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BLUE CHIP STAMPS
V.

MANOR DRUG STORES

Summary: This case

Preliminary Memo

T
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Cert. to CA 9 / g"i w%y

(Browning, Choyp
dissenting)

Hufstedler ﬁg '

Federal/Civil (Securities)

presents the question of thé continuing

viability of Birnbaum v. MNewport Steel Corp., 193 F.2d 461 (2d Cir.),

cert, denied, 343 U.S. 905 (1952) which limited the plaintiff class

in Rule 10 (b) (5) damage actions to actual purchasers or sellers of
securities in the transaction called into gquestjon.

immediate case were required to be offered certain shares of Blue

Chip as part of a plan of reorganization incorporated in an

Resps in the
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antitrust consent decree. Because of an allegedly misleading oyer-

pessimistic prospectus, they did not purchase the offered shares.

i

They later filed suit in USDC, seeking the difference between the

offering price of the shares and their asserted fair market value.
They presented three éhauriea: liability of petrs under 10 (b) (5);
liability under §12 of the 1933 Securities Act [1l5 U.S.C. §77L]:
and liability of petr to them under the consent decree as its third

party beneficiaries, The complaint was dismissed for failure to

state a claim by USDC (Kelleher] because of the literal inappli-
cability of §l12, the wording of the consent decree, and the failure
to satisfy the Birnbaum standing regquirement for Rule 10(b) (5). A

panel of the 9th Circuit reversed holding that resps did have 10 (b)
iy et "

{5) standing (without passing on the remaining claims) over a
vigorous dissent by Judge Hufstedler and the 9th Circuit denied

rehearing en banc with f}ve judges dissenting. Petr now renews

his Birnbaum argument before this Court.

— e —m—— ———— —

Facts: Blue Chip Stamp is a company engaged in providing and

redeeming trading stamps used by retail stores. Until 1967, it was

90% owned by eight large chain grocery corporations (also petrs
here and defendants below) who used its stamps. A number of other
small retailers also used the stamps but owned none of Blue Chip's

stock. An antitrust consent decree entered in that year between

it

the Government and the petrs provided for a reorganization of Blue

Chip in order to reduce the % of its shares held by the big retailers

e i
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and increase the % of shares held by smaller retailers. The decree

provided that {after a change of name reorganization was consumated)
Blue Chip was to make an offering of 621,000 shares (43% of the
company) first to the small retailers with any unpurchased shares

being offered to others. The number of shares offered to each

small retailer was proportional to his prior stamp usage, The
— -
offering was in package units with each package costing $100 and

consisting of three shares of common stock and one $100 completely
subordinated debenture, Resps allege that the actual fair market
value of this package was §315.

Some 60% of the offering was purchased by small retailers.

The remaining 40% was not and resps as class representatives of the

non-accepting retailers seek some $20 million dollars in damages,
e c— - '

representing the aggregate of the difference between the offering
price of the non-accepted shares and the allegedly higher fair
market value of the non-accepted shares at the time of sale. The
gravamen of resps' complaint is that the prospectus distributed in
connection with the offering (as regquired by §4 of the 1933

Securities Act) was materially misleading in its over-pessimistic

description of Blue Chip and its prospects. For example, the
prospectus listed as potential contingent liabilities some $29
million in pending legal claims against Blue Chip although the
company and its control shareholders knew that many of these

claims ware frivolous and in fact later settled these claims for



slightly over $1 million.

Rule 10(b) (5), adopted pursuant to §10(b) of the 1934 Securities
Exchange Act and similar in language to that section, provides in
pertinent part that "it shall be unlawful for any person, directly
or indirectly, . . . (a) to employ any device, scheme, or artifice

to defraud, . . . in connection with the purchase or sale of any

security."

Contention: The sole guestion presented in this petition is

whether the CA erred in holding that the resps, who neither purchased

r L
nor scld securities, had the requisite standing to maintain a damage

action under Rule lO0JBL) (5).

The CA majority [Pet. at Al-All] reasoned that the purpose of

the statute and rule were to insure a well informed body of investors
so that the absence of a purchase or sale by a named plaintiff was
irrelevant to the rule's cbjective, noting for example that the SEC
in an amicus brief in this case called for total abandonment of
Birnbaum's purchaser/seller standing requirement. Various cases for
example allowed plaintiffs, who could not maintain a damage action
because of failure to meet the purchaser/seller rule, to maintain an
action for injunctive relief. To the extent that the standing rule
remains applicable, it does so only where other factors not presented

in the instant case are present. Normally where the plaintiff has

neither purchased nor sold, it is impossible for him to prove either

that he would have done so if the misleading conduct had not occurred

— 2 ——
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or at what price and when he would have done so. Thus the purchaser/
seller "standing" rule is only a shorthand for saying that on the
alleged facts there is a failure of proof on both causality and loss.
Where a prior contractual relationship such as an option exists, the
“standing" rule does not apply since there is objective proof of an
intent to purchase or sell and a measure of damages may he determined,

Here the consent decree was the "functional equivalent" of a

prior contractual arrangement since it apecifieq a discrete group of
offerees and a fixed price. It provides objective evidence of both
causality and damages and hence the "standing"” requirement simply
doesn't apply. ' - "

wn

Judge Hufstedler didn't agree. The decision cnnflictgﬁthnau
i

of every other circuit applying the purchaser/seller standing rule and

seeks to use a legal fiction to expand the reach of lﬂib}}E}. While

decisions do recognize that plaintiffs holding contractual obligations
to purchase/sell (such as options or puts) do have standing even in
the absence of an executed purchase or sale, they do so because the

statute itself [15 U.S5.C. §78c(a)] says that "the terms 'buy' and

'purchase’ each include any contract to buy, purchase, or otherwise
g L = —

acquire", A consent decree of course is not such a contract under
this Court's decisions. It creates no rights of enforcement in

either the potential purchaser or the potential seller under a long
line of this Court's decisions. If the standing rule exists, then

the presence or absence of proof of causation or damages is irrelevant



i |

toc whether or not it is met. Although injunctive relief has been
granted to non-Birnbaum plaintiffs, this is because preventive
relief ought not be denied where the fraud hasn't been consumated
and because this form of relief doesn't involve the staggering
exposures to liability involved in damage suits by non-purchasers
and non-sellers. There is no logical distinction between these
non-purchaser offerees and any others in a public offering. At

the heart of the majority's decision is a misunderstanding of the
role of standing in the federal system. It is not a form of snap
judgement on the nature of the plaintiff's proof but rather a
confinement of remedy to that class of persons whom Congress intended
to have it. The loosening or elimination of the purchaser/seller
rule may incrementally increase disclosure but it will certainly
generate additional federal litigation, impose draconian damages on
offerors drastically increasing the cost of marketing securities,
invite strike suits, and drastically unsettle the market through
adding new, and unknown risk factors. If the decision of the
majority applies only to this discrete group of offerees, then it is
simply bad law since there is no meaningful distinction between them
and other non-purchasers. It 1s more likely that this decision
reaches all non-purchasers who may now await market developments
without risk, claiming deception caused non-buying if the value of
the securities proves more promising than the offeror's glum

predictions or claiming that deception caused non-selling if a rosy

prospectus is followed by a market decline.
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The USDC mechanically applied Birnbaum's purchaser/seller rule.
Petrs generally repeat the CA dissent. They puint-nut that the 24,
3rd, 5th, 6th, and 8th Circuits apply Birnbaum while the 7th Circuit

followed the 9th Circuit's lead in Eason v. General Motors Acceptance

Corp., 490 F.2d 654 (7th Cir. 1973), cert. denied, 42 U.S.L.W. 3595

(april 22, 1974) (Burger, C.J., Douglas and White, J.J. dissenting
from denial: Powell, J. not participating). They further argue that
even Eason is distinguishable since the fraud alleged there was in
connection with a transfer of securities whereas here there was no
transfer and resps aren't purchasers, sellers, or investors. They
point out that many cases have held that there are no derivative
individual rights from an anti-trust consent decree. [Pet. at 19-22].
Finally, they argue that the decision conflicts with the entire policy
of the 1933 and 1934 Acts which was to encourage disclosure of all
possible adverse aspects of a company in order to preclude "puffing"
of securities.

Resps argue that the instant decision is not in conflict with
Birnbaum since only a purely mechanistic application of Birnbaum
would have denied them standing. Because of their right or entitlement
to purchase the shares under the consent decree, they stand in the
same position as an option holder. They valiantly seek to distinguish
many cases applying the Birnmbaum rule and rely on Eason.

Discussion: The status of the Birnbaum doctrine in light of

this decision and that in Eason is perhaps the most fundamental
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unsettled guestion in the federal securities area. This decision
constitutes a thinly veiled overruling of the doctrine in the 9th
Circuit as Judge Hufstedler points out and replaces the purchaser/
gseller rule with an inguiry into the guantum of available evidence

on causation and damages. Because the federal securities laws apply
largely to issuers listed on national exchanges, whose shares are sold
interstate, and because of the extremely important ramifications of
the elimination of the rule, the current conflicting decisions create
grave and unfair business uncertainties,

For example, §§ 11l and 12 of the 1933 Act, taken together with
Birnbaum under R. 10(b) {5}, have meant that only actual purchasers
of newly offered shares could recover for inaccuracies in a pro-
spectus. Such purchasers of course have nothing to recover if the
prospectus was over-gloomy and the company does better than the
prospectus indicates. The result has been consistently over-
pessimistic prospectuses as a hedge against potential liability.
Exit Birnbaum and in comes the ﬁisappuintedIEEErpurchaser fofree
with a 10(b) (5) cause of action.

The opinions in the case fully articulate the factors going
either way and the status of this rule ought to be decided by the
Court.

There is a response,

10/29/74 0'Neill Ops in Pet,
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BENCH MEMORANDUM

TO: Mr. Justice Powell DATE: March 18, 1975
FROM: Penny Clark

No. 74-124 Blue Chip Stamps v. Manor Drug Stores

The issue in this case 1s whether § 10(b) of the
Securities Exchange Act of 1934 snd the SEC's Rule 10b-5
afford a cause of action for damages to a person who alleges
that fraudulent misrepresentations within the definition of
that rule causedhim not to buy a security that he could have
purchased, This is not an issue of standing, although it is
usually described in those terms. It has nothing to do with
Article III; it is solely an issue of the scope of the 10b-5

cause of action. This Court has never endorsed the Birmbaum
| rule and is writing on a clean slate. '

1 see two steps in the analysis of the issue: first,
whether a person fraudulently induced not to buy a security
is within the scope of protection of the securities acts;
second, even 1f he is, whether the class of injuries is so
speculative that, as a matter of policy, the Court should
deny recovery in damages.

Question one. The SEC's amicus brief takes the position
that the securities acts were intended to protect all
investors from misrepresentation in commection with all

securities tramnsactions. Petitioner takes a narrower view
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asserting that the securitles acts are primarily designed

to prevent "puffing', and that nver&ﬁphaaia of negative

factors in a prospectus does not violate the policies of the

acts. This seems too marrow a view of the securities acts.

Section 10(b) and Rule 10b-5 have no such restrictions: they

prohibit all misrepresentations and fraudulent silences &E.

comnection with securities transactions, whatever the effect
R g :

on investors or potential investors. I cem easily imagine

a fraudulent scheme in which a bad guy trying to obtain control

of a corporation would put out false information to dissuade

other potential Investors from purchasing, or to induce current

stockholders to sell their holdings. I think both classes of

investors are within the umbrella of the securities acts'

protection. I would therefore shift the burden of the analysis

to the second question.

Question two. As & general proposition, 1 think it

canmot be denled that the class of claims by persons dissuaded
from buying securities is more speculative than the class of
claims by persons who were induced to buy, to sell, or to hold
securities they already owned. All of these categories include
a certain number of speculative problems: "what I would ha?e
done if I had known the truth" is always difficult of pronf;

—

The %ﬁgues are even more speculative in class actionms.
Nonetheless, if there is an actual purchase or sale, there
is a point of reference for measuring damages. And if the
plaintiff claims that he held securities that would have




sold but for the defendant's fraud, we at least know how
many shares he owned. Even when there is only a contract for
sale or purchase of securities, the plaintiff's claim that he

or exercise tha optiow)
was induced not to homor the contrac hhas some ring of certainty.
In a case like Blue Chip Stamps, however, the only certain

factor is the maximum subscription each plaintiff was offered.

S ——

(And most cases of claimants who were persuaded not to buy
will lack even that benchmark.) To prove injury, the plaintiff
should have to establish that he intended to buy a certain
number of shares, that he had or could have obtained the money
to purchase them, and that the defendant's misrepresentation
induced him not to buy the stock. 1If he should establish all
this, there is still a question whether his injury - loss of

a speculative chance of gain - should be cognizable in damages.
The claimant has suffered mo out-of-pocket loss. In Blue

Chip Stamps, the respondents ask the difference between the
"bargain" price of the offering and the market value of the

gecurities as of the time they were offered. This measures
the respondents’ loss of an expectation, however, and even

at that 1s more certain than the expectation loss of most
persoms who would claim they were fraudulently dissuaded from
purchasing a security, 1In sum, the category of claims that
Blue Chip Stamps represents is more speculative than other
categories of actions under Rule 10b-5. One can reasonably
expect that far more of these suits would be started than
won, especially 1f the plaintiffs are required to sustain

an appropriately severe burdem of proof.
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Against the problems of recognizing such a speculative
category of claims are the policles that prompted a private
cause of action under 10b-5 in the first place: the inadequacy
of the SEC's investigative and enforcement resources, and the
potential for reinforcement by private sults enforcing the
obligations imposed by the securities acts. Some of the civil
remedies expressly included in the statutes seem to have such
an enforcement purpose; not all are strictly compensatory.

The SEC says that private enforcement is helpful. Amicus
participation In this case, however, is not the only method
open to it for broadening the range of private enforcement:

the SEC's rulemaking power is probably broad emough to justify

changing Rule 10b-5 to eliminate any "purchaser-seller"

lipitation. Perhaps the rulemakers and the litigators have
a different set of priorities.

Recommendation: I see two alternatives: to hold that

persons dissuaded from buying securities may have a cause

of action under 10b=-5 if they meet an appropriate burden of
proof om reliance and injury; or to hold that there is no
cause of action. The practical difference between the two
choices is whether these cases will be dismissed for failure
to state a claim or whether they wlll go to summary judgment
or trial. My inclination is to deny the cause of action -
not on the basis of the mechanical "purchaser-seller" rule,

but because the claimed injury 1s too speculative to be



5,

cognizable in an action for damages. I think wholly different
considerations should apply if the issue is availability of
injunctive relief, and I would not embrace the purchaser-seller J?
rule as a general proyosigtinn but would await further

litigation in other factual settings.

P.C.

88
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v Sapreme Qonrt of the Ynited SnlFa
Waskington, B. §. 20513

May 9, 1975 L/

CHAMBIRS OF
JUSTICE HARRY A. BLACKMUM

Re: No, 74-124 - Blue Chip Stamps v. Manor Drug Stores

Dear Bill:

In due course I shall be writing a dissenting opinion for
this case.

Sincerely,

Mr, Justice Rehnquist

cc: The Conference
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Snpreme Qourt of the Ynited Statrs
TWaslington, B. . 20543

CHAMBERR OF
JUSTICE THURGOOD MARSHALL y May 12, 1875 ’

Re: No, 74-124 -- Blue Chip Stamps v. Manor Drug Stores

Dear Bill:
[ shall wait to see Harry's dissent,
Sincerely,

77

T. M.

Mr. Justice Rehnquist

ce: The Conference



Supreme Qourt of the Firited Stutes
Hashinglon, B. €. 205%3

CHAMBERS OF
JUSTICE POTTER STEWART

May 12, 1975

74-124 - Blue Chip Stamps, et al.
v. Manor Drug Stores, Elc.

