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STATEMENT OF THE ISSUES 

1. Was it a c l e a r l y  e r r o n e o u s  f i n d i n g  by t h e  t r i a l  judge  

t h a t  a n  a t t o r n e y ' s  a c t i o n s  and c o n d u c t ,  w i t h  r e s p e c t  t o  t h e  

o f f e r i n g  c i r c u l a r s  o f  t h r e e  bond i s s u a n c e s ,  were n e i t h e r  f r a u d u l e n t  

n o r  c u l p a b l y  r e c k l e s s ?  

2. Was it a c l e a r l y  e r r o n e o u s  f i n d i n g  by t h e  t r i a l  judge 

t h a t  a n  a t t o r n e y ' s  t a x  o p i n i o n  would n o t  be t h e  b a s i s  o f  c i v i l  

i n j u n c t i v e  r e l i e f  s o u g h t  by t h e  S e c u r i t i e s  and  Exchange Commission,  

w h e t h e r  s u c h  t a x  o p i n i o n s  were correct or i n c o r r e c t  o n  t h e  t a x  law 

i n v o l v e d ,  s i n c e  t h e  o p i n i o n s  were h o n e s t l y  r e n d e r e d ?  

3. Did  t h e  t r i a l  j u d g e  e r r  i n  h o l d i n g  t h a t  t h e  Commission 

had t o  d e m o n s t r a t e  e i t h e r  f r a u d  or c u l p a b l y  r e c k l e s s  c o n d u c t  i n  

c i v i l  i n j u n c t i v e  r e l i e f  p r o c e e d i n g s  b a s e d  upon a l l e g e d  v i o l a t i o n s  

- .  o f  S e c t i o n  1 7  ( a )  o f  t h e  S e c u r i t i e s  A c t  o f  1 9 3 3  and S e c t i o n  1 0  ( b )  o f  

- .  and R u l e  lob-5  u n d e r  t h e  S e c u r i t i e s  Exchange A c t  o f  1934? 

4. Did t h e  t r i a l  judge  a b u s e  h i s  d i s c r e t i o n  i n  r e f u s i n g  to  

e n j o i n  a n  a t t o r n e y  f rom f u t u r e  v i o l a t i o n s  o f  t h e  f e d e r a l  s e c u r i t i e s  
- .  

laws, d u e  to  t h e  a t t o r n e y ' s  unb lemished  work f o r  t h e  l a s t  f i v e  

- y e a r s ,  t h e  h i g h  q u a l i t y  o f  h i s  work,  and t h e  f a i l u r e  o f  t h e  Commis- 

s i o n  to d e m o n s t r a t e  any p a s t  v i o l a t i o n s  by him o f  t h e  f e d e r a l  
- 

s e c u r i t i e s  laws? 
- 



STATEMENT OF THE CASE 

Appellee Andrew J. Haswell, Jr. (mHaswellw) does not 

accept the Statement of the Case set forth in the Brief of the 

Securities and Exchange Commission ('the Commissionm). Such 

statement does contain many averments not here contested; indeed, 

most of the evidence was either furnished by Haswell to the Com- 

mission or consists of Haswell's own sworn testimony. But the 

Commission repeatedly draws unwarranted inferences f rorn the evi- 

dence and in some instances characterizes the evidence in a manner 

unfair to Haswell. 

One subject needs to be addressed immediately. The 

Commission charges that District Judge Luther Bohanon was hostile 

toward and prejudiced against the Commission. It asks that the 

case be remanded and reassigned to a different district judge. The 

manner in which the Commission presents the record to support its 

charge against Judge Bohanon is illuminative of its careless 

approach to the facts concerning Haswell. 

1. The Charge Against Judge Bohanon. The Commission first 

charges that Judge Bohanon rushed this case to trial four months 

after it was filed, granting Haswell's motion for severance and 

separate trial over the Commission's "pending requests for dis- 

covery,' directing the Commission "to proceed to trial hastilym 
-- 

even though "certain important witnesses could not be located" by 

trial date. (SEC Br. 5) 



T h i s  c i v i l  i n j u n c t i o n  a c t i o n  was f i l e d  a g a i n s t  t h r e e  

c o r p o r a t i o n s  and s i x  i n d i v i d u a l s .  The c o r p o r a t i o n s  a r e  a l l  

d e f u n c t .  Of t h e  s i x  i n d i v i d u a l s ,  t h e  Commission h a s  proceeded 

a g a i n s t  o n l y  t h r e e  of  them, two be ing  a t t o r n e y s ,  Haswel l  and Fred 

W. Rausch, J r  ., and one c o r p o r a t e  o f f i c e r ,  Haro ld  T. Pehr .  The 

t h r e e  remain ing  i n d i v i d u a l  d e f e n d a n t s ,  Messrs. C o w e l l ,  Capper and 

L a n c a s t e r ,  have never  been s e r v e d  wi th  p r o c e s s  to  t h i s  d a t e  - 
i ndeed ,  t h e  Commission has  never  r e i s s u e d  s e r v i c e  of  p r o c e s s  f o r  

them a f t e r  t h e  U.S. M a r s h a l l  r e t u r n e d  unserved ,  t h r e e  days  a f t e r  

t h e  a c t i o n  was f i l e d ,  t h e  i n i t i a l  summons i s s u e d  f o r  them. These 

t h r e e  p e r s o n s  a r e  t h e  ve ry  t h r e e  " i m p o r t a n t  w i t n e s s e s "  t h e  Commis- 

s i o n  s u g g e s t s  i t  needed f o r  i t s  c a s e  a g a i n s t  Haswel l  and whose 

absence  Judge  Bohanon ignored ,  t h e  Commission s u g g e s t s ,  because  of  

p r e j u d i c e  a g a i n s t  t h e  Commission. 

The t r u t h  is - and i t  was well known t o  b o t h  Judge Bohanon 

and t h e  Commission - t h a t  t h e  Commission had been u n s u c c e s s f u l  i n  

l o c a t i n g  Messrs .  C o w e l l ,  Capper and L a n c a s t e r ,  t h a t  i t  inc luded  

t h e s e  t h r e e  p e r s o n s  a s  d e f e n d a n t s  i n  t h i s  a c t i o n  w i t h o u t  r e a l  hope 

o f  l o c a t i n g  them, t h a t  i t  had s p e n t  two y e a r s  i n v e s t i g a t i n g  t h i s  

m a t t e r  and b u i l d i n g  whatever  c a s e  i t  might  have a g a i n s t  Haswel l  and 

was a s  p repa red  as it  e v e r  would be to  l i t i g a t e  t h e  c a s e ,  t h a t  

e x t e n s i v e  d i s c o v e r y  had been had by t h e  Commission, t h a t  t h e  Corn- 

m i s s i o n  had s e t t l e d  upon t h e  two a t t o r n e y s ,  Haswel l  and Rausch, a s  

i ts t a r g e t s ,  and t h a t  H a s w e l l ' s  c a s e  should  be s e v e r e d  from 

Rausch ' s  because  Rausch had no c o n t a c t  whatsoever  w i t h  two of  t h e  

t h r e e  bond i s s u e s  i nvo lved  i n  t h e  c a s e  a g a i n s t  Haswel l .  



Haswell is an attorney whose professional reputation was 

clouded because of the publicity attending the Commission's filing 

of this action. (The Commission had distributed press releases 

which were published in numerous newspapers). Haswell prepared 

himself for trial. Judge Bohanon, mindful of the responsibility of 

the Commission not to file such actions without careful investiga- 

tion and preparation, aware that the three "important witnessesn 

likely would never the found - particularly so because of cessation 
of the Commission's effort to serve them, and sensitive to the many 

distinctions between the Commission's cases against Haswell and 

Rausch, set Haswell's case for trial four months after it was 

filed. This, the Commission suggests, was prejudice. 

The Commission fails to mention in its Brief that, prior 

to Judge Bohanon's setting the case for trial, the Commission had 

advised him by letter of July 1, 1977 that it "has decided to 

withdraw its Motion for Preliminary Injunction against defendant 

Haswell and proceed directly -- to the meritsWl (A. 70) This letter 

was written after the Commission had served interrogatories on 

Haswell designed to assist it in determining if Haswell's work 

product since June 1972 showed any violation of the federal 

. ~ securities laws. The Commission had earlier requested Judge 

Bohanon by letter of June 10, 1977 (A. 67) not to rule on its 

Motion for Preliminary Injunction until it could analyze such work 

- .  product of Haswell and had advised Judge Bohanon that if Haswell's 

"response to these Interrogatories shows that no subsequent 

violations have occurred, the Commission will voluntarily withdraw 



i t s  Motion for  a  Preliminary Injunction and proceed d i r ec t l y  t o  the 

merits.' (A .  68) JudgeBohanon took the Commission a t  its word, 

af t e r  subsequently receiving the Commission's July 1, 1977 l e t t e r  

(A.  70) s t a t i ng  t h a t  "[biased upon answers provided by defendant 

Haswell' the Commission withdrew its Motion for Preliminary 

Injunction and would 'proceed d i rec t ly  t o  the merits.' He s e t  the 

case for  t r i a l .  Yet, the Commission argues tha t  Judge Bohanon 

required it 'to proceed to  t r i a l  hasti ly. '  

The Commission next suggests prejudice of Judge Bohanon 

due to  h i s  having entered an order requiring f ive  Commission 

at torneys who had signed the Commission's pos t - t r i a l  brief t o  show 

cause why they should not be held i n  contempt of court. The 

Commission even expresses to t h i s  Court some puzzlement ( "  [ t ]  he 

Court 's order was unexplained,' SEC Br. 6 )  b u t  knows f u l l  well why 

Judge Bohanon issued such order. Despite the usual p r e t r i a l  pro- 

ceedings having been followed, w i t h  each s i de ' s  attorneys having 

been required t o  advise the other s ide of a l l  documentary evidence 

intended t o  be introduced, the Commission attached t o  i ts post- 

t r i a l  brief a  l e t t e r  it had e a r l i e r  so l i c i t ed  from the In ternal  

Revenue Service s e t t i ng  for th  expert opinion evidence w i t h  respect 



t o  u n r e v e a l e d  h y p o t h e t i c a l  q u e s t i o n s  t o u c h i n g  t a x  law i s s u e s  i n  

t h i s  p r o c e e d i n g .  

The I R S  l e t t e r  was o b j e c t i o n a b l e  as  e v i d e n c e ,  b e i n g  t h e  

worst k ind  o f  h e a r s a y  e v i d e n c e  n o t  s u b j e c t  t o  c ro s s - examina t  i on .  

N o  e f f o r t  was made by t h e  Commission to i n t r o d u c e  it d u r i n g  t h e  

t r i a l ,  a l t h o u g h  its e x i s t e n c e  was well known t o  a l l  p a r t i e s .  

I n s t e a d ,  a t  t h e  c o n c l u s i o n  o f  t h e  t r i a l ,  t h e  Commission r e q u e s t e d  

t h e  o p p o r t u n i t y  t o  a r g u e  i ts  case by w r i t t e n  b r i e f  and t h e n  

a t t a c h e d  to i ts p o s t - t r i a l  b r i e f  t h e  IRS l e t t e r  and r e f e r r e d  to 

s u c h  l e t t e r  i n  i ts  b r i e f  i m p l i e d l y  as e x p e r t  o p i n i o n  e v i d e n c e  

s u p p o r t i n g  i t s  c o n s t r u c t i o n  o f  d i f f i c u l t  p r o v i s i o n s  o f  t h e  I n t e r n a l  

Revenue Code1 N o  wonder Judge  Bohanon s t r u c k  o u t  a t  such  a 

p r o h i b i t e d  t r i a l  p r a c t i c e .  

T h i s  C o u r t  s h o u l d  a l s o  c o n s i d e r  whe the r  t h e  Commission is 

b e i n g  c a r e l e s s  w i t h  t h e  f a c t s  i n  s t a t i n g ,  i n  f o o t n o t e  7 on page  6 o f  

i t s  B r i e f ,  t h a t  " [ t ]  he  l e t t e r  had been f i l e d  w i t h  t h e  c o u r t  e a r l i e r  

i n  c o n n e c t i o n  w i t h  t h e  Commiss ion 's  mot ion  f o r  p r e l i m i n a r y  r e l i e f . "  

T h i s  i m p l i e s  t h e  l e t t e r  was a l r e a d y  i n  e v i d e n c e .  I t  was n o t .  The 

l e t t e r  was " f i l e d "  w i t h  t h e  c o u r t  c l e r k  a t  t h e  commencement o f  t h i s  

a c t i o n  a s  p a r t  o f  t w o  boxes  o f  documents  t h a t  l a t e r  were ,  by s t i p u -  

l a  t i o n  be tween Haswel l  and t h e  Commission, a d m i t t e d  i n t o  e v i d e n c e  

s o l e l y  f o r  p u r p o s e  o f  t h e  h e a r i n g  on  t h e  Commiss ion 's  mo t ion  f o r  a 

p r e l i m i n a r y  i n j u n c t i o n  b u t  n o t  a d m i t t e d  f o r  any o t h e r  pu rpose .  

The Commiss ion l s  a p p l i c a t i o n  f o r  p r e l i m i n a r y  i n j u n c t i v e  r e l i e f  was 

s u b s e q u e n t l y  v o l u n t a r i l y  wi thdrawn.  (A. 70)  



I n  f u r t h e r  p u r s u i t  o f  i t s  s u g g e s t i o n  t h a t  J u d g e  Bohanon 

was p r e j u d i c e d ,  t h e  Commiss ion  i n  i ts  B r i e f  comments r e p e a t e d l y  o n  

J u d g e  B o h a n o n ' s  f i n d i n g s  i n  h i s  Memorandum O p i n i o n  and O r d e r  

( A .  831) t h a t  ' l i l t  may be t h a t  a  more  c a r e f u l  a t t o r n e y  [ t h a n  

H a s w e l l ]  would  have  i n s i s t e d "  ( A .  836) upon v i e w i n g  t h e  unde r -  

w r i t e r ' s  f i n a l  fo rm o f  t h e  o f f e r i n g  c i r c u l a r ,  t h a t  t h e  c o u r t  "is 

n o t  i n c l i n e d  to  f i n d  t h a t  H a s w e l l ' s  bond o p i n i o n s  w e r e  e r r o n e o u s  

and i n c o r r e c t "  ( A. 838) ,  t h a t  a f t e r  f i n d i n g  t h a t  H a s w e l l  had n o t  

v i o l a t e d  t h e  s e c u r i t i e s  l a w s  t h a t  "even  i f  H a s w e l l  had  v i o l a t e d  t h e  

f e d e r a l  s e c u r i t i e s  l a w s ,  t h e  p e r m a n e n t  i n j u n c t i o n  s o u g h t  by t h e  

Commiss ion  s h o u l d  be  d e n i e d  u n d e r  t h e  c i r c u m s t a n c e s n  ( A ,  8 3 5 )  and 

t h a t  H a s w e l l  " h a s  b e e n  g r a v e l y  d a n a g e d  by t h e  C o m m i s s i o n ' s  w r o n g f u l  

a c t i o n s  i n  t h i s  c a s e . "  ( A .  840)  T h e s e  f i n d i n g s  o f  J u d g e  Bohanon 

a r e  p r e s e n t e d  i n  t h e  C o m m i s s i o n ' s  B r i e f  a s  s u g g e s t i o n s  t h a t  J u d g e  

Bohanon was s k i r t i n g  h i s  d u t y  t o  a d d r e s s  h i m s e l f  t o  t h e  i s s u e s .  

J u d g e  Bohanon d i d  n o t  s k i r t  t h e  i s s u e s .  He h e l d  t h a t  

t h e s e  p r o c e e d i n g s  r e q u i r e  a  f i n d i n g  o f  " e i t h e r  f r a u d u l e n t  c o n d u c t  

o r  c o n d u c t  so reckless t h a t  i t  was  a n  e x t r e m e  d e p a r t u r e  f rom t h e  

s t a n d a r d s  o f  o r d i n a r y  c a r e ,  con.rluct wh ich  p r e s e n t e d  a  d a n g e r  o f  

m i s l e a d i n g  b u y e r s  t h a t  was e i t h e r  known t o  H a s w e l l  or was s o  

o b v i o u s  t h a t  he  m u s t  h a v e  b e e n  a w a r e  o f  it." ( A .  836) (The 

Commiss ion  i n  commenting o n  t h i s  s t a t e m e n t  by J u d g e  Bohanon o f  t h e  

l a w  a p p l i c a b l e  to  t h i s  c a s e ,  i n c o r r e c t l y  q u o t e s  t h e  j u d g e  a s  

- .  d e f i n i n g  t h e  r e c k l e s s  s t a n d a r d  t o  be c o n d u c t  so r e c k l e s s  t h a t  i t  

was a n  " e x t r e m e  f r a u d u l e n t  d e p a r t u r e "  f rom t h e  s t a n d a r d s  o f  



o r d i n a r y  c a r e .  SEC Br. 3 .  J u d g e  B o h a n o n l s  words were "ex t reme  

d e p a r t u r e m  n o t  .ext reme f r a u d u l e n t  d e p a r t u r e . .  T h i s  m i s q u o t e  of  

t h e  law a p p l i e d  by J u d g e  Bohanon is r e p e a t e d  i n  t h e  Commiss ion 's  

B r i e f  on  page 28 and twice on page 32.)  The judge  found n e i t h e r  

f r a u d u l e n t  nor  c u l p a b l y  reckless b e h a v i o u r  on H a s w e l l ' s  p a r t .  

( A .  838) The judge a l s o  examined H a s w e l l ' s  work p e r f o r m e d  and 

c o n d u c t  d u r i n g  t h e  f i v e  y e a r s  s i n c e  t h e  work was p e r f o r m e d  which is 

t h e  s u b j e c t  o f  t h i s  a c t i o n ,  and found  i t  t o  be o f  s u c h  h i g h  q u a l i t y  

- b o t h  l e g a l l y  and e t h i c a l l y  - t h a t  no  i n j u n c t i o n  s h o u l d  i s s u e  i n  

a n y  e v e n t .  ( A .  840)  

I n  view of t h e s e  d i r e c t  s t 3 t e m e n t s  o f  t h e  law and t h e  

c o u r t ' s  f i n d i n g s ,  which was a l l  t h e  judge  was r e q u i r e d  t o  d o ,  i t  i s  

s u b m i t t e d  t h a t  t h e  Commission i s  s t r e t c h i n g  too f a r  i t s  p r e j u d i c e  

c a s e  a g a i n s t  J u d g e  Bohanon b e c a u s e  o f  h i s  r e f e r e n c e  t o  what  "a  more 

c a r e f u l  a t t o r n e y "  would have  d o n e ,  b e c a u s e  o f  h i s  d e s i r e  t o  a v o i d  

f o r  t h e  MODA b o n d h o l d e r s  a  p o s s i b l e  j u d i c i a l  d e t e r m i n a t i o n  t h a t  

t h e i r  i n t e r e s t  r e c e i v e d  on t h e  three MODA bond i s s u e s  may n o t  have  

been t a x  exempt ,  b e c a u s e  o f  h i s  s t a t e m e n t  d i r e c t e d  a t  s a l v a g i n g  t h e  

l o c a l  r e p u t a t i o n  o f  an  a t t o r n e y  who may have used poor  judgment 

y e a r s  a g o  b u t  whose c o n d u c t  and work s i n c e  t h e n  have  been exempla ry  

and beyond q u e s t i o n ,  and b e c a u s e  o f  h i s  admonishment o f  a  p o w e r f u l  

g o v e r n m e n t a l  agency t h a t  r e s o r t e d  to p r o h i b i t e d  p r a c t i c e s  

a t t e m p t i n g  by s l e i g h t - o f - h a n d  to  b r i n g  t o  h i s  a t t e n t i o n  what  was 

i n a d m i s s i b l e  e v i d e n c e .  
-. 



