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The First Amendment And Securities Act: A Collision Course?

For many years, the Securities and Exchange Commission has been routinely slapping down publishers of financial newsletters for falling to comply with the 1940 Investment Advisers Act.
  Recently it tried to enjoin the publication of The Lowe Investment and  Financial Letter and The Lowe Stock Chart Service because Christopher Lowe, the  publisher of these newsletters, had violated that 1940 Act.  But Chief Judge Weinstein of the Eastern District Court refused to grant the injunction since it would have violated Lowe’s First Amendment rights.

Lowe’s First Amendment rights?  When did anyone dealing with the SEC claim First Amendment rights?  Come to think of it, however, there is no greater statutory regulation of speech than the ‘33 and ‘34 Securities Acts and the ‘40 Investment Adviser and Investment Company Acts.

Regulation of Speech

For example, if an issuer wished to publish a prospectus under the ‘33 Act in violation of Section 5 of that Act, clearly the SEC could move promptly to enjoin such publication.  This type of an injunction is what First Amendment lawyers call a prior restraint.  Nothing is more disfavored under First Amendment law than a prior restraint, but under the Security Acts it has been customarily permitted.

As all security lawyers know, a proxy statement under the ‘34 Act must be prepared according to forms net out by the SEC.  Failure to disclose the Chief Executive’s salary of a listed company or a company registered under Section 12g of the ‘34 Act in a proxy statement causes severe consequences to such a company.  The SEC has, in effect, a right of mandated access to the speech of such company; that in, it can force a public company to publish information the SEC wants published.  Mandated access of this source in communications law in usually applicable only to common carriers, i.e. those who hold their services out to all comers.  Since broadcast and newspaper entities resist such a characterization, they strongly op. pose such access whether it be in the form of a compelled letter to the editor, equal time or the like.

Not so with the SEC.

Commercial Speech

How does the SEC get away with it?  Simply put, the speech written in registration and proxy statements in commercial speech ​ speech contemplating a commercial transaction.  Such speech, according to the cases is “hardy” and can survive close governmental regulation.
  Political speech, i.e., commentary about governmental activities, on the other hand, in easily chilled and so must be protected, or at least the theory goes.

When the Securities Acts Were written in the 1930’s as part of the New Deal, there was no First Amendment protection for the rights of commercial speakers.  In fact, in 1942 the Supreme Court held specifically in Valentine v. Chrestensen,
 that there was no First Amendment protection for commercial speech.

In the last twenty-five years, however, there has been enormous expansion of First Amendment rights and recently the Supreme Court has recognized there in First Amendment protection for commercial speech.  In the seminal case in the field, Virginia State Board of Pharmacy v. Virginia Citizens Consumer Council, Inc.,
 the Court effectively overturned Valentine and held that there is First Amendment protection for commercial speech.  In the past ten years, the Court has decided twelve commercial speech cases, most of them finding first Amendment protection for commercial speech.  In the past ten years, the Court has decided twelve commercial speech cases, most of them finding First Amendment protection for commercial speech.  Most lawyers are generally familiar with these cases since they are the ones that now permit them to advertise.

No Attack on Regulations

A prospectus for the sale of securities is no more than an advertisement for the sale of securities.  Yet no one has, as far as I know, used the lawyer-advertising or the other commercial speech cases to attack SEC regulations as being violative of the First Amendment.  No such inhibition, however, has restrained the advertising Bar from attacking regulations under section 5 of the FTC an being overbroad under First Amendment theory.
  The Lowe case is interesting, therefore, because it is one of the first cases I know where a court has applied the First Amendment to securities regulation to limit such regulation.

Background of ‘Lowe’

In 1981, the SEC revoked the Lowe Corporation’s registration as an investment adviser, and Christopher Lowe was banned from association with any investment adviser.  After the revocation of his license, however, Lowe continued to publish several investment advisory newsletters.  The SEC then brought an action in the Eastern District of New York seeking an order pursuant to the Investment Advisers Act of 1940
 to enjoin further publication by Lowe.

Chief Judge Weinstein refused the SEC’s request.
  The court first analyzed the relevant provisions of the Investment Advisers Act of 1940, concluding that the Act did not distinguish on its face between persons who published investment reports, and those who rendered personal investment advice.
  Nevertheless, the court, relying on constitutional considerations, interpreted the Act to make this distinction.  Just because the SEC could prevent Lowe from offering personal investment advice, did not necessarily mean it could ban his publications.