Dear Bill,

I am glad to join your opinion for the
Court in this case,

Sincerely yours,
r ?S 5
il
Mr. Justice Rehnquist

Copies to the Conference



May 13, 1975

No. 74-124 Blue Chip Stamps v.
Menor Drug Stores

Dear Bill:
Please join me.
Sincerely,

Mr. Justice Relmquist

1fp/ss
cc: The Conference

Bill: In view of my special interest in this subject, I
m.mmmmiﬂ-
mmmrm

Li'i’l [ ] “-
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Suyreme Qourt of Hye Huited Siates
Wuslington, B. €. 205%3

CHAMBERS OF
JUSTICE BYRON R.WHITE

May 16, 1975
Re: No. 74-124 - Blue Chip Stamps v. Manor
Drug Stores

Dear Bill:
Please join me.

Sincerely,

Mr. Justice Rehnquist

Copies to Conference
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Bupreme Qonrt of Hye Hniled Stutes
Washington, B. €. 20543

CHAMDERS OF

SJUSTICE Wa, J, BREMNMNAN, JR. MaY 27 : 1975 | ‘/

RE: No. 74-124 Blue Chip Stamps v. Manor Drug
Stores, etc.

Dear Harry:

Please join me in your fine dissent.
Sincerely,

Mr. Justice EBlackmun

cc: The Conference
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Snpreme Qonrt of the Anited States
Washington, B. . 205%3
T BERS OF
THE CHIEF JUSTICE
May 29, 1975

Re: No. 74-124 - Blue Chip Stamps v. Manor Drug Stores

Dear Bill:
Please join me,

Regards,

Aidl%

Mr. Justice Rehnguist

Copies to the Conference



Supreme Gonrt of tye Muited States
Waslington, B. . 20543

CHAMBERS OF

JUSTICE THURGOOD MARS HALL June 2, 1875 V

Re: No. 74-124, Blue Chip Stamps v. Manor Drug Stores

Dear Lewis:
Please join me.

Sincerely,

T.M.
Mr, Justice Powell

cc: The Conference






June &, 1975

No. 74-124 Blue Chip Stamps v.
Manor Drug Stores, Etc.

Dear Potter:

Thank you for join my em:n:g opinion. You may
recall our cmrsatimlzout the maj being charged
with "callousness toward the investing public'", I enclose
a second draft of my concurring opinion, in which I respond
to Rarry's charges.

I have not yet circulated this draft, and would appreciate
your views.

Sincerely,

Mr. Justice Stewart

1fp/es



Supreme Court of thye Hnited States = g =
;I]hghn,a.q. 20543 A

CHAMBENS OF
LJUSTICE POTTER STEWART

June 4, 1975

Re: No. T4-124, Blue Chip Stamps v. Manor Drug
Stores

Dear Lewis,

I should appreciate your adding my name {0 your
concurring opinion in this case.

Sincerely yours,

53
Q/

Mr, Justice Powell

Copies to the Conference



CHAMBERS OF
JUSTICE POTTER STEWART

o —

Bupreme Qourt of the Hnited Sintes
Wushington, B. € 20543

June 5, 1975

No, 7T4-124 - Blue Chip Stamps v. Manor
Drug Stores, Etc,

Dear Lewis,

I think Part IT in your amended con-
curring opinion is fine, and gladly join it.
I have noted in pencil on page 1 of the en-
closed copy an extremely minor suggestion.

Sincerely yours,
79,
iy e

Mr. Justice Powell
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Tog: Tha Chief Jur*'nar
Mr. Justloi '
Mr. Justice 11 A
Mr. Justleoe Btdwn: '
Mr. Justloe White
Mr. Justioce Marshell
¥r. Justlos Blsckmun

u:-: Justioe Powslli~"
Trom: Rehnguist, 4.

cuuumudz\s_"ﬁ _ﬁ76_

Reoirculated:

bty a0 _ el Y
No. 74-124 "K et A
L — 5-"/
&rr MW"( 5 mﬁé’&ﬁiﬁ’é‘f ®48h) On Wit of Certiorari to the $0)7¢
6 '; T ! United States Court of Ap-
T Dru:‘Stum Vite peals for the Ninth Circuit,
ol IM"‘-’
&"sz-)-l'-\l',]g,?—"f' [May —, 1875] g

Mz, Jusrice Rernquist delivered the opinion of the ﬂ_uuu— —
Court.
w{q Aur This case requires us to consider whether the offerees M- ‘ i

of a stock offering, made pursuant to an antitrust consent
M decree and registered under the Securities Act of 1933, 15

Al ataslaA 1
T. 8. C. §77a ef seq. ("the 1933 Act”), may mAaintain g  er————
M @A~/ private cause of action for money damages where they Qnid. “ﬁié‘ﬂ-/
allege that the offeror has violated the provisions of Rule M
}—CLL 10b-5 of the Securities and Exchange Commission, but e

Pb 4 where they have neither purchased nor sold any of the o2 WJ_

offered shares. Bee Birnbaum v. Newport Steel Corp.,

P é ; EE "\ 108 F. 2d 461 (CA2), cert. denied, 343 U. 8. 956 (1952). M&wy#ﬁ&

I

In 1963 the United States filed a civil antitrust action
againgt Blue Chip Stamp Company (“Old Blue Chip"),
a company in the business of providing trading stamps to

0 -

/ & @_j 5 = ? retailers, and nine retailers who owned 909 of ita shares,

(M M {/_f 5 F, Supp. 432 (CD Cal. 1967), aff'd sub nom. Thrifty
Shoppers Script Co. v. U'mied Siates, 380 U. 8, ‘Bm\

In 1967 the action was terminated by the entry of a con-
j
’ 2
# - A ?

sent decree. United States v. Blue Chip Stamp Co., 272
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(1068).* The decree contemplated a plan of reorganiza-
tion whereby Old Blue Chip was to be merged into a
newly formed corporation “New Blue Chip,” The hold-
inga of the majority shareholders of Old Blue Chip were
to be reduced, and New Blue Chip, one of the petitioners
* here, was required under the plan to offer & substantial
number of its shares of common stock to retailers who
had used the stamp serviece in the past but who were not
shareholders in the old company, Under the terms of
the plan, the offering to nonshareholder users was to be
proportional to past stamp usage and the shares were to
be offered in units consisting of common stock and
debentures,

The reorganization plan was carried out, the offering
was registered with the SEC as raquired by the 1933 Act,
and a prospectus was distributed to all offerees as re-
quired by § 5 of that Act, 15 U, B. C. § 77e. Somewhat
more than 50% of the offered units were actually pur-
chased. In 1970, after the offering, respondent,
a former user of the stamp service and therefore an
offeree of the 1068 offering, filed this suit in the United
States Distriet Court for the Central Distriet of Cali-
fornia. Defendants below and petitioners here are Old
and New Blue Chip, eight of the nine majority share-
holders of Old Blue Chip, and the directors of New Blue
Chip (ecollectively called “Blue Chip").

Respondent’s complaint alleged, inter alia, that the
prospectus prepared and distributed by Blue Chip in
connection with the offering was materially misleading in
its overly pessimistic appraisal of Blue Chip's status and

1 Neither respondent nor any of the members of his alleged class
were parties to the sntitrust sction. The amtitrust decree jteell
provided no plan for the recrganisation of Cld Blue Chip but
inatead merely directed the parties to the consent deeree to present
ta the court such a plon. Appendix, at 27, 3L
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future prospects, It alleged that Blue Chip intentionally
made the prospectus averly pessimistic in order to dis-
coutage respondent and other members of the allegedly
large class whom il represents from accepting what was
intended to be a bargain offer, so that the rejected shares
might later be offered to the public at s higher price.
The complaint alleged that class members because of
and in reliance on the false and misleading prospectus
failed to purchase the offered units. Respondent there-
fore sought on behalf of the alleged class some $21,400,000
in damages representing the lost opportunity to purchase
the units; the right to purchese the previously rejected
units at the 1968 price, dnd in addition, it sought some
§25,000,000 in exemplary damages,

The anly portion of the litigation thus initiated which
ia before us iz whether respondent may base ita action
on Rule 10 {b){5) of the Securities end Exchange Com-
mission without having either bought or sold the shares
desoribed in the allegedly misleading prospectus. The
District Court dismissed respondent’s complaint for fail-
ure to stete a claim upon which relief might be granted.®
On appesl to the United States Court of Appeals for the
Ninth Cireuit, respondent pressed only his asserted elaim
under Rule 10b-5, and a divided panel of the Court of
Appesls sustained his position and reversed the District
Court.® After the Ninth Circuit denied rehearing en
bane, we granted Blue Chip's petition for certiorari.
— U. 8. —. Our consideration of the correctness of
the determination of the Court of Appeals requires us
fo consider what limitations there are on the class of
plaintiffs who mey maintain & private cause of action for
money damages for violation of Rule 10b-5, and whether
respondent was within that elass

® The Distriet Court opinion is reported at 338 F. Supp. 35.
* The Court of Appesle opinion is reported st 492 F. 24 138,

1 wet
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II

During the early days of the “New Deal,” Congress
enacted two landmark statutes regulating securities,
The Securities Act of 1933, 48 Btaf. 74, ss amended, 15
U. 8 C. §77a et seq., wae described as “an Act to pro-
vide full and fair disclosure of the character of securities
gold in interstate end foreign commerce and through
the mails, and to prevent frauds in the sale thereof, and
for other purposes.” The “Securities Exchange Act of
1934," 48 Stat. 881, a5 amended, 15 U, B, C. § 78 et seq.,
was deseribed as an Act “fo provide for the regulation of
securities exchanges and of over-the-counter markets
operating in interstate and foreign commerce and through
the mails, to prevent inequitable and unfair practices
on such exchanges and markets, and for other purposes.”

The various sections of the Act of 1933 dealt at some
length with the required contents of registration state-
menta and prospectuses, and expressly provided for
private civil causes of action. Seection 11 (a) gave a
~ right of action by reason of a false registration statement

to “any person acquiring” the security, and § 12 of that
Act gave & right to sue the seller of & security who had
engaged in proscribed practices with respect to pro-
spectuses and communieation o “the person purchasing
the sajd gecurity from him." —_—

“Thie Act of 1004 was divided into two titles. Title T
was denominated “regulation of securities exchanges
and Title IT was denominated “amendments to Seeuri-
ties Act of 1933." Bection 10 of the Aet of 1934 made
it “unlawful for any person . .. (b) to use or employ, in
connection with the purchase of sale of any security
registered on & national securitiez exchange or any se-
curity not so registered, any manipulstive or deceptive
device or contrivance in contravention of such rules and
regulations as the Commission may preseribe as neces-

104)
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sary or appropriate in the publie interest or for the pro-
tection of investors.” The "“Commission” referred to
in the section was the Becurities and Exchange Commis-
gion created by §4 (a) of the Act of 1034, Section 206
of that Act provided that “every contract made in vio-
lation of any provision of thia Title or of any rule or
regulation thereunder” shouid be void,
In 1942, acting under the authority granted to it by
§ 10 (b) of the Act of 1634, the Commission promulgated
Rule 10b-5, providing as follows:

g ﬂiﬂ.l_g_;ha_qt_i_ Employment of manipulative and de-
eeptive devices,

“Ft shall be unlawful for any person, directly or
indirectly, by the use of any means or instrumental-
ity of interstate commeree, or of the mails or of any
facility of any national securities exchange,

“(a} To employ any device, scheme, or artifice
to defraud,

“(h) To make any untrue statement of a material
fact or to omit to state & materinl fact necessary
in order to make the statements made, in the light
of the circumstances under which they were made,

" not misleading, or

“{e) To engage in any act, practice, or ecourse
of business which operates or would operate as
& fraud or deceit upon any person,

“in_connection with the purchase or sele of any

security.

Section 10 (b) of the 1934 Act deoes not by ita terms
provide an express civil remedy for its violation. Nor
does the history of this provision provide any indication
that Congress considered the problem of private suits
under it at the time of its passage See, e. p., Note, Im-
plied Liability Under the Securitiez Exchenge Act, 61
Harv, L. Rev. 850, 861 (1048); A. Bromberg, Securities

%
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Law: Fraud—SEC Rule 10b-5 §2.2, st 300-340
(1968); 8. Rep. No. 792, 73d Cong., 2d Sess., p. 5-6
(1634). Similarly there is no indication that the Com-
mission in adopting Rule 10b—5 considered the question
of private civil remedies under this provision. SEC Se-
curities Exchange Act Release No, 3230 (1042) ; Confer-
ence on Codification of the Federal Becurities Laws, 22
Bugs. Law. 783, 822 (1067): Birnbaum v, Newport Steel
Corp., supra, 193 F, 2d, at 463; 3 L. Loes, Becurities
Regulation, at 1469 n, 87 (10861),

Despite the contrast between the provisions of Rule
10b-5 and the numerous carefully drawn express eivil
remedies provided in both the Acts of 1933 and 1034,
it was held in 1046 by the United States District Court
for the Eastern District of Penrsylvania that there was
an implied private right of action under the Rule. Kar-
don v, National Gypsum Co., 69 F. Supp. 512 (1048),
This Court had no occasion to deal with the subject until
20-odd years later, and at that time we confirmed with

virtually no discussion the overwhelming consensus of
of action did exist. Superintendent of Insurance v,
Bankers Lije and Casualty Co, 404 U. 8. 6 13 n. 9
{1071) ; Affiliated Ute Citizens v, United States, 406 U. 8.
128, 150-154 (1972), Such a econclusion was, of course,
entirely consistent with the Court's recognition in J, T,
Cage Corp. v. Borak, 377 1. 3. 426, 432 (1964), that pri-
vate enforcement of Commission rules may “[provide] &
necessary supplement to Commission action.”

Within a few years after the seminal Kardon decision,

“Bee, e. g, §11 of the 1033 Act, I6 U, B, C, §77k; §12 of the
1033 Act, 15 U. 8, C. § 771; §15 of the 1902 Act, 15 U, 8, C. § T70;
80 of the 1034 Act, 15 U, 8. C, §7i; 8§18 of the 1884 Act, 15
T.B. C.§78p; §18 of the 1934 Acp, 15 17, 8. €. § 78r: §20 of the
193¢ Act, 15 U, 8, C. §786.
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the Court of Appeals for the Becand Circuit coneluded
that the plaintiff class for purposes of a private damage
action under § 10 (b) and Rule 10b-5 was limited to

mww Birnboum v.
Newport Steel Corp., supra.

The Court of Appeals in this case did not repudiate
Birnbaum; indeed, another panel of that court (in an
opinion by Judge Ely) had but a short time earlier
affirmed the rule of that case, Mount Clemmons I'ne
dustries v. Bell, 464 F. 2d 338 (CAD 1072). But in this
case a majority of the Court of Appeals found that the
factsa warranted an exception to the Birnbaum rule. For
the reasons hereinafter stated, we are of the opinion that
Birnbaum was rightly decided, and that it bars respond-
ent from maintaining this suit under Rule 10b-5.