2. Other Controversions of the Commission's Statement of the 

Case. - 
The Commission states that the essential facts in this 

case are not in dispute. (SEC Br. 10) Largely, this is so. What 

is in dispute are the inferences drawn from those facts by the 

district judge and the inferences drawn by the Commission. The 

Commission attempts to make a fraud case from what is at most a 

negligence case. 

The issuer of the securities in question was Midwestern 

Oklahoma Development Authority ("MODAn), an Oklahoma development 

authority organized at the specific recommendation of the Depart- 

ment of Defense after the U.S. Air Force closed its base near 

Clinton and Burns Flat, Oklahoma. HODA1s purpose was to buoy the 

local economy by attracting industry through the offer of financing 

in part through the issuance of tax exempt industrial bonds. 

(A. 832-3) 
- 

Haswell1s practice prior to this time had been as a muni- 

cipal or gover mental bond attorney . Typically, the bond issues 

with respect to which he rendered legal opinions were backed by the 

full faith and credit of the issuing governmental body. Any 

offering circulars he may have prepared or reviewed typically were 

one or two-page sheets outlining only the nost important details of 

- the bonds. Such sheets were intended for review by the bank bond 

departments and the bond underwriters that specialized in municipal 

bonds and who made their investment decisions based upon their 



knowledge of the creditworthiness of the issuing municipalities and 

the expertise of the bond lawyers who opined that all statutory 

requirements had been met by the issuing municipalities to bind 

their full faith and credit. 

Of course, an industrial revenue bond is an entirely 

different creature than a full faith and credit municipal bond. It 

also was a relatively new creature to Oklahoma at the time in 

question, a creature being promoted at the time by the U.S. 

Congress and the Administration in Washington, D.C. through their 

passage of laws favorable to the issuance of this type of security. 

Haswell, to his detriment, did not initially appreciate 

the difference in the material facts needed to be disclosed for 

issuance of MODAts industrial revenue bonds to the general public 

and for issuances of general obligation bonds to sophisticated bank 

bond departments and municipal bond underwriters. With respect to 

the first two MODA bond offerings, those involving Western States 

Plastics, Inc. ("WSPm) and Lee an3 Hodges, Inc. ("L&Hm) , it 

appears that no offering circular may ever have been prepared. 

None was ever delivered by the underwriter to MODA or to Haswell and 

none was ever discovered by the Commission or introduced by it into 

evidence. Haswell left to the underwriter the responsibility and 

did not undertake himself to draft the offering circular for either 

of these two issues, and he did not insist upon delivery to MODA of 

a proper offering circular - or, indeed, any offering circular - 
before issuing his bond opinions. 



Whether  t h i s  c o n d u c t  was f r a u d u l e n t  o r  c u l p a b l y  r e c k l e s s  
- 

is o n e  o f  t h e  i s s u e s  i n  t h i s  c a s e .  To t h e   omm mission's d e t r i m e n t ,  

i t  d i s t o r t s  t h e  e v i d e n c e  on  t h i s  i s s u e .  

a .  The WSP bond i s s u e .  I n  t h e  i n s t a n c e  o f  t h e  f i r s t  bond 

i s s u e ,  t h e  WSP bonds ,  a t  t h e  i n c e p t i o n  o f  d i s c u s s i o n s  between MODA 

and t h e  u n d e r w r i t e r ,  t h e  u n d e r w r i t e r  showed t o  H a s w e l l  a  s k e t c h y  

o f f e r i n g  s h e e t  t h e  u n d e r w r i t e r  had p r e p a r e d  f o r  u s e  a s  a  n e g o t i a -  

t i n g  document w i t h  MODA. ( A .  786 and 1 2 4 )  H a s w e l l  commented t o  

t h e  u n d e r w r i t e r  on c e r t a i n  i n a c c u r a c i e s  on  t h e  f i r s t  page  o f  t h e  

d r a f t  and d i d  n o t  f u r t h e r  c o n c e r n  h i m s e l f  w i t h  what  c h a n g e s  or 

e n l a r g e m e n t s  o f  d i s c l o s u r e s  o f  m a t e r i a l  f a c t s  s h o u l d  be made by t h e  

u n d e r w r i t e r .  Yet, t h e  Commission c h a r a c t e r i z e s  t h i s  p r e l i m i n a r y  

n e o g t i a t i n g  document a s  " t h e  d i s c l o s u r e  documenta  (SEC Br.  1 2 )  and 

s t a t e s ,  w i t h  no  e v i d e n c e  t o  s u p p o r t  t h e  a s s e r t i o n ,  t h a t  c e r t a i n  

f a c t s  n o t  i n  t h i s  document  were  l i k e w i s e  n o t  i n  t h e  " f i n a l  document  

a c t u a l l y  d i s t r i b u t e d  t o  p u r c h a s e r s  o f  t h e  bonds. '  (SEC Br.  1 3 )  No 

o n e  knows wha t  was i n  t h e  " f i n a l  document"  or  e v e n  i f  one  was 

p r e p a r e d .  

More u n f a i r l y ,  t h e  Commission i m p u t e s  t o  H a s w e l l  

knowledge t h a t  t h e  u n d e r w r i t e r  was g o i n g  t o  r e p r e s e n t  to  t h e  b u y e r s  
- 

o f  t h e  WSP bonds  t h a t  t h e  u n d e r w r i t e r ' s  d i s c o u n t  was $69,000 r a t h e r  

t h a n  t h e  a c c u r a t e  f i g u r e ,  $210,000.  T h i s  i m p u t a t i o n  is made from 

t h e  f a c t  t h a t  t h e  n e g o t i a t i n g  document  d o e s  s t a t e  on i t s  s e c o n d  

- 
page  t h a t  t h e  " f i s c a l  f e e a  is  $69 ,000 .  ( A .  787)  Yet, t h e  u n d i s p u t -  

e d  e v i d e n c e  is t h a t  t h i s  document was shown to  H a s w e l l  a t  t h e  



commencement of the initial meeting at which the terms of the 

offering were discussed ( A .  127) and during which meeting the 

underwriter restructured the underwriter's discount to be $210,000. 

(A .  127) Haswell was entitled to assume the change would be made by 

the underwriter in any final offering circular. The trial judge so 

found and also found that this evidence was insufficient to put any 

reasonable person on notice that a fraud was about to be perpetrat- 

ed by the underwriter. (A .  835) 

b. The L&H bond issue. In the instance of the second bond 

issue, the L&H issue, the evidence is similar. While Haswell did 

write to his client, MODA, on May 1, 1972 that he was meeting on May 

3 with the underwriter "to finalize the circular' ( A .  296), the 

circular shown by the underwriter to him at such meeting was 

extremely sketchy and incomplete. (A .  279-282) It could hardly have 

been intended by the underwriter as its final offering circular: 

it was labeled "Preliminary Circu13rn ( A .  279) and referred to 

L&H's directors and officers as "Sandy," "Sam," "Guy" and "Bert." 

( A .  280) Haswell did offer some changes, primarily to the descrip- 

tion of the purpose of the offering, but testified that he did not 

consider the draft a sales document. ( A .  181) Several days after 
- 

this May 3 meeting, Haswell wrote to the underwriter on May 8, 1972 

and stated, "I must receive from you a copy of the Preliminary 

Offering Circular on the Lee & Hodges Bonds and the Final Circular 

on the Western States Plastics Bonds." (A .  297) He did not receive 

such circulars ( A .  181) and later issued his bond opinion letter 

for the L&H issue without insisting upon delivery to MODA of a 

proper offering circular. 



Also at issue with respect to the L&H offering circular 

is whether Haswell acted fraudulently or with culpable recklessness 

in not insisting that the L&H offering circular being prepared by 

the underwriter contain certain information known or imputed to 

Haswell. This information was (i) that thr Small Business Adminis- 

tration earlier had declined to loan $65,000 to L&H for working 

capital and payment of bills (A. 132-7) , (ii) that a significant 
portion of the proceeds from the bonds would be used to pay past due 

obligations, including federal taxes (A. 144), (iii) that the bonds 

would be sold at a 35 percent discount (A. 295), (iv) that L&H would 

use immediately only about $13,000 of the proceeds of the offering 

to purchase land or depreciable property (A. 147-158), and (v) that 

the purchase of the bonds involved a high degree of risk. 

Haswell did not insist upon the inclusion of these items 

at the time on May 3, 1972 he viewed the underwriter's initial 

"Preliminary Circular." However, on May 8 he wrote to the under- 

writer (A. 297) stating that he must receive a copy of the under- 

writer's preliminary offering circular - presumably the under- 

writer's revision of his initial document. He received none and 

later issued his bond opinion letter for the L&H issue, opining 

- 
only on the tax exempt status of the bonjs and the regularity of 

- MODA's authorization of the issue, without first insisting upon 

delivery to MODA of a proper offering circular. 

- 



Again, one of the issues i s  whether t h i s  conduct was 

e i t h e r  fraudulent or culpably reckless .  The t r i a l  judge concluded 

i t  was not (A.  835-6) but h i n t s  t h a t  he may have f e l t  the conduct t o  

have been negligent s ince  " [ i l t  may be t h a t  a  more ca re fu l  attorney 

would have ins i s t ed"  upon viewing the underwriter 's  f i n a l  form of 

the  of fer ing  c i r c u l a r .  (A. 836) I t  is submitted, and argued l a t e r  

i n  t h i s  Br ief ,  t h a t  the correc t  l e g a l  standard is  fraud or culpable 

recklessness ,  not negligence. 

c. The H I 1  bond issue.  I n  the instance of the th i rd  bond 

i ssue ,  the Harper Indus t r ies ,  Inc. ("HII") issue,  Haswell undertook 

t o  d r a f t ,  and d i d  d r a f t ,  the of fer ing  c i r c u l a r .  

The offer ing c i r cu la r  is a  28-page document (A, 759 1 

containing a  wealth of information about the bonds, the indus t r i a l  

company, and the indus t r i a l  pro jec t .  

The Commission contends t h a t  Haswell's offer ing c i r cu la r  

"inadequately disclosed" the existence of the underwriter 's  30 

percent discount and the f a c t  t h a t  $250,000 of the bond proceeds 

would be used , t o  purchase a  patent of unknown value from the 

pres ident  of H I I ,  Mr. Harold T.  Pehr. What is being urged here by 

the Commission is a  question of the placement and emphasis of f a c t s  

i n  the of fer ing  c i r c u l a r .  

The c i r c u l a r ' s  cover sheet (A. 759) i s  the standard 

summary descr ip t ion  of the bonds. Page 2 contains an "Introductory 

Statement" followed by a  more complete descr ipt ion of 'The Bonds," 



which description extends to the bottom of page 4, where a section 

entitled "Tax Exemption' is placed. On page 5 there commences a 

description of "The Project" which includes a subsection entitled 

"General" followed by "Use of Bond Proceeds." On page 5 appears the 

following statements: 

"The Bonds are being issued to provide funds requir- 
ed for acquisition by the Authority of tool and die 
shop equipment and machine tools .-. . [and] of U.S. 
patent number 3,587,944 . . . " (emphasis added) 

Immediately underneath the above statement appears the 

following: 

"USE OF BOND PROCEEDS 

SERIES 1972 A 

I tem Amount 

Tool and Die Shop Equipment and 
Machine Tools and Patent 
#3,587,944* 

Capitalization of portion of first 
two years interest on Series 
1972 A and Series 1972B 
Bonds 

Bond Discount 

*Includes used equipment appraised by Soles 
Machinery Company, Kansas City, Missouri, which will 
remain in Kansas City. Appraisal value $50,280.00 - 
replacement cost." (A. 763) 

SERIES 1972 B 

I tern 

* * 

Bond Discount 

Amount 



I m m e d i a t e l y  t h e r e a f t e r ,  o n  p a g e  7 ,  a p p e a r s  a  c o p y  o f  t h e  

U.S .  P a t e n t  3 , 5 8 7 , 9 4 4  a n d  o n  p a g e  8 a p p e a r s  a s e c t i o n  " C e r t a i n  

P r o v i s i o n s  o f  t h e  L e a s e  Agreemen t "  i n  wh ich  t h e  f o l l o w i n g  s t a t e -  

m e n t s  a r e  made: 

"$300 ,280  o f  t h e  p r o c e e d s  o f  t h e  S e r i e s  1 9 7 2  A Bonds 
s h a l l  b e  d i s b u r s e d  . . . f o r  t h e  p u r p o s e  o f  a c q u i r -  
i n g  tool a n d  d i e  s h o p  e q u i p m e n t  and  m a c h i n e  tools 
a n d  p a t e n t  number 3 , 5 8 7 , 9 4 4 .  . . . The  p a t e n t  t o  b e  
a c q u i r e d  by t h e  A u t h o r i t y  was a c q u i r e d  by C l y d e  M.  
P o o l ,  d/b/a  M i d s t a t e s  T o o l  & Mold Company f r o m  
H a r o l d  T. P e h r ,  t h e  i n v e n t o r .  The  a c q u i s i t i o n  p r i c e  
p a i d  by t h e  A u t h o r i t y  t o  t h e  Company w i l l  b e  p a i d  t o  
C l y d e  M. P o o l  . . . who w i l l  pay $ 3 0 , 0 0 0  as down -- 
p a y m e n t  on -- t h e  p a t e n t  to Mr. P e h r .  Mr. -- P e h r  w i l l  
r e c e i v e  a $220 ,000  n o t e  f r o m  C l y d e  M. P o o l  . . . f o r  -- - 
t h e  b a l a n c e  o f  the p u r c h a s e  pr ice."  -- 
(A .  7 6 6 )  ( ~ m p i i i s i s  a d d e d )  

On p a g e  22  o f  t h e  o f f e r i n g  c i r c u l a r  a p p e a r s  a l i s t  o f  

management  w h i c h  i d e n t i f i e s  H a r o l d  T. P e h r  as  c h a i r m a n ,  p r e s i d e n t  

a n d  t r e a s u r e r  o f  H I 1  a n d  C l y d e  M. P o o l  a s  v i c e  p r e s i d e n t  o f  HII. 

( A .  780  a n d  7 8 2 )  

A s  f o r  t h e  " i n a d e q u a t e  d i s c l o s u r e u  o f  t h e  u n d e r w r i t e r  ' s  

30  p e r c e n t  d i s c o u n t ,  t h e  "Use o f  P r o c e e d s "  s e c t i o n  c l e a r l y  i d e n t i -  

f i e s  t h e  e x i s t e n c e  and  t h e  c o r r e c t  amount  o f  t h e  d i s c o u n t ,  a l t h o u g h  

a d m i t t e d l y  t h e  s t a t e m e n t  " t h e s e  b o n d s  are  b e i n g  s o l d  a t  a  30% 

u n d e r w r i t e r ' s  d i s c o u n t , "  or w o r d s  t o  s u c h  e f f e c t ,  n e v e r  a p p e a r  i n  

t h e  o f f e r i n g  c i r c u l a r .  

A s  f o r  t h e  " i n a d e q u a t e  d i s c l o s u r e w  o f  t h e  $ 2 5 0 , 0 0 0  

p u r c h a s e  o f  t h e  p a t e n t  f r o m  Mr. P e h r ,  a n  H I 1  i n s i d e r  and  c o n t r o l -  
- 

l i n g  p e r s o n ,  t h e  amount  is d i s c e r n i b l e ,  b o t h  f r o m  t h e  f o o t n o t e  
- 



u n d e r  t h e  t a b l e  i n  t h e  'Use o f  Bond P r o c e e d s "  s e c t i o n  and  f r o m  t h e  

s t a t e m e n t  o n  p a g e  8 of t h e  o f f e r i n g  c i r c u l a r  t h a t  Mr. P e h r  w i l l  

r e c e i v e  f o r  t h e  p a t e n t  a  $ 3 0 , 0 0 0  down paymen t  p l u s  a  $220 ,000  n o t e .  

A d m i t t e d l y ,  Mr. P e h r  is  n o t  i d e n t i f i e d  u n t i l  p a g e  22 a s  a  company 

i n s i d e r  and c o n t r o l l i n g  p e r s o n .  

The  Commission a l s o  q u e s t i o n s  H a s w e l l ' s  i n c l u s i o n  i n  t h e  

H I 1  o f f e r i n g  c i r c u l a r  o f  company p r o j e c t i o n s ,  u n v e r i f i e d  by him, 

f o r  a n n u a l  p r o d u c t i o n  and s a l e s  o f  d i s p o s a b l e  s a l t  and p e p p e r  

s h a k e r s ,  wh ich  r a n g e s  f r o m  300 m i l l i o n  s h a k e r s  i n  t h e  y e a r  f o l l o w -  

i n g  t h e  o f f e r i n g ,  1 9 7 3 ,  t o  o v e r  3  b i l l i o n  s h a k e r s  i n  1 9 8 2 ,  when 

H a s w e l l  knew t h a t  H I 1  was n o t  y e t  i n  p r o d u c t i o n .  The  c i r c u l a r  a l s o  

c o n t a i n e d  t h e  s t a t e m e n t ,  "The management  t eam of H a r p e r  I n d u s t r i e s  

h a s  t h e  c a p a b i l i t y  t o  d o  a l l  i t s  own e n g i n e e r i n g  and  d e s i g n  work ,  

and  s t a r t  n a t i o n a l  s a l e s  d i s t r i b u t i o n  i m m e d i a t e l y .  " (A.  780)  

P e r h a p s  H a s w e l l  was n e g l i g e n t  i n  i n c l u d i n g  i n  t h e  o f f e r -  

i n g  c i r c u l a r  t h e s e  p r o j e c t i o n s ,  wh ich  w e r e  f u r n i s h e d  t o  him by H I 1  

and  n o t  c h e c k e d  by him f o r  r e a s o n a b l e n e s s .  B u t  a s  f o r  H a s w e l l ' s  

s t a t e m e n t  c o n c e r n i n g  t h e  c a p a b i l i t y  o f  H I 1  t o  d o  i t s  own e n g i n e e r -  

i n g  and d e s i g n  work and s t a r t  n a t i o n a l  s a l e s  i m m e d i a t e l y ,  t h e  

e v i d e n c e  s u p p o r t s  t h i s  s t a t e m e n t .  

