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BY CARY, Chairman:

This is a case of first impression and one of signal importance in our administration of the Federal securities acts.  It involves a selling broker who executes a solicited order and sells for discretionary accounts (including that of his wife) upon an exchange. The crucial question is what are the duties of such a broker after receiving nonpublic information as to a company's dividend action from a director who is employed by the same brokerage firm.

These proceedings were instituted to determine whether Cady, Roberts & Co.  ('registrant') [fn] and Robert M. Gintel ('Gintel'), the selling broker and a partner of the registrant, willfully violated the 'anti‑fraud' provisions of Section 10(b) of the Securities Exchange Act of 1934 (Exchange Act'), Rule 10b‑ 5 issued under that Act, and Section 17(a) of the Securities Act of 1933 ('Securities Act') and, if so, whether any disciplinary action is necessary or appropriate in the public interest. . .

The facts are as follows:
. . .

On the morning of November 25, the Curtiss‑Wright directors, including J. Cheever Cowdin ('Cowdin'), then a registered representative of registrant4, met to consider, among other things, the declaration of a quarterly dividend.  The company had paid a dividend, although not earned, of $.625 per share for each of the first three quarters of 1959.  The Curtiss‑Wright board, over the objections of Hurley, who favored declaration of a dividend at the same rate as in the prior quarters, approved a dividend for the fourth quarter at the reduced rate of $.375 per share.  At approximately 11:00 a.m., the board authorized transmission of information of this action by telegram to the New York Stock Exchange.  The Secretary of Curtiss‑Wright immediately left the meeting room to arrange for this communication. There was a short delay in the transmission of the telegram because of a typing problem and the telegram, although transmitted to Western Union at 11:12 a.m., was not delivered to the Exchange until 12:29 p.m.  It had been customary for the company also to advise the Dow Jones News Ticker Service of any dividend action.  However, apparently through some mistake or inadvertence, the Wall Street Journal was not given the news until approximately 11:45 a.m. and the announcement did not appear on the Dow Jones ticker tape until 11:48 a.m.

Sometime after the dividend decision, there was a recess of the Curtiss‑Wright directors' meeting, during which Cowdin telephoned registrant's office and left a message for Gintel that the dividend had been cut.  Upon receiving this information, Gintel entered two sell orders for execution on the Exchange, one to sell 2,000 shares of Curtiss‑Wright stock for 10 accounts, and the other to sell short 5,000 shares for 11 accounts. [fn]  Four hundred of the 5,000 shares were sold for three of Cowdin's customers.  According to Cowdin, pursuant to directions from his clients, he had given instructions to Gintel to take profits on these 400 shares if the stock took a 'run‑up.'  These orders were executed at 11:15 and 11:18 a.m. at 40 1/4 and 40 3/8, respectively. [fn]

When the dividend announcement appeared on the Dow Jones tape at 11:48 a.m., the Exchange was compelled to suspend trading in Curtiss‑Wright because of the large number of sell orders.  Trading in Curtiss‑Wright stock was resumed at 1:59 p.m. at 36 1/2 ranged during the balance of the day between 34 1/8 and 37, and closed at 34 7/8.

VIOLATION OF ANTI‑FRAUD PROVISIONS

So many times that citation is unnecessary, we have indicated that the purchase and sale of securities is a field in special need of regulation for the protection of investors.  To this end one of the major purposes of the securities acts is the prevention of fraud, manipulation or deception in connection with securities transactions. Consistent with this objective, Section 17(a) of the Securities Act, Section 10(b) of the Exchange Act and Rule 10b‑5, issued under that Section, [fn] are broad remedial provisions aimed at reaching misleading or deceptive activities, whether or not they are precisely and technically sufficient to sustain a common law action for fraud and deceit. [fn]  Indeed, despite the decline in importance of a 'Federal rule' in the light of Erie R. Co. v. Tompkins, [fn] the securities acts may be said to have generated a wholly new and far‑reaching body of Federal corporation law. [fn]

Section 17(a) and Rule 10b‑5, . . .are not intended as a specification of particular acts or practices which constitute fraud, but rather are designed to encompass the infinite variety of devices by which undue advantage may be taken of investors and others. [fn]

Section 17 and Rule 10b‑5 apply to securities transactions by 'any person.'  Misrepresentations will lie within their ambit, no matter who the speaker may be.  An affirmative duty to disclose material information has been traditionally imposed on corporate 'insiders,' particularly officers, directors, or controlling stockholders.  We, and the courts have consistently held that insiders must disclose material facts which are known to them by virtue of their position but which are not known to persons with whom they deal and which, if known, would affect their investment judgment.  Failure to make disclosure in these circumstances constitutes a violation of the anti‑fraud provisions. [fn]  If, on the other hand, disclosure prior to effecting a purchase or sale would be improper or unrealistic under the circumstances, we believe the alternative is to forego the transaction.

