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I 

These  p u b l i c  p r o c e e d i n g s  were i n s t i t u t e d  by t h e  Commission 

on A p r i l  1 5 ,  1968 p u r s u a n t  t o  S e c t i o n s  1 5 ( b )  and 15A o f  t h e  

S e c u r i t i e s  Exchange Act of 1934 ("Exchange Act")  t o  d e t e r m i n e  whe the r  

a l l e g a t i o n s  made by t h e  D i v i s i o n  o f  T r a d i n g  and Marke t s  

( " D i v i s i s n )  c h a r g i n g  r e s p o n d e n t s  w i t h  v i o l a t i o n s  of  t h e  Exchange 

.F 
Act and of  t h e  S e c u r i t i e s  Ac t  o f  1933 ( I 1 S e c u r i t i e s  A c t t 1 )  were 

t r u e  a n d ,  i f  s o ,  what i f  any  r e m e d i a l  a c t i o n  would b e  a p p r o p r i a t e  

i n  t h e  p u b l i c  i n t e r e s t .  The D i v i s i o n ,  among o t h e r  t h i n g s ,  a l l e g e d  

t h a t  d u r i n g  t h e  p e r i o d  between May 27 ,  1963 and a b o u t  March 1 6 ,  

1964 t h e  r e sponden t  Samuel B .  F r a n k l i n  & Company, I n c .  ( " r e g i s t r a n t " ) ,  

Samuel B .  F r a n k l i n  ( f l F r a n k l i n l l )  and R icha rd  J .  F r a n k l i n  ("RJF" ) , 

a c t i n g  s i n g l y  and i n  c o n c e r t ,  w i l f u l l y  v i o l a t e d  S e c t i o n s  5 ( a )  

and ( c )  o f  t h e  S e c u r i t i e s  Act  i n  t h e  s a l e  of  u n r e g i s t e r e d  s t o c k  

o f  Klramer-American C o r p o r a t i o n  ("KAC"); and t h a t  such r e s p o n d e n t s  

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

Exchange Act  and Ru le  lob -6  t h e r e u n d e r  w h i l e  e f f e c t i n g  a  d i s t r i b u t i o n  

of such KAC s h a r e s .  The D i v i s i o n  a l s o  charged t h a t  between on 

o r  a b o u t  J u l y  1 ,  1965 and t h e  d a t e  of t h e  Commission's  o r d e r  a l l  

t h e  r e s p o n d e n t s  i n c l u d i n g  t h e  r e g i s t r a n t ,  F r a n k l i n ,  RJF, J a c k  J 

Apple ,  ( t lApplef l ), Bruce  D .  L i v i n g s t o n  ( "L iv ings ton" )  and Delmar 

Glads tone  ( f t G l a d s t o n e " ) ,  s i n g l y  and i n  c o n c e r t ,  w i l f u l l y  v i o l a t e d  

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

o f  t h e  Ac t s  ( S e c t i o n  1 7 ( a )  o f  t h e  S e c u r i t i e s  Act  and S e c t i o n s  

1 0 ( b )  and 1 5 ( c ) ( l )  o f  t h e  Exchange Act and Ru les  l o b - 5  and 1 5 c l - 2  

o f  t h e  Exchange A c t )  i n  c o n n e c t i o n  w i t h  t h e  o f f e r ,  s a l e ,  and pur -  

-l / 
c h a s e  o f  s p e c i f i c a l l y  named s e c u r i t i e s ,  and o t h e r w i s e .  

-1/ The D i v i s i o n  s u b s e q u e n t l y  informed r e s p o n d e n t s  t h a t  t h e  pe r iod  of 
t i m e  i n  which t h e y  c la imed t h a t  t h e s e  a l l e g e d  v i o l a t i o n s  o c c u r r e d  
was narrowed t o  t h e  t i m e  between J u l y  1965 t o  A p r i l  1967. See  
Hear ing  Examine r ' s  o r d e r  page 4 ,  d a t e d  May 2 4 ,  1968. 



The p r i n c i p a l  q u e s t i o n s  r a i s e d  i n  t h i s  proceeding were t h e  

f o 1lowing: 

1. Did t h e  responden ts  Samuel B .  F r a n k l i n  & Company, I n c .  , 

Samuel B .  F r a n k l i n ,  and Richard J .  F r a n k l i n  v i o l a t e  S e c t i o n s  5 ( a )  

and 5 ( c )  of t h e  S e c u r i t i e s  Act and S e c t i o n  10(b)  of t h e  Exchange 

Act and Rule lob-6  the reunder  i n  t h e  s a l e  and d i s t r i b u t i o n  of 

Kramer-American Corpora t ion  ("KAC1') s t o c k ?  I n  t h i s  connect ion 

i t  is  a l s o  necessa ry  t o  de te rmine  whether  t h e  respondents  

rece ived  immunity from s u i t  by t h e  SEC i n  t h i s  a d m i n i s t r a t i v e  

p roceed ing  and whether  SEC was e q u i t a b l y  estopped from b r i n g i n g  

t h i s  p m e e d i n g  i n s o f a r  a s  i t  r e l a t e d  t o  t h e  a l l e g e d  s a l e  and 

d i s t r i b u t i o n  of KAC s t o c k  by reason  of o r a l  a s s u r a n c e s  a l l e g e d l y  

made by a Commission s t a f f  lawyer t o  counse l  f o r  t h e  responden ts  

i n  connec t ion  wi th  t h e  t a k i n g  o f  t h e  d e p o s i t i o n  of Samuel B .  