The  C o m m i s s i o n ' s  w i t n e s s ,  C l e e t u s  T. G r o n e r ,  t e s t i f i e d  h e  

was  a  d e s i g n  e n g i n e e r  w i t h  a n  i m p r e s s i v e  b a c k g r o u n d  ( A .  2 3 2 ) ,  w e n t  

t o  work f o r  H I 1  i m m e d i a t e l y  a f t e r  t h e  H I 1  b o n d s  were  s o l d  



( A .  233),  engineered and designed the s a l t  and pepper shaker 

production u n i t  (A.  233-7) , and l e f t  H I 1  l e s s  than s i x  months 

l a t e r ,  on March 1, 1973 (A,  233) when H I 1  was i n  the  process of 

assembling the  production l i n e  (A.  237). He a l s o  t e s t i f i e d  t h a t  

although the production l i n e  was not ye t  in  production when he 

l e f t ,  i t  would have made i t .  ( A .  237) 

F i n a l l y ,  Mr. Groner t e s t i f i e d  t h a t  HII's s a l t  and pepper 

shaker ,  a throw-away p l a s t i c  shaker intended t o  rep lace  the  paper 

shakers used by a i r l i n e s ,  hamburger s tands  and the  l i k e ,  had been 

market t e s t ed  and had met with " l o t s  of enthusiasm" and general  

acceptance. ( A .  238) 

The Commission claims t h a t  Haswell prepared the  H I 1  

o f f e r ing  c i r c u l a r  without f i r s t  having received or reviewed any 

a c t u a l  or  pro forma f i n a n c i a l  s ta tements  fo r  H I I .  This  is  f a l s e .  

Pages 25 and 26 of the H I 1  o f f e r ing  c i r c u l a r  (A,  759) contain  a 

Projected Statement of Annual Income for  H I I ,  which statement 

i nd i ca t e s  the  v i a b i l i t y  of HII ' s  en t e rp r i s e .  Page 27 of the 

o f f e r ing  c i r c u l a r  (R. 513) i s  a c e r t i f i e d  publ ic  accountant ' s  

s tatement a s  t o  the  reasonableness of the  p ro j ec t ions  fo r  HII's 

operat ion.  

To summarize the t r u e  mer i t s  of the  Commission's case 

aga ins t  the H I 1  o f f e r ing  c i r c u l a r  prepared by Haswell, the  c i r c u l a r  

- though crammed with information - should have prominently 



s p o t l i g h t e d  t h e  r i s k s  i n v o l v e d  i n  a " R i s k  F a c t o r s w  s e c t i o n  immed- 

i a t e l y  a f t e r  t h e  c o v e r  p a g e .  Haswell1s f a i l u r e  to  d o  t h i s  may have  

i n v o l v e d  poor judgmen t  o r  h i s  own i n e x p e r t i s e  b u t  was  n o t  f r a u d u -  

l e n t  o r  c u l p a b l y  reckless c o n d u c t .  The t r i a l  j u d g e  f o u n d  no  f r a u d  

or c u l p a b l y  r e c k l e s s  c o n d u c t ,  and  t h e  e v i d e n c e  s u p p o r t s  t h i s  

f i n d i n g .  

d .  H a s w e l l l s  Tax O p i n i o n s .  A d e f e n s e  o f  H a s w e l l ' s  t a x  

o p i n i o n s  a p p e a r s  l a t e r  i n  t h e  l e g a l  a r g u m e n t  s e c t i o n  o f  t h i s  B r i e f .  

However,  i t  m u s t  h e r e  be n o t e d  t h a t  t h e r e  is w i d e  d i s p a r i t y  o f  

o p i n i o n  be tween  t h e  Commiss ion  and H a s w e l l  c o n c e r n i n g  ( i )  t h e  

p r o p e r  meaning  o f  t h e  term " p r o c e e d s "  a s  i t  i s  employed i n  26 U.S.C. 

1 0 3  ( b )  ( 6 )  ( A )  and  ( i i )  w h a t  t y p e  o f  e x p e n d i t u r e s  q u a l i f y  f o r  t h e  

" s u b s t a n t i a l l y  a l l "  t e s t  s e t  f o r t h  i n  t h e  s t a t u t e  f o r  t h e  u s e  o f  

p r o c e e d s  o f  a n  i s s u e .  

I f  t h e  C o m m i s s i o n ' s  i n t e r p r e t a t i o n  o f  t h e  s t a t u t e  i s  

c o r r e c t ,  i t  would a p p e a r  t h a t  none o f  t h e  b o n d h o l d e r s '  i n t e r e s t  

r e c e i v e d  f rom t h e  WSP, L & H  and HI1 b o n d s  was exempt  f r o m  f e d e r a l  

income t a x a t i o n  and  t h a t  H a s w e l l ' s  bond o p i n i o n s  were i n c o r r e c t .  

I f  H a s w e l l l s  i n t e r p r e t a t i o n  o f  t h e  s t a t u t e  is  correct ,  t h e  bond- 

h o l d e r s 1  i n t e r e s t  r e c e i v e d  was exempt  f rom,  f e d e r a l  income t a x a t i o n  

a n d  h i s  bond o p i n i o n s  were correct.  Even i f  H a s w e l l ' s  bond 

o p i n i o n s  were i n c o r r e c t  b u t  h o n e s t l y  r e n d e r e d ,  t h i s  s t i l l  d o e s  n o t  

make o u t  a c a s e  f o r  c i v i l  i n j u n c t i v e  r e l i e f  f o r  f r a u d  or c u l p a b l y  

r e c k l e s s  c o n d u c t  a s  c h a r g e d  by t h e  Commission.  



The  C o m m i s s i o n ' s  r e c i t a t i o n  o f  f a c t s  u n d e r  i t s  s e c t i o n  

' S t a t e m e n t  o f  t h e  C a s e  - H a s w e l l ' s  t a x  o p i n i o n s "  (SEC B r .  2 3 )  i s  

most i n f l a m m a t o r y .  The  Commiss ion  c o n c l u d e s  i ts  r e c i t a t i o n  o f  

f a c t s  w i t h  t h e  s t a t e m e n t ,  " B u t  h e  i s s u e d  f a l s e  o p i n i o n s  d e s p i t e  h i s  

knowledge ."  I f  H a s w e l l  a g r e e d  w i t h  t h e  C o m m i s s i o n ' s  i n t e r p r e t a t i o n  

o f  t h e  l a w ,  t h i s  would be a  f a i r  s t a t e m e n t .  B u t  h e  d o e s  n o t  a g r e e .  

The  Commiss ion  is wrong o n  t h e  t a x  l a w  i n v o l v e d ,  and t h e  s t a t e m e n t  

is  most u n f a i r .  

W i t h o u t  g o i n g  i n t o  t h e  l e g a l  a r g u m e n t  a t  t h i s  t i m e ,  i t  

s h o u l d  h e r e  be  n o t e d  t h a t  H a s w e l l  and t h e  Commiss ion  d i s a g r e e  i n  

t h r e e  r e s p e c t s  c o n c e r n i n g  t h e  p r o p e r  i n t e r p r e t a t i o n  o f  26  U.S.C.  

1 0 3 ( b )  ( 6 )  ( A ) ,  a l l  o f  which  d i f f e r e n c e s  a r e  b r i e f e d  l a t e r  h e r e i n  

u n d e r  "Argument": ( i )  t h e  mean ing  o f  t h e  word " p r o c e e d s , "  t o  which  
- 

a  t e s t  i s  a p p l i e d  c o n c e r n i n g  how s u b s t a n t i a l l y  a l l  o f  t h e  "p ro -  

c e e d s "  a r e  to be  u s e d ,  ( i i )  w h e t h e r  c e r t a i n  e s c r o w e d  i n t e r e s t  

- p a y m e n t s  c a n  b e  deemed a s  q u a l i f y i n g  u s e s  o f  bond p r o c e e d s ,  and 

- ( i i i )  w h e t h e r  H a s w e l l ' s  r e l i a n c e  upon a  c o v e n a n t  r a t h e r  t h a n  a  

- c o n s t r u c t i o n  f u n d  s a t i s f i e d  t h e  s t a t u t o r y  r e q u i r e m e n t  c o n c e r n i n g  

-- 
t h e  u s e  o f  t h e  p r o c e e d s  o f  o n e  o f  t h e  bond i s s u a n c e s .  

T h e r e  is  s h a r p  d i f f e r e n c e  be tween  H a s w e l l ' s  and  t h e  

C o m m i s s i o n ' s  i n t e r p r e t a t i o n  o f  t h e  l a w  i n  t h e s e  t h r e e  r e s p e c t s .  

- The Commiss ion  and H a s w e l l  d o  a g r e e  t h a t  a p p r o x i m a t e l y  90 p e r c e n t  

- of t h e  " p r o c e e d s "  ( w h a t e v e r  t h a t  means )  m u s t  be  "used"  ( w h a t e v e r  

- 
t h a t  means )  f o r  c e r t a i n  q u a l i f y i n g  e n d s .  I n  f o o t n o t e  49 t o  t h e  

- 



C o m m i s s i o n ' s  B r i e f  (SEC Br .  2 7 ) ,  t h e  Commission s e t s  f o r t h  a  t a b l e  

b a s e d  upon i t s  i n t e r p r e t a t i o n  o f  t h e  t a x  l a w s t  wh ich  t a b l e  

i n d i c a t e s  t h a t  o n l y  somewhere b e t w e e n  a low o f  7  p e r c e n t  and  a  h i g h  

o f  7 1  p e r c e n t  o f  t h e  bond p r o c e e d s  were u s e d  f o r  p u r p o s e s  q u a l i f y -  

i n g  t h e  i n t e r e s t  o n  t h e  b o n d s  a s  exempt  f rom f e d e r a l  income 

t a x a t i o n .  

I t  s h o u l d  h e r e  be  n o t e d  t h a t  H a s w e l l ' s  i n t e r p r e t a t i o n  o f  

26 U.S.C. 1 0 3  ( b )  ( 6 )  ( A )  l e d  him to  c o n c l u d e ,  a t  t h e  time h e  r e n d e r e d  

t h e  WSP, LLE and HII-B t a x  o p i n i o n s ,  t h a t  t h e  bond p r o c e e d s  would be 

u s e d  i n  a manner consis tent  w i t h  s t a t u t o r y  r e q u i r e m e n t s ,  a s  

f o l l o w s  : 

F a c e  amount  

L e s s  bond d i s c o u n t  
L e s s  A t t o r n e y  f e e s  
L e s s  t r u s t e e  f e e s  

WSP - L&H - HII-B 

$ 7 0 0 , 0 0 0  $200 ,000  $ 6 0 5 , 0 0 0  

L e s s  t r u s t e e  a t t o r n e y  f e e s  1 , 9 3 0  400 
P r o c e e d s  $ 4 7 4 , 2 1 1  $ 1 2 2 , 1 5 0  

Uses q u a l i f y i n g  f o r  
" s u b s t a n t i a l l y  a l l n  t e s t :  

E q u i p m e n t  p u r c h a s e s  $339 ,187  $ 1 3 , 3 1 8  $384 ,600  
Escrowed i n t e r e s t  8 6 , 0 2 5  1 4 , 0 0 0  36 ,300  
C o v e n a n t e d  p u r c h a s e s  - 9 4 , 8 3 2  - 

- $ 4 2 5 , 2 1 2  $122 ,150  $ 4 2 0 , 9 0 0  

P e r c e n t  o f  P r o c e e d s  9 0 %  1 0 0 %  1 0 0  % 



A t  t r i a l ,  H a s w e l l  t e s t i f i e d  a s  t o  t h e  l e g a l  b a s i s  f o r  h i s  

t a x  o p i n i o n s .  T h e  C o m m i s s i o n l s  t a x  a r g u m e n t  was b a s e d  p r  imar  i l y  

upon a n  e x p e r t  o p i n i o n  l e t t e r  it had e a r l i e r  s o l i c i t e d  f rom t h e  

Commiss ione r  o f  I n t e r n a l  Revenue ,  wh ich  l e t t e r  had n e v e r  b e e n  

o f f e r e d  or r e c e i v e d  i n t o  e v i d e n c e  b u t  which  was a t t a c h e d  t o  t h e  

C o m m i s s i o n l s  p o s t - t r i a l  b r i e f .  The  l e t t e r  was, i n  f a c t ,  o b v i o u s l y  

i n a d m i s s i b l e  a s  e x p e r t  o p i n i o n  e v i d e n c e  s i n c e  ( i )  i t  a d d r e s s e d  

i t s e l f  t o  h y p o t h e t i c a l  q u e s t i o n s  se t  f o r t h  i n  a n e v e r - r e v e a l e d  

l e t t e r  f r o m  t h e  Commission to t h e  I.R.S. a n d  ( i i )  i t  b a s e d  some of 

i t s  c o n c l u s i o n s  upon T r e a s u r y  r e g u l a t i o n s  n o t  o n l y  n e i t h e r  p r o p o s e d  

n o r  a d o p t e d  a t  t h e  time H a s w e l l  had r e n d e r e d  h i s  t h r e e  t a x  o p i n i o n s  

b u t  i n  o n e  i n s t a n c e  d i r e c t l y  r e v e r s i n g  t h e  e f f e c t  o f  p r o p o s e d  

r e g u l a t i o n s  e x i s t i n g  a t  t h e  time Haswell r e n d e r e d  h i s  o p i n i o n s .  

The  t r i a l  j u d g e  f e l t  i t  was n o t  n e c e s s a r y  t o  r u l e  d i r -  

e c t l y  o n  t h e  h i g h l y  t e c h n i c a l  p o i n t s  o f  t h e  t a x  l a w  i n v o l v e d ,  s i n c e  

( i )  t h e  n a t u r e  o f  t h i s  p r o c e e d i n g  is  a  c i v i l  i n j u n c t i o n  a c t i o n  

b a s e d  upon a l l e g e d  v i o l a t i o n s  o f  t h e  f e d e r a l  s e c u r i t i e s  l a w ,  ( i i )  

s i n c e  t h e  a l l e g e d  s e c u r i t i e s  l aw  v i o l a t i o n s  r e q u i r e  a f i n d i n g  o f  

c o n d u c t  e i t h e r  f r a u d u l e n t  o r  c u l p a b l y  n e g l i g e n t ,  and  ( i  i i )  s i n c e  

H a s w e l l ' s  t a x  o p i n i o n s  were " c a r e f u l l y  c o n s i d e r e d  o p i n i o n s  a n d ,  

w h e t h e r  r i g h t  or wrong,  were made i n  good f a i t h *  and  " n e i t h e r  

n e g l i g e n t l y  n o r  r e c k l e s s l y  r e a c h e d . "  ( A .  8 3 8 )  



SUMMARY OF AGRUMENT 

Vio la t ions  of Section 10 (b )  of the  s e c u r i t i e s  Exchange 

Act of 1 9 3 4  and Rule lob-5 thereunder ,  and v i o l a t i o n s  of Section 

and the S e c u r i t i e s  Act of 1933 both require  f indings  

s c i e n t e r ,  t h a t  i s ,  f raudulen t  or  r eck le s s ly  culpably conduct. The 

evidence supports  the t r i a l  judge's f ind ing  t h a t  s c i e n t e r  was not 

p resen t .  

The t r i a l  judge d i d  not commit r eve r s ib l e  e r r o r  in  

f a i l i n g  to  make a  formal f ind ing  uhether Haswell 's tax  opinions 

were c o r r e c t  or  i nco r r ec t .  J u s t i c e  would not be served by such a 

f i nd ing ,  p a r t i c u l a r l y  i n  view of t he  t r i a l  judge's  conclusion t h a t  

even i f  they were i n c o r r e c t ,  they were c a r e f u l l y  and honestly 

rendered and d i d  not provide the proper bas i s  fo r  the in junc t ive  

r e l i e f  sought by the  Commission. 

The evidence supports  the t r i a l  judge's exerc i se  of 

d i s c r e t i o n  i n  refusing t o  g ran t  the  i n junc t ive  r e l i e f  sought by the  

Commission. A t  the  l e a s t ,  no abuss of d i s c r e t i o n  i s  shown. 

I THE TRIAL JUDGE WAS NOT ERRONEOUS I N  HOLDING THAT 
HASWELL D I D  NOT VIOLATE, NOR A I D  AND ABET VIOLATIONS 
OF, THE ANTI-FRAUD PROVISIONS OF THE FEDERAL 
SECURITIES LAWS. 

I t  is  submitted t h a t  the Statement of the  Case s e t  fo r th  

e a r l i e r  in t h i s  Brief  demonstrates t h a t  Haswell 's a c t i ons  with 

r e spec t  t o  the th ree  bond i s sues  did  not  involve s c i e n t e r ,  i . e . ,  



t h a t  he  was n o t  g u i l t y  of f r a u d u l e n t  c o n d u c t ,  and  t h a t  t h e  t r i a l  

j u d g e  a l so  was j u s t i f i e d  i n  c o n c l u d i n g  t h a t  s u c h  c o n d u c t  was n o t  

c u l p a b l y  r e c k l e s s .  

H a s w e l l  may h a v e  e x e r c i s z d  p o o r  judgmen t .  I n  f a i l i n g  t o  

i n s i s t  upon v i e w i n g  t h e  u n d e r w r i t e r ' s  f i n a l  o f f e r i n g  c i r c u l a r s  f o r  

t h e  WSP and LbH bond o f f e r i n g s  b e f ~ r e  r e n d e r i n g  h i s  bond o p i n i o n s ,  

H a s w e l l  a d m i t t e d l y  d i d  n o t  e x h i b i t  t h a t  d e g r e e  o f  c a r e  t h a t ,  a s  t h e  

t r i a l  j u d g e  s t a t e d ,  " a  more c a r e f u l  a t t o r n e y  would h a v e  i n s i s t e d  

upon.  " (A. 836) I t  s h o u l d  be s t r e s s e d  t h a t  H a s w e l l  n e v e r  

u n d e r t o o k  t o  p r e p a r e  t h e s e  two c i r c u l a r s .  The u n d e r w r i t e r  d i d .  

HAswell  d i d  n o t  r e p r e s e n t  t h e  u n d e r w r i t e r  . 
A s  f o r  t h e  H I 1  o f f e r i n g  c i r c u l a r ,  wh ich  was p r e p a r e d  by 

H a s w e l l ,  t h e  Commiss ion  f i n d s  f a t 1 l t  i n  H a s w e l l ' s  p l a c e m e n t  and  

e m p h a s i s  o f  m a t e r i a l .  T h i s  is f a r  f rom b e i n g  f r a u d u l e n t  o r  

c u l p a b l y  r e c k l e s s  c o n d u c t .  

The  t a x  o p i n i o n s  a r e  c h a l l e n g e d  by t h e  Commiss ion  n o t  

o n l y  a s  b e i n g  wrong o n  t h e  t a x  law q u e s t i o n s  i n v o l v e d  b u t  a s  b e i n g  

r e n d e r e d  w i t h  knowledge  o f  t h e  w r o n g n e s s ,  i .e. ,  g i v e n  w i t h  

s c i e n t e r .  The  t r i a l  j u d g e  f o u n d ,  h o w e v e r ,  t h a t  t h e  o p i n i o n s  were  
- 

" c a r e f u l l y  c o n s i d e r e d  o p i n i o n s  a n d ,  r i g h t  o r  wrong,  were  made i n  

good f a i t h w  and  "were  n e i t h e r  n e g l i g e n t l y  n o r  r e c k l e s s l y  r e a c h e d . "  
- 

(A. 838) 

I n  e s s e n c e ,  t h e  w o r s t  c h a r a c t e r i z a t i o n  t h a t  t h e  t r i a l  
. . 

j u d g e  may h a v e  made o f  H a s w e l l ' s  c o n d u c t ,  o t h e r  t h a n  t h e  t h r e e  bond 
- 



opinions, is negligence. And not even negligence was found to be 

involved in rendering the bond opinions. Placed sharply in issue 

is the question: does negligence alone suffice for injunctive 

relief by the Commission? 