111

The panel which decided Birnbaum coneisted of Chief
Judge Swan and Judges Learned Hand and Augustus
Hand: the opinion was written by the latter. Bince
both § 10 (b) and Rule 10b-5 proscribed only fraud “in
conneetion with the purchase or sale” of securities, and
sinoce the history of § 10 (b) revealed no congressional
intention to extend a private civil remedy for money
damages to other than defrauded purchasers or sellars of
securities, in contraat to the expresa eivil remedy pro-
vided by £ 168 (b) of the 1934 Act, the court concluded
that the plaintiff class in a Rule 10b—5 action was limited
ta actual purchasers and sellera. 103 F. 2d 4681, 463-464,

Just 25 this Court hed no occasion to consider the
velidity of the Kardon holding that there was a private
cguse of action under Rule 10b-5 until 20-odd years
later, nearly the same period of time has gone by between
the Birnbaum decision and our consideration of the case
now befare us. As with Kardon, virtually all lower




74-124—0PINION
8 BLUE CHIF STAMFS v. MANOR DRUG STORES

federal courts facing the issue in the hundreds of reported
cases presenting this guestion over the past quarter cen-
tury have reaffirmed Birnbaum's conclusion that the
plaintiff class for purposes (b) and Rule 10b-5
private damage sction is limited to purchasers and sell-
ers of securities. See 6 L. Loss, Securities Regulation,
at 3617. See, e. g., Haberman v, Murchison, 468 F. 2d
1305, 1311 (CA2 1972); Landry v. FDIC, 486 F. 2d 139,
156-157 (CA3 1078), cert. denied, 416 TV. S. 960 (1074);
Sargent v. Geneaco, 402 F, 2d 750, 763 (CAS5 1874) ; Sim-
mons v. Wolfson, 428 F. 2d 455, 456 (CAB 1970), cert.
denied, 400 U, 8. 909 (1971); City National Bank v.
Vanderboom, 422 F, 2d 221, 227-228 (CAS8), cert. denied,
300 U, 8, 905 (1070) ; Mount Clemens Industries, Inc. v.
Bell, 464 F. 2d 330 (CA9 1972); Jenaen v. Voyles, 303
F. 2d 131, 133 (CA10 1967). Compare Eason v. Gen~
eral Motors Acceptance Corp., 480 F. 2d 654 (CAT 1973),
cert, denied, 416 T, S. 080 (1074), with Dasho v. Susque-
hanna Corp,, 380 F. 2d 262 (CA7), cert. denied, 380 U, B,
977 (1067).

In 1957 and again in 1050, the Securities and Ex-
change Commigsion sought from Congress amendment of
§ 10 (b) to change its wording from “in eonnection with
the purchase or sale or any security” to “in connection
with the purchase or sale of, or any attempt to purchase

or sell, any security.” (Emphasis added.) 103 Cong. |
Ree, 11638 (1057); SEC Legislation, Hearings before
Subcom. of Sen. Com. on Banking & Currency on
8. 1178-1182, 86th Cong., 1st Sess., 367-368 (1059);
8. 2545, 85th Cong., Ist Sess, (1857); S. 1179, 86th
Cong,, 1st Sess (1959). In the words of & memorandum
submitted by the Commission to & congressional com-
mittee, the purpose of the proposed change was “to meke
section 10 (b) slso applicable to manipulative activities
in connection with any sttempt to purchase or sell any

|

i
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gecurity.” Hearinge on 8, 1178-11%2, supra, at 331.
Oppogition to the amendment was based on fears of the
extension of civil liability under § 10 (b) that it would
cause. Id, st 268, Neither change was adopted by
Congress.

The longstanding acceptance by the courts, coupled
with Congress’ failure to reject Birnbaum's reasonable
interpretation of the wording of & 10 (b), wording which
is directed towards injury suffered “in conneetion with
the purchase and sale” of securities, argues signifieantly
in favor of acceptance of the Birnboum rule by this
Court. Blau v. Lehman, 368 1. 8. 403, 413 (1582).

Available extringic evidence from the texts of the 1933
and 1934 Acts as to the congressional scheme in this
regard, though not conclusive, also tends to support the
result reached by the Birnbaum court. The wording of
§ 10 (b) directed at fravd “in connection with the pur-
chase or sale” of securities stands in contrast with the
parallel antifraud provision of the 1933 Aet, §17 (s),

15 U. 8. C. § 77q,’ reaching £131_1_d “in the offer or aﬂf’_’__

5817 {a) of the 1033 Act provides mn wording virtually jdentioal
| to that of Rule 10b-5 with the cxeeption of the italicized portion
that.:

"It ghall be unlawiul for any person n the offer or sale of any
securities by the use of any means or instruments of transportation
or commupication in interstate commerce or by the uge of the mails,
directly or indirestly—

“{1} to employ any device, schame, or artifice to defraud, ar

"{2) to obtain money or property by means of any untrye stata.
ment of 5 material fact or any omission to atats a material fact
necesaary in order to make the statementz mede, in the Lght of
the circumstances under which they wers made, not misleading, or

M{8) to engage in any transaetion, practice, or course of buze
ness which operatss or would operate a8 a fraund or decelt upon
the purchaser.” (Emphasis added.)

We express, of courss, no oplolon on whether § 17 (8) in light of
the express civil remedies of the 1933 Act gives rises to an implied
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of securities, Ci. §5 of the 1033 Act, 15 U. 8. C. 77e.
When Congress wished to provide a remedy to those who
neither purchase nor sell securities, it had little trouble
in doing so expressly. Cf. § 168 (b) of the 1934 Act, 15
U.8.C. § T8p.

Bection 28 (a) of the 1034 Act, 16 U. 8, C, § 77bb,
which limits recovery in any private damage action
brought under the 1834 Act to “actusl damages,” like-
wise provides some support for the purchaser-geller rule,
See, &. g, A. Bromberg, Securities Law: Fraud—SEC-
Rule 10b-5 § 88, at 221 (1968). While the damages
suffered by purchasers and sellers pursuing a § 10 (b)
cause of action may on occasion be difficult to ascertain,
Affiliated Ute Citizens v. United States, supra, at 155,
in the main such purchasers and sellers st least seek to
base recovery on a demonstrable number of shares traded.
in contrast, a putative plaintiff, who neither purchases
nor sells mﬁm‘&? instead for in eco-

such as ol & noncon ual oppor-

t.iﬂ’l :ubjucuve hypoﬂmm. Ct. Ertute Emchg Serv-
ice v. Merrill, Lynch, Pierce, Fenner & Smith, 303 F. 2d
527, 533 (CA10 1062); Iguﬁw v. Seilon, Inc.,, 439 F. 2d
328, 335 (CA2 1071); Wolf v. Frank, 477 F, 2d 487, 478
(CA2 1973).

One of the justifications advanced for implication of
a cause of action under § 10 (h) lies in §20 (b) of the
1934 Act, 15 U, 8. C, § 78cc, providing that a contract

cause of aotion. Compare Greafer Towa Corp, v, McLendon, 378
F. 2d 783, 788, 701 (CAS 1087), with Fishman v. Roytheon Mfg.
Corp., 188 F. 2d 783, VAT (CAZ 1851). Bes, e g, SEC v, Texm
Gulf Bulphwr Co, 401 F, 2d 833, 867 (CAZ 1968) (Opinion of
Friendly, J., concurring), cert. denied, 304 T. B 976 (1900); 3
L. Loss, Securities Regulation 1785 (1081),
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made in violation of any provislon of the 1884 Aot s
voidable at the option of the deceived party Bee, e g.,
Kardon v, National Gypsum (Co., 60 F. Supp. 512, 514
(ED Pa. 1048); Slavin v. Germantown Fire Insur-
ance Co., 174 F. 2d 700, 815 (CA3 194%9); Fuchman v.
Raytheon Manufacturing Co., 188 F. 2d 783, 787
n. 4 (CA2 1951); A. Bromberg, Becurities Regulation:
Frand—SEC Rule 10b-5 § 2.4 (1)(b) (1968). But that
justification is absent when there i& no actual purchase
or sale of securities, or a contract to do so, affected or
tainted by a violation of § 10 (b). Cf. Mount Clemens
Industries, Inc. v. Bell, supra,

The principal express nonderivative private ¢ivil reme-
dies, created by Congress contemporaneously with the
passage of § 10 (b), for violations of varjous provisions
of the 1033 and 1034 Acts are by their terms expressly
limited to purchasers or sellers of securities. Thus
§11 (a) of the 1933 Act confines the cause of action it
grants to “any person acquiring the security” while the
remedy granted by %12 of that Act is limited to the
“person purchasing the said security.” Section 9 of the

4820 (b) of ths 1034 Act provides in part:

“Every contract made m violation of any provision of this chap-
ter or of any rule or regulntion thereunder, and svery comiract
{including any contrazt for fisting & security on an sxchange’ here-
tofore or heresfter made, the performance of which nvolves the
vialation of, or the eontinoance of any relstionship or practice in
violation of, ary provision of this chapisr or any mle or regulation
thereunder, ehall be void, {1) as regards the rights of any person
ihn.hvﬂlﬁmdmynchmmwrmhth,shn
Lave made or engaged in the performance of any soch contraet, end
{Z) me regards the rights of any person whe, not being & party to
such contmct, shell have sequired any nght thereunder with actual
knowledge of the facts by ressom of which the making or performe-
anca of such contract was in viclation of any sach provision, rule,
or megulation, . . 7
Ci. Decker v, Independent Sharee Corp., 311 U, B. 282 (1040},
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1934 Aect, prohibiting a variety of fraudulent and manip-
ulative devices, limits the express civil remedy provided
for ite violation to “any person who ghall purchase or
gell any security” in a transaction affected by a violation
of the provision. Section 18 of the 1934 Aet, prohibit-
ing falee or misleading statements in reports or other
documents required to be filed by the 1934 Act, limits
the express remedy provided for ite violation to “any
person . . . who . . , shall have purchased or sold a secu-
rity at a price which was affected by such statement. , . ."
It would indeed be anomalous to impute to Congress an
intention to expand the plaintiff class for a judicially
implied cause of action beyond the bounds it delineated
for comparable express causes of action.

"Having said all this, we would by no means be under-
gtood as suggesting that we are able to divine any ex-
press or even clearly implied “intent of Congress” in
determining whether a claim under Rule 10b-5 should
be limited to purchasers and sellers under the Act,
When we deal with private actions under Rule 10b-5,
we deal with a judicial oak which has grown from little
more than a legislalive acorn. Buch growth may be
guite consistent with the congressional enactment and
with the role of the federal judiciary in interpreting it,
gee J, I. Case v. Borak, supra, but it would be disin-
genuous to suggest that either Congress in 1934 or the
Seourities and Exchange Commission in 1942 fore-
ordained the present state of the law with respect to
Rule 10b-5. 1§ is therefore proper that we consider,
in addition to the facfors already diseussed, what may
be described sa policy considerations when we come to

flesh out the portions of the law with respect_to which
neither the congressional ennctiment nor the administra-
tive regulations offer conclusive guidance.

Three principal classes of potential plaintiffs are pres-

E\'i

R
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ently barred by the Birnbaum rule. Figl are
potential purchasers of shares, either in a new offering
or on the Nation's post-distribution trading markets,
who allege that they decided not to purchase because
of an unduly gloomy representation or the omission of
favorable material which made the issuer appear to be &
less favorable investment vehicle than it actually was.
Second are actual shareholders in the imsuer who allege

ey decided not to sell their shares because of an
unduly rosy representation or a faillure to disclose un-
favorable material. Third are shareholders, eoreditors,
and perhaps others related to an issuer who suffered loss
in the velue of their investment due to corporate or
ingider activities in connection with the purchase or sale
of gecuritiea which violate Rule 10b-5, It has been held
that shareholder members of the second and third of
these classes may fregquently be able to cireumvent the
Birnbawm limitation through bringing a derivative setion
on behalf of the corporate issuer if the latter is itself a
purchager or seller of securities, Bee, e. g., Schoenbaum v.
Firsthrook, 405 F. 2d 215, 219 (CA2 1968), cert. denied
sub nom. Manley v, Schoenbaum, 305 U, 3, 008 (1060),
But the first of these classes, of which respondent iz a
member, can not elaim the benefit of such & rule.

A great majority of the many eommentators on the
issue before us have taken the view thai the Birnbaum
limitation on the plaintiff class in & Rule 10b-5 action
for damages is an arbitrary restriction which unreason-
ably prevents some deserving plaintiffs from recover-
ing damages which have in fact been caused by violations
of Rule 10b-5. Bes, e. g., Lowenfels, The Demise of the
Birnboum Doctrine: A New Era for Rule 10b-5, 54 Va
Law Rev. 208 (1968). The Securities and Exchange
Commission has filed an amicus brief in this case espous-
ing that same view. Wehmnndnuht:h:tﬂﬁlh‘




74-124—0OPINION

14 BLUE CHIF STAMPS v. MANOR DRUG STO

indeed a disadvan of the Birnbaum rule and if it
o o Sotmier e Ta STV e Togee TSl be undesir
sble a8 a matter of policy, however much it might be
supported by precedent and legislative history. But we
are of the opinion that there are countervailing ad-
vantages to the Birnbaum rule, purely as a matter of
policy, although those advantages are more difficult to
articulate than is the disadvantage.

There has been widespread recognition that litigation
under Rule 10b—5 presents a danger of vexatiousness
different in degree and in kind from that which accom-
panies litigation in general. Thia fact was recognized
by Judge Browning in his opinion for the majority of
the Court of Appeals in this case, 402 F, 2d 141, and by
Judge Hufstedler in her dissenting opinion when she
said:

“The purchaser-seller rule has maintained the bal-
anoes built into the congressional scheme by per-
mitting damage actions to be brought only by those
persons whose active participation in the marketing
transaction promises enforcement of the statute
without undue risk of abuse of the litigation process
and without distorting the securities market.” 492
F. 2d 147,

* Obvioualy thin disadvantage I8 attenuated to the extent that
remedies are available to monpurchasers and nonsellsrs under state
law. Cf. §28 of the Becurities Exchange Act of 1934, 15 U. B. C.
§78bb. Bee Iroquols Imdustries, Ine. v. Syracuee China Corp, 41T
F. 2d 068, 060 (CAZ 1960), cert. denied, 308 U. B. 000 (1070),
Thus for exnmple in Birnbaum iHaelf, while the plaintiffs found
themselves without federal remedies, the conduct alleged as the
grovamen of the federal complaint later provided the baale for
recovery in n enuse of metion based on state law, Bes 3 L, Loss,
Becurities Regnlation 1400 (1081), And in the immediate case,
respondent has filed a otate court clasa metion held in abeyance
pending the outcome of this auit, Maner Drug Stores v, Blue Chip
Stamps, No. C852 (Buperior Court, Caunty of Los Angeles, Cal.).
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Judge Friendly in commenting on another aspect of
Rule 10b-5 litigation has referred to the possibility that
unduly expansive imposition of eivil liability “will lead
to large judgments, payable in the last analysis by inno-
cent investors, for the benefit of speculators and their
lawyers...." SEC v, Texas Gulf Sulphur Co., 401 F, 2d
833, 867 (CA2 1968) (concurring opinion), Bee also
Boone and MeGowan, Standing to Sue under Rule 10b-5,
49 Tex. L. Rev. 617, 648-649 (1071),

We believe that the concern expressed for the danger
of vexatious litigation which could result from a widely
expanded class of plaintiffe under Rule 10b-5 is founded
in something more substantial than the common com-
plaint of the many defendants who would prefer avoiding
lawsuits entirely to either settling them or trying them.
These concerns have two largely separate grounds,

The first of these concerns is that in the field of cor-
porate law even a complaint which by objective stand-
ards may have very little chance of sueccess at trial has a
settlement value to the plaintiff out of any proportion to
its prospect of success at trial so long as he may prevent
the suit from being resolved against him by dismissal or
summary judgment, The very pendency of the lawsuit
may frustrate or delay normal business activity of the
defendant which is totally unrelated to the lawsuit.
Bee, e. g., Sargent, The SEC and the Individual Investor:
Restoring His Confidence in the Market, 60 Va. L, Rev.
533, 562-572 (1974); Dooley, The Effects of Civil Lia~
bility on Investment Banking and the New Issues Mar-
ket, 58 Va. L. Rev, 777, 822-843 (1872),

Congress itself recognized the potential for nuisance
or “strike’ suits in this type of litigation, and in the 1934
Act amended § 11 of the 1033 Act to provide that:

“In any suit under this or any other section of this
Title the Court may, in its diseretion, require an
undettaking for the payment of the costs of such
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guit, including reasonable attorneys’ fees. . ..” (48
Stat. 881, 908.)