F r a n k l i n  on January  6 ,  1965 i n  an  i n j u n c t i v e  p roceed ing , in  which 

F r a n k l i n  was n o t  a  p a r t y ,  i n s t i t u t e d  i n  t h e  F e d e r a l  D i s t r i c t  Court  

i n  Los Angeles e n t i t l e d  -- -- . Corp. ,  e t  a l .  SEC v.  Kramer-American 

C i v i l  Act ion No. 64-463-PH. 

2.  Did t h e  responden ts  v i o l a t e  t h e  a n t i - f r a u d  p r o v i s i o p s  

o f  t h e  S e c u r i t i e s  Acts  between J u l y  1,  1965 and t h e  d a t e  o f  t h e  

Commission's o r d e r  h e r e i n  i n  t h e  making of f a l s e  and mis lead ing  

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

t h e  s a l e  and purchase  of t h e  s t o c k  o f  C o n t i n e n t a l  Food Markets 

o f  C a l i f o r n i a ,  I n c .  ( fo rmer ly  P igg ly  Wiggly of C a l i f o r n i a ,  I n c . )  



("CFM1'), Lasdsverk  E l e c t r o m e t e r  ("LVK") I n c .  , and S q u i r e  f o r  Men, 
2/ 

I n c .  ( l ' ~ ~ u i r e " ) -  and d i d  t h e  responden t s  d u r i n g  t h i s  p e r i o d  

o t h e r y i s e  engage i n  v i o l a t i o n s  of  t h e  a n t i - f r a u d  p r o v i s i o n s  o f  t h e  

S e c u r i t i e s  A c t s  i n  t h e  o f f e r  and s a l e  of  o t h e r  o v e r - t h e - c o u n t e r  

s e c u r i t i e s  t o  t b e  i n v e s t i n g  p u b l i c  ? 

3 .  Did t b e  r e s p o n d e n t s  engage i n  e x c e s s i v e  mark-ups and 

mark-downs from approx imate ly  J u l y  1 ,  1965 abou t  ~ ~ r i i1967 

w i t h  regard  t o  1 3  named s e c u r i t i e s ,  i .e.  t h e  s t o c k  o f  American 

T i n ,  C a l i f o r n i a  G i r l ,  Chemical M i l l i n g ,  C o n s t r u c t i o n  Design,  

C o n t i n e n t a l  Food Markets  o f  C a l i f o r n i a  I n c .  (£0 rmer ly  P i g g l y  Wiggly 

o f  C a l i f o r n i a ) ,  C o n t r o l l e d  P r o d u c t s ,  Device  S e a l s ,  Nova Tech,  

I d e a l  B r u s h e s ,  Landsverk ,  S q u i r e  f o r  Men, Sunse t  I n d u s t r i e s ,  and 

-3/ 
Tobach? 

A l l  t h e  r e s p o n d e n t s  f i l e d  answers  deny ing  g e n e r a l l y  t h e  

a l l e g a t i o n s  made a g a i n s t  them by t h e  D i v i s i o n .  

A l l  p a r t i e s  were r e p r e s e n t e d  by counse l  and p a r t i c i p a t e d  i n  

t h e  fo rmal  h e a r i n g  h e l d  i n  t h e s e  p roceed ings .  

-2 / See Paragraph  D(71 of  t h e  Commissionls o r d e r  h e r e i n  (Adminis-
t r a t i v e  Proceed ing  No. 3-1513) i s s u e d  h e r e i n  on A p r i l  1968. 

The Commissionls o r d e r  had a l l e g e d  t h a t  such v i o l a t i o n s  had 
o c c u r r e d  from on o r  a b o u t  J u l y  1, 1965 t o  t h e  d a t e  of  t h e  
o r d e r ,  i . e .  A p r i l  15 ,  1968,  b u t  p r i o r  t o  t h e  commencement o f  
t h e  h e a r i n g  h e r e i n  t h e  D i v i s i o n  narrowed t h e  pe r iod  i n  which 
it was c h a r g i s g  t h e  responden t s  w i t h  such v i o l a t i o n s  to t h e  
pe r iod  be tyeen  on o r  a b o u t  J u l y  1 ,  1965 and A p r i l ,  1967. 
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Proposed Findings of Fac t  and Conclusions of Law and an i n i t i a l  

suppor t ing  b r i e f  were f i l e d  on beha l f  of t h e  D iv i s ion ,  and 

Proposed Findings of Fac t  and Conclusions of  Law and a  suppor t ing  

b r i e f  w e r e  f i l e d  on behalf  of a l l  respondents ,  except  Bruce D.  