A. COMMISSION INJUNCTIVE RELIEF UNDER SECTION 10(b) OF !I'HE 
SECURITIES EXCHANGE ACT AND RULE lob-5 THEREUNDER 
REQUIRES A FINDING OF SCIENTER, THAT IS, FRAUDULENT OR 
RECKLESSLY CULPABLE CONDUCT. 

On March 30, 1976, the Supreme Court held in - -  Ernst h 

Ernst v. Hochfelder, 425 U.S. 185, that scienter on the part of the -- 
defendants was required for the plaintiffs to prevail in a private 

action for damages under Section 10 (b) and Rule lob-5 of the 1934 

Act. The Supreme Court defined scienter as "a mental state 

embracing intent to deceive, manipulate or defraud." 425 U.S. 185, 

at 193 n. 12. The opinion relies solely upon the wording of the 

statute and the rule and their legislative or administrative 

histories. The Supreme Court refused to examine the policy behind 

the statute in reaching its holding. - Id. at 214 n. 33. The Supreme 

Court first focused upon the words "manipulative," "device," and 

"contrivancew which are contained in Section 10(b), and emphasized 

that these terms "make unmistakable a congressional intent to 

proscribe a type of conduct quite different from negligence." Id. 

at 199. 

The Supreme Court also restei its opinion upon an ana- 

lysis of legislative history. It emphasized that the 1933 and 1934 



~ c t s  c o n s t i t u t e  i n t e r r e l a t e d  components  o f  t h e  f e d e r a l  s e c u r i t i e s  

r e g u l a t i o n  scheme,  and when t h e  C o n g r e s s  i n t e n d e d  t o  c r e a t e  c i v i l  

l i a b i l i t y  under  t h e s e  Acts f o r  n e g l i g e n c e  or i n n o c e n t  m i s t a k e ,  i t  

d i d  so w i t h  c l e a r  s p e c i f i c i t y .  - I d .  a t  207-208. The Supreme C o u r t  

a l s o  examined t h e  l a n g u a g e  and a d m i n i s t r a t i v e  h i s t o r y  o f  R u l e  lob-5  

and r e a s o n e d  t h a t  t h e  s c o p e  o f  t h e  r u l e  c a n n o t  e x c e e d  t h e  power 

g r a n t e d  by t h e  C o n g r e s s  u n d e r  S e c t i o n  1 0 ( b ) .  

Whether  or n o t  t h e  Supreme C o u r t ' s  h o l d i n g  i n  H o c h f e l d e r  

r e q u i r i n g  s c i e n t e r  is d i s p o s i t i v e  i n  Commission i n j u n c t i v e  p r o -  

c e e d i n g s  under  S e c t i o n  1 0 ( b )  and Rule  lob-5  h a s  been  a  q u e s t i o n  

s i n c e  H o c h f e l d e r  was handed down. The Supreme C o u r t  was c a r e f u l  t o  

s t a t e  t h a t  t h e  q u e s t i o n  i n v o l v e d  was ,  w h e t h e r  a  p r i v a t e  c a u s e  o f  

a c t i o n  f o r  damages w i l l  l i e  i n  t h e  a b s e n c e  o f  s c i e n t e r ,  and t h e  

Supreme C o u r t  s t a t e d  u n e q u i v o c a l l y  i n  a  f o o t n o t e :  

S i n c e  t h i s  c a s e  c o n c e r n s  an  a c t i o n  f o r  damages we 
a l s o  need n o t  c o n s i d e r  t h e  q u e s t i o n  w h e t h e r  s c i e n t e r  
i s  a  n e c e s s a r y  e l e m e n t  i n  a n  a c t i o n  f o r  i n j u n c t i v e  
r e l i e f  u n d e r  S e c t i o n  1 0 ( b )  and R u l e  lob-5 .  Id, a t  
1 9 3  n.  1 2 .  

The h o l d i n g  i n  H o c h f e l d e r  was a  s e v e r e  blow t o  t h e  " l o b - 5  

c l a s s - a c t i o n  b a r "  a s  w e l l  a s  t o  t h e  Commission.  One c a n  h a r d l y  

b lame t h e  Commission f o r  a t t e m p t i n g  to  w r i n g  a s  much a s  i t  c a n  f rom 

t h e  s o p  s e t  f o r t h  i n  f o o t n o t e  1 2  o n  p a g e  1 9 3  o f  t h e  o p i n i o n .  T h e r e  

a r e  p o s t - H o c h f e l d e r  d e c i s i o n s  o f  b o t h  c i r c u i t  and d i s t r i c t  c o u r t s  

t h a t  seem t o  h o l d  t h a t  a  f i n d i n g  o f  n e g l i g e n c e  is  s u f f i c i e n t  f o r  a  



Commission i n j u n c t i v e  a c t i o n  b a s e d  upon a l l e g e d  v i o l a t i o n s  o f  t h i s  

s t a t u t e  a n d  r u l e .  To t h e  e x t e n t  t h a t  s u c h  d e c i s i o n s  h a v e  s o  h e l d ,  

i t  is  s u b m i t t e d  t h a t  t h e y  a r e  p a t e n t l y  wrong.  

An i n j u n c t i v e  p r o c e e d i n g  i s  b a s e d  upon t h e r e  b e i n g  a  p a s t  

v i o l a t i o n ,  a p r e s e n t  v i o l a t i o n  or a f u t u r e  l i k e l y  v i o l a t i o n  o f  o n e  

o f  t h e  s e c t i o n s  o f  t h e  f e d e r a l  s e c u r i t i e s  l a w s .  I n  t h e  i n s t a n c e  o f  

S e c t i o n  1 0 ( b )  and R u l e  l o b - 5  o f  t h e  1934  A c t ,  H o c h f e l d e r  s e t t l e d  

o n e  t h i n g :  t h e r e  was  "a c o n g r e s s i o n a l  i n t e n t  to  p r o s c r i b e  a  t y p e  of  

c o n d u c t  q u i t e  d i f f e r e n t  f r o m  n e g l i g e n c e . "  - I d .  a t  1 9 9 .  T h a t  t y p e  of 

c o n d u c t  i n v o l v e s  s c i e n t e r ,  c o n d u c t  t h a t  is e i t h e r  deemed to  be  

f r a u d u l e n t  or so  r e c k l e s s  t h a t  u n d e r  t r a d i t i o n a l  c o n c e p t s  a f i n d i n g  

o f  f r a u d  may be i m p u t e d .  The b u r n i n g  q u e s t i o n  is,  c a n  i t  be  t h a t  

t h e  C o n g r e s s  i n t e n d e d  o n e  t h i n g  f o r  a  p r i v a t e  c a u s e  o f  a c t i o n  and  

a n o t h e r  t h i n g  f o r  i n j u n c t i v e  p r o c e e d i n g s ?  

I t  i s  s u b m i t t e d  t h a t  t h i s  s i m p l e  a p p r o a c h  to t h i s  i s s u e  

is  u n a s s a i l a b l e .  The  Supreme C o u r t ' s  f i n d i n g s  t h a t  s c i e n t e r  is  

r e q u i r e d  i n  a c i v i l  a c t i o n  b r o u g h t  u n d e r  t h i s  s e c t i o n  and  r u l e  i s  

b a s e d  upon i t s  f i n d i n g  o f  a  c o n g r e s s i o n a l  i n t e n t  e x t r a c t e d  f r o m  t h e  

v e r y  w o r d s  o f  t h e  s t a t u t e  and  upon t h e  Supreme C o u r t ' s  a n a l y s i s  o f  

t h e  l e g i s l a t i v e  h i s t o r y  b e h i n d  t h e  a d o p t i o n  o f  t h e  1 9 3 3  and  1934  

Acts. I f  t h e  C o n g r e s s  had  i n t e n d e d  t h a t  t h e  w o r d s  o f  S e c t i o n  1 0 ( b )  

o f  t h e  1934  A c t  were to mean d i f f e r e n t  t h i n g s  i n  d i f f e r e n t  

c o n t e x t s ,  i t  s h o u l d  h a v e  b e e n  s p e c i f i c  i n  so p r o v i d i n g .  It  d i d  n o t ,  

a n d  t h e  w o r d s  m u s t  h a v e  t h e  same m e a n i n g s  i n  a l l  c o n t e x t s .  



T h e  Commiss ion ,  i n  i ts  B r i e f ,  c i t e d  s e v e r a l  pre- 

H o c h f e l d e r  cases,  a p p a r e n t l y  to  d e m o n s t r a t e  t h a t  t h e  g r e a t  w e i g h t  

o f  a u t h o r i t y  p r ior  to  H o c h f e l d e r  s u s t a i n e d  t h e  g r a n t i n g  o f  i n j u n c -  

t i o n s  t o  t h e  Commiss ion  upon f i n d i n g  mere n e g l i g e n c e  t h e  

p a r t  o f  t h e  d e f e n d a n t s .  Among s u c h  c i t e d  cases was t h i s  C i r c u i t ' s  

case,  S.E.C. - v .  P e a r s o n ,  426 F .2d  1 3 3 9  ( 1 0 t h  C i r .  1 9 7 0 ) .  

O b v i o u s l y ,  t h e  l i n e  o f  a u t h o r i t y  o f  a l l  s u c h  cases was p l a c e d  i n  

d o u b t  by H o c h f e l d e r .  

S u b s e q u e n t  t o  H o c h f e l d e r  t h e r e  h a v e  b e e n  s e v e r a l  f e d e r a l  

d i s t r i c t  c o u r t  a n d  f e d e r a l  c i r c u i t  c o u r t  o p i n i o n s  wh ich  h a v e  

e x a m i n e d  w i t h  some care t h e  r e q u i r e m e n t  o f  s c i e n t e r  i n  Commiss ion  

i n j u n c t i v e  a c t i o n s  u n d e r  S e c t i o n  1 0 ( b )  and  R u l e  l o b - 5 .  D e s p i t e  

d i c t a  w i t h  respect t o  a l a c k  o f  a s c i e n t e r  r e q u i r e m e n t  i n  c e r t a i n  o f  

t h e s e  j u d i c i a l  d e c i s i o n s ,  n o t  o n e  c o u r t  h a s  i n  f a c t  g r a n t e d  t h e  

Commiss ion  a n  i n j u n c t i o n  i n  t h e  a b s e n c e  o f  s c i e n t e r  o n  t h e  p a r t  o f  

t h e  d e f e n d a n t s .  

The  f i r s t  j u d i c i a l  o p i n i o n  a f t e r  H o c h f e l d e r  t o  d e a l  i n  

a n y  d e p t h  w i t h  t h e  q u e s t i o n  o f  s c i e n t e r  i n  Commiss ion  i n j u n c t i v e  

a c t i o n s  b a s e d  upon S e c t i o n  1 0 ( b )  and  R u l e  l o b - 5  was  S.E.C. - v .  

B a u s c h  - -  & Lomb, - I n c . ,  420  F. Supp.  1 2 2 6  (S.D.N.Y. 1 9 7 6 ) ,  a f f i m  o n  

o t h e r  g r o u n d s ,  CCH Fed .  S e c .  L. Rep. P a r a .  3 6 , 1 8 6  ( 2 d  C i r .  1 9 7 7 ) .  

I n  B a u s c h  t h e  d i s t r i c t  j u d g e  c o n c l u d e d  t h a t  t h e  Supreme  C o u r t ' s  

r e a s o n i n g  i n  H o c h f e l d e r  compels a s c i e n t e r  r e q u i r e m e n t  i n  a s u i t  

f o r  i n j u n c t i v e  r e l i e f  b r o u g h t  by t h e  Commiss ion .  D i s t r i c t  J u d g e  

Ward s t a t e d  a s  f o l l o w s :  



The Supreme Court found, "the language and history 
of section 10(b) dispositive." . . . These stand at 
least as conclusively when the SEC is plaintiff. 
The private damage action brought under this section 
is a creation of the courts. . . . If the "language 
and history of section 10(b) [are] dispositivew as 
to the scienter question in private actions, must 
they not also be so in 'SEC suits for injunctions 
[which] are 'creatures of statute'." . . . Argument 
drawing upon the words of section 10(b) and the 
history, legislative and administrative, of both 
section 10(b) and rule lob-5 applies equally to 
private suits and actions brought by the Commission. 
Id. at 1240-41. - 

Soon af ter Bausch the U.S. Court of Appeals for the First 

Circuit decided - S.E.C. - v. World -- Radio Yission, - Inc., 544 F. 2d 535 

(1st Cir. 1976). Here the Commission had sought to enjoin a relig- 

ious organization and its leader fr3m selling interest bearing 

notes, in some cases together with a bonus acre of land, to the 

public under the guise of a bona fide investment. The district 

court had refused to grant the injunction, but the First Circuit 

reversed. Judge Aldrich, writing for the court, appeared to reject 

any requirement of scienter in a Commission injunctive action under 

Section 10(b) and Rule lob-5. Such apparent holding, however, is 

undercut by the extended treatment which the Court of Appeals 

accorded to the defendants1 misrepresentations and omissions of 

significant economic facts: 



[ D l e f e n d a n t s  make t h e  c o n t e n t i o n  t h a t  t h e r e  was  n o  
i n t e n t  t o  d e c e i v e .  I t  is t r u e  t h a t  i n  t h e  c o u r t  
b e l o w ,  p e r h a p s  moved by d e f e r e n c e  t o w a r d  a n  a d m i t t e d  
r e l i g i o u s  o r g a n i z a t i o n ,  p l a i n t i f f  d i d  n o t  p r e s s  a  
c l a i m  o f  i n t e n t  t o  d e c e i v e ,  t a k i n g  t h e  p o s i t i o n  t h a t  
i t  was  i m m a t e r i a l .  Had t h i s  b e e n  a c o n c e s s i o n  o f  
t h e  f a c t u a l  i s s u e ,  i t  m i g h t  be t h o u g h t  o v e r -  
g e n e r o u s .  Assuming  t b a t  d e f e n d a n t s '  r e l i g i o u s  
m o t i v e s  and  p u r p o s e s  were o f  t h e  h i g h e s t ,  i t  is 
n o n e t h e l e s s  d i f f i c u l t  t o  t h i n k  t h e y  b e l i e v e d  t h a t  
e v e r y  t h i n g  t h e y  s a i d  w a s  a c c u r a t e .  . . . C o n f i d e n c e  
t h a t  t h e y  would  be f i n a n c i a l l y  s u c c e s s f u l  
e v e n t u a l l y ,  o r  e v e n  t h a t  no  i n v e s t o r  would  lose - 
money,  i s  i n  n o  way e q u i v a l e n t  t o  h o n e s t y  a s  to  
p a r t i c u l a r  r e p r e s e n t a t i o n s .  G. a t  539  ( e m p h a s i s  
a d d e d )  

Here t h e  C i r c u i t  C o u r t  had  a d i l emma .  I t  w a n t e d  t o  s t o p  a  

c l ea r  v i o l a t i o n  o f  t h e  s e c u r i t i e s  l a w s ,  b u t  i t  d i d  n o t  w a n t  t o  b r a n d  

a n  a c c e p t e d  r e l i g i o u s  o r g a n z a t i o n  a s  a c o l l e c t i o n  o f  crooks. Had 

t h e  same m i s r e p r e s e n t a t i o n s  and  o m i s s i o n s  b e e n  d i s s e m i n a t e d  by a  

b u s i n e s s  o r g a n i z a t i o n ,  t h e y  would  u n d o u b t e d l y  had  e l i c i t e d  f i n d i n g s  

o f  s c i e n t e r  by t h e  F i r s t  C i r c u i t .  I t  i s  s u b m i t t e d  t h a t  -- Wor ld  R a d i o  

M i s s i o n  i s  poor a u t h o r i t y  f o r  t h e  p o s i t i o n  t a k e n  by t h e  Commiss ion  

t h a t  n e g l i g e n c e  a l o n e  s u f f i c e s  i n  a Commiss ion  i n j u n c t i v e  

p r o c e e d i n g  b a s e d  upon v i o l a t i o n s  o f  S e c t i o n  1 0 ( b )  a n d  R u l e  l o b - 5  o f  

t h e  1 9 3 4  Act. 

T h e  n e x t  d e c i s i o n  f o c u s i n g  upon t h i s  problem was  S.E.C. 

v .  G e o t e k ,  426  F.  Supp .  7 1 5  (N.D. C a l .  1 9 7 6 ) .  Here t h e  d i s t r i c t  - 
c o u r t ,  w i t h o u t  u n d e r t a k i n g  t o  a n a l y z e  w h e t h e r  s c i e n t e r  or n e g l i -  

g e n c e  is  t h e  p r o p e r  s t a n d a r d  i n  Commiss ion  i n j u n c t i v e  r e l i e f  

a c t i o n s  u n d e r  S e c t i o n  1 0 ( b )  a n d  R u l e  l o b - 5 ,  h e l d  t h a t  t h i s  was  a n  

o p e n  l e g a l  q u e s t i o n  and  c o n c l u d e d  t h a t  ' [ f l o r  t h e  p u r p o s e s  o f  t h i s  



a c t i o n ,  however ,  we have  d e c i d e d  t o  a p p l y  t h e  s t r i c t  s t a n d a r d  o f  

n e g l i g e n c e  ( i . e . ,  o r d i n a r y  c a r e  o r  d u e  d i l i g e n c e )  a s  t o  a l l  SEC 

c l a i m s  a g a i n s t   defendant^.^ - I d .  a t  726.  The d i s t r i c t  c o u r t  them 

p u r p o r t e d l y  p r o c e e d e d  t o  a p p l y  t h i s  n e g l i g e n c e  s t a n d a r d  t o  t h e  

f a c t s  t h e  c a s e  b e f o r e  it. A f t e r  f i n d i n g  a g a i n s t  t h e  p r i n c i p a l  

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

o t h e r  c h a r g e s ,  t h e  d i s t r i c t  c o u r t  t h e n  r e f u s e d  t o  e n j o i n  t h e  

p r i n c i p a l  d e f e n d a n t s  i n  t h e  a b s e n c e  o f  a  f i n d i n g  o f  s c i e n t e r :  

With  r e s p e c t  to t h e  s e v e r a l  c h a r g e s  a s  to  which t h e  
C o u r t  h a s  found  a g a i n s t  t h e  [ p r i n c i p a l ]  d e f e n d a n t s ,  
t h e  C o u r t  h a s  f u r t h e r  found t h a t  t h e  m i s r e p r e s e n t a -  
t i o n s  and/or  o m i s s i o n s  were made by t h o s e  
d e f e n d a n t s ,  n o t  mere ly  n e g l i g e n t l y  due to t h e i r  
f a i l u r e  to u s e  o r d i n a r y  c a r e ,  b u t  d e l i b e r a t e l y  and 
w i t h  i n t e n t  t o  d e c e i v e  - i . e . ,  " s c i e n t e r m  w i t h i n  t h e  
meaning o f  E r n s t  6 E r n s t  v. H o c h f e l d e r  . . . . - I d .  
a t  729 ( e m p h a s i s  added)  

On F e b r u a r y  2 4 ,  1977 t h e  U.S. D i s t r i c t  C o u r t  f o r  t h e  

E a s t e r n  D i s t r i c t  of  V i r g i n i a  d e c i d e d  - S.E.C. - v. American R e a l t y  

T r u s t  CCH Fed.  S e c .  L. Rep.,  1976-77 T r a n s f e r  B i n d e r ,  p a r a .  -1 

95 ,913 .  Here, C h i e f  Judge  Kellam s t a t e d  t h a t  t h e  Supreme C o u r t ' s  

d e c i s i o n  to r e q u i r e  s c i e n t e r  i n  H o c h f e l d e r  was d i s p o s i t i v e  o f  t h e  

c a s e  a t  b a r :  

I f  t h e  l a n g u a g e  and h i s t o r y  o f  1 0  ( b )  is d i s p o s i t i v e  
a s  to  a  s c i e n t e r  r e q u i r e m e n t  i n  p r i v a t e  a c t i o n s ,  i t  
m u s t  a l s o  be s o  f o r  SEC e n f o r c e m e n t  a c t i o n s ,  s i n c e  
s u c h  s u i t s  a r e  c r e a t u r e s  o f  s t a t u t e  r a t h e r  t h a n  
i m p l i e d  r i g h t s  o f  a c t i o n .  Only  p o l i c y  c o n s i d e r a -  
t i o n s  which have t r a d i t i o n a l l y  been a p p l i e d  to  
d i s t i n g u i s h  t h e  two k i n d s  o f  c a s e s  . . . c o u l d  
s u p p o r t  a c o n t r a r y  r e s u l t ,  b u t  t h e  Supreme C o u r t  i n  
H o c h f e l d e r  found  no r e a s o n  to even  examine s u c h  
c o n s i d e r a t i o n s ,  s i n c e  i n  i t s  o p i n i o n  t h e  l a n g u a g e  
a n d  h i s t o r y  o f  t h e  A c t  were  d i s p o s i t i v e .  Id., a t  
91 ,440 .  



