-rma t i v e  steps t o  

c r e a t e  t h e  t r a d i n g  marke ts ,  
b 



111 ' DEPEhQANTS SKOUT,D BE P R E L I M I I q A R I L Y  E N J O I N E D  

The defendants,  i n  t h e i r  various answering a f f i d a v i t s  

and memoranda of law, have erroneously charac te r i zed  a  

preliminary injunct ion i n  a  Comrniss ion enforcement ac t ion  

d 
as  being an "extl;,ordinzry remedy" Chat can only be  granted 

i f  the re  is  "clear  and convincing" evidellce t h a t  there  i s  a  

"danger" the  v io l a t i ve  a c t i v i t y  w i l l  occur again.  

The defendants,  however, f a i l  t o  r e a l i z e  t h a t  t h i s  

prel-iminary injunct ion sought by the  Commission i s  a  c r ea tu r e  

of s t a t u t e .  and therefore  t he  burden . . of showing i r reparab le  

in ju ry  by c l ea r  and convincing evidence is  . t o t a l l y  i r r e l evan t  

t o  t he  r e l i e f  sought. ~u r the rmdre ,  the  preliminary in junct ion  

sought by the  Commission i s  a  means by which the  defendants 

a r e  ordered t o  obey the law and not  engage i n  fu r the r  v io l a t i ve  

a c t i v i t y .  The defendants cannot t r e a t  the  Cormnission' s 

ac t ion  as a  common law fraud ac t ion  fo r  damages. 

Although the  defendants have repeatedly character ized 

a  preliminary in junct ion  as  an "extraord.inary remedy," i t  

i s ,  i n  f a c t ,  no inore than a  " m i l d  prophylactic ." See S.E.C. 

v. Capi ta l  Gains Research Bureau, 375 U.S. 179, 133 (1963). 



A s  t h e  c o u r t  s t a t e d  i n  C a p i t a l  Gains Research Bureau, sup ra  - - .  
a t  p. 193, 

It i s  no t  necessary i n  a s u i t  f o r  e q u i t a b l e  
o r  proplzylat ic r e l i e f  t o  e s t a b l i s h  a.11 t h e  
elements requi red  i n  a 'suit: f o r  monetary 
damages. 

~efenc lan ts '  r e l i a n c e  5 s  a defense  on S e c u r i t i e s  Act 

Release 929 and Sec t ion  19(a)  of t h e  S e c u r i t i e s  Act i s  

without  m e r i t .  No f u r t h e r  d i s cus s ion  i s  necessary concerning 

t h e  a p p l i c a b i l i t y  o r  r-elevancy of  Release 929 (See POINT I 

subsec t ion  C of  t h i s  Reply Memorandun of Law). A s  f o r  Sec t ion  
. .  - - - .- - 

1 9 ( a ) ,  t h i s  s e c t i o n  a p p l i e s  only  t o  "rul-es and r e g u l a t i o n s  

I I o f  t he  Commission. It does no t  apply t o  o r  make r e f e rence  

t o  i n t e r p r e t i v e  r e l e a s e s .  
. . 

The defendants  have a l s o  suggested t h a t  s i n c e  they 

der ived no b e n e f i t  f r ~ m  t h e i r  v i o l a t i v e  a c t i v i t i e s ,  they 

should n o t  be p r e l i m i n a r i l y  enjoined.  Assuming, arguenclc;, 

t h a t  t h e  defendants  a r e  c o r r e c t , '  a l though  t h e  Commission argues  

otherwise  (See Eiemornadum of Law, pp. 28-28(a) and POINT I 

subsec t ion  B of t h i s  Reply 14emorandum of Law) t h e  Cour't i n  



S .  E.C. v .  North American Research and Develo~ment  Corporat ion,  

424 F. 2d 6 3 ,  82 expres s ly  l ays  t h i s  argurrrelzt t o  r e s t  and 

goes f u r t h e r  i n  s t a t i n g  tlzateconoitiic mot iva t ion  i s  m t  a 

defense  t o  a c t i o n  f o r  v i o l a t i o n  o£ Sec t ion  5. '.. 

C OXC LUS 1 ON 

i n  t h e  

It i s  r e s p e c t f u l l y  requested t h a t  t h e  r e l i e f  

Coxri~ission's motion be  granted and t h a t  this 

sought 

Court 

. .  . 
i s s u e  an o r d e r  of p re l iminary  i n j  unctiozz en jo in ing  tlze 

.:. 

defendants  from f u r t h e r  v i o l a t i o n s  of t h e  r e g i s t r a t i o n  and 

an t i - f r aud  p rov i s iocs  of  t h e  f e d e r a l  s e c u r i t i e s  a c t s .  

.. . - . . . . . 
- - -  - -  - . . -  . ~ e s ~ e c t f u l l ~  submit ted,  

\ a b ~  
Attorney f o r  P l a i n t i f f  
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New Yorlc, New York 10007 - ,  
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