L iv ings ton .  L iv ings ton  f i l e d  a le t ter  dated J u l y  2 ,  1969, s t a t i n g  

t h a t  he  was no longer  represented by counsel bu t  t h a t  he  wished 

t o  s u b s t i t u t e  himself -i n  p rop r i a  persona and wished t o  have t h e  

proposed f i n d i n g s  of f a c t ,  conc lus ions  o f  law and b r i e f  f i l e d  by 

and on behalf  of t h e  o t h e r  respondents be considered i n  a l l  r e s p e c t s '  

by t h e  Hearing Examiner and t h e  Commission on h i s  beha l f .  The Div i s ion  

f i l e d  a r ep ly  b r i e f .  

Ora l  argument was held a t  respandents l  r eques t  on October 

1, 1969 i n  Washington, D.C.  

The F indings ,  Conclusions and I n i t i a l  Decision made he re in  

a r e  based on t h e  e n t i r e  record inc luding  t h e  Proposed F indings ,  

Conclusions and b r i e f s  f i l e d  by a l l  p a r t i e s ,  t h e  p lead ings ,  s t i p u l a t i o n s ,  

a l l  o rde r s  issued h e r e i n ,  t he  o r a l  argument held herein,and upon . 

c a r e f u l  observa t ion  of a l l  wi tnesses  a t  t h e  hear ing .  

R e g i s t r a n t ,  a C a l i f o r n i a  co rpo ra t i on ,  i s  a b roke r -dea l e r ,  

which has  been r e g i s t e r e d  with t h e  Commission s i n c e  February 1 ,  

1964 and is a member of  t h e  Nat ional  Assoc ia t ion  of S e c u r i t i e s  Dea l e r s ,  

Inc .  (n8NASDfi). On January 1, 1964, t h e  co rpo ra t e  r e g i s t r a n t  

succeeded t o  t h e  bus iness  of Samuel B .  F r ank l in ,  a s o l e  p r o p r i e t o r ,  

d /b / a  Samuel B. Frankl in  & Co., a  b roker -dea le r  r e g i s t e r e d  a s  such 
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w i t h  t h e  Commission. F r a n k l i n ' s  b r o k e r - d e a l e r  r e g i s t r a t i o n  a s  a  

s o l e  p r o p r i e t o r  was wi thdrawn on March 23,  1964.  

F r a n k l i n  i s  p r e s i d e n t ,  t r e a s u r e r ,  a d i r e c t o r  and owner o f  

more t h a n  50% of t h e  o u t s t a n d i n g  s t o c k  o f  r e g i s t r a n t .  RJF became 

F r a n k l i n ' s  t r a d e r  i n  o r  a b o u t  1961-2 ,  c o n t i n u i n g  i n  t h a t  c a p a c i t y  

u n t i l  r e g j s t r a n t  c o r p o r a t i o n  was formed and i n  J a n u a r y  1964 became 

r e g i s t r a n t ' s  t r a d e r  and h a s  f u n c t i o n e d  a s  such  a t  a l l  t i m e s  

p e r t i n e n t  t o  t h e s e  p r o c e e d i n g s .  Apple  and G l a d s t o n e  a r e  and have  

been  sa lesmen f o r  r e g i s t r a n t  s i n c e  1957 and 1959 r e s p e c t i v e l y ;  and 

L i v i n g s t o n  was a sa l e sman  f o r  r e g i s t r a n t  from on o r  a b o u t  J u l y  1,  

1965 t o  December 3 ,  1967.  

Whi l e  engaged i n  t h e  t r a n s a c t i o n s  a l l e g e d  i n  t h e  O r d e r ,  

r e s p o n d e n t s  made u s e  of t h e  mails and means and i n s t r u m e n t a l i t i e s  

of t r a n s p o r t a t i o n  and communicat ion i n  i n t e r s t a t e  commerce. Such 

t r a n s a c t i o n s  were  e f f e c t e d  by t h e  r e s p o n d e n t s  o t h e r w i s e  t h a n  on 

a n a t i a n a l  s e c u r i t i e s  exchange  ( a s  p r i n c i p a l  i n  d i r e c t  s a l e s  and 

p u r c h a s e s ) .  

