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| DENTI TY, | NTEREST, AND AUTHORI TY OF AM CUS CURI AE

The North Anmerican Securities Admnistrators Association,
Inc. (“NASAA’), is a nonprofit association of the state,
provincial, and territorial securities regulators in the United
States and Canada, and of the Mexican national governnent.
Formed in 1919, it is the oldest international organization
devoted to the protection of investors in securities.

As securities regulators, the nenbers of NASAA are
primarily concerned wth protecting investors from fraud and
abuse in the offer and sale of securities. The Panel’s decision
in this case, holding that ETS pay phone investnents are not
securities, underm nes investor protection on three levels: (1)
it strips away the protections of securities regulation from pay
phone investnent contracts, which are notorious vehicles for
fraud and abuse; (2) it narrows the definition of “investnent
contract” under Howey, creating significant |[|oopholes for
unscrupul ous pronoters selling other types of investnents; and
(3) it sets a precedent that will adversely affect the evolution
of state securities law, insofar as many state courts look to
federal decisions for guidance on issues comobn to state and
federal securities |aw For these reasons, NASAA and its

menbers have an interest in the outcone of this case.?

INASAA is filing this brief pursuant to Fed. R App. P. 29(a) and
is concurrently filing a notion seeking | eave of court.

1
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STATEMENT OF | SSUES

Whet her a return on investnent should be excluded from the
definition of “profits” under Howey nerely because the pronoter
of the investment chose to fix the rate of return

Whether a return on investnment, which is in fact wholly
dependent upon the efforts of others, should neverthel ess be
deened to fail the “efforts of others” test under Howey nerely
because the pronoter contractually guaranteed the return.

SUVVARY OF ARGUMENT

The SEC s petition for rehearing and rehearing en banc
should be granted on both of the grounds set forth in Fed. R
App. P. 35. First, the Panel’s decision conflicts with Suprene
Court precedent as well as decisions of this and other federal
circuit courts. Second, the Panel’s decision raises issues of
exceptional inportance to thousands of investors, who, by virtue
of the decision, will be nore susceptible to fraud and abuse at
the hands of pay phone pronoters and others selling a host of
i nvestnents no | onger subject to regulation as securities.

ARGUVENT

The Panel’s Decision Conflicts Wth Suprene Court and
Circuit Court Precedent

A. The Panel’s Narrow Interpretation. Under Howey and a
venerable |ine of Suprenme Court cases, courts nust interpret the

definition of “investnent contract” broadly, and nust seek to

AO787817.1



effectuate the renedi al purposes of the federal securities |aws
— the protection of investors. See SEC v. Howey, 328 U. S 293,

299, 301 (1946); see also Tcherepnin v. Knight, 389 U S. 332

336 (1967).
In its decision, the Panel ignored these rules of
construction and the interests of investors. It thus halted an

enforcement action against a Ponzi schenme that fraudulently
i nduced thousands of investors to part with mllions of dollars,
a result thoroughly at odds wth the renedial purposes of the
federal securities |aws.

B. The Panel’s Decision on Profits. The Panel held that
because the returns prom sed by ETS were at a fixed rate, they
could not be classified as a participation in earnings, and
therefore could not be considered profits for purposes of the
Howey test. See Op. at 8 This determ nation finds no support
in either Howey or Forman, and it directly conflicts wth
hol dings in other circuits.

I n both Howey and Forman, the Court used a variety of terns
to describe an investor’s expectations wunder an investnent
contract, including “incone,” “profit,” “participation in
earnings,” and “financial returns.” See Howey, 328 U S. at 298,
300; United Housing Foundation, Inc. v. Forman, 421 U S. 837,
851-53 (1975). The Court wused these terns not to graft

technical distinctions — such as fixed versus variable rates -
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onto investnent contract analysis, but to differentiate the
expectations of an investor fromthose of soneone seeking to use
or consune a commodity. See, e.g., Forman, 421 U S. at 852-53.
The Panel’s novel interpretation of profits conflicts with
at least two other circuit court cases. In SEC v. The Infinity
Goup Co., 212 F.3d 180 (3d Cir. 2000), the Third Grcuit
addressed precisely the sanme issue confronting the Panel, and
held that “the definition of a security does not turn on whet her
the investor receives a variable or fixed rate of return.” 1|d.
at 189. In SEC v. SG Ltd., 265 F.3d 42 (1% Cir. 2001), the
First Circuit had no difficulty finding an “expectation of
profits” even where the pronmoter “flatly guaranteed that
investnments in the shares of the privileged conpany would be
profitable, yielding nonthly returns of 10%. . . .” 1d. at 54.2
B. The Panel’s Decision on the Efforts of O hers. The
Panel also ruled that because investors’ returns were
contractually guaranteed, those returns were not derived from

the efforts of others. See Op. at 89. This startling result

>The panel’s decision also conflicts with cases holding that an
i nvestnent contract should be neasured by the pronoter’s
representati ons. See, e.g., SEC v. C M Joiner Leasing Corp.,
320 U. S. 344, 352-53 (1943). The Eleventh Circuit has adopted
thi s approach. See SEC v. Unique Financial Concepts, 196 F.3d
1195 (11'" Cir. 1999) (sham investment in foreign currency
options evaluated under Howey in terns of the pronoter’s
representations). Edwards unabashedly used the lure of “profits”
to sell his pay phone investnments. See RI1-1-Exh. 15. at 9, Exh.
17 at 9, and Exh. 20 at 46, 78-79.