Senator Fletcher, Chairman of the Senate Banking and
Finance Committee, in introducing Title II of the 1934
Act on the floor of the Senate, stated in explaining the
amendment to § 11 (e) that “[t]his amendment is the
most important of all,” 78 Cong. Rec. 8660. Among
its purposes was to provide “a defense againat blackmail
snits.” Jbid.

Where Congress in those sections of the 1933 Act
which expressly conferred a private cause of action for
damages, adopted a provision uniformly regarded as de-
gigned to deter “strike” or nuisance actions, Cohen v.
Beneficial Loan Corp,, 337 U, 8. 541, 548-545, that fact
alone justifies our consideration of such potential in de-
termining the limits of the clasa of plaintiffs who may
e in an sction wholly implied from the language of the
1034 Act.

The potential for possible abuse of the liberal dia~
covery provisions of the federal rules may likewise exist
in this type of case to a greater extent than they do in
other litigation. The prospect of extensive deposition of
the defendant’s officers and associates and the concomi-
tant opportunity for extefnsive discovery of business doe-
uments, is & common occurrence in this and similar types
of litigation. To the extent that this process eventually
produees relevant evidence which is useful in determining
the merits of the claims asserted by the parties, it bears
the imprimatur of the Federal Rules of Civil Procedure
and of the many eases liberally interpreting them. But
to the extent that it permits a plaintiff with a largely
groundless claim to simply take up the time of & number
of other people, with tjm right to do so representing an
in terrorem increment of the settlement wvalue, rather
than a reasonably founded hope that the procesa will
reveal relevant evidence, it is a socigl cost rather than a
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henefit. Yet to broadly expand the class of plaintiffs
who may sue under Rule 10b—-5 would appear to encour-
age the least appealing aspect of the use of the discovery
rules.

Without the Birnbaum rule, an action under § 10b-5
will turn largely on which oral version of a series of oc-
currences the jury may decide to credit, and therefore no
matter how improbable the allegations of the plaintiff,
the case will be virtually impossible to diepose of prior
to trial other than by settlement. In the words of Judge
Hufstedler's dissenting opinion in the Court of Appeals:

“The great ease with which plaintiffs can allege the
requirements for the majority's standing rule and
the greater difficulty that plaintiffs are going to have
proving the allegations suggests that the majority's
rule will allow a relatively high proportion of ‘bad’
cases into court. The risk of strike suite is particu-
larly high in such cases; although they are difficult
to prove at trial, they are even more difficult to dis-
pose of before trial.” 482 F, 2d, at 147 n. 9.

The Birnbaum rule, on the other hand, permits ex-
clusion prior to trial of thoee plaintifie who were not
themselves purchasers or sellers of the stock in question.
The fact of purchase of stock and the fact of sale of
stock are generally matters which are verifiable by docu-
mentation, and do not depend upon oral recollection, so
that failure to qualify under the Birnbaum rule is & mat-
ter that can normally be established by the defendant
gither on & motion to dismiss or on & motion for sum-
mary judgment.

Obviously there is no general legal principle that courts
in fashioning substantive law should do =0 in & manner
which makes it easier, rather than more difficult, for a
defendant to obtain a summary judgment. But in this
type of litigation, where the mere existence of an un-
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resolved lawsuit has settlement value to the plaintiff not
only because of the possibility that he may prevail on
the merits, an entirely legitimate component of settle-
ment value, but because of the threat of extensive dis-
covery and disruption of normal business activities
which may sccompany s lawsuit which is ground-
lees in any event, but ecannot be proven so before trial,
such a factor is not to be totally dismissed. The Birn-
baum rule undoubtedly excludes plaintiffs who have in
fact been damaged by viclations of Rule 10b-5, and to
that extent it is undesirable, But it also separates in a
readily demonstrable manner the group of plaintiffs who
actually purchased or sctually sold, and whose version
of the facts is therefore mare likely to be believed by
the trier of fact, from the vastly larger world of potential
plaintiffs who might successfully allege a claim but could
seldom suceeed in proving it. And this faet is one of its
advantages,

The second ground for fear of vexatious litigation is
based on the concern that, given the generalized contours
of liability, the abolition of the Birnbaum rule would
throw open to the trier of fact many rather hazy issues
of historical fact the proof of which depended almost
entirely on oral testimony. We in no way disparage the
worth and frequent high value of oral testimony when
we say that dangers of its abuse appear to exist in this
type of action to a peculiarly high degree. The brief
of the Becurities and Exchange Commission, while op-
posing the adoption of the Birnbaum rule by this Court,
states that it agrees with petitioners “that the effect, if
any, of a deceptive practice on someone who has neither
purchased nor sold securities may be more difficult to
demanstrate than is the effect on a purchaser or seller.,”
Brief, pp. 24-25. The brief also points out that frivo-
lous suits can be brought whatever the rules of astanding,
and reminds us of this Court's recognition “in a different
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context” that “the expense and annoyance of litigation is
‘part of the social burden of living under government.’ "
Petroleum Ezxploration, Inc. v. Public Sertice Comm'n,
J4 U, 8. 200, 222, The Commission suggesta that in
particular cases additional requirements of corroboration
of testimony and more limited measure of damages
would correct the dangeis of an expanded class of
plaintiffa.

But the very necessity, or at least the desirability,
of fashioning unique rules of corroboration and damages
a8 a correlative to the abolition of the Birnbaum rule
suggests that the rule iteelf may have something to be
said for it,

In considering the policy underlying the Birnbaum
rule, it is not inappropriate to advert briefly to the tort
of misrepresentation and deceit, to which a claim under
§10b-5 ecertainly has mome relationship, Originally
under the common law of England such an action waa
not available to one other than a party to a business
transaction. That limitation was eliminated in Pasley
v. Freeman, 3 Term Rep. 51, 100 Eng. Rep. 450 (1789),
Under the egerlier law the migrepresentation was generally
required to be one of fact, rather than opinion, but that
requireament, too, wae gradually relaxed. Lord Bowen's
famous comment in Edgington v. Fitzmaurice, that “the
gtate of a man's mind is as much a fact as the state of his
digestion,” 1882, L. R. 20 Ch. Div. 359, suggests that this

- distinetion, too, may have been somewhat arbitrery.

And it has long been established in the ordinary case of
deceit that a misrepresentation which leads to & refusal
to purchase or to sell is actionable in just the same way
a8 a representation which leade to the consummation of
a purchase or sale. Butler v. Watking, 8 Wall. 815
(1871). These aspects of the evolution of the tort of
deceit and misrepresentation suggest a direction away
from rules such as Birnbaum,
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But the typiral fact situation in which the elassic tort
of misrepresentation and deceit evolved was light years
away from the world of commercial transactions to whi
Rule 10b-5 is applicable. The plaintiff in Butler, supra,
for example, claimed that he had held off the market a
patented machine for tying cotton bales which he had
developed by resson of the fraudulent representations of
the defendant. But the report of the case leaves no

doubt that the plaintif and defendant met _with one
another in New Orleans, that one presentedﬁ;:fm
ment to the other, and that letters were exchanged
relating to that agreement, Although the claim fo dam-
ages was based on an allegedly fraudulently induced
deeision not to put the machines on the market, the plain-
tiff and the defendani had concededly been engaged in
the course of bugsiness dealings with one another, and
would presumably have recognized one another on the
street had they met,

In today’s universe of transactions governed by the
Securities Exchange Act of 1934, privity _of dealing or
even personal contact between potenfial defendant and
potential plaintiff is the exception and not the rule. The
stock of issuers is listed on Anancial exchanges ubilized by
tens of millions of investors and corporate representa-
tions reach a potential audience, encompassing not only
the diligent few who peruse filed corporate reports or the
gizable number of subscribars to finanecial journals, but
the readership of the Nation's daily newspapers. Obvi-
ously neither the fact that issuers or other potential de-
fendants under Rule 10b-5 reach a large number of po-
tential investors, or the fact that they are reguired by
law to make their disclosures conform to certain stand-
ards, should in any way absolve them from liability for
misconduct which is proseribed by Rule 10b-5.

But in the absence of the Birnbaum rule, it would be
sufficient for a plaintiff to prove that he had failed to
purchage gr sell stock by reason of a defendant’s violation

j/q/
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of Rule 10b-5. The manner in which the defendant’s
violation caused the plaintiff to fail to act could be as a
result of the reading of & prospectus, as respondent claims
here, but it could just as easily come as & result of a
claimed reading of information contained in the financial

pages of a local newspaper, Plaintiff's gaf wu'gild not
be that he purchased or sold stoek, a fact whieh would be

capable of documentary verification in most situations,
but instead that he decide urchase or sell stock.
Plaintiff’s entire testimony could be dependent tpon un-

eorroborated oral evidence of many of the crucial ele-
menta of his claim, and still be sufficient to go to the
jury., The jury would not even have the benefit of
weighing the plaintiffis version against the defendant's
version, since the elements to which the plaintiff would
testify would be in many caseas totally unknown and un-
knowable to the defendant, The very real risk in per-
mitting those in respondent’s poesition to sue under Rule
10b-5 is that the door will be open to recovery of sub-
stantial damages on the part of one who offers anly hie
own testimony to prove that he ever consulted a
prospectus of the issuer, that he peid any attention to it,
or that the representations contained in it damaged him.*

' The SEC, recognizing the necessity for limitations om none
purchaser, nonseller plamtiffs in the sbeence of the Birnboum ruls,
suggests two such [imitstions to mitigate the practical adverse
éffects flowing from sbolition of the mls. First it suggests requir
ing some corrohorative evidence in addition te oral testimony
tending to show that the investment decision decision of s plaintiff
waa affected by an omission or misrepresentation. SEC Brisf, at
25-26. Apparently ownership of stock or receipt of a prospecius
or press relesse wounld be safficient corrcherative evidence in the
view of the SEC to resch the jury. We do not believa that spch
a requirement would adequately respond to the coneerns in part
underlying the Birnbowm rule. Ownership of stock or receipt of s
prospectus says little about whether a plaintifTs investment decision
was affected by s violstion of Ruole 1005 or whether a decision
wae even made. Second, the BEC wounld limit the vicarions Eahility
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The virtue of the Birnbaum rule, simply stated, in this
gituation, is that it limite the class of plaintifis to those
who have at least dealt in the security to which the
prospectus, representation, or omission relates. And
their dealing in the security, whether by way of purchase
or sale, will generally be an objectively demonstrable
fact in an area of the law otherwise very much de-
pendent upon oral testimony, As Judge Hufstedler said
dissenting from the majority’s opinion for the Court of
Appeals in this case:
“The passive investor could always await market
developments without any risk, claiming deception
eaused non-buying if the value of the securities
proved more promising then the offeror's glum pre-
dictions and deception caueed noneelling if a rosier
prospectus was followed by a market decline. Mean-
while securities offerors would be hard pressed to
find language for prospectuses that would be suffi-
ciently neutral to amvoid potentisl damage suits
from bystanders” 492 F, 2d, at 148,

While much of the development of the law of deceit

of corporute issyers to nonpurchasers and nonsellers to situations
where the corporate issuer has been unjustly enriched by s violation,
We have no occasion (o pass upon the compatibility of this limite-
tion with §20 (a) of the 1034 Act, 15 U, 8, C, § 78t (a)., We do
not believe that this proposed Timitation is relevant to the eoncerns
underlying in part the Birnboum rule as we have expressed them.
We are not alone i feeling that the limitations proposed by the
8EC are not adequate to deal with the adverse effects which would
flow from abolition of the Birmbaoum rule, Bee, e, g, Vine v. Bene-
ficiol Finance Co., 374 F, 2d 627, 636 (CA2), cert. denied, 389
U. 8, 970 (1867); Iroguols Industries Inc. v. Syracwse China Corp
417 F. 2d 963, D67 (CAZ 1969), eert, denled, 300 U. 8. 808 (1 5
Rekant v, Desger, 426 F. 2d 872, 870 (CAS 1970); GAF Corp.
Milstein, 453 F. 2d 708, 721 (CA2 1971), cert, denied, 406 U,
10 (1972); Drochmean v, Horvey, 453 F. 2d 722, 736, 738 (
1972} (in banc); Mount Clements Industries, Inc. v. Beil, 484
od 339, 841 (CAD 1872).

<

-
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has been the elimination of artificial barriers to recovery
on just claims, we are not the first court to express con-
cern that the inexorable broadening of the class of plain-
tiff who may sue in this area of the law will ultimately
result in more harm than good. In Ultramares Corp. v.
Touche, 2556 N. Y. 170, 174 N, E. 441, Chief Judge
Cardozo observed with respect to "a liability in an inde-
terminate amount for an indeterminate time to an inde-
terminate class’’ that:

“The hazards of & business conducted on these terms
are 8o extreme ag to enkindle doubt whether a Saw
may not exist in the implication of the duty that
exposes to these consequences.” 174 N. E, st 444,

In Herpich v. Wallace, 430 T, 2d 792, B04-805 (CAS5
1970}, a case adopting the Hirnbaum limitation on the
olass of plaintiffs who might bring an action for damages
based on & violation of Rule 10b-5, Judge Ainsworth
expressed concern similar to those expressed by Chief
Judge Cardozo. Judge Stevens, writing in Egson .
General Motors Avceptance Corp,, CA7, 480 F. 2d 634,
stated that court’s view that these coneerns were un-
duly emphasized, and went on to say that “We may not
for that resson reject what we believe to be a correct
interpretation of the statute or the rule.” 400 F. 24, at
660, He relied in part on the view that Rule 10b-5
ghonld be interpreted, in keeping with this Court's re-
peated admonition, “not technically and restrictively,
but flexibly to effectuate itz remedial purposes.” Affili-
ated Ule Citizens v, United States, 408 U, B. 128, 151
{1972).

We quite agree that if Conrgress had legislated the
elements of & private cause of action for damages, the
duty of the Judicial Branch would be to administer the
law which Congress enacted; the judiciary may not cir-
cumecribe & right which Congress has conferred because
of any disagreement it might have with Congress sbout
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the wisdom of ecreating so expansive a liability. But as
we have pointed out, we are not dealing here with the
interpretation of the express language of §10b or of
Rule 10b-5 conferring a private cause of action, No

provisions, nothing in such construction militates against
the Birnbaum rule, We are dealing with a private cause
of action which has been judicially found to exist, and
which will have to be judicially delimited one way or
another unless and until Congress addresses the ques.
tion, Given the peculiar blend of legislative, adminis-
trative, and judicial history which now surrcunds Rule
10b-5, we believe that practical factors to which we have
adverted, and to which other courta have referred, are
entitled to a good deal of weight.