The ingredients are here and we accordingly find that Gintel willfully violated Sections 17(a) and 10(b) and Rule 10b‑5.  We also find a similar violation by the registrant, since the actions of Gintel, a member of registrant, in the course of his employment are to be regarded as actions of registrant itself. [fn]  It was obvious that a reduction in the quarterly dividend by the Board of Directors was a material fact which could be expected to have an adverse impact on the market price of the company's stock.  The rapidity with which Gintel acted upon receipt of the information confirms his own recognition of that conclusion.

We have already noted that the anti‑fraud provisions are phrased in terms of  'any person' and that a special obligation has been traditionally required of corporate insiders, e.g., officers, directors and controlling stockholders. These three groups, however, do not exhaust the classes of persons upon whom there is such an obligation. Analytically, the obligation rests on two principal elements; first, the existence of a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone, [fn] and second, the inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing.  In considering these elements under the broad language of the anti‑fraud provisions we are not to be circumscribed by fine distinctions and rigid classifications. [fn]  Thus our task here is to identify those persons who are in a special relationship with a company and privy to its internal affairs, and thereby suffer correlative duties in trading in its securities.  Intimacy demands restraint lest the uninformed be exploited.

The facts here impose on Gintel the responsibilities of those commonly referred to as 'insiders.'  He received the information prior to its public release from a director of Curtiss‑Wright, Cowdin, who was associated with the registrant.  Cowdin's relationship to the company clearly prohibited him from selling the securities affected by the information without disclosure.  By logical sequence, it should prohibit Gintel, a partner of registrant. [fn] This prohibition extends not only over his own account, but to selling for discretionary accounts and soliciting and executing other orders.  In somewhat analogous circumstances, we have charged a broker‑dealer who effects securities transactions for an insider and who knows that the insider possesses non‑public material information with the affirmative duty to make appropriate disclosure or dissociate himself appropriate disclosures or dissociate himself from the transaction.

The three main subdivisions of Section 17 and Rule 10b‑5 have been considered to be mutually supporting rather than mutually exclusive. Thus, a breach of duty of disclosure may be viewed as a device or scheme, an implied misrepresentation, and an act or practice, violative of all three subdivisions. [fn]  Respondents argue that only clause (3) may be applicable here.  We hold that, in these circumstances, Gintel's conduct at least violated clause (3) as a practice which operated as a fraud or deceit upon the purchasers.  Therefore, we need not decide the scope of clauses (1) and (2). [fn]

We cannot accept respondents' contention that an insider's responsibility is limited to existing stockholders and that he has no special duties when sales of securities are made to non‑stockholders. [fn]  This approach is too narrow.  It ignores the plight of the buying public‑‑wholly unprotected from the misuse of special information.

Neither the statutes nor Rule 10b‑5 establish artificial walls of responsibility.  Section 17 of the Securities Act, explicity states that it shall be unlawful for any person in the offer or sale of securities to do certain prescribed acts.  Although the primary function of Rule 10b‑5 was to extend a remedy to a defrauded seller, the courts and this Commission have held that it is also applicable to a defrauded buyer. [fn]  There is no valid reason why persons who purchase stock from an officer, director or other person having the responsibilities of an 'insider' should not have the same protection afforded by disclosure of special information as persons who sell stock to them.  Whatever distinctions may have existed at common law based on the view that an officer or director may stand in a fiduciary relationship to existing stockholders from whom he purchases but not to members of the public to whom he sells, it is clearly not appropriate to introduce these into the broader anti‑ fraud concepts embodied in the securities acts. [fn]

Respondents further assert that they made no express representations and did not in any way manipulate the market, and urge that in a transaction on an exchange there is no further duty such as may be required in a 'face‑to‑face' transaction. [fn]  We reject this suggestion.  It would be anomalous indeed if the protection afforded by the antifraud provisions were withdrawn from transactions effected on exchanges, primary markets for securities transactions.  If purchasers on an exchange had available material information known by a selling insider, we may assume that their investment judgment would be affected and their decision whether to buy might accordingly be modified. Consequently, any sales by the insider must await disclosure of the information. [fn]

. . .

4 FN4  Mr. Cowdin, who died in September 1960, was a registered representative of the registrant from July 1956 until March 1960, and was also a member of the board of directors of Curtiss�Wright, having first been elected in 1929.
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