C h i e f  J u d g e  Kellarn c i t e d  Bausch  w i t h  a p p r o v a l ,  a p p l i e d  a  

s c i e n t e r  s t a n d a r d  t o  t h e  f a c t s  b e f o r e  i t  and found  t h a t  t h e  

d e f e n d a n t s  ' d i d  n o t  possess t h e  r e q u i s i t e  i n t e n t  t o  d e c e i v e ,  

m a n i p u l a t e  or d e f r a u d . '  - I d .  

1 n S . E . C .  - - -  v.  E. &. m i = . ,  E., CCH Fed.  S e c .  L.  

Rep. p a r a .  9 6 , 0 4 3  (S.D.N.Y. 1 9 7 7 ) ,  t h e  U. S .  D i s t r i c t  C o u r t  f o r  t h e  

S o u t h e r n  D i s t r i c t  o f  New York g r a n t e d  i n j u n c t i o n s  i n  a Commiss ion  

a c t i o n  b r o u g h t  u n d e r  S e c t i o n s  1 7 ( a )  o f  t h e  1 9 3 3  A c t ,  S e c t i o n  1 0 ( b )  

o f  t h e  1934  A c t ,  and  S e c t i o n  5  o f  t h e  1 9 3 3  A c t .  J u d g e  G a g l i a r d i ,  

a f t e r  s t a t i n g  t h a t  a  l e g a l  s t a n d a r d  o f  n e g l i g e n c e  is  a l l  t h a t  is  

r e q u i r e d  u n d e r  S e c t i o n s  1 0 ( b )  and  1 7 ( a ) ,  s i g n i f i c a n t l y  made a  

s p e c i f i c  f i n d i n g  o f  s c i e n t e r  o n  t h e  p a r t  o f  t h e  d e f e n d a n t .  W i t h  

r e s p e c t  t o  S e c t i o n  5  o f  t h e  1 9 3 3  A c t ,  J u d g e  G a g l i a r d i  a l so  

s p e c i f i c a l l y  f o u n d  t h a t  t h e  d e f e n d a n t s  a c t e d  w i t h  knowledge  or 

r e c k l e s s  d i s r e g a r d  o f  t h e  i l l e g a l i t y  o f  t h e  a r r a n g e m e n t  i n  q u e s t i o n  

a n d  t h a t  t h i s  was s u f f i c i e n t  t o  e s t a b l i s h  s c i e n t e r .  - I d .  a t  9 1 , 6 8 6 .  

To summar ize  t h e  f o r e g o i n g  d e v e l o p m e n t  o f  p o s t - H o c h f e l d e r  

c a s e  l a w  w i t h  r e s p e c t  t o  S e c t i o n  1 0 ( b )  and  R u l e  l o b - 5  u n d e r  t h e  1934  

A c t ,  t h e  c o u r t s  h a v e  e i t h e r  ( i )  h e l d  t h a t  s c i e n t e r  o r  c u l p a b l y  

reckless c o n d u c t  is  t h e  p r o p e r  l e g a l  s t a n d a r d  f o r  Commiss ion  

i n j u n c t i v e  r e l i e f  a c t i o n s  or ( i i )  w h i l e  s t a t i n g  t h a t  n e g l i g e n c e  is 

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

r e c k l e s s  c o n d u c t  t o  b e  p r e s e n t  i n  e a c h  i n s t a n c e  i n  w h i c h  i n j u n c t i v e  

r e l i e f  was g r a n t e d .  



In Bausch the court clearly stated that scienter is the 

proper legal standard and buttressed this decision with appropriate 

legal reasoning. In -- World Radio Mission, the court appeared to 

reject a scienter requirement but went to great lengths to describe 

and analyze an "intent to deceive" on the part of the defendants. 

In Geotek, the court assumed, without deciding, the propriety of 

establishing a standard of negligence but only enjoined where it 

found scienter. In American Realty Trust, the court followed the 

reasoning set forth in Bausch and clearly required scienter to be a 

necessary element in an action for injunctive relief. In Aaron, 

the court choose a legal standard of negligence but before granting 

the injunction made a specific finding that scienter was present. 

It is submitted that there is no better reasoned opinion 

than District Judge Ward's opinion in Bausch. Since the Supreme 

Court found the language and legislative history of Section 10 (b) 

dispositive in a civil damages action, such language and legis- 

lative history must stand equally as dispositive when the Commis- 

sion is the plaintiff in an injunctive action which is a creature of 

statute. 

B. COMMISSION INJUNCTIVE RELIEF UNDER SECTION 17 (a) OF THE 
1933 ACT REQUIRES A FINDING OF SCIENTER, THAT IS, 
FRAUDULENT OR RECKLESSLY CULPABLE CONDUCT. 

The Supreme Court has not yet ruled on the question of 

whether a finding of scienter is a prerequisite to Commission 



injunct ive r e l i e f  i n  act ions bottoming upon Section 1 7  ( a )  of the 

1933 Act. Hochfelder is confined t o  Section 10(b)  of the 1934 Act 

and Rule lob-5 thereunder. 

I t  w i l l  shor t ly  be demonstrated t h a t  the language and 

l e g i s l a t i v e  his tory of Section 1 7 ( a )  of the 1933 Act present an 

even more compelling case for  a  necessity of sc ienter  than does the 

language and l e g i s l a t i v e  his tory of Section 1 0 ( b )  of the 1934 Act. 

However, a  few remarks are f i r s t  i n  order t o  demonstrate the 

weakness of the argument advanced by the Commission i n  support of 

i t s  theory tha t  negligence alone s u f f i c e s  for  Section 17(a )  

injunct ive r e l i e f  proceedings. 

The Commission primarily r e l i e s  upon a  reference to  a  

statement made by Jus t i ce  Powell i n  Hochfelder discussing con- 

ten t ions  of the Commission w i t h  respect t o  subsections (b) and (c )  

of Rule lob-5, which subsections,  the Commission points  ou t ,  a re  

draf ted i n  language v i r t u a l l y  iden t i ca l  t o  subsections ( 2 )  and (3) 

of Section 1 7 ( a ) .  The Commission argues tha t  the statement of 

J u s t i c e  Powell "aff i rmatively supports the proposit ion tha t  

subsections ( 2 )  and ( 3 )  of Section 17(a )  are  violated by negligent 

conduct." (SEC Br. 54-5) Nothing could be fa r the r  from the t ru th .  

J u s t i c e  Powell referred t o  the contentions of the Com- 

mission - as  contentions. He then s t a t ed  t h a t  "viewed i n  i so la t ionn  

the language "arguable . . . could be read" a s  proscribing c e r t a i n  

conduct t h a t  has the e f f e c t  of defrauding inves ters  whether the 



wrong-do ing  was i n t e n t i o n a l  or n o t .  4 2 5  U.S. 1 8 5  a t  212. J u s t i c e  

P o w e l l  i m m e d i a t e l y  p r o c e e d e d  t o  s t a t e  t h a t  s u c h  a r e a d i n g  c o u l d  n o t  

be h a r m o n i z e d  w i t h  t h e  a d m i n i s t r a t i v e  h i s t o r y  o f  R u l e  l o b - 5  b u t ,  

more i m p o r t a n t l y ,  J u s t i c e  P o w e l l  p o i n t e d  o u t  t h a t  t h e  r u l e m a k i n g  

power o f  t h e  Commiss ion  is  n o t  t h e  power t o  make l a w  b u t  is  o n l y  t h e  

power t o  a d o p t  r e g u l a t i o n s  t o  c a r r y  i n t o  e f f e c t  t h e  w i l l  o f  t h e  

C o n g r e s s  a s  e x p r e s s e d  by a s t a t u t e .  J u s t i c e  P o w e l l ,  r e f e r r i n g  t o  

h i s  e a r l i e r  s t a t e m e n t s  t h a t  b o t h  t h e  l a n g u a g e  and  t h e  l e g i s l a t i v e  

h i s t o r y  o f  S e c t i o n  1 0 ( b )  e v i d e n c e d  a c o n g r e s s i o n a l  i n t e n t  t o  

r e q u i r e  s c i e n t e r ,  h e l d  t h a t  t h e  Commiss ion ,  t h r o u g h  a r u l e ,  c o u l d  

n o t  e x t e n d  t h e  scope o f  t h e  s t a t u t e  t o  n e g l i g e n t  c o n d u c t .  Id. a t  

212-214.  

The  Commiss ion  h a s  m i s r e a d  J u s t i c e  P o w e l l ' s  l a n g u a g e .  I t  

h a s  f a i l e d  t o  g i v e  p r o p e r  respect t o  J u s t i c e  P o w e l l ' s  r e f e r e n c e  t o  

t h i s  l i n e  o f  a r g u m e n t  a s  a Commiss ion  c o n t e n t i o n  a n d  h i s  p r e c a t o r y  

comments  s u c h  a s  "v i ewed  i n  i s o l a t i o n , "  " a r g u a b l y , "  a n d  " c o u l d  be  

r e a d .  " 

T h i s  same e r ror  i n  r e a s o n i n g  was  p i c k e d  u p  by t h e  C o u r t  - 

o f  A p p e a l s  f o r  t h e  S e c o n d  C i r c u i t  i n  - - -  S.E.C. v .  C o v e n ,  CCH Fed .  S e c .  

L. Rep.  p a r a .  9 6 , 4 6 2  ( 1 9 7 8 ) ,  w h i c h  c a s e  is  c i t e d  w i t h  a p p r o v a l  by 

t h e  Commiss ion  i n  i t s  B r i e f .  Coven  i s  a l s o  s u b j e c t  to  a t t a c k  o n  t h e  

g r o u n d  t h a t ,  e v e n  t h r o u g h  t h e  S e c o n d  C i r c u i t  h e l d  t h a t  n e g l i g e n c e  

a p p r o p r i a t e  s t a n d a r d  f o r  Commiss ion  i n j u n c t i o n  r e l i e f  

a c t i o n  b a s e d  upon a v i o l a t i o n  o f  S e c t i o n  1 7 ( a ) ,  t h e  c o u r t  

s p e c i f i c a l l y  f o u n d  t h a t  t h e  c o n d u c t  o f  t h e  e n j o i n e d  d e f e n d a n t  
- 

i n v o l v e d  s c i e n t e r .  As s t a t e d  t h a t  J u d g e  M a n s f i e l d :  



A f t e r  t h e  J u n e  1 2  m e e t i n g ,  w h i c h  c l e a r l y  p u t  
a p p e l l a n t  o n  n o t i c e  t h a t  a q u e s t i o n  e x i s t e d  a s  t o  
w h e t h e r  3 , 0 0 0 , 0 0 0  s h a r e s  had  b e e n  s o l d ,  h e  p r o m p t l y  
wrote a l e t t e r  f a l s e l y  s t a t i n g  t h a t  3 , 0 7 5 , 0 0 0  s h a r e s  
had  been  p u r c h a s e d  w i t h o u t  h a v i n g  a n y  b a s i s  f o r  t h i s  
r e p r e s e n t a t i o n .  T h i s  a c t i o n  n o t  o n l y  was n e g l i g e n t  
f o r  p u r p o s e s  o f  S e c t i o n  1 7 ( a )  , b u t  a l s o  amounted  t o  
t h e  k i n d  o f  " r e c k l e s s  d i s r e g a r d "  we h a v e  r e c e n t l y  
h e l d  s u f f i c i e n t  t o  s u p p o r t  a  f i n d i n g  o f  s c i e n t e r  i n  
a p r i v a t e  damage a c t i o n  u n d e r  S e c t i o n  1 0  ( b )  o f  t h e  
1 9 3 4  Act. CCH Fed.  S e c .  L. Rep. a t  93 ,680-1 .  

The  Commiss ion  a l so  c i t e s  w i t h  a p p r o v a l  t h e  h o l d i n g  i n  

World -- R a d i o  M i s s i o n ,  wh ich  h o l d i n g  h a s  a l r e a d y  b e e n  d i s c u s s e d  above  

i n  t h e  a r g u m e n t  w i t h  r e s p e c t  t o  S e c t i o n  1 0 ( b )  o f  t h e  1934 A c t .  A s  

e a r l i e r  n o t e d ,  e v e n  t h o u g h  J u d g e  A l d r i c h  i n  -- World R a d i o  M i s s i o n  

a p p e a r e d  t o  r e j ec t  a n y  r e q u i r e m e n t  o f  s c i e n t e r ,  h e  made f i n d i n g s  o f  

f a c t  s t r o n g l y  s u g g e s t i n g  s c i e n t e r  b u t  h e  r e f r a i n e d  f r o m  c h a r a c -  

t e r i z i n g  t h e  ac t s  as f r a u d u l e n t  a p p a r e n t l y  b e c a u s e  t h e  d e f e n d a n t  

was a  r e l i g i o u s  o r g a n i z a t i o n .  

The  Commission a l s o  r e l i e s  upon a 1 9 6 6  c a s e  d e c i d e d  by 

t h e  S e v e n t h  C i r c u i t ,  S.E.C. v .  Van H o r n ,  3 7 1  F.2d 1 8 1 .  I t  was h e l d  - - -- 
i n  Van -- Horn t h a t  u n d e r  S e c t i o n  1 7 ( a )  o f  t h e  1 9 3 3  Act, p r o o f  of  

s c i e n t e r  or f r a u d u l e n t  i n t e n t  is n o t  e s s e n t i a l  i n  a  s u i t  f o r  

i n j u n c t i v e  r e l i e f .  The  d e c i s i o n  was b a s e d  upon a p p r o v a l  o f  t h e  

r a t i o n a l e  a s  to c e r t a i n  " p o l i c y  c o n s i d e r a t i o n s "  employed  i n  S.E.C. 

v .  C a p i t a l  G a i n s  R e s e a r c h  B u r e a u ,  375 U.S. 1 0 0  ( 1 9 6 3 ) ,  a n  i n j u n c -  - 
t i v e  a c t i o n  b r o u g h t  u n d e r  t h e  I n v e s t m e n t  A d v i s o r s  A c t  o f  1 9 4 0 ,  a n d  

upon a s p e c i f i c  f i n d i n g  t h a t  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  1 9 3 3  

A c t  i n d i c a t e d  t h a t  no  r e q u i r e m e n t  o f  a n  i n t e n t  t o  d e f r a u d  w a s  

n e c e s s a r y  f o r  Commission i n j u n c t i o n  a c t i o n s .  



The r e f e r e n c e  i n  Van -- Horn t o  t h e  l e g i s l a t i v e  h i s t o r y  of  

t h e  1 9 3 3  Act i s  i n t e r e s t i n g .  The S e v e n t h  C i r c u i t  s t a t e d :  

I n  v iew o f  t h e  p l a i n  l a n g u a g e  employed by C o n g r e s s ,  
i t  would be  p r e s u m p t o u s  on  o u r  p a r t  t o  h o l d  t h a t  t h e  
a p p l i c a b i l i t y  o f  t h e  c l a u s e s  i n v o l v e d  is d e p e n d a n t  
on  i n t e n t  t o  d e f r a u d .  Not o n l y  d i d  C o n g r e s s  f a i l  t o  
i n c l u d e  s u c h  a  r e q u i r e m e n t ,  b u t  l e g i s l a t i v e  h i s t o r y  
i n d i c a t e s  t h a t  i t  d i d  so d e l i b e r a t e l y .  An e a r l i e r  
v e r s i o n  o f  t h e  S e c u r i t i e s  Act o f  1933  p a s s e d  by t h e  
S e n a t e  would have  r e q u i r e d  t h a t  t h e  Commission p r o v e  
w i l f u l n e s s  and " i n t e n t  t o  d e f r a u d "  e v e n  f o r  an 
i n j u n c t i o n .  The House v e r s i o n  c o n t a i n e d  no  s u c h  
r e q u i r e m e n t .  I n  c o n f e r c n c e ,  t h e  House v e r s i o n  o f  
Sec. 1 7 ( a )  was a d o p t e d  and became t h e  l aw.  371  F.2d 
1 8 1  a t  185 .  

A s  w i l l  n e x t  b e  shown, S e n i o r  J u d g e  M a j o r ,  i n  Van Horn,  m i s r e a d  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  1 9 3 3  Act. 

L e g i s l a t i v e  h i s t o r y  o f  S e c t i o n  1 7  ( a )  o f  t h e  1 9 3 3  A c t .  

t h e  h e a r i n g s  on t h e  R o o s e v e l t  A d m i n i s t r a t i o n ' s  b i l l  p r e c e d i n g  

e n a c t m e n t  o f  t h e  S e c u r i t i e s  A c t  o f  1933 ,  which  h e a r i n g s  were h e l d  

o n  March 3 1 ,  1 9 3 3  b e f o r e  t h e  Commit tee  on I n t e r s t a t e  and F o r e i g n  

Commerce, House o f  R e p r e s e n t a t i v e s ,  73d C o n g r e s s ,  1st S e s s i o n ,  two 

w i t n e s s e s  who had f ramed and d r a f t e d  t h e  p r o p o s e d  l e g i s l a t i o n  

a p p e a r e d  b e f o r e  t h e  Commit tee .  They were  Mr. Hus ton  Thompson, a  

f o r m e r  member o f  t h e  F e d e r a l  T r a d e   omm mission who was i n t r o d u c e d  by 

Cha i rman  Sam Rayburn  as a  man "who h a s  had q u i t e  a l o t  to  d o  w i t h  

t h e  f r a m i n g  o f  t h i s  b i l l , "  ( H e a r i n g s  on  H.R. 9314 B e f o r e  t h e  House 

Commi t t ee  on  I n t e r s t a t e  and F o r e i g n  Commerce, 73d Cong.,  1st S e s s .  