Thus we conclude that what may be called considera-

tions of policy, which we are free to weigh in deciding
this case, no means on one side ol the
soale. Taken er wi ental support for

e Birnbaum rule over a period of more than 20 years,
and the consistency of that rule with what we can glean
from the intent of Congress, they lead us to conclude
that it s a sound rule and should be followed.

v

The majority of the Court of Appeals in this case
expressed no disagreement with the general proposition
that one asserting a claim for damages based on the vio-
lation of Rule 10b-5 must be either a purchaser or seller
of securities, However, it noted that prior cases have
held that persons owning contractual rights to buy or
sell securities are not excluded by the Birmmbaum rule.
Relying on these cases, if concluded that respond-
ent’s status as an offeres pursuant to the terms of the
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consent decree served the same function, for purposes
of delimiting the class of plaintiffs, as is normally per-
formed by the requirement of a contractual relationship.
402 F. 2d, at 142,

The ﬂaurt of Appenls recognized, and respondent con-
cedes here that a well-settled line of authority from
this Court eatablighes that a consent decree is not en-
forceable directly or in collateral proceedings by those
who are not parties to it even though they were intended
to be benefited by it. United States v. Armour and Co.,
402 U. 8, 678 (1971); Buckeye Co. v. Hocking Valley
Co., 269 T, B, 42 (1925)."

A contract to purchase or sell securities ia expressly
defined by § 3 (a) of the 1934 Aot, 15 1. 8. C. § 78¢ (a),1
as & purchase or sale of securities for the purposes of that
Act, Unlike respondent, who had no contractusal right
or duty to purchase Blue Chip’s securities, the holders of
puts, calls, aptions and other contractual righte or duties
to purchase or sell securities have been recognized ss
“purchasers” or "sellers” of securities for purposes of
Rule 10b-5, not because of & judicial conelusion that
they were similarly situated to “purchasers” or “sellers,”
but because the definitional provisions of the 1934 Aot
themselves grant them such & status.

Even if we were f0 accept the notion that the Birn-

# See Respondent’s Brief, st 80,

® 8eon 1, supra; 492 F. 2d, &t 144 n. 3 (Opmion of Hufstedler,
J., dissenting).

1 Bection 3 {(a)}(13) of the 1934 Act, 15 U. 8. C. § 78 (a) (13Y
provides:
“The terms ‘buy’ end ‘purchase’ ench inchude any comtract to buy,
purchase, ar otherwise scquire.”

Bection 3 (a){14) of the 103£ Aef, 15 U, 8. C. §78c (a)(14)

“The terme 'ssic” snd ‘sall’ epch inclyde any contpaet to sell of
otherwise disposs of,"



74-124—OPIRION
26  BLUE CHIP STAMPS v. MANOR DRUG STORES

baum rule could be circumvented on a case-by-case besis
through particularized judieial inquiry into the facts sur-
rounding a complaint, this respondent and the members
of his alleged class would be unlikely candidates for such
a Judicially created exception, While the Birnbaum
rule has been flexibly interpreted by lower federal
eourts,™ we have been unable to locate a single decided
case from any court in the 20-o0dd years of litigation
ginoe the Birnbaum decision which would support the
right of persons who were in the position of respondent
here to bring & private suit under Rule 10b-5. Respond-
ent was not only not a buyer or seller of any security
but it was not even a shareholder of the corporate
petitioners,

As indicated, the 1934 Act, under which respondent
seeks to asert a cause of action, is genernl in scope but
chiefly concerned with the regulation of post-distribution
trading on the Nation's etock exchanges and securities
trading markets, The 1033 Act is a far narrower statute
chiefly conterned with diselosure gnd fraud in connection
‘with offerings of securities—primarily, as here, initial
distributions of newly issued stock from corporate issu-
ers. 1 L, Loss, Securities Regulation 130-131 (1961).
Respondent, who derives no entitlement from the anti-
trust consent decree and does not otherwise possess any
contractusl rights relating ta the offered stock, stands in
the same position as any other disappointed offeree of
a stock offering registered under the 1833 Act who claims
that an overly pessimistic prospectus, prepared and dia-
tributed as required by $§5, 10 of the 1933 Act, has
eaused it to allow ita opportunity to purchase to pass.

W Qur desision in SEC v. National Securitier, Inc. 303 U. 8. 453
(1989}, establizhed that the purchassr-saller rule imposes no limits-
tion on the standing of the BEC 1o bring actioms for imjunective
ralief under §10{h) snd Ruls 10b-5.
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There is strong evidence that application of the Birn-
baum rule to preclude suit by the disappointed offeree
of a registered 1033 Act offering under Rule 10b-5 furs
thers the intention of Congress as expressed in the 1033
Act?*  Congress left little doubt that its purpose in
imposing the prospectus and registration requirements
of the 1933 Act was to prevent “the high pressured sales-
manship rather than careful counsel,” causing inflated
new issues, through direct limitation by the SEC of “the
selling arguments hitherto employed.” H, R. Rep. No.
85, 73d Cong., 1st Sess,, 2, 8 (1033).

“Any objection that the compulsory incorporation
in gelling literature and salee argument of substan-
tially all information concerning the issue, will
frighten the buyer with the intricacy of the trans-
action states one of the best arguments for the pro-
vigion,” Id,, at 8.

The S8EC, i accord with the congressional purposes, ape-
cifically requires prominent emphasis be given in filed
regigtration statements and prospectuses to material ad-
verse contingencies. See, €. g, SEC Securities Act Re-
lease No. 4038, Guides for the Preparation and Filing of
Registration Statements, p. 6, 76 (1968); Universal
Camera Corp., 19 8. E. C. 648, 654-656 (1945); Wheat
and Blackstone, Guideposia for & First Publie Offering,
15 Bus, Lawyer 538, 560-562 (1060).

ta Hlue Chip did not bere present the question of whether an
implied action under § 10 (b} of the 1884 Act snd Rule 10b-5 will
lie for actions made a violation of the 1333 Act and the subject
of express civil remedies gnder the 1833 Act. We therefore bave
no occasion to pass on this isae Compare Rosenberg v. (Hlabe dire
eraft Corp., 80 F. Supp. 123 (ED Pa. 1948), with Thisle v. Shislds,
131 F. Bupp. 418 (SDNY 1955). ©Ci 3 L. Loss, Seeuntiez Regula-
tion 1787-1701 (1981): 6 L. Loss, Bacurifies Regulatiom, at 3915
3017 (1969); A. Bromberg, Securities Law: Frand—Rule 10b-5,
§24 (2) (1988).
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Sections 11 and 12 of the 1833 Act provide express
civil remedies for misrepresentations and omissions in
registration statements and prospectuses filed under the
Act, as here charged, but restrict recovery to the offering
price of shares actually purchased:

“To impose & greater responsibility would unneces-
sarily restrain the conscientious administration of
honest business with no compensating advantage
to the public.” H. R. Rep. No. 85, 73d Cong., st
Sess,, § (1833).

And in Title IT of the Securities Exchange Act of 1034,
48 Stat, 005-008, the same act adopting § 10 (b), Con-
gress amended § 11 of the 1633 Act to limit still further
the express civil remedy it conferred. BSee generally
James, Amendments to the Securities Act of 1933, 32
Mich. L. Rev. 1130, 1134 (1934). The additional con-
gressional restrictions, contained in Title IT of the 1934
Act, on the already limited express civil remedies pro-
vided by the 1633 Act for misrepreseniations or omis-
sions in a registration statement or prospeectus reflected
congressional concern over the impact of even these
limited remedies on the new issues market. 78 Cong.
Rec. 86088-8660, There is thus ample evidence that
Congress did not intend to extend a private cause of
action for money damages to the nonpurchesing offeree
of a stock offering registered under the 1933 Act for loss
of the opportunity to purchase due to an overly pessi-
mistie prospectus,

Beyond the difficulties evident in an extension of
standing to this respondent, we do not believe that the
Birnbaum rule is merely a shorthand judgment on the
nature of a particular plaintifi's proof, As a purely
praetical matter, it is doubtless true that respondent and
the members of its class, as offerees and recipients of the
prospectus of New Blue Chip, are a smaller class of
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potential plaintiffs than would be all those whe might
conceivably assert that they obtained information viola-
tive of Rule 10b-5 and attributable to the issuer in the
financial pages of their local newspaper. And since re-
spondent likewise had a prior connection with some of
petitioners as & result of using the trading stamps mar-
keted by Old Blue Chip, and was intended to benefit
from the provisions of the consent decree, there is doubt-
less more likelihood that its managers read and were
damaged by the allegedly misleading statements in the
progpectus than there would be in & case filed by & com-
plete stranger to the corporation.

But respondents and the members of their class are
neither “purchasers” nor “sellers,” ss thoss terms are
defined in the 1934 Act, and therefore to the extent that
their claim of standing to sue were recognized, it would
mean that the lesser practical difficulties of corroborating
at least some elements of their proof would be regarded
ns sufficient to avoid the Birnbaum ruls, While we have
noted that these practical difficulties,_particularly in the
case of a complete stranger to the corporation, support
the retention of that rule, they are by no means the anly
factor which does so. The general adoption of the rule
by other federal courts in the 20-odd yeers since it was
pronounced, and the consistency of the rule with the
statutes involved and their legislative history, are like-
wise bases for retaining the rule. Were we to agree with
the Court of Appeals in this coee, we would leave the
Birnbaum rule open to endless case-by-case erosion de-
pending on whether a particular group of plaintiffs were
thought by the court in which the issue was being liti-
gated to be sufficiently more discrete than the world of
potential purchssers at large to justify an excep-
tion. We do not believe that such a ehifting and highly
fact-oriented disposition of the jssue of who may bring
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a damage claim for violation of Rule 10b-5 is a satiafac-
tory basis for a rule of liability imposed on the conduet
of business transactions. Nor is it as consistent as a
strajghtforward application of the Birnbaum rule with
the other factors which support the retention of that
ryle. We therefore hold that respondent was not en-
titled to sue for violation of Rule 10b-5, and the judg-
ment of the Court of Appeals is

Rsumed.

Mag. Jretice Dovcras took no part in the consideration
or decision of this ease.
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Mgz. JuaTies PowELL, concurring.

Although I coneur in the opinion of the Court, [ write
to emphasize the significance of the texts of the Acts of
1833 and 1934 end especially the language of § 10 (b)
and Rule 10b-5.

The starting point in every case involving construetion
of a statute is the language itself. The critical phrase
in both the statute and the Rule is “in connection with
the purchase or sale of any security,” 15 T. 8, C. § 78}
(b); 17 CFR §240.10b-5 (italics added), Section 3a
(14) of the 1034 Act, 15 1. 8. C. § 780 (a)(14), provides
that the term “sale” shall “inelude any contract to sell
or otherwise dispose of"’ securities. There is no hint in
any provision of the Act that the term “sale," as used
in §10(b), was intended—in addition to its long-
established legal meaning—to include an “offer to sell.”
Respondent, nevertheless, would have us amend the con-
trolling language in § 10 (b) to read:

¥, . . in connection with the purchase or sale of, or
an offer to sell, any security.”
Before a court properly could consider taking such liberty
with statutory language there should be, at least, unmis-
takable support in the history and structure of the legis-
lation. None exists in this case.
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Nothing in the history of the Securities Acts supports
any congressional intent to include mere offers in § 10 {(b).
Moreover, as the Court's opinion indicates, impressive
extringic evidence in the texts of the two Acts indicates
clearly that Congress selectively and carefully distin-
guished between offers, purchases and sales, Section
17 (&), the antifraud provision of the 1933 Act, 15
U. 8§ C. §779 (a), for example, expressly includes
“offer[s]” of zecurities within its terms while § 10 (b)
and Rule 10b-5 of the 1934 Act do not. The 1933 Act
also defines “offer to sell"” as something distinet from a
sale, §2(3), 15 U. 8 C, §77b (3).

If further evidence of congressional intent were needed,
it may be found in the subsequent history of these Acts.
As noted in the Court's opinion, the Securities and Ex-
change Commission unsuceessfully sought, in 1957 and
again in 1959, to persuade Congress to broaden § 10 (b)
by adding to the eritical language: “or any attempt to
purchase or sell” any security. See anfe, p. 8.

This ease involves no “purchase or sale” of securities?
Respondents were mere offerees, who instituted this suit
some two yesrs after the shares were issued and after
the market price had soared. Having “missed the mar-
ket” on a stock, they are hardly in a unique position.
The capital that fuels our enterprise system comes from
investors who have frequent opportunities to purchase,
or not to purchase, securities being offered publicly, The
market prices of new issues rarely remain statie: almost
invariably they go up or down, and they often fluctuate

11 s argued that the language "in connection with” justifies
extending §10 (b) to incdude offers which necessarily precedo &
purchnse or zale. The short answer is that the statuie requires a
purchase or & sale of a security, and no offer was made to respond-
ants in connection with either. Their complaint rests upon the
nbsenoe of 4 sale to or purchase by them.
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widely in market appraisal over a period far less than
the two years during which respondents reflected on their
lost opportunity. Most investors have unhappy memo-
ries of decisions not to buy stocks which later performed
well,

The opinion of the Court, and the dissenting opinion
of Judge Hufstedler in the Court of Appeals, eorrectly
emphasize the subjective nature of the inevitable inquiry
if the term “offer” were read into the Act and some argu-
gble error could be found in an offering prospeetus:
“Would T have purchased this particular security at the
time it was offered if T had known the correct facts?"
Apart from the human temptation for the plaintifi to
answer thie question in a self-serving fashion, the offeror
of the securities—defendant in the suit—is severely
handicapped in challenging the predictable testimony.®
The subjective issues would be even more speculative in
the clase actions that inevitably would follow if we held
that offers to sell seourities are covered by § 10 (b) and
Rule 10b-5.

In this case respondents were clearly identifisble as
offerees, as here the shares were offered to designated
persons, In the more customary public sale of securi-

2 Proving, after the faet, what "one would have done” encom-
passes & number of eonjectural as well s subjective ssues: would
tha offoreo have bought at all; how many shares would he have
hought; how long would he have held the shares; were there other
“buys” on the muarket at the Lime that they may have been more
ettractive sven had the offerse known the facts; did he in (act use
his available funds (if any) more advantageously by purchasing
pomething elie,

81t is argued that the specis] facts of this ease justify extending
the benefit of §10b-6 to these respondents, evem if the statute
ordinarily requires a purchase or & sale, But this resolution alss
would require judicial extension of the terms of the statute. The
mers fect that securitics are offered to a limited cluss of offerees
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ties, identification of those who in fact were bons fide
offerees would present severe problems of proof. The
law requires that offers to sell registered securities be
made by means of an effective prospectus. §5(b), 15
U. 8. C. §77(e}(b). Tssues are usually marketed
through underwriters and dealers, often including scores
of investment banking and brokerage firms across the
country. Copies of the prospectus may be widely dis-
tributed through the dealer group, and then passed hand-
to-hand among countless persons whose identities can-
not be known. If §10(b) were extended to embrace
offers to sell, the number of persons elaiming to have been
offerees could be legion with respect to a security which
subsequently proved to be a rewarding investment.