The V i o l a t i o n s  of S e c t i o n  5 o f  t h e  S e c u r i t i e s  Act  and S e c t i o n  1 0 ( b )  
of  t h e  Exchange Ac t  and  R u l e  l o b - 6  Adopted The reunde r  

I n  J u l y ,  1960 KAC made a  p u b l i c  o f f e r i n g  o f  150,000 s h a r e s  o f  

i t s  c a p i t a l  s t o c k  t o  t h e  p u b l i c  unde r  a c l a imed  exemption from 

r e g i s t r a t i o n  p u r s u a n t  t o  R e g u l a t i o n  A adop ted  u n d e r  S e c t i o n  3 ( b )  of  

t h e  S e c u r i t i e s  A c t .  The i s s u e  was u n d e r w r i t t e n  by Raymond C. 

Moore & Company and t h e  s a l e  o f  s u c h  s h a r e s  of  s t o c k  was comple ted  

a b o u t  August  2 ,  1960.  



- - 
-- 

One hundred f i f t y  thousand o p t i o n s  c o v e r i n g  150,000 a d d i t i o n a l  

s h a r e s  of KAC s t o c k  n o t  covered by t h e  Regula t ion  A f i l i n g  o r  a  

r e g i s t r a t i o n  s t a t e m e n t  were i s s u e d  t o  Vern Coggle (llCoggle ) 

(60,000 o p t i o n s )  , Raymond C .  Moore ("Moore") (40,000 o p t i o n s " )  and 

t h e  ba lance  t o  o t h e r s  f o r  promotional  s e r v i c e s .  No f i l i n g  was 

made w i t h  t h e  Commission c la iming  a n  exemption from r e g i s t r a t i o n  

f o r  t h e  KAC s t o c k  s u b j e c t  t o  o p t i o n s .  KAC s t o c k  i s s u e d  upon t h e  

e x e r c i s e  of t h e  o u t s t a n d i n g  o p t i o n s  was n o t  r e g i s t e r e d  n o r  was 

t h e r e  any exemption from r e g i s t r a t i o n  a v a i l a b l e  f o r  such s t o c k  

-4/  
under  t h e  S e c u r i t i e s  Act .  

F r a n k l i n  knew t h a t  Coggle was an  o r g a n i z e r ,  t h e  p r e s i d e n t  

and a d i r e c t o r  o f  KAC i n  1963 - 1964, t h e  h o l d e r  of l a r g e  
5:-

b l o c k s  of KAC s t o c k  and a  c o n t r o l l i n g  person of KAC. From 

J u n e  1 0 ,  1963 t o  Oc tober  31,  1963 Samuel B .  F r a n k l i n  d / b / a  

Samuel B. F r a n k l i n  & Co. i n  e i g h t  t r a n s a c t i o n s  a s  a  p r i n c i p a l  

-6 / 
purchased 16,600 s h a r e s  o f  KAC s t o c k  from C ~ g g l e .  A l l  of  

t h e s e  s h a r e s  were i s s u e d  under  Coggle ' s  KAC s t o c k  o p t i o n s .  

F r a n k l i n  bought KAC s t o c k  from Coggle f o r  purposes  of s a l e  

and d i s t r i b u t i o n  and t r a d e d  such s h a r e s ,  made a market i n  such 

s h a r e s ,  and quoted t h e  s t o c k  i n  t h e  N a t i o n a l  D a i l y  Quota t ion  Shee t s .  

4 /-	 The c la imant  o f  an  exeap t ion  from t h e  r e g i s t r a t i o n  r e q u i r e m e n t s ,  
under  t h e  S e c u r i t i e s  Act h a s  t h e  burden o f  p rov ing  e n t i t l e m e n t  
t o  such exemption.  -SEC v .  R a l s t o n  P u r i n a ,  346 U.S. 119 (1953) .  
No such exemption i s  claimed h e r e .  

-5:' 	 Rule 405 under  t h e  S e c u r i t i e s  A c t ,  Cf.  U.S. v .  R e  336 F.2d 306 
(C.A. 2 ,  19641, c e r t .  den.  379 U.S. 904. 

-61 C e r t a i n  KAC s h a r e s  were purchased and d i s t r i b u t e d  by Samuel B .  
F r a n k l i n  d / b / a  Samuel B .  F r a n k l i n  and Co .  and a d d i t i o n a l  s h a r e s  
w e r e  purchased and d i s t r i b u t e d  by t h e  r e g i s t r a n t  c o r p o r a t i o n  
which succeeded t o  Samuel B .  F r a n k l i n ' s  b r o k e r - d e a l e r  b u s i n e s s  
and t h e  l a t t e r  purchases  and d i s t r i b u t i o n s  w i l l  be  cons idered  h e r e i n a f t e r .  