( 1 9 3 3 ) ,  p. 1) and Mr. O l l i e  M. B u t l e r ,  F o r e i g n  S e r v i c e  D i v i s i d n ,  

D e p a r t m e n t  o f  Commerce, who q u a l i f i e d  h i m s e l f  i n  h i s  s t a t e m e n t  s e t  

f o r t h  be low.  



I n  the  o r i g i n a l  b i l l ,  what now appears i n  the  1933 Act a s  Section 

17 (a )  and Sect ion 20 ( t he  c i v i l  in junc t ion  and cr iminal  prosecution 

provis ion)  were placed together i n  one sec t ion ,  Sect ion 13. The 

following testimony, with reference t o  Sect ion 13 of the  o r i g i n a l  

b i l l ,  is  made w i t h  reference t o  what is  today 's  Sect ions  17 (a )  and 

20 of the 1933 Act. 

The opening statement was made by Mr. Huston Thompson. 

Mr. Thompson (While r e c i t i n g  e a r l i e r  e f f o r t s  t o  pass s imi la r  
l e g i s l a t i o n  in  e a r l i e r  Congresses and in  r e f e r r ing  
t o  the  t h i r d  a t tempt ,  which was a  b i l l  introduced in  
an e a r l i e r  Congress by Rep. Sabath) 

Then we had the Sabath b i l l  - Cong. Sabath 's  b i l l .  
That was a  fraud b i l l .  We cover t he  sub jec t  of 
fraud i n  t h i s  b i l l  of ours.  (g. , p.  11) 

There a r e  severa l  o ther  po in t s  which I want t o  bring 
UP 

We have the fraud sec t ion .  Let me read b r i e f l y  a  
paragraph from the  fraud c l ause ,  s e c t i o n  13,  page 
2 4 :  

"Section 13. That i t  s h a l l  be unlawful fo r  any 
person . . . i n  any i n t e r s t a t e  s a l e ,  promotion, 
negot ia t ion ,  advert isement or d i s t r i b u t i o n  of any 
s e c u r i t i e s  defined by t h i s  Act w i l l f u l l y  t o  employ 
any device,  scheme, o r  a r t i f i c e  t o  defraud or t o  
ob ta in  money o r  property by means of any f a l s e  pre- 
t ense ,  r e p r e s e n t a t i ~ n  or  promise, o r  t o  engage in 
any t r ansac t ion ,  p r a c t i c e  or course of deal ing 
r e l a t i n g  t o  the  i n t e r s t a t e  purchase or s a l e  of any 
s e c u r i t i e s  which opera tes  o r  would operate  as  a  
fraud upon the purchaser . . . . Whenever i t  s h a l l  
appear t o  the  Commission t h a t  the  p r a c t i c e  i nves t i -  
gated c o n s t i t u t e s  a  fraud or  an at tempt t o  defraud 
under the provis ions  of t h i s  s e c t i o n  (13) i t  s h a l l  
t ransmi t  such evidence a s  may be ava i l ab l e  concern- 
ing the  t r ansac t ion  or  f a c t s  complained of t o  the  
Attorney General,  who may i n  h i s  d i s c r e t i o n  bring an 
a c t i o n  . . . t o  en jo in  the  continuance of such 
p r a c t i c e s  o r  t r ansac t ions  and/or may i n s t i t u t e  the 
necessary c r imina l  proceedings . . . under t h i s  Act." 



I n  substance,  t h a t  is  a combination o f ,  I would say ,  
t h e  Denison b i l l  and the  Sabath b i l l  on t h a t  
s u b j e c t ,  and I ask you to  keep i n  mind  when you go 
i n t o  the  b i l l  t h a t  always i n  t h e  background there  is 
t h i s  fraud sec t ion .  (Id., p. 13) 

The Chairman W i l l  you proceed, Mr. Thompson? 

Mr. Thompson Sect ion 13 covers f raud.  We have already discussed 
t h a t .  

Sect ion 1 4  covers the v io l a t ion  of S t a t e  laws. 
(Id., p. 32 and 33) 

Mr. Wolverton ( A  member of the  Committee) . 
Is there  not any general  j u r i s d i c t i o n  or power i n  
the  F X  t o  s t o p  unfa i r  p rac t i ce s?  

Mr. Thompson Yes; there  is.  B u t  you have overlooked the f a c t  
t h a t  i f  a  fraud is committed, t he re  is a fraud 
sec t ion  i n  t h i s  b i l l  t h a t  I would l i k e  t o  come back 
to .  Let u s  g e t  t h a t ,  because t h a t  is  very important 
i n  l i n e  w i t h  your question.  Let u s  go back to  
Sect ion 13. You w i l l  r e c a l l  t h a t  I asked you t o  
keep t h a t  i n  m ind  a l l  the way through t h i s  hearing. 

Mr. Wolverton The clause re fe r red  t o  by you does give some measure 
of help  i t  is  t r u e  - how much, I am not prepared t o  
say. Theore t ica l ly  i t  gives  some measure of r e l i e f  
t o  a person who has suffered by reason of f raud.  
(Id., p. 5 4 ) .  

The next person t o  appear before the  Committee and make a 

statement was Mr. O l l i e  M. Bu t l e r ,  Foreign Service  Divis ion,  

Department of Commerce. 



Mr. But ler  I have been assoc ia ted  d a i l y  with the  d r a f t i n g  of 
t h i s  b i l l  f o r  some months pas t .  I have seen i t  grow 
from a skele ton o u t l i n e  t o  a full-bodied b i l l .  I 
have seen c lauses  put in  and taken ou t  and I know 
the  reasons fo r  most of the  changes, and f e e l  t h a t  I 
am perhaps pecu l i a r ly  f ami l i a r  w i t h  the various 
provis ions .  

Sec t ions  13 and 1 4  a r e  a u x i l i a r y  t o  t h i s  main b d y  
of the b i l l  (Sect ions  1 through 1 2 )  and were 
inser ted  for  two reasons: F i r s t ,  because i t  has 
been necessary t o  include exemptions from the  main 
body of the b i l l  i n  order  t o  f a c i l i t a t e  normal and 
l eg i t ima te  business t r ansac t ions .  Every time t h a t  
an exemption is made t o  t h i s  main provis ion i t  opens 
a way f o r  evasion,  and i t  is almost impossible t o  
i n s e r t  an exception without i t  being used by the  
f raudulent  promotor a s  a veh ic le  fo r  the  evasion of 
t h a t  provis ion.  

Therefore,  Sect ion 13,  the  fraud s e c t i o n ,  was added 
t o  cont ro l  those who managed t o  evade the main 
prov is ions  of the  law. (y., p. 116) 

The b i l l  w i t h  respect  t o  which the  above testimony was 

given was replaced by a c lean b i l l  s u b s t a n t i a l l y  s imi l a r  t o  i t  for  

purposes of the l e g i s l a t i v e  h i s to ry  of i n t e r e s t  t o  u s .  One i n t e r -  

e s t i n g  d i f f e r ence  is t h a t  while the  o r i g i n a l  b i l l  d i d  not s t a t e  

t h a t  one of i t s  purposes was t o  prevent fraud i n  t he  i n t e r s t a t e  s a l e  

of s e c u r i t i e s ,  t h e  reported b i l l  and the  b i l l  approved by the  

conference committee (which became the  S e c u r i t i e s  Act of 1933) was 
- 

amended t o  provide t h a t  i t  was: 

An Act t o  provide f u l l  and f a i r  d i s c lo su re  of the  
cha rac t e r  of s e c u r i t i e s  sold i n  i n t e r s t a t e  and 
fore ign  commerce and through the  mails ,  - and t o  
prevent  f rauds  i n  t he  s a l e  t he reo f ,  and for  o t h e r  
purposes. ( ~ r e a 3 l r o f t h e  S e c u r i t i e s  Act of 1933) 
(Emphasis added) 



O f  pa r t i cu la r  i n t e r e s t  i s  t h a t  the l eg i s l a t i on ' s  o r ig ina l  

Section 13 ( w i t h  respect t o  which the above testimony was directed)  

was broken in to  two sect ions,  today's Sections 17 and 2 0 ,  and tha t  

Section 17 was labeled by the d ra f to r s  t o  carry the heading 

nFraudulent I n t e r s t a t e  Transactions, " the only section i n  the 1 9 3 3  

Act labeled w i t h  the word fraud and the only sect ion i n  the 1 9 3 3  Act 

i n  which the word "fraudn appears. 

The above l eg i s l a t i ve  his tory i s  exceptionally strong 

evidence of the congressional in tent  w i t h  respect t o  Section 17 (a )  

of the 1933 Act. The Congress had fraud i n  mind when i t  drafted and 

enacted Section 1 7  ( a )  of the 1933 Act. 

I t  was so held by the D i s t r i c t  Court of the Eastern 

D i s t r i c t  of Virginia e a r l i e r  t h i s  year i n  - -  S.E.C. v American Realty 

Trust ,  supra, which court a l so  s ta ted  tha t  the Commission, i n  a 

c i v i l  injunction ac t ion ,  m u s t  e i the r  prove sc ienter  or the k i n d  of 

recklessness t ha t  i s  equivalent to  w i l l f g l  fraud. In accord is  the 

Southern D i s t r i c t  of New York i n  - -  S.E.C. v. Bausch -- h Lomb, supra, and 

the Northern D i s t r i c t  of I l l i n o i s  i n  S.E.C. - -  v.  Cenco, CCH Sec. L.  

Rep. para. 96,133 (1977). 

11. THE TRIAL J U D G E  DID NOT COMMIT REVERSIBLE ERROR IN 
FAILING TO MAKE A FORMAL FINDING -WHETHER HASWELL'S TAX 
OPINIONS WERE CORRECT OR INCORRECT IN VIEW OF THE TRIAL 
JUDGE'S CONCLUSION THAT, EVEN IF THEY WERE INCORRECT, 
THEY WERE CAREFULLY AND HONESTLY RENDERED AND DID NOT 
PROVIDE THE PROPER BASIS FOR INJUNCTIVE RELIEF. 

a .  Haswell's tax opinions were correc t .  

The f i r s t  difference between the Commission's and 

- Haswell's in te rp re ta t ions  of the language of 26 U.S.C. 103 (b) ( 6 )  ( A )  

i s  the meaning of the word "proceedsn as  i t  appears a s  follows: 



Paragraph (1) s h a l l  not apply t o  any ob l iga t ion  
issued a s  p a r t  of an i s sue  the  aggregate authorized 
face  amount of w h i c h  $1,000,000 or  l e s s  and 
s u b s t a n t i a l l y  a l l o f h e  proceeds of -- which a re  t o  be 
used . . . . (Emphasis added) 

The Commission i n t e r p r e t s  "proceeds" t o  mean the same thing a s  

"face  amount" desp i t e  the  f a c t  t h a t  t he  two terms both r e f e r  t o  the  

word " i ssue"  i n  the  same sentence.  Tax laws a re  t i g h t l y  dra f ted .  

I t  makes no sense t o  suppose, a s  t he  C~mmission does, t h a t  our tax 

law d r a f t e r s  intended t h a t  " the  face  amount of an i s sue"  s h a l l  mean 

the  same th ing  a s  " the  proceeds of an i s sue"  when the  two terms 

appear in  the same clause  of a s ing l e  sentence of the I n t e r n a l  

Revenue Code. The "proceeds of an i s sue"  means the  proceeds 

received by the  i s sue r  a f t e r  the  o f f e r i n g  expenses a re  paid.  T h i s  

is  what the  i s sue r  g e t s ,  and i t  is t h i s  ne t  proceeds t h a t  the  i s suer  

m u s t  be c a r e f u l  t o  devote " s u b s t a n t i a l l y  a l l "  of t o  c e r t a i n  ends i f  

the  i n t e r e s t  on the  bonds is t o  be exempt from fede ra l  income 

t axa t ion .  

What a re  the  expenses of an i s sue?  A t  the  time Fiaswell 

wrote h i s  t h r ee  t ax  opinion l e t t e r s  i n  ques t ion ,  the  example under 

then proposed (and made e f f e c t i v e  August 2 ,  1972) Treasury Regula- 

t i o n  1.103-8 ( a )  ( 5 )  ( r e l a t i n g  t o  t ax  exempt bonds t o  f inance c e r t a i n  

exempt f a c i l i t i e s )  s t a t e d  i n  p a r t :  

"The arrangement provides t h a t  (1) A w i l l  i s sue  
bonds the proceed; of which ( a f t e r  deducting bond 
e l e c t i o n  c o s t s ,  costs- publishing no t ices ,  
a t t o r n e y s '  - f e e s ,  p r in t ing  c o s t s ,  t r u s t e e s '  - f ee s  f o r  
f i s c a l  agents ,  and s imi l a r  expenses) w i l l  be $20 
mi l l i on  .- . ." (emphasis ad.3ed) 



The example is illuminating not only in demonstrating 

that Treasury itself recognizes that the asubstantially alln test 

applies not to the face amount of a bond issue but to the proceeds 

to the issuer after deducting expenses related to the issuance of 

the bonds but it demonstrates that Treasury also recognizes that 

attorneys' fees and trustees' fees are part of these issuance 

expenses. Haswell, like Treasury, so recognized them in preparing 

his tax opinions. The Commission does not, but gives no reasons. 

(SEC Br. 24) 

Incidentally, Haswell does not quarrel with the Commis- 

sion's position that at least 90% of the proceeds should be devoted 

to qualifying uses to satisfy the wsubstantially allw test. This 

percentage appeared no place in the Code or the regulations in 

1972, the year of the opinions involved, and did not appear until 

1975, when it appeared in the regulations. Nevertheless, in the 

many examples in the Treasury regulations related to the many 

classes of tax exempt bonds recited in Section 103 of the Code, the 

test consistently ,applied by the Treasury was and is 90%. Haswell 

in 1972 observed this 90% gloss of the Treasury Department, as will 

be seen later. 

The second difference between the Commission's and 

Haswell's interpretation of 26 U.S.C. 103 (b) (6) (A) is whether 

interest payments escrowed for payment to bondholders during the 

start-up period - the insta1,lation or construction period -can be 
deemed to be used for qualifying purposes, that is 



". . . used ( i )  for  the acqu i s i t i on ,  cons t ruc t ion ,  
recons t ruc t ion ,  or improvement of land or property 
of a  charac te r  sub jec t  t o  the  allowance for  depre- 
c i a t i o n ,  o r  ( i i )  t o  redeem p a r t  or  a l l  of a  p r ior  
i s sue  which was used for  purposes described i n  
c l ause  ( i )  o r  t h i s  c lause ."  

Haswell contends such escrowed i n t e r e s t  payments a r e  qual i fying 

uses ,  and the  Commission takes  the  pos i t ion  they a r e  not qual i fying 

uses - i f  the  taxpayer ( i . e . ,  WSP, LSH and H I I )  does not e l e c t  t o  

c a p i t a l i z e  such payments on i t s  books b u t ,  r a t h e r ,  expenses them 

f o r  i t s  income tax purposes (SEC Br., p. 24-5, footnotes  43 and 

The Commission c i t e s  no au tho r i ty  fo r  i t s  pos i t ion .  I t  

cannot. There is none. The t r u t h  is, a t  t he  time Haswell wrote h i s  

t h ree  tax opinions there  were - no regula t ions  on the subjec t .  On 

June 5 ,  1971 - i . e . ,  before the  th ree  tax  opinions were wr i t t en  by 

Haswell - Treasury proposed a  regulat ion on point  and adopted i t  

w i t h  some rev is ions  on August 3, 1972 - i . e . ,  a f t e r  Haswell 's tax 

opinions  were wr i t ten .  T h i s  r egula t ion ,  Regulation 1.103- 

1 0  ( b )  ( 2 )  ( i i )  ( e )  , con£ irms the  pos i t i on  Haswell took w i t h  respec t  t o  

t r e a t i n g  the  escrow of i n t e r e s t  payments for  the  s t a r t -up  i n s t a l l a -  

t i o n  and construct ion period a s  a  qua l i fy ing  use under 26 U.S.C.  

103 ( b )  ( 6 )  ( A ) .  
- 

Such regulat ion d e a l s  w i t h  what q u a l i f i e s  a s  a  " c a p i t a l  
-- 

expenditurem during the three  years before and the th ree  years 

a f t e r  the  issuance of bonds fo r  purposes of ca l cu la t ing  the $5 



million limitation set forth in 26 u.S.C. 103(b) (6) (D). These are 

the expenditures to which the "substantially all" test applied. 

Such regulation provides, in pertinent part, as follows: 

n . . . an expenditure (regardless of how paid, 
whether in cash, notes or stock in a taxable or 
nontaxable transaction) is a Section 103(b) (6) (D) 
capital expenditure if - 

" (el The capital expenditures were properly 
chargeable to the capital account of any person . . . determined, for this purpose, without regard - - 
to any rule of the Code which permits expenditures 
properly chargeable to capital account to be trested 
as current expenses. With respect to obligations 
issued on or after August 8, 1972, determinations 
under the preceding section shall be made by 
including any expenditure which may, under any rule 
or election under the Code, be treated as a capital 
expenditure (whether --- or not such expenditure is 
treated) . ' (Emphasis added) 

What this Regulation says is that if WSP, L&H or HI1 

could have capitalized the escrowed installation and construction -- 
period interest payments, they - must treat such payments as capital 

expenditures for Section 103 purposes -- even if they elected not to 

capitalize them but, instead, to expense them. The three companies 

all had such an election to either expense or capitalize these 

payments by reason of 26 U.S.C. 266 and Regulation 1.266-1(a), 

b 1 ( i  , and i . What elections they made are immaterial. 