We are entitled to assume that the Congress, in enact-
ing §10 (b) and in subsequently declining to extend it,
took into account these and similar considerations. The
courts already have inferred a private cause of action
that was not authorized by the legislation, In doing
this, however, it was unnecessary to rewrite the precise
language of § 10 (b) and Rule 10b-5. This is precisely
what respondents—joined, surprisingly, by the SEC—
gought in this case* If such a far-reaching change is to

may diminate some of the problems of proof but it does nnt evoid
the faral ohjection that no offer of securities, absent a puvchase or
sals, & covered by the statuts

41t iz more than curious that the SEC should seek this change
“in the 1084 Act by judicial actdon. The underlying philosophy of
the 1833 Act wus to promote “truth” in the marketing of securities
to the publie. The evil was the tendeney of the seller to exaggerats,
to “puff," and sometimes fraudulently to overstate the prospects and
earing espabilities of the issuing eorporation, The decade of the
'1920's was marked by fnancings in which the buying public wus
oversold, if not actually misled, by the buoyant optimism of issuers
and underwriters, The 1823 Aet wes intended to nompel moderstion
and caution in selling prospectuses, and this is precisely the way that
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be made, with unpredictable consequences upon the
process of raising capital so necessary to our economie
well-being, it is a matter for the Congress, not the courts.

e s o ——

Act has been ndministered by the BEC for mors than 40 years
Absolute factual aceuracy with respect to a corporate enterprise is

, exoept with respect to certain hard facts (e. g, some
balance sheet items). The outcome of pending litigation, the efficct
of relatively new legislation, the possible ensciment of adverse
legislation, the expenditures nocded 1o moot escalating environpmental
regulntions, the likelihood and effect of new competition or of new
technology and many similar matters of potential relevancy, must be
nddressed in registration statements and prospeciuses. In adminis-
taﬂqthlﬂﬂ&ﬂ.hﬂ!ﬂtmﬁﬁnmﬂymﬂwnﬁﬂmﬂ:hu
encouraged and often required offerors to take conservative postures
in prospectuses, especinlly with respect to judgmentsl and unfsvor-
gble matters. If a differemt philosophy now were to be read into
the 1934 Act, inviting litigation for arguably musieading understate-
ment as well as {or overstatement of the issuer's prospects, the
hagard of “going to market"—alrendy not inconsequential—would be
immensurably mereascd,
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Mg, Jremicn PowELL, concurring,

Although T eoncur in the opinion of the Court, T write
to emphasize the significance of the texts of the Acts of
1933 and 1934 and especially the language of § 10 (b)
and Rule 10b-5.

The starting point in every case involving construetion
of a statute is the language itself. The critical phrase
in both the statute and the }{ule i# “in eonnection with
the purchase or gale of any security.,” 15 U. 8, C. § 78)
{(b): 17 CFR §240.10b—5 (italics added). Seetion 3a
(14) of the 1934 Act, 15 U, 8. C, § 780 (a) (14), provides
that the term “zale” shall “include any contract to sell
or otherwise dispose of" securities. There is no hint in
any proviston of the Act that the term “sale,” as used
in §10(b), was intended—in addition to its long-
established legal meaning—to include an “offer to sell.”
Respondent, nevertheless, would have us amend the con-
trolling language in § 10 (b) to read:

. .. in eonnection with the purchase or sale of, or
an offer to eell, any security.”

Before a court properly could eansider taking such liberty
with statutory language there should be, at least, unmis-
takable support in the history and structure of the legis-
lation, XNone exists in this case,

J I
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Nothing in the history of the Securities Acts supports

any congressionsl intent to include mere offers in § 10 (b),

Moreover, as the Court's opinion indicates, impressive

extrinsic evidence in the texts of the two Aects indicates

clearly that Congresz selectively and ecarefully distin-
~——guished between offers, purchases and zales.

17 (a), the antifraud provision of the 1933 Aet, 156

LM(&}. -fa—-onnniph’_ expressly ineludes
“offer{g]” of Fecurities within its terms while § 10 (b)

of #o B3 Ad—

also definea “offer to sell” as something distinet from a
ale. §2(3), 15 U. 8. C. § 77 (3).

Tf further evidence of congressional intent were needed,
it may be found in the subsequent history of these Acts,
As noted in the Court’s opinion, the Securities and Ex-
change Commission unsuccessfully eought, in 1957 and
again in 1959, to persuade Congress to broaden § 10 (b)
by adding to the eritical language: “or any attempt to
purchase or gell” any security. See ante, p. B.

Thig case involves no “purchase or eale” of securities?
Respondents were mere offerees, who instituted this suit
some two years after the shares were issued and after
the market price had soared. Having “missed the mar-
ket” on a stock, they are hardly in a unique position.
"The capital that fuels our enterprise system comes from
investors who have frequent opportunities to purchase,
‘ar not to purchase, securities being offered publicly. The
market prices of new igsues rarely remain statie: almost
invariably they go up or down, and they often fluctuate

End Rule 10b-5 a-f—b]m—iﬁmﬁﬁ_du not, The 1933 Aet

1Tt i argued that the language “in connection with” justifies
extending §10 (b) to inelude offers which necessarnly precede &
purchase or sale. The short answer is that the statute requires a
purchase or & sale of & security, and no offer was made to respond-
ents in comnection with either. Their complaint rests upon the
absence of g sale to or purchass by them.

For u:mpfr._, §
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idely in-inasket-appraieal over & period far less than
the two years during which respondents reflected on their
lost opportunity. Most investors have unhappy memo-
ries of decisions not to buy stocks which later performed

11,

The opinion of the Court, and the dissenting opinion
of Judge Hufstedler in the Court of Appeals, correctly
emphasize the subjective nature of the inevitable inquiry
if the term “offer”” were read into the Aet and some argu-
able error could be found in an offering prospectus:
“Would T have purchssed this particular security at the
time it wae offered if I had known the correct facts?”
Apart from the human temptation for the plaintiff to
answer this question in a self-serving fashion, the offeror
of the securities—defendant in the suit—is severely
handicapped in challenging the predictable testimony.®
The subjective issues would be even more speculative in
the class actions that inevitably would follow if we held
that offers to sell securities are covered by § 10 (b) and
Rule 10b=5.

In this case respondents were clearly identifiable ae
offerees, as here the shares were offered to designated
persons. In the more customary public sale of seeuri-

3 Proving, after the fact, what "one would have done” encome
peezes o number of conjectural as well oe subjective issues: would
tha offerse have hought at all; how many shares would he have
bought; how long would he have held the shares; were there other
“buys" on the market at the time that may have heem m.uruj
attractive even had the offeree known the facts; did he in facth use
his availably funde (if eoy) more sdvantageously by purchnsing
enmething else,

EIt is argued that the specinl facts of this esse justify extending
the bensefit of § 10b-§ to these respondents, even i the statute
ordinarily requires a purchase or s sale. But this resolution also
would require judicial extension of the terms of the statute, The
mere faet that sceurities are offerod to a limited elass of offerees



{32 At

74-124—CONCUR
+ BLUE CHIP STAMPS v. MANOR DRUG STORES

ties, identification of those who in fact were bona fide
offerees would present severe problems of proof, The

-——lhw;_requim that offers to sell registered securities be

matde by means of an effective prospectus, §5 (b), 1

T. 8 C. §77(e)}b). Issues are usually marketed

through underwriters and dealers, often including scores

of investment banking and brokerage firms across the

country. Copies of the prospectus may be widely dis-

tributed through the dealer group, and then passed hand-

to-hand among countless persons whose identities can-

not ba known. If £ 10({(b) were extended to embrace

offers to sell, the number of persons claiming io have been o ay

offerees could be legion with respect to A security wies

subsequently proved to be a rewarding investment. Haat
We are entitled to sssume that the Congress, in enact-

ing § 10 (b) and in subsequently declining to extend it,

took into account these and similar considerations. The

courts already have inferred a private csuse of action

that was not authorized by the legislation, In doing

this, however, it was unnecessary to rewrite the precise exa Eﬂ

language of § 10 (b) and Rule 10b-5. This is e

what respondents—joined, surprisingly. by the

sought in this case® If such s far-reaching change iz to

may eliminate some of the problems of proof but it does not avoid —"
the fatal abjection thet po offer of securtiss, absent 1 purchase or

pale, 18 coyersd _;!I the rn&t.ute:
(=TT Thnte ThAN cunous that ihe SEC should seek thiz change

in the 1934 Aet by judiein] action. The underlying philesophy of
the 1938 Act was to promote "truth™ in the marketing of securities
to the publie. The evil was the tendeney of the sallsr to exaprerale,
to ¥puff,” and somelimes fraudulenily to overstate the prospects snd
onring capibilities of the ismung corporation, The decsde of the
1920's was marked by fnancings in which the buying public was
oversold, if oot actually misted, by the buoyant optimism of jssuers
&nd underwriters. The 1833 Act was intended to compel moderation
and raut gelling prospectuses, and this 1= precizely the way that
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be made, with unpredietabla econsequences upon the
process of raising capital so necessary to our economic
well-being, it is & matter for the Congress, not the courts,

Act #me=Teen administered by the 8EC for more than 40 vears.
Absolute factual aceurscy with respect to a corporate enterprise is
impossible, except with tespect to certan hurd facts (e g, some
belanea sheet items). The outcome of pending litigntion, the effect
of rdatively new legislation, the powmible enactment of adverse
leginlation, the expenditures nesded to meet esenlating environmental
regulations, the likelihood aod effect of new competition or of new
technology and many similsr matters of potential relevancy, muzt be
gddressed in registration statements and prospectuses. Io pdminis-
tering the 1833 Act, the BEC f{raditionally and consistently hag
encouraged and often required offerors to take conservative postures
in prospectyses, especiplly with respect to judgmental and unfovor-
able matters. If s differemt philogophy oow were to be read into
the 1934 Aot, inviting hitigation for arguably mizleading understate-
ment as well as for overstaternent of the issuer’s prospects, the
hagard of “going {0 market"—already not inconssgquential—would be
immeasurably inereased,

——
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4, It is more than curious that the SEC should seek
this change in the 1934 Act by judicial action. The stated

. ‘o
purpose of the 1933 Act was :FjHPrUVidE full and fair
disclosure of the character of securities sold in interstate

# 43 Stat. 74,

and foreign comercez. . . .''" Bee preamble to A.ctJ flThe
evil addressed was the tendency of the seller to exaggerate,
to "puff", and sometimes frauduently to overstate the
prospects and earning capabilities of the issuing corporation.
The decade of the 1920's was marked by financings in which
the buying public was oversold, and often misled, by the
bouyant optimism of lssuers and underwriters. The 1933
Act was intended to compel mﬂdera£iﬂn and caution 1n
prospectuses, and this is precisely the way that Act has
been administered by the SEC for more than 40 years. Precise
factual accuracy with respect to a corporate enterprise is
frequently impossible, except with respect to ih:_hard
facts. The outcome of pending litigation, the effect of
relatively new legislation, the possible enactment of

adverse legislation, the cost of projected construction

or of entering new markets, the expenditures needed to
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meet changing environmental regulations, the likelihood
and effect of new competition or of new techmology, and many
similar matters of potential relevancy must be addressed
in registration statements and prospectuses. In adminis-
tering the 1933 Act, the SEC traditionally and consistently
has encouraged and afteu required offerors to take con-
servative postures in prospectuses, especially with respect
to judgmental and possibly unfavorable matters. If a
different philosophy now were to be read into the 1934
Act, inviting litigation for arguably misleading understate-
ment as well as for overstatement of the issuer's prospects,
the hazard of "going to market" - already not inconsequential -

would be immeasurably increased.
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Mg. Justice PoweLL, concurring.

Although T eoncur in the opinion of the Court, I write
to emphasize the significance of the texts of the Aets of
1933 and 1934 and especially the language of § 10 (b)
and Rule 10b-5.

The starting point in every case involving construction
of a statute is the language itself. The eritical phrase
in both the statute and the rule ig “in conneetion with
the purchase or sale of any security.” 15U, 8 C. §78)
(b); 17 CFR §240.10b-5 (italics added). Section 3a
(14) of the 1834 Act, 15 T, 8, C. § 780 (a)(14), provides
that the term ‘‘sale” shall “include any contract to sell
or otherwise dispose of" securities. There is no hint in
any provision of the Aet that the term “sale,” as used
in 810(b), was intended—in addition to its long-
established legal meaning—to include an “offer to sell.”
Respondent, nevertheless, would have us amend the con-
trolling language in §10 (b) to read:

% .. in eonnection with the purchase or sale of, or
an offer to sell, any security.”

On Writ of Certiorari to the
United States Court of Ap-
peals for the Ninth Circuit.

Before a court properly could consider taking such liberty
with statutory language there should be, at least, unmis-
takable support in the history and structure of the legis-
lation. Ngne exists in this case.
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Nothing in the history of the Securities Aets supports
any congressional intent to inelude mere offers in § 10 (b).
Moreover, as the Court's opinion indicates, impressive
extrinsic evidence in the texts of the two Acts indicates
clearly that Congress selectively and carefully distin-
guished between offers, purchases and sales. For example,
§17 (a), the antifrand provision of the 1933 Act, 15
T. 8. C. § 77q (a), expressly includes “offer[s] " of securi-
ties within its terms while § 10 (b) of the 1934 Act and
Rule 10b-5 do not. The 1933 Act also defines “offer to
gell" as something distinet from s =ale. §2(3), 15
U. B. C. §77b (3).

If further evidence of congressional intent were needed,
it may be found in the subsequent history of these Acts,
Az noted in the Court’s opinion, the Securities and Ex-
change Comumission unsuecessfully sought, in 1957 end
again in 1958, to persuacde Congress to broaden § 10 (b)
by adding to the critical language: “or any attempt to
purchase or sell” any security. SHee ante, p. 8.

Thiz ease involves no “purchase or sale” of securities?
Respondents were mere offerees, who instituted this suit
some two years after the shares were issued and after
the market price had soared. Having “missed the mar-
ket” on a stock, they are hardly in a unique position.
The capital that fuels our enterprise system comes from
investors who have frequent opportunities to purchase,
or not to purchase, securities being offered publicly. The
market prices of new issues rarely remain statie: almost
invariably they go up or down, and they often fAuctuate

1Tt i9 argoed that the language “in conpection with" justifies
extending § 10 (b) to include offers which tecessanly precede &
purchase or sale. The short answer is that the statute requires g
purchess or A sale of o security, and no offer was made to respond-
enty in connection with either. Their complaint rests upon the
vhaence of & sale to or purchase by them,
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widely over a period far less than the two years during
which respondents reflected on their lost opportunity.
Moet investors have unhappy memories of decisions not
to buy stocks which later performed well.

The opinion of the Court, and the dissenting opinion
of Judge Hufstedler in the Court of Appeals, correctly
emphasize the subjective nature of the inevitable inquiry
if the term “offer” were read into the Act and some argu-
able error could be found in &n offering prospectus:
“Would T have purchased this particular security at the
time it was offered if I had known the correct facta?”
Apart from the human temptation for the plaintiff to
answer this question in & self-serving fashion, the offeror
of the securities—defendant in the suit—is severely
handicapped in challenging the predictable testimony.”
The subjective issues would be even more speculative in
the class actions that inevitably would follow if we held
that offers to sell securities are covered by §10 (b) and
Rule 10b--5.