.i 

These  s h a r e s  were s o l d  by F r a n k l i n  t o  t h e  p u b l i c  i n  b o t h  r e t a i l  and 

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

On J u n e  7 ,  1963 F r a n k l i n  a s  p r i n c i p a l  ( t h e n  o p e r a t i n g  a s  a  

s a l e  p r o p r i e t o r )  bought  1 ,000  s h a r e s  o f  KAC s t o c k  from RJF. RJF 

had r e c e i v e d  t h e s e  s h a r e s  d i r e c t l y  f rom Coggle a f t e r  t h e i r  i s s u a n c e  

u n d e r  C o g g l e ' s  KAC o p t i o n s .  These  s h a r e s  were a l s o  d i r e c t l y  d i s -  
h 

t r i b u t e d  by F r a n k l i n  i n  s a l e s  made t o  t h e  p u b l i c .  RJF was 

F r s n k l i n ' s  t r a d e r  d u r i n g  t h i s  p e r i o d  o f  t i m e  and r e c e i v e d  a  p e r c e n t a g e  

of  t h e  money made i n  t h e  t r a d i n g  cf s u c h  s t o c k ,  F r a n k l i n  was 

making a  market  i n  KAC s t o c k  a t  t h a t  t i m e .  A l l  o f  t h e  s t o c k  

d e l i v e r e d  t o  and r e c e i v e d  by F r a n k l i n  i n  h i s  t r a n s a c t i o n s  w i t h  

Coggle and RJF and subequent ly  d i s t r i b u t e d  were s h a r e s  o f  KAC s t o c k  

i s s q e d  u n d e r  t h e  KAC o p t i o n s  and were u n r e g i s t e r e d .  

I t  i s  c l e a r  t h a t  F r a n k l i n  and RJF a c q u i r e d  t h e  s t o c k  o r  o p t i o n s  

f rom a  o o n t r o l l i n g  pe r son  o f  t h e  i s s u e r ,  KAC, w i t h  a v iew t o  

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

RJF were u n d e r w r i t e r s  w i t h i n  t h e  meaning o f  S e c t i o n  2 (11)  o f  t h e  

S e c u r i t i e s  Act  and t h a t  F r a n k l i n  and RJF p a r t i c i p a t e d  i n  such  

A l l  of t h e  s t o c k  d e l i v e r e d  t o  and r e c e i v e d  by F r a n k l i n  i n  h i s  

t r a n s a c t i o n s  w i t h  Coggle aqd RJF and s u b s e q u e n t l y  d i s t r i b u t e d  were  

s h a r e s  of s t o c k  d e l i v e r e d  u n d e r  t h e  KAC o p t i o n s .  

According t o  F r a n k l i n ,  CoggLe had t o l d  him v e r b a l l y  and l a t e r  

by l e t t e r  t h a t  t h e  lCAC s h a r e s  i s s u e d  upon t h e  e x e r c i s e  o f  o p t i o n s  



were " f r e e  t r a d i n g "  s e c u r i t i e s  and t h a t  F r a n k l i n ,  RJF and s u b s e q u e n t l y  

t h e  c o r p o r a t e  r e g i s t r a n t  r e l i e d  upon such  a 1  leged s t a t e m e n t s .  Such 

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

i n v e s t i g a t e  t h e  f a c t s  a s  t o  any c la imed exemption from r e g i s t r a t i o n  

o r  of t h e i r  burden t o  e s t a b l i s h  t h e  a v a i l a b i l i t y  of an  exemption from 

-7 / 
r e g i s t r a t i o n .  

F r a n k l i n ' s  c l a i m  o f  r e l i a n c e  on Coggle ' s  r e p r e s e n t a t i o n  t h a t  

KAC s t o c k  was " f r e e  t r a d i n g "  was made i n  t h e  f o l l o w i n g  c o n t e x t .  

F r a n k l i n  f i r s t  bought a  D1,ock o f  1600 s h a r e s  o f  KAC s t o c k  on J u n e  1 0 ,  

1963 and claimed t h a t  a t  t h e  t ime  o f  t h e  t r a n s a c t i o n  he  asked 

Coggle f o r  a  l e t t e r  t o  t h e  e f f e c t  t h a t  t h e  s h a r e s  were " f r e e  t r a d i n g "  

f o r  h i s  f i l e s .  Coggle d i d  n o t  send him such a  l e t t e r  i n  J u n e  

when F r a n k l i n  f i r s t  r eques ted  i t .  However, on  Oc tober  1 4 ,  1963 

F r a n k l i n  made a  f u r t h e r  purchase  of 2000 KAC s h a r e s  from Coggle 

f o l l o w i n g  p r i o r  purchases  t o t a l i n g  12 ,600  s h a r e s  i n  a  number o f  

t r a n s a c t i o n s ,  and on t h e  f o l l o w i n g  d a y ,  Oc tober  15,1963 he  g o t  a 

l e t t e r  from Coggle s t a t i n g  t h a t  t h e  s h a r e s  were " f r e e  t r a d i n g v .  