The third difference between the Commission's and 

Haswell's interpretation of 26 U.S.C. 103 (b) (6) (A) is the effect 



o f  H a s w e l l 1 s  hav ing  r e n d e r e d  a f a v o r a b l e  t a x  o p i n i o n  and d r a f t e d  a 

l e a s e  agreement  f o r  t h e  L&H bond i s s u e  which i n v o l v e d  t h e  f o l l o w i n g  

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

bonds:  MODA p a i d  t h e  n e t  p r o c e e d s  t o  L&H i n  c o n s i d e r a t i o n  o f  ( i )  a 

b i l l  o f  s a l e  f o r  L&H1s i n t e r e s t  i n  equ ipment  a l r e a d y  i n s t a l l e d  i n  

and l e a s e h o l d  improvements e a r l i e r  made to  MODA1s  f a c i l i t y  and ( i i )  

L&H1s c o v e n a n t  ---- t o  u s e  such  n e t  p r o c e e d s  to  a c q u i r e  and c o n s t r u c t ,  

d u r i n g  t h e  n e x t  t h r e e  y e a r s ,  t h e  c a p i t a l  assets  a d e q u a t e  f o r  t h e  

n e e d s  o f  L&H i n  m a n u f a c t u r i n g  i t s  p r o d u c t s .  (A. 502)  N o  c o n s t r u c -  

t i o n  fund was p r o v i d e d  to  i n s u r e  t h a t  L&H would so u s e  such  n e t  

p r o c e e d s .  I n  f a c t ,  L&H immed ia t e ly  used most o f  t h e  n e t  p r o c e e d s  to  

pay o f f  e x i s t i n g  i n d e b t e d n e s s  and f o r  working c a p i t a l ,  and MODA and 

Haswe l l  were aware t h i s  would l i k e l y  bz t h e  immediate  u s e  o f  t h e  

p r o c e e d s .  (A.  147-8) 

Haswellls L&H t a x  o p i n i o n  was grounded  i m p o r t a n t l y  upon a 

c o v e n a n t  g i v e n  by L&H. The u s e  o f  c o v e n a n t s  i n  tax-exempt bond 

f i n a n c i n g  i s  w i d e l y  employed and r e c o g n i z e d .  For  example ,  any o f  

t h e  many c a t e g o r i e s  o f  S e c t i o n  103  bonds  may lose tax-exempt s t a t u s  

i f ,  e x c e p t  f o r  a t emporary  p e r i o d  - g e n e r a l l y ,  t h e  i n s t a l l a t i o n  or 

c o n s t r u c t i o n  p e r i o d ,  t h e  bond p r o c e e d s  are e x p e c t e d  to  be i n v e s t e d  

i n  o t h e r  o b l i g a t i o n s  w i t h  m a t e r i a l l y  h i g h e r  y i e l d s .  P rop .  Reg. 
- 

-. 
1.103-13 and 1 4 ,  p u b l i s h e d  J u n e  1, 1972.  I n  such  c a s e ,  t h e  bonds  

- became t a x a b l e  " a r b i t r a g e  bonds." 26 U. S.C. 103  (c) ( 2 )  . One month 

- a f t e r  Haswel l  wrote h i s  L&H t a x  o p i n i o n  ba sed  upon t h e  u s e  o f  a 

- 



c o v e n a n t ,  t h e  T r e a s u r y  Depar tment  p r o p o s e d  r e g u l a t i o n s  r e c o g n i z i n g  

t h a t  what  would o t h e r w i s e  a p p e a r  t o  be  a r b i t r a g e  bonds  w i l l  n o t  be  

deemed to  be so i f  t h e  i s s u i n g  a u t h o r i t y  p r o v i d e s  i t s  c o v e n a n t  t h a t  

i t  w i l l  make no u s e  o f  t h e  bond p r o c e e d s  t h a t  would c a u s e  t h e  bonds 

to  be c l a s s i f i e d  a s  a r b i t r a g e  bonds.  P rop .  Reg. 1.103- 

1 3  ( a )  ( 2 )  ( i i i )  , p r o p o s e d  J u n e  1, 1 9 7 2  and se t  f o r t h  i n  t h e  Appendix 

a t t a c h e d  t o  t h i s  B r i e f .  

A d m i t t e d l y ,  t h e  c o v e n a n t  t e c h n i q u e  used t o  d e f e a t  

c l a s s i f i c a t i o n  o f  bonds a s  a r b i t r a g e  bonds is n o t  p r e c i s e l y  o n  

p o i n t  and was n o t  e v e n  p r o p o s e d  by T r e a s u r y  u n t i l  a month a f t e r  

H a s w e l l  r e n d e r e d  h i s  L6H t a x  o p i n i o n .  But  h e  t e s t i f i e d  t h a t  a t  t h e  

time he r e n d e r e d  h i s  L6H bond o p i n i o n s  he  was a l r e a d y  aware  o f  t h e  

p e n d i n g  p r o p o s e d  r e g u l a t i o n  by h a v i n g  a t t e n d e d  a p r o f e s s i o n a l  

s e m i n a r  g i v e n  by t h e  v e r y  p e r s o n  who was d r a f t i n g  t h e  p roposed  

r e g u l a t i o n  f o r  T r e a s u r y .  (A. 154-5) 

He a l s o  had l e a r n e d  a t  t h i s  s e m i n a r  t h a t  t h e  p r o p o s e d  

r e g u l a t i o n  was g o i n g  t o  r e c o g n i z e  a t h r e e - y e a r  (and l o n g e r  i n  some 

i n s t a n c e s )  p e r i o d  w i t h i n  which bond p r o c e e d s  c o u l d  be i n v e s t e d  i n  

o t h e r  o b l i g a t i o n s  w i t h  m a t e r i a l l y  h i g h e r  y i e l d s  b e f o r e  employment 

- o f  t h e  p r o c e e d s  f o r  t h e  u s e s  f o r  which t h e y  h a s  been  o b t a i n e d .  

He a l s o  had b e f o r e  him t h e  s t a t u t o r y  l a n g u a g e  o f  S e c t i o n  
- 

1 0 3 ( b )  ( 6 )  (Dl which r e c o g n i z e d  a t h r e e - y e a r  p e r i o d  a f t e r  a bond 
- 

i s s u a n c e  f o r  a c c o u n t i n g  f o r  c a p i t a l  e x p e n d i t u r e s  f o r  t h e  p u r p o s e  o f  

i n c r e a s i n g  f r o m  $1 ,000 ,000  t o  $5 ,000 ,000  t h e  e x e m p t i o n  f o r  s m a l l  

i s s u e  i n d u s t r i a l  d e v e l o p m e n t  bonds.  



Based upon the foregoing knowledge of s ta tu tory  law and 

of regulations soon t o  be proposed tha t  recognized temporary other 

uses of bond proceeds for three years and employed covenants t o  - 
protect  tax exempt s t a t u s ,  Haswell concluded it would be permiss- 

i b l e  t o  allow L & H  t o  make other uses of the L&H bond issue for three 

years provided L&H covenanted t o  acquire during such period cap i t a l  

a s s e t s  i n  an amount subs tant ia l ly  equal t o  the bond proceeds. 

I t  may be - without suggesting tha t  i t  is so - tha t  

Haswell was wrong. I f  so, t h i s  i s  the f i r s t  forum i n  which h i s  

judgment has been challenged. Indeed, for  the purposes of t h i s  

proceeding i t  i s  not even necessary t o  determine whether he was 

cor rec t  or not, something the t r i a l  judge recognized. (A. 838) 

What i s  mater ial  here,  a  c i v i l  injunction proceeding looking t o  the 

fu tu r e ,  i s  whether Haswell honestly rendered h i s  three MODA 

opinions. 

I n  t h i s  respect ,  there i s  l i t t l e  i n  the record t o  support 

the Commission's statement (SEC Br. 27)  t h a t  "Haswell knew, there 

was l i t t l e  l ikelihood tha t  L&H . . . would be able t o  purchase, 

w i t h i n  three years,  the subs tant ia l  amount of equipment it  was 

required t o  purchase under the terms of the leases  drafted by 

Haswell." Haswell was aware of L & H ' s  d is t ressed  f inanc ia l  posit ion 

but t e s t i f i e d  he was a l so  aware a t  the time t ha t  L&H was contemplat- 

ing cut t ing  i t s  production cos t s  by developing i ts  own frame and 

l a the  turning f a c i l i t i e s ,  t h a t  L&H was discussing w i t h  MODA the 



l e a s i n g  o f  a n o t h e r  b u i l d i n g  f o r  t h a t  p u r p o s e ,  t h a t  s u c h  would p l a c e  

LSH i n  a  p o s i t i o n  t o  i n c r e a s e  i t s  p r o d u c t i v e  f a c i l i t i e s ,  and 

p e r h a p s  t h a t  LLH was c o n s i d e r i n g  a c q u i r i n g  i t s  own t r a n s p o r t a t i o n  

r o l l i n g  s t o c k  t o  f u r t h e r  c u t  i t s  costs. (A.  158-9) He d i d  n o t ,  

however ,  r e g a r d  i t  a s  h i s  d u t y  t o  make a n  economic  e v a l u a t i o n  o f  LSH 

or make f i n a n c i a l  judgments  w i t h  r e s p e c t  t o  LhH's f u t u r e  e a r n i n g s  

a b i l i t i e s ;  h e  d i r e c t e d  h i s  i n q u i r y  toward LhH's b u s i n e s s  i n t e n t i o n s  

f o r  t h e  n e x t  t h r e e  y e a r s .  ( A .  159-60) 

P e r h a p s  he  s h o u l d  have i n s i s t e d  upon b e i n g  p r o v i d e d  an  

e x p e r t l y  p r e p a r e d  economic  e v a l u a t i o n  o f  L&H1s e a r n i n g s  a b i l i t y  

a f t e r  t h e  i n f u s i o n  i n t o  i t  o f  t h e  p r o c e e d s  o f  t h e  bond i s s u a n c e .  I t  

is s u b m i t t e d  t h a t  t h e  sole i s s u e  b e f o r e  t h e  C o u r t  i s  w h e t h e r  s u c h  

f a i l u r e  amounted to  f r a u d u l e n t  or c u l p a b l y  reckless c o n d u c t .  The 

t r i a l  j u d g e ,  who h e a r d  H a s w e l l ' s  t e s t i m o n y  and weighed t h e  e v i -  

d e n c e ,  found H a s w e l l ' s  d e f e n s e  o f  h i s  bond o p i n i o n s  "most c o n v i n -  

c i n g , "  t h a t  t h e  bond o p i n i o n s  were  " c a r e f u l l y  c o n s i d e r e d  o p i n i o n s  

a n d ,  w h e t h e r  r i g h t  or wrong,  were made i n  good f a i t h , "  and t h a t  

" H a s w e l l ' s  o p i n i o n s  were n e i t h e r  n e g l i g e n t l y  nor  r e c k l e s s l y  

r e a c h e d  ." (A. 838)  I t  is  s u b m i t t e d  t h e  r e c o r d  c o n t a i n s  a  

a m p l i t u d e  o f  e v i d e n c e  to  s u p p o r t  t h i s  f i n d i n g  by t h e  t r i e r  o f  

f a c t s .  

b. Even i f  H a s w e l l ' s  t a x  o( 

h o n e s t l y  r e n d e r e d  them, h i s  a c t i o n s  d o  n o t  c o n s t i t u t e  a i d i n g  and 

a b e t t i n g  a  v i o l a t i o n  o f  S e c t i o n  5 o f  t h e  1 9 3 3  Act. 



The Commission, on page 63 of i t s  Br ie f ,  notes tha t  the 

three bond issues i n  question could not have been marketed without 

a tax opinion of counsel. The Commission then s t a t e s  tha t ,  by 

issuing tax opinions which he knew or should have known were f a l s e ,  

Haswell violated and aided and abetted v io la t ions  of Section 5 of 

the 1933 Act. 

I t  should be noted tha t  the Commissions's position is 

tha t  Haswell "knew or should have known" t ha t  h i s  tax opinions were 

fa l se .  I t  is here conceded t ha t ,  i f  such were the case - and t h i s  

is contrary t o  the t r i a l  judge's findings - the Commission would be 

correc t .  I n  f ac t ,  an attorney who issues tax opinions which he 

knows or should know are f a l s e  not only v io la tes  Section 5 of the 

1 9 3 3  Act but a l so  v io la tes  the anti-fraud provisions of the 1933 

and 1934 Acts, due t o  the presence of sc ienter  or culpably reckless 

conduct . 
The important point here i s ,  the Commission i s  not 

arguing or taking the position tha t  a neqligent rendering of an 

incorrect  tax opinion makes a bond counsel an aider and abettor of 

the reg i s t ra t ion  provisions of the 1933 Act. I t  is acknowledged 

tha t  the correctness of Haswell's three tax opinions is subject to  

honest debate by lawyers. T h i s  Court may possible conclude tha t  

h i s  opinions were, i n  f a c t ,  incorrect  and the r e su l t  of poor judg- 

ment. B u t  the Commission i t s e l f  has limited the scope of t h i s  

appeal to  whether the fraudulent or culpably reckless,  as 



d i s t i n g u i s h e d  f r o m  t h e  n e g l i g e n t ,  r e n d e r i n g  o f  a t a x  o p i n i o n  i s  t h e  

b a s i s  f o r  i n j u n c t i v e  r e l i e f .  Haswell d o e s  n o t  q u a r r e l  w i t h  t h e  

C o m m i s s i o n ' s  t h e o r y ;  h e  c o n t e n d s  o n l y  t h a t  t h e  e v i d e n c e  amp ly  

d e m o n s t r a t e s  t h a t  h e  c a r e f u l l y  a n d  h o n e s t l y  r e n d e r e d  h i s  o p i n i o n s  

a n d  t h a t  t h e r e  i s  a n  a b s e n c e  o f  f r a u d u l e n t  or c u l p a b l y  r e c k l e s s  

c o n d u c t  o n  h i s  p a r t .  

111. THE TRIAL JUDGE DID NOT ERR I N  REFUSING TO ENJOIN HASWELL 
FROM VIOLATING FEDERAL SECURITIES LAWS BASED ON ITS 
CONCLUSION THAT TEiERE WAS NO LIKELIHOOD OF FUTURE 
VIOLATIONS. 

T h e  t r i a l  j u d g e  c o n c l u d e d  t h a t  H a s w e l l a h a d  n o t  v i o l a t e d  

t h e  f e d e r a l  s e c u r i t i e s  laws a s  c h a r g e d .  T h e  c o u r t  w e n t  o n  t o  s t a t e  

t h a t  " e v e n  i f  Haswell  h a d  v i o l a t e d  t h e  f e d e r a l  s e c u r i t i e s  laws,  t h e  

p e r m a n e n t  i n  j u n c t i o n  s o u g h t  by t h e  C o m m i s s i o n  s h o u l d  be d e n i e d  

u n d e r  t h e  c i r c u m s t a n c e s . "  (A .  8 3 9 )  

T h e  t r i a l  j u d g e  c i t e d  w i t h  a p p r o v a l  t h e  s t a t e m e n t  i n  

S.E.C. v .  Manor  N u r s i n g  C e n t e r s ,  I n c . ,  458 F .2d  1 0 8 2  a t  1 1 0 0  (2nd  - - -  - 
C i r .  1 9 7 2 ) :  

T h e  c r i t i c a l  q u e s t i o n  f o r  a d i s t r i c t  c o u r t  i n  
d e c i d i n g  w h e t h e r  t o  i s s u e  a p e r m a n e n t  i n j u n c t i o n  i n  
v i e w  o f  p a s t  v i o l a t i o n s  is w h e t h e r  t h e r e  is  a 
r e a s o n a b l e  l i k e l i h o o d  t h a t  t h e  wrong  w i l l  b e  
r e p e a t e d .  

T h e  t r i a l  j u d g e  n o t e d  t h a t  H a s w e l l  h a d  i s s u e d  many o t h e r  

o p i n i o n s  i n  t h e  f i v e  y e a r s  s i n c e  t h e  t h r e e  MODA bond  i s s u e s  i n  

q u e s t i o n ,  a l l  o f  w h i c h  o p i n i o n s  were f u r n i s h e d  t o  t h e  c o u r t  by  

H a s w e l l ,  t h a t  t h e  a c t i v i t i e s  o f  Haswell c o m p l a i n e d  o f  b y  t h e  

C o m m i s s i o n  h a d  o c c u r r e d  more t h a n  f i v e  y e a r s  i n  t h e  p a s t ,  t h a t  



since such time Haswell had been counsel in dozens of bond issues in 

which there had been no showing of wrong doing, that the Commission 

had found no fault nor alleged any violations with respect to 

actions taken or bond opinions rendered by Haswell subsequent to 

July of 1972, that Haswell had been employed by many prestigious 

underwriters, issuers and public authorities during the past 

several years and that the court had examined such work and found it 

to be scholarly and of very high quality. The court found no 

evidence to support the inference, urged by the Commission, that 

Haswell is likely to commit a future violation of the federal 

securities laws. (A. 839-40) 

The Commission seeks an injunction against Haswell in 

this proceeding pursuant to the authority of Section 20(b) of the 

1933 Act and Section 21(d) of the 1934 Act which authorize such 

proceedings whenever it shall appear to the Commission that any 

person "is engaged or about to engageu in any act which constitutes 

a violation of the securities laws or rules or regulations there- 

under. Unless there is evidence that a person "is engaged or about 

to be engagedn in .violations of the federal securities law, the 

Commission must demonstrate that the person's "past behavior gives 

- .  
indication that without injunctive measures he might again engage 

- in such activities." - -  S.E.C. v, Management Dynamics, z., 515 F.2d 

801 at 807 (2nd Cir. 1975) . 
In considering this question, the Supreme Court has 

stated: 
- 



The necessary determination is tha t  there e x i s t s  
some cognizable danger of recurrent  v io la t ion ,  
something more than the mere p o s s i b i l i t y  which 
serves t o  keep the case a l ive .  U.S .  v. W. T. Grant 
Co., 345 U.S. 629 a t  633 (1953) (~mFhar i s  a d d e d )  - 
The Court of Appeals for  the Tenth Ci rcu i t  has described 

the standard as  follows: 

The c r i t i c a l  question for  a d i s t r i c t  court  i n  
deciding whether t o  issue a permanent injunction i n  
view of pas t  v io la t ions  is whether there  is  a 
reasonable l ikel ihood t h a t  the wrong w i l l  be  
repeated. SEC v. ~ e a r s o 7 4 2 6 T .  2d 1 3 3 9 7 1 3 4 3  
( O h  Cir. 1 0 )  (Emphasis added) 

There is  no quarre l  w i t h  the Commission's theory t h a t  a 

pas t  v io la t ion  by a person c rea tes  an inference t h a t  a reasonable 

l ikel ihood e x i s t s  t h a t  such person, unless res t ra ined  by a perma- 

nent injunct ion,  w i l l  commit fu ture  violat ions.  B u t  inferences can 

be rebutted. And the evidence i n  t h i s  case has amply rebutted any 

inference t h a t  may a r i s e  from any conduct of Haswell i n  1972. 

The Commission a l so  argues t h a t  where a defendant refuses 

t o  appreciate the wrongfullness of h i s  p r ior  conduct and makes no 

claim tha t  there  have been any s ign i f i can t  changes i n  circum- 

s tances,  the showing of a pas t  v io la t ion  of the federa l  s e c u r i t i e s  

laws is  s u f f i c i e n t  bas is  for  the imposition of injunct ive r e l i e f .  

I t  i s  t rue t h a t  Haswell bel ieves t h a t  h i s  bond opinions were 

l e g a l l y  correc t  and defensible  a t  the time they were rendered and 

t h a t  he d i d  not v io la te  the federa l  s e c u r i t i e s  laws. He does 

acknowledge t h a t  h i s  performance of l e g a l  d u t i e s  i n  the ear ly  pa r t  



of 1972 is  subject  to  honest debate on the charge tha t  he may have 

exercised poor judgment. The record does show, however, tha t  

Haswell has a most posi t ive and respect fu l  a t t i t ude  toward the 

s e c u r i t i e s  laws. During the e n t i r e ,  several  years invest igat ion of 

t h i s  matter by the Commission, Haswell cooperated f u l l y  w i t h  the 

Commission. The Commission has s t ipula ted  t h i s  t o  be t rue.  