In this case respondents were clearly identifiable as
offerees, as here the shares were offered to designated
persons,' In the more customary public sale of securi-

I Proving, after the fact, what “ope would have dope” encom-
pueves o mumber of conjeciural as well a8 subjective issuss: would
the offeres have bought at all; bow many ghares would he have
bought; how long would he have held the shares; were thers
other “buys"” on the market at the time that may have been more
attractive even had the offeree known the facts; did he in fact use
hig available funde (if any) more advantageously by purchasing
gamething elss,

*It is argued that the speclal facts of this cnse justify extending
the benefiv of §10b-5 to those respondents, even if the statute
erdinarily requires a purchase or p sole, But this resolution slso
would require judicial extension of the terms of the statute, Tha
mere fact that securities are offersd to a limited cluss of offerees
nuvy eliminare sgme of the problems of proof But it does mot avoid
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ties, identification of those who in fact were bona fide
offeress would present severe problems of proof. The
1933 Act requires that offers to sell registered securities
be made by means of an effective prospectus. §4 (b), 15
U. 8 C. §77 (e)}(b). Issues are usually marketed
through underwriters and dealers, often including scores
of investment banking and brokerage firms across the
country., Copies of the prospeetus may be widely dis-
tributed through the dealer group, and then passed hand-
to-hand among countless persons whose identities can-
not be known. If §10(b) were extended to embrace
offers to sell, the number of persons claiming to have been
offerees could be legion with respect to any security that
. subsequently proved to be a rewarding investment,

We are entitled to assume that the Congress, in enact-
ing § 10 (b) and in subsequently declining to extend it,
took into account these and similar considerations, The
courts already have inferred a private cause of action
that was not authorized by the legislution. In doing

“this, however, it was unnecessary to rewrite the precise
language of §10 (b) and Rule 10b-5. This is exactly
what respondents—joined, surprisingly, by the SEC—
sought in this case* If such a far-reaching change is to

the fotal objection that no offer of securities, abaent a purchase or
sale, is covered by the statute

414 s more than euricus that the 8BC ehould seek this change in
the 1934 Act by judicinl netion, The stated purpose of the 1933
Aot war “[t]o provide full and fair disclosure of the character of
gecuritire aold in inferstate and foreign commerce . . , " See pre-
amble to Act, 48 Stat. T4, The evil addressed wae the tendency of
the seller to exaggerate, to “puff,” and sometimes fraudulently to
overstate the prospeets and enrning eapabilities of the leuing eorpo-
matlon, The decade of the 1820 wns marked by financings in
whieh the buying public wns oversold, and often misled, by the
bouyant optimiem of issuers snd underwriters. The 1083 Aot was
intended to compel moderation and caution in prospectuses, and this
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be made, with unpredictable consequences upon the
process of raising oapital 80 necessary to our economic
well-being, it {5 a matter for the Congress, not the courts.

i precisely the way that Act has been administered by the SEC
for more thon 40 yesrs, DPrecse faetiul aceursey with respect tor
8 corporate enterprise is frequently impossible, except with rospect
to herd facts. The outcome of pending lhrigniiom. the effect of
relutively new Jegislation, the posible enoetment of sdverse legisla-
tiom, the eost of projected construction or of emtering new markets,
the expenditures nesded ro mesr changing environmentol regulations,
the likelihood and effect of new competition or of new technology,
pnd many similar matters of potential relevancy must be sddressed
in registration atntements and prospectuses. In sdministering the
193% Aet, the BRC traditionally end consistently has encouraged and
often required offerors to take conservative postures in prospestuses,
eapecially with respect to judgmenial and poesibly unfavorable
rofttere, Tf a different philosophy now were to be read into the
1934 Ant, mviting litigntion for argnobly mieleading understatement
ug well as for overstatemnent of the issuer’s prospecty, the hazard of
Hgolng to murket—already wot inconssguentigh—would be immess-
yrably increpsed.



L ]
N5 1ars AU - 1975

lgf?!‘ ¢, §-7

FILE COPY
PLEASE RETURN

TO FILE
2nd DRAFT
SUPREME COURT OF THE UNITED STATES
No. 74124

Blue Chip Stamps et al,,
Petitioners,
.
Manor Drug Stores, Ete.

[May —, 1875]

On Writ of Certiorari to the
United States Court of Ap-
peals for the Ninth Circuit.

Mg. JusTice PowELL, concurring,

Although T concur in the opinion of the Court, 1 write
to emphasize the significance of the texts of the Acts of
1933 and 1834 and especially the language of § 10 (b)
and Rale 10b-5.

I

The starting point in every case involving construction
of a statute is the language itself. The eritical phrase
"in both the statute and the rule is “in connection with
the purchase or sale of any security.,” 15 U, 8, C. § 78]
(b); 17 CFR § 240.10b-5 (italics added), Section 3a
(14) of the 1934 Act, 15 U. 8. C. § 78¢ (a) (14), provides |
that the term “sale” shall “include any contract to sell
or otherwise dispose of” securities, There i8 no hint in
any provision of the Act that the term “sale," as used
in §10(b), was intended—in addition to its long-
established legal meaning—to include an “offer to sell”
Respondent, nevertheless, would have us amend the con-
trolling language in § 10 (b) to read:
4, .. in connection with the purchase or sale of, or
an offer to sell, any security.”

Before a court properly could consider taking such liberty
with statutory language there ghould be, at least, unmis.
takable support in the history and structure of the legis-
lation. None exists in this case.
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Nothing in the history of the Securities Acts supports
any congressional intent to inplude mere offers in § 10 (b).
Moreover, as the Court's opinion indicates, impressive
extrinsic evidence in the texts of the two Aects indicates
clearly that Congress selectively and carefully distin-
guished between offers, purchases and sales, For example,
§17 (a), the antifraud provision of the 1833 Aect, 15
U. 8. C. § 77q (a), expressly includes “‘offer[s]" of securi-
ties within its terms while § 10 (b) of the 1934 Act and
Rule 10b-5 do not. The 1933 Act also defines “sffer to
sell” as something distinet from a sale. §2(3), 15
U. 8 C. §7 (3).

If further evidence of congressional intent were needed,
it may be found in the subsequent history of these Aots,
As noted in the Court’s opinion, the Securities and Ex-
change Commission unsuccessfully sought, in 1057 and
again in 1959, to persuade Congress to broaden § 10 (b)
by adding to the critical language: “or any attempt to
purchase or sell” any seeurity. See ants, p. &

This case involves no “purchase or sale"” of securities.’!
Respondents were mere offerees, who instituted this suit
some two years after the shares were issued and after
the market price had soared. Having “missed the mar-
ket"” on a stock, they are hardly in & unique position,

The eapital that fuels our enterprise system comes from
investors who have frequent opportunities to purchase,
" or not to purchase, securities being offered publiely. The
market prices of new issues rarely remain static: almost
invariably they go up or down, and they often fluctuate

2Tt is mrgued thst the language “in connection with” justifies
extending § 10 (b) to include offers which necessarily precede a
purchase or sale. The short snewer is that the statute requires a
purchase or & sale of & security, and no offer was made to respond-
ents in eonnection with either. Their complaint rests upon the
abeence of u sale to or purchase by them,
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widely over a period far less than the two years during
which respondents reflected on their lost cpportunity.
Most investors have unhappy memories of decisions not
to buy stocks which later performed well.

The opinion of the Court, and the dissenting opinion
of Judge Hufstedler in the Court of Appeals, correctly
emphagize the subjective nature of the inevitable inquiry
if the term “offer” were read into the Act and some argu-
able error could be found in an offering prospectus:
‘Would I have purchased this particular security at the
time it was offered if I had known the correct facts?”
Apart from the human temptation for the plaintiff to
answer this question in a self-serving fashion, the offeror
of the securities—defendant in the suit—is severely
haendicapped in challenging the predictable testimony.?
The subjective isaues would be even more speculative in
the class actions that inevitably would follow if we held
that offers to sell securities are covered by § 10 (b) and
Rule 10b-5.

In this case respondents were clearly identifiable as
offerees, a8 here the shares were offered to designated
persons.' In the more customary public sale of securi-

2 Proving, niter the faet, what “one would heve done™ encom-
pavees & number of conjectural as well as subjeetive issues: would
the offeree have bought at all; how many shares would he have
‘bought; how long would he have held the shares; were thera
other “buys" on the market at the time that may have been more
atiraetive even had the offerse known the facts; did he in fact use
his available funds (if any) more advantageously by purchasing
gomething else,

2Tt is argued that the special fecle of this cuse justify extending
the benefit of §106-5 to thess reepondenis, even if the statute
qordinarily requires a purchase or a sals. But this resolution also
would require judicinl extension of the terms of the statute, The
mere fact that securities are offered to & limited cliss of offerees
‘may alimirate some of the prohlems of proof but it does oot aveid
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ties, identification of those who in fact were bona fide
offerees would present severe problems of proof. The
1833 Act requires that offers to sell registered securities
be made by means of an effective prospectus, §5 (b),
15 U. 8. C. §77e(b). lssues are usually marketed
through underwriters and deslers, often including scores
of investment banking and brokerage firms ncross the
country, Copies of the prospectus may be widely dis-
tributed through the dealer group, and then passed hand-
to-hand among countless persoms whose identities ean-
not be known. If §10(b) were extended to embrace
offers to sell, the number of persons claiming to have been
offerees could be legion with respect to any security that
subsequently proved to be a rewarding investment,

We are entitled to assume that the Congress, in enact-
ing §10(b) and in subsequently declining to extend it
took into account these and similar considerations. The
courts already have inferred a private cause of action
that was not authorized by the legislation. In doing
this, however, it was unnecessary to rewrite the precise
Janguage of §10(b) and Rule 10b-5. This is exactly
what respondents—joined, surprisingly, by the SEC—
sought in this case! If such a far-reaching change is to

fatal objection that no offer of securities, absent a purchase or
, is covered by the statute,
41t is more than curious that tae SEC should seek this change in
the 1034 Aet by judicial action. The stated purpose of the 1033
Act was “[t]o provide full and fair disclosure of the charscter of
ities sold in interstate and foreign commerce . . . " Bes pre-
-amble to Aet, 48 Btat. 74, The evil addressed was the tendemoy of
the seller to exmggernte, to "puff,” and sometimes fravdulestly to
' gverstate the prospects and earning capabilities of the issuing corpo-
ration. The deends of the 1020's was marked by financings in
which the buying public weas oversold, and ofien misled, by the
bouyant optimism- of lssuers and underwritsre. The 1933 Act was
intended to compel moderation and csution in prospestuses, and this
is-procisely the way that Aet has been sdministered by tha SEC

%



T4-1M4-—-CONCUR
BLUE CHIP BTAMPS v. MANOR DRUG STORES ]

be made, with unpredietable consequences for the proc-

ess of raising capital so necessary to our egonomic well-
being, it is & matter for the Congress, not the courts.

1

Mg, Jusmece Braoxamun's dissent charges the Court
with “a preternatural solicitude for corporate well being
and a seeming eallousness toward the investing publie.”
Our tesk in this case is to coustrue a statute. In my
view, the answer is plainly compelled by the language
a8 well as the legislative history of the Securities Acts,
But even if the language is not “plain” te all, I would
have thought none could doubt that the statute can be

read fairly to support the result the Court reaches. In-
" deed, if one takes a different view—and imputes callous-
ness to all who disagree—he must attribute a lack of legal
and social perception to the scores of federal judges who
have followed Birnbaum for two decades.

The dissenting opinion also charges the Court with
paying “no heed to the unremedied wrong” arising from
the type of “fraud” that may result from reaffirmance

for more than 40 yenrs. Precise [nctual accuracy with respect to
a corporate enlerprise is frequently impossible, except with respect
to hard facts. The outeoms of pending litigation, the effect of
rolatively new legialation, the possible enactment of adverse legisls-
tion, the oost of projected construction or of entering new markets,
the expenditures needed to meei changing environmental regulstions,
the likelihood and effact of new competition or of new technalogy,
and many similar matters of potential relevancy mnst be addressed
in registration statements and prospectuses. In administering the
1833 Aet, the BEC traditionally and consistently has encouraged and
often required offerors to take conservative postures in prospeeiuses,
esperially with respect to judgmental snd possibly unfaverable
matters. If a different philosophy now were to be read into the
1834 Aet, inviting litigation {or srguably misleading understatement
as well s= for overstatemeni of the isuer's prospeets, the hazard of
“going to marke:"—already mot inconsequentisl—would be immess-
urahly incresssd.
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of the Birnbaum rule. If an issue of statutory construe-
tion is to be decided on the basis of assuring a federal
remedy—in addition to state remedies—for every per-
ceived fraud, at lenst we should strike a balance between
the opportunities for fraud presented by the eontending
views, It may well be conceded that Birnbaum does
allow some fraud to go unremedied under the federal
Seourities Acta. But the construetion advoecated by the
dissent could result in wider opportunities for fraud. As
the Court's opinion makes plain, abandoning the Birn-
baum construction in favor of the rule urged by the dis-
sent would invite any person who failed to purchase a
newly offered security that subsequently enjoved sub-
stantial market appreciation to file a claim alleging that
the offering prospectus understated the company’s poten-
tial, The number of possible plaintiffs with respeet to a
public offering would be virtually unlimited. As noted
shove (Pert 1, n, 2), an honest offeror could be con-
fronted with subjective eclaims by plaintiffe who had
neither purchased its securities nor seriously considered
the investment. It frequently would be impossible to
refute & plaintifi's assertion that he relied on the pros-
pectus, or even that he made a decision not to buy the
offered securities. A rule allowing this type of open-
ended litigation would itself be an invitation to fraud.*

5 The dissent also charges that we are callovs toward the "invest-
ing public’—a term it does not define. Tt would have been mors
acourate, perhape, to have spoken of the noninvesting public, becanse
the Court's decision does not sbandon the imvesting publie,. The
great majority of registered iseues of securities are offered by sstab-
lished corporations that have shares outstanding end beld by mem-
bers of the investing pubfic. The types of muts that the dizsemt
waoild encoursge could result in large demage clsime, sostly litigation,
generons setilmments to avold such cost, and often—whers the hitign-
tion rups its eourse—in lsrge verdicis, The shareholders of the
defendant corporstions—the “investing publie™—would oitimstely
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bear the burden of this htigation, including the frandulent suits thet
would not be sereened out by the dissent’s bare requirement of a
“logical nexus between the alleged fraud and the sale or purchase

8 security.”

2
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Maz. JusTicE BLAckBURN, dissenting.

Today the Court graves into stone Birnbaoum's® arbi-
trary principle of standing. For this task the Court,
unfortunately, chooses to utilize three blunt chisels:
(1) reliance on the legislative history of the 1833 and
1934 Becuritiee Aets, conceded as inconelusive in this
particular context; (2) acceptance as precedent of two
decades of lower court decisions following a doctrine,
never before examined here, that was pronounced by &
justifiably esteemed panel of that Court of Appeals re-
garded as the “Mother Court” in this area of the law*
but under entirely different circumstances; end (3) re-
sort to utter pragmaticality and a conjectural assertion
of "poliey considerations’’ deemed to arize in distin-

- —guighing the meritoge® Rule 10b-5 suit from the
MJ/ meretricioue one. In so deing, the Court exhibits a pre-
‘@mut-ural solicitoueness for corporate well-being snd a
geeming callousness toward the investing public quite
out of keeping, it seems to me, with our own traditions
and the intent of the securities laws, Bee Affiliated Ute

1 Birnboum v. Newport Steel Corp, 193 F., 24 4681 (CAZ2), cort.
denied, 343 17, 8. 956 (1062).

# Tuat this Term, bowever, we did not view with such tender
regard another decision by the very waine panel, Ses [ndled Stales
v, Feola, — U. B, — {10875), and its trestment of an ooalogy
sdvanced in United States v. Crimpuns, 123 F. 24 271 (CAJ 1941).

et s tmow&-dt—j*%
Tl S i
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Citizens v. United States, 406 U. 8. 128, 151 (1972);
Supt. of Insurance v, Bankers Life & Cas. Co., 404 U, B,
8, 12 (1071); S8EC v. National Securities, Inc., 393 U, 8,
453, 463 (1969); Tcherepmn v
336 (1967); SEC v. Capital Gains Bureau, a?str S lEﬁ
195 (1063).