D e s p i t e  Coggle ' s  r e p r e s e n t a t i o n  t o  F r a n k l i n  t h a t  he  could sel l  KAC 

s t o c k  w i t h o u t  r e g i s t r a t i o n , i t  s t r a i n s  c r e d u l i t y  t o  b e l i e v e  t h a t  a 

man of F r a n k l i n ' s  long e x p e r i e n c e  and s o p h i s t i c a t i o n  i n  t h e  

s e c u r i t i e s  b u s i n e s s  was unaware t h a t  he  was v i o l a t i n g  t h e  r e g i s t r a t i o n  

p r o v i s i o n s  of t h e  S e c u r i t i e s  Act  i n  s e l l i n g  and d i s t r i b u t i n g  KAC 

s t o c k .  

-7 / See,  f o r  example, I n  t h e  M a t t e r  o f  Assurance Investment  C a p a n y ,  
34-7862 ( A p r i l  15 ,  1966) .  

I 
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F r a n k l i n ' s  c l a i m  of r e l i a n c e  on C o g g l e l s  s t a t e m e n t  t h a t  KAC 

s t o c k  was " f r e e  t r a d i n g " ,  i s  w i t h o u t  m e r i t  a s  a  d e f e n s e  t o  t h e  o v e r -  

whelming ev idence  p r e s e n t e d  h e r e  t h a t  t h e  KAC s t o c k  which h e  s o l d  

was u n r e g i s t e r e d  and was s o l d  i n  v i o l a t i o n  of  S e c t i o n  5 of  t h e  

S e c u r i t i e s  Act and d i s t r i b u t e d  i n  v i o l a t i o n  of S e c t i o n  1 0 ( b )  o f  

t h e  Exchange Act and Rule  lob-6  t h e r e u n d e r  t h e r e o f .  I n  view of  

F r a n k l i n ' s  e x p e r i e n c e  of o v e r  40 y e a r s  a s  a b r o k e r - d e a l e r  h i s  e n t i r e  

c o u r s e  of  conduct  and h i s  t r a n s a c t i o n s  w i t h  Coggle r e f l e c t e d  a 

complete  d i s r e g a r d  o f  t h e  normal c a r e  r e q u i r e d  of  b r o k e r s  and 

d e a l e r s  t o  avoid  v i o l a t i o n s  o f  t h e  r e g i s t r a t i o n  p r o v i s i o n s  o f  t h e  

S e c u r i t i e s  Act .  Nor i s  it r e a s o n a b l e  t o  assume t h a t  RJF who was 

F r a n k l i n ' s  t r a d e r  and h i s  son was n o t  under  a n  o b l i g a t i o n  t o  make 

r e a s o n a b l e  i n q u i r y  concern ing  t h e  s t a t u s  of t h e  s e c u r i t i e s  he  was 

q u o t i n g  and t r a d i n g  i n s o f a r  a s  t h e  p r o v i s i o n s  of t h e  S e c u r i t i e s  Act 

i s  concerned.  

F r a n k l i n  knew t h a t  Coggle was a c o n t r o l l i n g  pe r son  o f  KAC, 

knew t h e  s t a t u s  o f  KAC, knew K A C 1 s  a t t o r n e y ,  Ralph Frank , a n  

a t t o r n e y  exper ienced  i n  SEC m a t t e r s  who a l s o  had r e p r e s e n t e d  F r a n k l i n  

i n  t h e  p a s t ,  and knew Moore, a fo rmer  employee of h i s  who had 

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

KAC s t o c k  and who was t h e  s o u r c e  of  a s u b s t a n t i a l  b lock  of  KAC 

o p t i o n s  then  he ld  by F r a n k l i n  and F r a n k l i n  a l s o  knew t h a t  Moore 

was s e c r e t a r y  and a  d i r e c t o r  of  KAC. It would be unreasonab le  t o  

assume t h a t  RJF was n o t  aware o f  t h e s e  f a c t s .  



Even i f  i t  were assumed t h a t  F r a n k l i n  wag n o t  f u l l y  aware  o f  

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

make a n y  independen t  i n q ~ i r y  o f  t h e  Commission o r  o f  any  o t h e r  

pe r son  o r  agency c o n c e r n i n g  t h e  s t a t u s  o f  KAC s t o c k  f o r  p u r p o s e s  

o f  p u b l i c  sale and d i s t r i b u t i o n  r e f l e c t e d  h i s  comple t e  d i s r e g a r d  
I 

of  h i s  d u t y  as a b r o l c e r - d e a l e r .  

F r a n k l i n  was a n  u n d e r w r i t e r  w i t h  r e s p e c t  t o  t h e  u n r e g i s t e r e d  

KAC s h a r e s  purchased  as  a p r i n c i p a l  f rom Coggle s i n c e  t h e  l a t t e r  
i I 

I 
I 

w a s  a c o n t r o l l i n g  pe r son  o f  KAC and F r a n k l i n  had purchased  f o r  I 
p u r p o s e s  of  p u b l i c  o f f e r i n g  and d i s t r i b u t i o n .  A c c o r d i n g l y ,  i n  

t h e  o f f e r  and s a l e  o f  u n r e g i s t e r e d  s t o c k  o f  KAC, F r a n k l i n  and RJF 

w i l f u l l y  v i o l a t e d  S e c t i o n s  5 ( a )  and 5Cc) o f  t h e  S e c u r i t i e s  A c t  and 

i n  t h e  d i s t r i b u t i o n  o f  such  s h a r e s  t h e y  v i o l a t e d  S e c t i o n  1 0 ( b )  
8!-

o f  t h e  Exchange Ac t  and Ru le  l o b - 6  t h e r e u n d e r .  