( A .  97-8) 

I n  sum, the Commissionts e n t i r e  case for  an injunction 

r e s t s  upon inferences t o  be drawn from conduct t ha t  occurred f ive  

years  i n  the pas t  plus Haswell's present refusa l  t o  confess t o  the 

Commission1 s charges. Surely any inferences t ha t  can reasonably be 

drawn therefrom are rebutted by the be t te r  than f ive  years of 

unblemished l ega l  performance by Haswell i n  the s ecu r i t i e s  and tax 

law f i e l d s  and the f a c t  t ha t  h i s  subsequent and present performance 

- a l l  f u l l y  revealed t o  and reviewed by t h e  Commission and the 

t r i a l  judge - has not been and is not being questioned. Such 

unblemished subsequent performance was the basis  for a decision t o  

deny injunct ive re l i e f  i n  a much stronger case, one i n  which 

s c i en t e r  was found on the pa r t  of a t torneys,  i n  S .E .C .  1. National 

Student Marketing Corp., CCH Fed. Sec. L. Rep., para. 94,175 (D.C. 

of D.C. 1977) 

CONCLUSION 

The purpose of an injunction is t o  prevent present or 

fu tu re  v io la t ions  of the law. The moving party m u s t  s a t i s f y  the 



C o u r t  t h a t  t h e  r e l i e f  is needed.  The n e c e s s a r y  d e t e r m i n a t i o n  is 

t h a t  t h e r e  e x i s t s  some l i k e l i h o o d  or c o g n i z a b l e  d a n g e r  of  p r e s e n t  

or f u t u r e  v i o l a t i o n s .  The C o u r t ' s  d e c i s i o n  is  based  upon a l l  o f  t h e  

c i r c u m s t a n c e s :  h i s  d i s c r e t i o n  is n e c e s s a r i l y  b road  and a s t r o n g  

showing o f  a b u s e  mus t  b e  made t o  r e v e r s e  it. U n i t e d  S t a t e s  - - -  v. W. T. 

G r a n t  - -  & Company, 345 U . S .  629,  73 S.Ct. 894 (1953) and S.E.C. 1. 

Manor Nur s ing  Cen t e r s , ,  - I n c . ,  458 F.2d 1082 (2d C i r .  1 9 7 2 ) .  

Here t h e r e  is an  abundance of e v i d e n c e  and l e g a l  

a u t h o r i t y  which s u p p o r t  t h e  f i n d i n g s  and judgment o f  t h e  t r i a l  

judge .  I n d e e d ,  t h e  e v i d e n c e  is u n r e f u t e d  t h a t  t h e r e  is n e i t h e r  

"some c o g n i z a b l e  d a n g e r n  n o r  "a  r e a s o n a b l e  l i k e l i h o o d "  o f  a p r e s e n t  

or f u t u r e  v i o l a t i o n  by Haswel l .  The Commission even  h a s  a d m i t t e d  

i t  h a s  examined H a s w e l l ' s  work p r o d u c t  f o r  t h e  f i v e - y e a r  p e r i o d  

s i n c e  t h e  a c t i o n s  compla ined  o f  h e r e i n  and t h a t  it  found no v i o l a -  

t i o n s .  (A .  67-68 and 70)  

F i n a l l y ,  t h e r e  is  no b a s i s  f o r  t h e  c h a r g e  by t h e  Commis- 

s i o n  t h a t  Judge  Bohanon was e i t h e r  h o s t i l e  toward or p r e j u d i c e d  

a g a i n s t  t h e  Commission. 

R e s p e c t f u l l y  s u b m i t t e d ,  
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APPENDIX O F  PROPOSED TREASURY REGULATIONS 



Prop. Regs. 8 1.103-13, 14, Published June 1, 7972 
(Fed. Reg. No. 106, June 1, 1972, pp. 10946-10956) 

1 
DEPAFtShiEWT OF THE a c r e  prescribed by TD. 7672 w p r o v d  

Noverrber 7. 1970. a d  puSlis?.ed in the 

TitEASUiiY f r ~ c a s ;  RXCLSTEX for S o v e r n k r  13. 1970 , 

(35 FR. 17406). i 
Internal Revenuc Service . P A ~ C U I B  1. s c t i o n  1 . 1  is / 

126 CFR Part 1 1 amended to read as f~llcscs: 

INCOME TAX 

Infernal Revenue S t ~ i c e  (b)  Obligations Fcxed by or  on beh=lr , 

126 CFR Part 1 I of a3p  S:ate or locd  ~&s~err?m?r.*a: u i t  ; 
by constirnted authorjtics em?ol:& to I 

INCOME TAX 
Arbitrase bonds - 

~ o t i c e ' b  hc:&y gircn t'x: the repull-  
t i om set for th  in knktjr-c :om in t h e  
attac!:ed appesciix L-e pxcxserf  to be  
prescribed by the CO-;air of I n -  
tellla1 Revezlue, with the  =r,.-o* of rke 
Secretx-y @f t h e  T r e 2 j . ~ ~  J r  h i s  Grle- 
pate. Ro: to t h e  Faz~! a d z x c n  of such 
rc,Ylatiocs. c o d e r a E o r r  ra be giS;en 

b>ce s!c! ob1iga:ions are L!c 0 5 ~ 3 t l c n s  ' 
of such 3 unit. Xozever. section 163 ;a) 
(1) m d  th:s sectior! do not 3251r to iz- 1 
d u t i . J  development bonds e sce3 t  3s 
otherr ise prodled  in section I03  ( c )  . o r  
to ~ r b i t m g e  bends except as orlerr.ize ; 
proS.5ded in sec: ia  lG3Cd). S e  22:- . 
tion 103(c) .and I f  1.103-7 W.r~&h ! 
1.163-12 for t he  r u ! ~  ~0ZuX3lkz h2:- ! 
est peid on i.cdutri31 S c v e ' c p x s c  5 ~ C s .  i 
See sectisn 103:d) and $ 3  1.103-;3 a r d  : 

t o  m y  c o r r n a i s  o r  suzzes-- = G i n -  1~103-14 for t he  r d ~  concerning i=?zr- - ~ ~ - - -  
ing thereto ~ 5 c . k .  x-• L3 i - *ed  3 t-rit- 
lng (p:e:enb:~ six copies) -a tkc Com- 
missioner of ward P&xenu~. At4&n- 
tion: CC:LR:T. W a s b k m z .  D.C. 20224 
by July 25. 1972. Any rc:*s cczznents  
or s~p,oesUors ~t s p e c i z c a y  d&,-tcd 
a con!!denEal in acmrdacz d t h  26 
CFR 601.601(b) may -be &metby any 
p e m n  up03 -tan mi,~~k...sr3 per- 
son ~ r ; b m i : ~  wrirl-n c c - m t s  cr s&-- 
gestions who desires a3 o > m r t m i t y  to 
comment onLly at a pnSiic hearing o n  
these proposed re,su?lthu should sub,-Lif 
his request, in rritlrg. tc, t h e  C o d -  
done r  by July 25.1972 A pu5lic beanng 
will be htld and no;ict of ths- time. 
place, and  d3:e is &ziul'a~rnmly p a -  
k h e d  herewith. T h e  prmored regrla- 
tiom are b be itsued u r d v  the an- 
thority conblr;ed h sectians 103(d) 
a n d  7E95 O! t h e  htunal Revnne  Code 
of 1954 (83 S b t  656, 68.4 Sbt.  317; 26 
V.S.C. 103.5805). 

In  order to coa iorm t k  L Y o c e  Tax 
ref lat ions (26 C m  P= I) to cermn 
amendments rcac!t b t 3 e  hterctl Reve- 
nue  Code of 1954 by section 5 C 1 0 )  of t h e  
Tax Fleforrn Act of 1969 ( 8 3  SLaL 656). 
relating t4 a.rbi6s,ge back such r e s l a -  
U o r ~  a r e  h e r e t p  ac.exJd 3s w t  f o r t h  
b e l c ~ .  Section 1.103-13 of the re.da- 
t l om hereby ar!o>tcd w r p e e -  the 
p r o - d o -  of f 13.4 of this c-bpter r h l c h  

- . - - - - - 

cst paid on a!.bj:mgn kmnds. Ce:%*.:3LeS 
issued by a politi=*! sutdirision for 2U'J- i 

lie im>.qvemenk (such s sene-% :ide- 
v:31Jis. Sli'eeS, ek.) ahicb are e\-;c!rr.m 
of special asscssmmu as-3 -3c 
propercr. which hSsmen%S becaze a 
lien o z h t  such pro2e1ty a n d  x%md 'h 
political subc!i\ision is r g u i i e d  t> r ~ -  

force. are, for p u m c w s  or Lkis secE?a 
ob1i:atlon.s of t\e politiczl s12-Zo~Xc3 
even though the  obligations are 'a be 
sltisfied out of s;ecial P& and s o t  out 
of penerjl funds or kxes. f a r  ,oLTcjes 
of this Ztctlon. the  t e n  ' ~ E t i u I  sub- I dirision* dmotes m y  din-*:on of a Y  I 

S w  or locll govercmerrtal mi: ~k-2 : 
b a municipal corpozttion. or to ~ : ? i c h  
h a  been de!embrd t ! e  ,-1&: 8 s c r i - ; e  ! 
part of the  soverefz powu of t3e miit 
As thus def ied .  a plltical s u b d i r - 0 3  31 
m y  S b t e  or lo& gcverrmentzl d t  mr,y 
o r  may =of h:!ude spm-a1 s p - r m c ~ ~ t  
districts so crfated xch as rmd .  7-tc-r. 
seaer. CLS. Light. rcdamaUon, dr3-ge. 
irr;;ation. leve?. school. hz r to r .  port im- 
p r o m m t .  arid similar districts and di- 
visions of any such unif 

PAL 2. Thcre :re inserted immedlatcly 
af ter  f 1.103-12 the fol!owing new  s x -  
uom: 

1.10L13 .\rbitmge Lon& 
(a) Scrrpe--41) In generd t'odff see- 

Uon 1031dl ( I ) .  any ~ h i t n g e  band  r . an  
be trclted as m o b l i s u o n  not desc -~bcd  



in zcction 103ta) (1) and f 1.103-1. Tnus. 
Lhe 13:erest on an a r b i r ~ e  bond rill be 
inclcdtd h p r o s  k c o n e  and sr;bJecL to 
Fedcnl income tasltion. Is gmeral. u- 
bit;a;e bonds ere o S l i , ~ ~ o c s  k c d  by 
a S;n's or I w l  pl,rencnm-ial Wt. the  
prcceeds of which arr reasonably cx- 
pec*Lcd to b? csed to accuire orher obIipa- 
t.!c~ru where t.9e yidd on such ~ l ~ i r c d  
obiice tions Kill be , r i a teEr l l i  higher ttan 
the rirld on the gwernmen-A o b b -  
t ionr The term 'arbitrage band" ts de- 
dried in pars-nph (b) (1) of Ltzis s a o n .  

C ~ d e r  p ~ - = ? h  (a) of f 1.103-14. Lbe 
bse-4x;lta: of JLI o: s partlon of the pro- 
c z &  of ZI &ue 0: obUlUcm for a te:i~- 
porzry pe r id  or periods MU not caw- 
such obL-tioru to & arbitrage boc& re- 
ga.xEe5s of CIS 5ie!d produtxe by ,such 
bsesmesrr. S L ! r l y .  mder pa-aplaph 
(9 of j 1.10Sl4. the nves4z.er: of a por- 
tion of the pr~cee& ss a ressoo?blp re- 
q ~ i r e d  rser-• or :e?lacerr.e.rlt fw.d *Fill 
not c a s e  such 05ii:~Cio~ to be arbi',a:c 
bonds r e g ~ r C e s  =I the $c!d pmal;ed 5y 
such icvestro-?ts. &en if s- obli=a!ion 
is not an arkrragc bond rmder section 
103(d), su* bond n a p  nev:rthelcs k 
trea:td as an ob1i;ration r.XA is not 
descnkd in scztion 1C3(~)(1) sod 
f 1.103-1 if it is a= iqdwtrid deveiop- 
ment bond r c c e r  c x C o n  103(c). For rG- 
ul~tiom x to speciz! kuer  of r'ed9aI 
Trrdurg  oblizstio?~ 0Ecr.d to State a d  
locrl gotemrr?cr.tal units. see 31 CFR 
Pzr: 344. 

(2) Rcc50nablc er?ectcfbns-(1) Un- 
der section 1031d) (2).  the determina- 
tion whc21cr za ob;i:alic;n is ail 

-srbi!r,ze bor.d" de?eni!s upos t!!e rez- 
sona5;t esgeck:iom. as GI t!!e &te or 
r?lc it.;ue, nith :e;%ct to the uses to be 

. n l d e  o clle ProceeCs of thc issze. T5-3. 
&-I rrYlig33cjn is ~ o t  u ixl;itm;a Lclnd ii 
ir is reuo2ahly e s ~ t c k d  or. b e  c'zte of 
issao l k t  groceets of tile i;1c2 nill 
r c t  be tced ia a x a r c r  &st ao'dd 
callss tbe oL!i~=ti?;lr Lo te ''z..,-tjtr~ye 
bs.?ds" w C e r  s?c:im lO:<d) 42). thrs 
sectic3.-u?a f 1.103-14. Except zs pro- 
\52ed in suSdivSon ( iv i  of this acS- 
parazrr=h, L!c reksonnble enxectzti?rs 
uith rcqect  'Yo the uce or the proceeds 
of a myerrrr.w:a c5lfgaCm r e y  be 
cstabiihtd by ei :kr  or the l e r h o t s  
l2ccr.bed i7 suLiivkions lii) or of 
this sub;;ragr:gh. 

(li) A Eta2 or 1oc-J p~rer=e=!al wit 
lcay certfg. in the bond inde-tue or a 
relatod doccacrt ,  &t oa the b x i s  cf 
tke facts Pnd c h m t a n c e s  ia ex=rtr::ce 
on the date of ksuc, a36  set fort3 21 
scch inlent- re or re!ated d o c x n c ~ : : ,  it 

is r2t e.-cted that *e ;rotted5 of CC 
k q e  of ~ ~ U C J : ~ O L ~  F-2 & USed fn a 
=.mu *.at ao.dc! cr'.se Such cbliga- . 
( i o u  to & arbi:rz:e b ~ & .  t x p c -  
u c n  & d s e . '  rer=oLatle ,&es j 
i t  KG-Ad k cia, to 2 r m ~ 3 b l y  pnrdent I 
x m n  b * g  tks d G *  C! 
p o g ~ s e d  by bc4nd couls?!. U3dr.rcite.x 
or  o?3er p e m z  b 7 i g  sxcizlbxi ' 
hou ledge  in such 6Cils. that s ~ ~ h  ex- 
--tion is SO: r e ~ c ~ ~ b ' . ~ . .  A certtca- 

by the ~ ~ e r  IX,<ET t?k su5LivAon ' 
j~ not aZecAkc! by s i k ~ u m f  e v a t s  
=hi& coed  not  hz*ve been rwr.;5ly . 
c z w t e d  on the  c!3:t o: i-me by m:h 
a rcssc;lrb:y p2-der t  ; e m  

(ifi) Alternztlrdp. the ='ate or Ioczl 
govrr.nm~'dl vait x y  t s - z z b L 5  a I-- 
sozable expectation by a cz7rzm-L. ta tl;r 
purchsers or &e 052za5ors  os-e? 
in thk'bs-6 hdezture o: a re'kkd I x z -  

I 
ma:, t b t  tht i s s u ~  fl U i e  n o  use 
of the pm& cf ar kszlz of o%isYcx 
a3:h. L' such uje had ken reasc=zb!z 
expected on t S e  &b of &'le of r d r A  
ob;i:atiom, sould Save cecred su;h 
oblgatiocs h be b - b i a y e  lxiads. Thc 
covenzzzt 'ltmcst 4mpcse 0 5 l i ~ t i o a  cr. 
TAe bsuer to  comp!!: +.'.ti e e  reqL-c- 
m-ts of tectlcln 1C3(12. t U  spx?icn. 
and 5 1.10?-14. thrr::b=.=: the kr;r of 
the  h u e .  Thus. for +z~-->le. the Stz6*e 
or low3 gorersme3'd "- z i t  rczp esbk5- 
1 M  a reesc=?ie a-bklo= E d t r  i E s  
s;l3&;5sion ~ h c e  t k e  Zn:*s c d  ceca- 
s t a c e s  es of tk? &'& oi Lvca &-e r o t  
soS5ci-=atly cleu. for 2 CP?~UUZ?I d y  
s~5&iman (5) of s l r 5 p z n ~ n p h .  

(IS) T k e  Ccmn:T. io~er  z m p  girt 20- 
tice by pm2czfion in Uit 3 t e r r d  P.$?e- 
nu2 Bdletin the t  t!!: sk'vr-rents o: cer- 
tibca'im cr tLe cover;-d's of a Sra?c or 
local p v e r u a k l  lzzit =cap z o t  bc 
reLic2 up03 +.th r e s F c t  +a k!~.r cl go-;- 
c m e n t a l  o5;izz:ions to be W e d  5y it 
suSs%uer.t to the  &KC ~f publiztisn of 
such notice. If m c h  no::rc f?= b ~ n  pub- 
lkhe&.neither the ccrScz:ion zs to -- , 
cZ&c expectations dscribcd !n su3dir-i-. 
don  (ii) c: tkls s c 5 p z . 1 ~ ~ p b .  s 3 r  the I 
cotenznt d s c r 2 ~ d  !n ,c=?zSrizica 
of tkk s ; 5 p ~ - r 3 r f i .  527 bz n l k d  upca 
*L! r ~ s t c t  to mr 0 Y ! i , - 2 5 ~  h u e d  by 

I 
.the S a t e  ur 1-1 ~merr=z3'd af te  ; 
e e  d a k  o: such noGce L-2-2 it 5 a l 3 S -  , 
h h ~ d  pircr to the  dzte of -d s d b s e q u a t  . 
&,cue !:, t!e ratk:actic.> oi t h e  C C ~ ~ S -  
sioncr or  his de!exate lhzt scCi c G 3 u -  . 
ti03 cr cc.cnz?t n2.y be r ~ L d  UCOU. KO 
St=:e or  locd  gove.-c'A u=Jt 
be B:ed i z ~  rilh no3ce clless the wit I 
hzs been zdvked *that scLz a W - 3 Z  is i 
coz~tcspl::ed - a d  a:?. ' 1 c  has b e ~ s  I 
d~en m cppo:t.i:y to c c = ~ t  &ereon 1 
mien tl~c.Co=&cijr,cr or L:C c!eie~-'~. 

(3) E5cctir.e i a l c .  T h e  yrs~iz ions  of 
s c 3 c n  1@3!d) apply e.21 r-ct t3 ob- 
l iy3tions 'c:ced alter 0c:aber 9, 1559. 
See ~ a n ~ r a p 1 . 1  Cb) (7  I of -a,is $e:ZC=l for ( 
&&niCon of t he  km *Ct-=e of Issue." 1 