The plaintiffs’ complaint—and that is all that is before
us now—raises disturbing claims of fraud. It alleges
that the directors ew Blue and the majority
shareholders of “Old Blue Chip"” engaged in & deceptive
and manipulative scheme designed to subvert the intent
of the 1967 antitrust consent decree and to enhanee the
value of their own shares in & subsequent offering. Al-
though the complaint is too long to reproduce here, see
App. 4-22, the plaintifis, in short, contend that the
much-negotisted plan of reorganization of Old Blue
Chip, pursuant to the decree and approved by the dis-
triet court, was intended to compensate former retailer-
users of Blue Chip stamps for damages suffered as a
result of the antitrust violations. Accordingly, the
majority shareholders were to be divested of 55% of
their interest; Old Blue Chip was to be merged into &
new company; and 55% of the common shares of the new
company were t0 be offered to the former users on & pro
rata basis, determined by the quantity of stamps issued
to each of these nonshareholding users during a desig-
nated period. Some 621,000-shares were thus to be of.
each consisting of three shares of common
and a $100 debenture, in return for $101 cash.

It is the plaintifis’ pleaded position that this offer to
the former users was intended by the antitrust court and
the Government to be a “bargain,” since the then res-
sonable market value of each unit was actually $315.
The plaintifis alleged, however, that the offering share-
holders had no intention of complying in good feith with
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the terms of the consent deeree and of permitting the
former users of Blue Chip stamps to obtain the bargain
offering. Rather, they conspired to dissuade the offerees
from purchaging the units by including substantially mis-
leading and negative information in the prospectus under
the heading “Items of Special Interest.” The prospectus
eontained the following statements, allegedly false and
allegedly made to deter the plaintiffs from purchasing
the units: (1) that “[n]et income for the current fiseal
vear will be adversely affected by payments aggregating
$8.486,000 made since March 2, 1968, in settlement of
claims” against New Blue Chip; (2) that net income
“would be adversely affected by a substantial decrease
. in the use of the Company's trading stamp serviee";
(3) that net income “would be adversely affected by g
sale of one-third of the Company's trading stamp busi-
ness in California”; (4) that “"Claims or Causes of Ac-
tion {as defined} against the Company, including pray-
ers for treble damages, now aggregute approximately
$20.000,000" ; and (5) that, based upon “statistical evalu-
ations,” “the Company presently estimates that 9769
of all stamps issued will ultimately be redeemed.” App.
b6,

Plaintiffs alleged that these negative statements were
known, or should have been known, by the defendants to
be false since, for example, the $20.000.000 in purported
legal claims were settled for less than $1,000,000 only
three months Iater, and, s an historical fact, less than
0% of all trading stamps are redeemed. Tmportantly,
when the defendants offered their own shares for sale
to the public & year Iater, the prospectus issued at that
time made no referenee to these factors even though, to
the extent that they were relevant on the date of the
first prospectus, one year earlier, they would have been
equally relevant on the date of the second. As a result
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of the defendanis’ negative statements, plaintiffs elaim
that they were dissuaded from exercising their option to
purchase Blue Chip shares and that they were damaged
accordingly.

From a reading of the complaint in relation to the
language of § 10 (b) of the 1934 Act and of Rule 10b-5,
it is manifest that plaintifis have alleged the use of a
deceptive scheme “in connection with the purchase or
gale of any security.” To my mind, the word “sale”
ordinarily and naturally may be understood to mean not
only a single, individualized get transferring property
from one party to another, but also the generalized event
of public disposal of property through advertisement,
auetion, or some other market mechanism. Here, there
" is an obvious, indeed & court-ordered, “sale” of securities
in the special offering of New Blue Chip shares and
debentures to former users. Yet the Court denies these
plaintiffs the right to maintain & suit under Rule 10b-5
because they do not fit into the mechanistic categories
of either “purchaser” or “seller.” This, surely, is anom-
aly, for the very purpose of the alleged scheme was to
inhibit these plaintiffs from ever acquiring the status of
“purchaser.”” Faced with this abnormal divergence from
the usual pattern of securities frauds, the Court pays no
heed to the unremedied wrong or to the portmantean
nature o '

The broad purpose and scope of the Securities Ex-
change Act of 1034 are manifest. Senator Fletcher,
Chairman of the Senate Commities on Banking and
Curreney, in introducing 8, 2663, the bill that became the
1034 Act, reviewed the general purposes of the
legislation :

“Manipulators who heve in the past had a com-

puratively free hand to befuddle and fool the pub-
lic and to extract from the public millions of dollars
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through stock-exchange operations are to be curbed
and deprived of the opportunity to grow fat on the
savings of the average man and woman of America,
Under this bill the securities exchanges will not only
have the appearance of an open marketplace for in-
vestors but will be truly open to them, free from the
hectic operations and dangerous practices which in
the past have enabled a handful of men to operate
with stacked cards against the general body of out-
gide investors. For example, besides forbidding
fraudulent practices and unwholesome manipulation
by professional market operators, the bill seeks to
deprive corporate directors, corporate officers, and
other corporate insiders of the opportunity to play
the stocks of their companies sgainst the interests
of the stockholders of their companies.” 78 Cong,
Ree. 2271 (1034).

The Senator went on to deseribe the function of each of
the many provisions of the bill, including § 9 (¢) which,
without significant alteration, became § 10 (b) of the
Act. He eaid, as to this section, in terms that surely
are broad:

“The Commission is slso given power to forbid any
other devices in connection with security transac-
tions whieh it finds detrimental to the publie inter-
est or to the proper protection of inveators,” Ibid.

Similarly, the broad scope of the identical provision
in the House version of the bill was emphasized by one
of the principal draftsmen, in testimony before the
House Committee on Interstate and Foreign Commerce.
Summing up § @ (c), he stated:

"Subsection (e¢) says, 'Thou shalt not devise any
other cunning devices” , , . Of course subsection
(e) i= a catch-all clause to prevent manipulative
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devices[.] I do not think there is any objection to
that kind of clause. The Commission should have
the authority to deal with new manipulative de-
vices," Testimony of Thomas (3. Corcoran, Hear-
ing on H. R. 7852 and H, R. 8720 before the House
Committee on Interstate and Foreign Commerce,
73d Cong., 2d Sesa,, 115 (1934).

In adopting Rule 10b—5 in 1342, the Becurities and
Exchange Commission issued a press relesse stating:
“The new rule closes & loophole in the protections against
fraud administered by the Commisgsion by prohibiting
individuals or companies from buying securities if they
en in fraud in their p " BEC Release No.
SE%mmnpm&mﬂy that certain
types of fraud are within Rule 10b—5, of course, is not
to say that others are necessarily excluded. That thia
i8 80 i# confirmed by the apparently casual origins of the
Rule, as recalled by a former SEC staff attorney in re-

marks made at a conference on federal securities laws
several years ago:

“It was one day in the year 1043, T believe. I
was sitting in my office in the 8, E. C. building in
Philadelphia and I received a call from Jim Treanor
who was then the Director of the Trading and Ex-
change Division. He said, T have just been on the
telephone with Paul Howen,’ who was then the
8. E, C. Regional Administrator in Boston, ‘and he
has told me about the president of some company
in Boston who is going around buying up the stock
of his company from his own shareholders at $4.00
a share, and he has been telling them that the com-
pany is doing very badly, wherens, in fact, the earn-
ings are going to be guadrupled and will be $2.00
& share for this coming year. Is there anything
we can do about it?' So he came upstairs and I
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called in my secretary and I looked at Section 10 (b)
and I looked st Seetion 17, end T put them together,
and the only discussion we had there was where ‘in
connection with the purchese or sale' should be, and
we decided it should be at the end.

“We called the Commission and we got on the
calendar, and 1 don't remember whether we got
there that morning or after lunch. We passed a
piece of paper around to all the commissioners, All
the commissioners read the rule and they tossed it
on the table, indicating approval. Nobody said
anything except Summer Pike who said, “Well,’ he
seid, ‘we mre against fraud, aren’t we? That is
how it happened.” Remarks of Milton Freeman,
Conference on Codification of the Federal Securities
Laws, 22 Bus, Law, 703, 922 (1967).

The question under both Rule 10b-5 and its parent
statute, & 10 (b), is whether fraud was employed—and
the language is critical—by “any person . .. in connec-
tion with the purchase or sale of any security.” On the
allegations here, the nexus between the asserted fraud
and the conducting of a “sale” i8 ebvious and ineseap-
able, and no more should be required to sustain the
plaintiffa’ complaint against & motion to dismiss.

The fact situation in Birnbaum itself, of course, is far
removed from that now before the Court, for there the
fundament of the complaint was that the controlling
ghareholder had misrepresented the circumstanees of an
attractive merger offer and then, after rejecting the
merger, had sold his controlling shares at & price double
their then market value to a corporation formed by 10
manufacturers who wished control of a captive source’s
supply when there was a market shortage. The Second
Circuit turned agide an effort by small shareholders to
bring this claim of bresch of fiduciary duty under Rule
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10b-5 by coneluding that the Rule and § 10 (b) pro-
tected only those who had bought or had sold securities,

Many cases applyving the Birnbaum doetrine and con-
tinuing eritical comments from the academic world * fol-
lowed in its wake, but until today the Court remained
serenely above the fray.

To support its decision to adopt the Birnbaum doc-
trine, the Court points to the “longstanding acceptance
by the courts” and to “Congress’ failure to reject Birn-
baum’s reasonable interpretation of the wording of § 10
(b),” Ante, p. 9. In addition, the Court purports to
find support in “extrinsic evidence from the texts of the
1933 and 1934 Acts,” although it concedes this to be “not
conclusive,” Ibid, But the greater portion of the

8 8pe ¢, p., Lowenfels, The Demize of the Birnbaum Doctrine: A
New Ern for Rule 1005, 84 Va. L. Rev. 268 (1988): Boooe &
Me(Gownn, Btanding to Sue Under SEC Rule 10b-5, 48 Tex. L. Rev.
617 (1971); Whitaker, The Bimbaum Doetrine; An Assessment,
23 Ala. L. Rev. 543 (1871); Ruder, Current Developments in the
Federal Law of Corporate Fiduciary Relations—Standing to Bue
Under Rule 10b-8, 26 Bus, Law, 1280 (1971); Fuller, Another De-
mise of the Birnbaum Deetrine: “Tells the Knell of Parting Day 7™,
25 Minmi L, Rev. 131 (1870); Comment, Dumping Birnbaum to
Force Anglysis of the Btanding Requirement under Rule 10b-5, 6
Loyola L. J. 230 (1875); Comment, Standing to Bue in 10b-6 Ac-
tions, 48 Notre D Law, 1131 {1874); Comment, 10b-5 Standing
Under Birnbaum; The Case of the Missing Remedy, 24 Hastiogs
L. J. 1007 {1973): Comment, The Purchaser-Seller Requirement of
Rule 10b~5 Re-evaluated, 44 Colo. L, Rev, 151 (1872); Comment,
Inroads om the Necessity for & Consummated Purchase or Bale
Under Hule 10b-5, 1888 Duoke L. J. 348; Comment, The Decline
of the Purchaser-Seller Requirement of Rule 10—, 14 Villanova L.
Rev. 408 (1069); Comment, The Purchaser-Seller Limitation to
BEC Rule 10b-5, 52 Cornell L. Rev. 884 (1988); Comment, The
Purchager-Seller Ruls: An Archaic Tool for Determining Btanding
Under Bule 1005, 66 Geo. L, J. 1177 (1985). See Note, Limiting
the Plaintoff Class: Rule 10b—5 snd the Federal Securities Code, 72
Mich. L. Reov. 1308, 1412 (1074).
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Court’s opinion I8 devoted to its discussion of the
“danger of vexatiousness'' ante, p. 14, that accompanies
litigation under Rule 10b-5 and that is said to be "‘differ-
ent in degree and in kind from that which accompanies
litigation in general” Ibid. It speaks of harm from
the “very pendency of the law suit,” ante, p. 15, some-
thing like the recognized dilemma of the physician sued
for malpraetice; of the “disruption of normal business
activities which may accompany a law suit,” ante, p. 18;
and of “proof , ., , which depend[s] almost entirely on : ,
oral testimony,” ibid., as if all these were

lawsuits taking place in America's courthouses every
day. In turning to, and being influenced by, these
“policy congiderations,” ante, p. 12, or these “considera-
tions of policy,” ante, p. 24, the Court, in my view,
unfortunately mires itself in speculation and conjecture
not usually seen in ite opinions, In order to support an !

interpretation that obviously narrows a provision of the | W /;49
securities laws W'” the Court |

takes alarm at the “practical difficulfies” ante, p. 20,

that would follow the removal of Birnbaum's barrier.

Certainly, this Court must he aware of the realities of
life, but it ie unwarranted for the Court to take a form
of attenuated judicial notice of the motivations that
defense counsel may have in settling a case, or of the
difficulties that a plaintif may have in proving his
claim.

Perhaps it is true that more cases that come within the
Birnbaum doctrine can be properly proved than those
that fall outside it. But this ia no reason for denying
standing to sue to plaintiffs, such as those in this case,
who allegedly are injured by novel forms of manipula-
tion. We should be wary about heeding the seductive
call of expedieney and about substituting convenience
and ease of processing for the more difficult task of sep~
arating the genuine clsim from the unfounded one.



74-124—DISSENT

10  BLUE CHIP STAMPS v, MANOR DRUG STORES

Instead of the artificiality of Birnbaum, the essential
test of a valid Rule 10b=5 claim, it seems to me, must
be the showing of a logical nexus between the alleged
fraud and the sale or purchase of a security, It is in-
conceivable that Congrees could have intended a broad-
ranging antifraud provision, such as § 10 (b), and, at
the same time, have intended to impose, or be deemed
to welcome, a mechanical overtone and requirement such
as the Birnbaum doetrine. The facts of this case, if
proved and accepted by the factfinder, surely are within
the conduct that Congress intended to ban, Whether
these particular plaintiffs, or any plaintiff, will be able
eventually to carry the burdens of proving fraud and of
proving reliance and damage——that is, causality and
injury—is a matter that should not be left to specula-
tions of “policy” of the kind now advanced in this
forum so far removed from witnesses and evidence.

Finally, I am uneasy about the type of precedent the
present decision establishes, Policy considerations can
be applied and utilized in like fashion in other situations,
The acceptance of this decisional route in this case may 20
well come back to haunt us elsewhere before long. I ,,Afr
would decide the case to fulfll the broad purpose that .~
the language of the statutes and the ‘Iﬂ% ive history

ctate, and I would avoid the Court's p ¢ solu-
tion resting upon a 20-year-old, severely criticized doo-
trine enunciated for e factually distinet situation,

In short, I would sbandon the Birnbaum doctrine as &
rule of decision in favor of & more general test of nexus,
just a8 the Seventh Circuit did in Fason v, General
Motors Acceptance Corp., 490 F. 2d 854, 661 (1073),
cert, denied, 416 U. 8. 0680 (1874). I would not worry
sbout any imagined inability of our federal tri
appellate courts to control the
cases that the Court fears might result. Nor would I
yet be disturbed about dire consequences that a basically
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pesstimistic attitude foresees if the Birnbeum doctrine.
were allowed quietly to expire, Sengible standards of
proof and of demonstrable damages would evolve and'
gerve to protect the worthy and shut ont. the frivolous,.
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