Four-Part Analysis

The court began its constitutional discussion by assuming that the advice offered in Lowe’s publications constituted commercial speech, and consequently it applied the four-part analysis for restraints of commercial speech established by the Supreme Court in Central Hudson Gas & Electric Corp. V. Public Service Commission.
  This test requires the court to:

“(1) determine first whether the publication ‘concern[s] lawful activity and [is] not. . .misleading.’  If so the restraint will be upheld only if (2) ‘the asserted government interest is substantial’; (3) ‘the regulation directly advances the governmental interest asserted’; and (4) ‘it is not more extensive than is necessary to serve that interest’.”

The court determined that investment advice constitutes lawful activity and is not necessarily misleading under part one of the Central Hudson test, but that the government had a substantial interest in regulating that advice pursuant to part two of the test, and that prohibiting Lowe from publishing furthered that governmental interest pursuant to part three of the test.
  The court found, however, that the absolute publication restraint was more extreme than necessary to effectuate the congressional goal, and consequently that the government had failed to satisfy the fourth criteria of the Central Hudson analysis.

More Protection Deserved

Having concluded that the prior restraint would be unconstitutional under a commercial speech analysis, the court proceeded to determine that Lowe’s publications deserved more First Amendment protection than run of the mill commercial speech.  The court recognized that investment advice might not require the same constitutional protection as pure social, political, and religious expression.
  However, the “combination of fact, economic and political analyses, conjecture, and recommendation characteristic”
 of Lowe’s and other investment newsletters fell outside the Supreme Court’s definition of commercial speech as “speech which ‘does no more than propose a commercial transaction’.”
  This non-commercial nature of Lowe’s expression made the prior restraint even more constitutionally suspect.

To avoid these First Amendment difficulties, the court interpreted the Investment Advisers Act “to require registration of publishers of impersonal investment material” but not “to empower the Commission to deny registration to such publishers, qua publishers, nor to revoke their registration previously granted.”
  So long as Lowe provided the SEC with all information required by the Advisors Act, he could continue to publish his newsletters.

Other Cases

Lowe is the latest in a number of recent cases where claims under the securities laws have raised First Amendment concerns.  In Savage v. Commodity Futures Trading Commission,
 a case analogous to Lowe, the court held that the Commodity Future Trading Commission had properly denied petitioner’s application for registration as a “commodity trading adviser” and could forbid the petitioner from publishing a weekly subscription newsletter.  The Seventh Circuit paid little attention to the petitioner’s First Amendment claims, finding these constitutional interests entirely outweighed by the Congressional interest in protecting the public.
  In light of recent Supreme Court decisions protecting commercial speech
 it is doubtful whether Savage remains good law.  Certainly Savage is contrary to Lowe.

The Second Circuit’s 1970 decision in SEC v. Wall Street Transcript Corp.
 should also be reexamined in light of the commercial speech decision by the Supreme Court in later years.  The court in Wall Street Transcript upheld the right of the SEC to subpoena various materials from a weekly financial newsletter.  The items subpoenaed included all correspondence with subscribers, potential subscribers, and suppliers of securities reports to the newsletter.  The SEC sought these materials pursuant to an investigation under the Investment Advisers Act, even though the Act exempts a “bona fide newspaper” or a “financial publication of general and regular circulation”
 from its coverage.  The court held the SEC could subpoena these records to determine whether the publication fell under these exemptions.  It expressed little concern for the chilling effect this widescale investigation would have on the newsletter.  Wall Street Transcript may have been rightly decided in 1970, but its reasoning in the light of recent precedents is not compelling.
  As demonstrated by Lowe, the First Amendment rights of investment advisory publications cannot now be casually disregarded.

Clear Trend

The decision in Lowe may only be the start of more intensive judicial scrutiny of the government’s regulation of securities.  It remains to be seen whether other acts of the SEC restricting the flow of information to the public, such as under the 1933 and 1934 Acts, withstand First Amendment scrutiny.  One trend is clear: the SEC’s regulation of securities will no longer enjoy an automatic immunity from the dictates of the First Amendment.
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