4
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cannot be reconciled with precedent or logic. Under a |egion of
Suprene Court and circuit court decisions, the appropriate focus
of the third Howey elenent is not on whether returns are
contractually guaranteed, but on “whether the efforts nmade by
those other than the investor are the undeniably significant
ones, those essential nanagerial efforts which affect the
failure or success of the enterprise.” See SEC v. denn W
Turner Enterprises, Inc., 474 F.2d 476, 482 (9'" Gir. 1973).

The Eleventh Circuit has previously followed this approach.
In Al banese v. Florida Nat’|l Bank of Orlando, 823 F.2d 408 (11''
Cir. 1987), a case involving an ice machine sale and | easeback
schene, this Court found that the pronoters retained manageri al
control over the ice machines and on this basis held that the
“efforts of others” test was satisfied. ld. at 410-4123
Simlarly in this case, any returns that investors received were
derived not from any guarantee, but from ETS s continuing
efforts to manage the pay phones or entice additional investors.

Il. The Panel’s Decision Involves Questions of Exceptional
| nportance

By holding that the ETS pay phone investnments are not

securities, the Panel has placed investors at risk. Over the

3See also United Sates v. Carman, 577 F.2d 556, 563 (9'" Gr.
1978) (fixed interest guaranteed by federal governnent was
derived from efforts of others due to investors’ passive role
and their continuing dependence upon pronoter’s sound nanagenent
and sol vency).
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past decade, there have been w despread abuses in the marketing
of pay phone schenes, and as a consequence, thousands of
i nvestors have |ost noney. Federal and state securities
regulators have been able to enjoin many of these illegal
offerings and inpose fines and restitutionary renedies.?
However, the Panel’s decision ties the SECs hands in this
Circuit with respect to these products.

The Panel’s decision also threatens a nuch broader harm by
narrowi ng the application of the Howey investnent contract test.
“Quaranteed” and “fixed returns” are often neaningless |abels
that pronoters attach to their investnent contracts to attract
i nvestors. Under the Panel’s decision, these sane ternms -
easily inserted into a contract - wll also serve as a
conveni ent shield against regulation under the securities |aws.
Pronoters offering a wide variety of bogus investnent contracts

can now be expected to seek refuge in the Panel’s decision.

“See, e.g., SEC v. Phoenix Telecom Givil Action No. 100- CV-1970-
JTC (N.D.Ga.), 2001 W 874314 (SEC Rel ease No. 17089, Aug. 3,
2001); SEC v. Linktel Comrunications, Cvil Action No. 100-CV-
3169-WBH (N.D. Ga.), 2000 W 1773106 (SEC Rel ease No. 16816
Dec. 4, 2000); United States v. Kuhlmann, 97-CR 2871H (S.D
Cal .), 1999 W 306881 (SEC Rel ease No. 16145, May 14, 1999); SEC
v. Kendall, Gvil Action No. 94zZ-1227 (D. Colo.), 1996 W. 635380
(SEC Rel ease No. 15145, Nov. 4, 1996); SEC v. Levine, GCvil
Action No. 946898-ClV-ZLOCH (S.D. Fla.), 1994 W 559076 (SEC
Rel ease No. 14279, Sept. 30, 1994); SEC v. Haje, Cvil Action
No. 92-510-CIV-J20 (MD. Fla.), 1993 W. 347148 (SEC Rel ease No.
13772, Sept. 3, 1993). State regulators also have been active
in this area. In March 2001, NASAA announced the results of a

AO787817.1



Finally, the Panel’s decision will underm ne state, as well
as federal, securities regulation. State courts and state
adm ni strative agencies frequently consult federal decisions for
gui dance on securities issues. Two cases illustrate the point.
In Cctober |ast year, the Tennessee Court of Appeals adopted the
“conmmon enterprise” test espoused by the Sixth Crcuit in Cooper
v. King, No. 96-5361, 1997 W. 243424 (6'" Gir. May 9, 1997), and
t hereby held that a pay phone investnent very simlar to the one
before the Panel was not subject to regulation as an investnent
contract. See King v. Pope, No. M000-02127- COA-R3-Cv, 2001 W
1191384, at *2, 3 (Tenn. C. App. OCct. 10, 2001). Thi s
unfortunate result reflects the downstream influence of federa
securities |aw on state securities case |aw.

Recently, an Administrative Law Judge with the Florida
Division of Admnistrative Hearings relied heavily on the
district court’s opinion in this case to find that the sanme ETS
pay phone agreenents at issue here were investnent contracts and
therefore securities subject to regulation under Florida |aw
See Dep’'t of Banking & Finance v. Mehl, No. 02-0526, at 37-39
(Fla. Dv. Admn. Hgs. July 16, 2002) (Recommended Order),
attached in the Appendi Xx. The ALJ inposed over $5 mllion in

adm ni strative fines agai nst t he t wo respondent s for

crackdown by securities regulators in 25 states and the District
of Col unbi a agai nst fraudul ent pay phone prograns.
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registration and

securities statute.

to be fair given
respondents,” who

financial ruin for

| i censi ng

I d.

t he

had

at

vi ol ati ons under t he Fl ori da

44- 45, The ALJ deened the penalty

“enormty of the harm caused by the
“left many persons in irreversible

the remaining years of their lives.” 1d. at

44, The Panel’s decision should be reconsidered and corrected

to help protect future investors in simlar cases.

For the reasons set

CONCLUSI ON

forth above, the SEC s petition for

rehearing and rehearing en banc should be granted.
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