8/- I n  a s u b s t a n t i a l l y  i n d e n t i c a l  s i t u a t i o n ,  i n  A s s u r a n c e  Inves tmen t  
Company, 34-7862 t h e  Commission h e l d :  "*** P e l t o n  had a c q u i r e d  
t h o s e  and a d d i t i o n a l  s h a r e s  Qr o p t i o n s  t o  p u r c h a s e  such  s h a r e s ,  
f rom Vern Cogg le ,  p r e s i d e n t  o f  K - A ,  and  a n o t h e r  o f f i c e r  o f  K - A ,  
i n  c o n s i d e r a t i o n  o f  s e r v i c e s  r e n d e r e d  t o  t h e  company. Those  
o f f i c e r s  had r e c e i v e d  o p t i o n s  f rom K-A and had o b t a i n e d  t h e i r  
s h a r e s  t h r o u g h  t h e  e x e r c i s e  o f  such  o p t i o n s .  It i s  c l e a r  t h a t  
P e l t o n  a c q u i r e d  t h e  s t a c k  o r  o p t i o n s  from c o n t r o l l i n g  p e r s o n s  o f  
t h e  i s s u e r  w i t h  a v iew t o  e f f e c t i n g  a p u b l i c  d i s t r i b u t i o n  and 
a c c o r d i n g l y  w a s  a n  u n d e r w r i t e r  w i t h i n  t h e  meaning o f  S e c t i o n  2 (11 )  
o f  t h e  S e c u r i t i e s  A c t ,  and  t h a t  r e g i s t r a n t  p a r t i c i p a t e d  i n  s u c h  
d i s t r i b u t i o n .  C o g g l e l s  a s s u r a n c e s  t h a t  t h e  s h a r e s  w e r e  f r e e  f o r  
t r a d i n g ,  upon which r e s p o n d e n t s  a l l e g e d l y  r e l i ec i  , d i d  n o t  r e l i e v e  
them o r  t h e i r  r e s p o n s i b i l i t y  t o  i n v e s t i g a t e  t h e  f a c t s  o r  o f  t h e i r  
bu rden  t o  e s t a b l i s h  t h e  a v a i l a b i l i t y  o f  a n  exempt ion  f rom 
r e g i s t r a t i o n . "  See  a l s o  S e c u r i t i e s  Ac t  R e l e a s e  No. 4445. It i s  
i n s u f f i c i e n t  f o r  a  b r o k e r - d e a l e r  mere ly  t o  a c c e p t  s e l f - s e r v i n g  
s t a t e m e n t s  o f  h i s  sellers and t h e i r  c o u n s e l  w i t h o u t  r e a s o n a b l y  
e x p l o r i n g  t h e  p o s s i b i l i t y  o f  c o n t r a r y  facts  and c a l l i n g  f u r t h e r  
f o r  " s e a r c h i n g  i n q u i r y "  '!in d o u b t f u l  s i t u a t i o n s ! '  
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On J a n u a r y  2 8 ,  1964 r e g i s t r a n t  ( i . e .  t h e  c o r p o r a t i o n )  a s  a  

p r i n c i p a l  bought  4 , 0 0 0  s h a r e s  o f  KAC s t o c k  th rough  Coggle .  The 

KAC s h a r e s  r e c e i v e d  i n  t h i s  t r a n s a c t i o n  were  s h a r e s  i s s u e d  u n d e r  

KAC o p t i o n s  and were u n r e g i s t e r e d .  The r e g i s t r a n t  o f f e r e d  and 

p u b l i c l y  d i s t r i b u t e d  t h e s e  s h a r e s  a s  a  p r i n c i p a l .  

Moore, a f o r m e r  employee o f  F r a n k l i n ' s  p r i o r  t o  1960 when h e  

l e f t  F r a n k l i n  s employ became a r e g i s t e r e d  b r o k e r - d e a  l e r  and 

opened h i s  own s e c u r i t i e s  f i r m .  S u b s e q u e n t l y ,  Moone became a n  

u n d e r w r i t e r  o f  a  R e g u l a t i o n  A o f f e r i n g  o f  KAC s t o c k .  KAC i s s u e d  

o p t i o n s  f o r  40 ,000 s h a r e s  t o  Moore f o r  p romot iona l  s e r v i c e s .  

S i n c e  Moore had begun h i s  n e g o t i a t i o n s  w i t h  KAC w h i l e  s t i l l  i n  

F r a n k l i n ' s  employ h e  gave  F r a n k l i n  5 , 0 0 0  o f  h i s  KAC o p t i o n s .  I n  

a d d i t i o n  i n  1962,  i n  p a r t i a l  s e t t l e m e n t  o f  a l e g a l  a c t i o n  b r o u g h t  

by  F r a n k l i n  a g a i n s t  Moore f o r  money owed, Moore g a v e  F r a n k l i n  

o p t i o n s  f o r  a n  a d d i t i o n a l  24 ,000 s h a r e s  o f  KAC s t o c k .  F r a n k l i n  i n  

t h i s  manner a c q u i r e d  o p t i o n s  f o r  a  t o t a l  o f  29 ,000 s h a r e s .  

From J a n u a r y  2 2 ,  1964 t o  March 1 8 ,  1964 r e g i s t r a n t  pu rchased  

29 ,000 KAC s h a r e s  d i r e c t l y  f rom KAC i n  s i x  t r a n s a c t i o n s  a l l  

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

th rough  Moore. T h i s  s t o c k  was pu rchased  by r e g i s t r a n t  a s  a 

p r i n c i p a l ,  f o r  p u r p o s e s  o f  d i s t r i b u t i o n .  Such d i s t r i b u t i o n  was 

made by t h e  r e g i s t r a n t  a s  p r i n c i p a l  i n  b o t h  r e t a i l  and w h o l e s a l e  

s a l e s .  
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I n  t h e  p u b l i c  d i s t r i b u t i o n  o f  u n r e g i s t e r e d  KAC s h a r e s ,  

o b t a i n e d  t h r o u g h  b o t h  Cogg le  and Moore r e g i s t r a n t  w a s  a s t a t u t o r y  

u n d e r w r i t e r ,  and r e g i s t r a n t ,  F r a n k l i n ,  and  RJF ( a s  p r i n c i p a l  

o f f i c e r s )  v i o l a t e d  t h e  p r o v i s i o n s  o f  S e c t i o n s  5 ( a )  and 5 ( c )  o f  

t h e  S e c u r i t i e s  A c t  and S e c t i o n  1 0 ( b )  and R u l e  l o b - 6  of  t h e  Exchange 

Ac t .  

The  r e s p o n d e n t s  c l a imed  t h a t  t h e  D i v i s i o n  i s  es topped  f rom 

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

F r a n k l i n  t h a t  i f  h e  c o o p e r a t e d  i n  a n o t h e r  p r o c e e d i n g  i n v o l v i n g  

KAC, n o  a c t i o n  would b e  t a k e n  a g a i n s t  him. 

The m a t e r i a l  f a c t s  upon which t h e  r e s p o n d e n t s 1  c l a i m  i s  

p r e d i c a t e d  a r e  a s  f o l l o w s :  

Samuel B. F r a n k l i n  was s e r v e d  w i t h  a  subpoena d u c e s  tecum r e q u i r i n g  h i s  

a p p e a r a n c e  a t  t h e  Commiss ion ' s  Los Ange le s  Branch O f f i c e  on  

J a n u a r y  6 ,  1965. The Los Ange le s  Brancb  o f f i c e  s e r v e d  t h e  subpoena 

f o r  t h e  pu rpose  o f  t a k i n g  F r a n k l i n ' s  d e p o s i t i o n  i n  a n  i n j u n c t i v e  

a c t i o n ,  SEC v .  Kramer-American C o s . ,  e t  a l .  b r o u g h t  i n  t h e  F e d e r a l  

D i s t r i c t  C o u r t  i n  Los Ange le s  t o  e n j o i n  f u r t h e r  v i o l a t i o n s  by KAC 

and s e v e n  o t h e r  d e f e n d a n t s  o f  S e c t i o n  5  o f  t h e  S e c u r i t i e s  Ac t  i n  t h e  

s a l e  o f  KAC s t o c k  t o  t h e  p u b l i c .  C i v i l  A c t i o n  No. 64-463-PH. 

P r i o r  t o  Samuel B. F r a n k l i n ' s  a p p e a r a n c e  a t  t h e  Commiss ionls  Los 

Ange le s  Branch O f f i c e  on Janua ry  6 ,  1965 John J o s e p h  Kennedy, a l awyer  

f o r m e r l y  i n  t h e  employ o f  t h e  Commission and a t t a c h e d  a t  t h a t  t i m e  

t o  t h e  Los Ange le s  Branch O f f i c e  r e c e i v e d  a t e l e p h o n e  c a l l  f rom 

Arnold  L.  Kupetz  (I1Kupetz").  
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Kupetz i s  F r a n k l i n ' s  son-  i n -  l a w ,  R J F l s  b r o t h e r -  i n -  l aw,  was t h e  

a t t o r n e y  o f  r e c o r d  i n  f i l i n g  t h e  r e g i s t r a n t ' s  b r o k e r - d e a l e r  r e g i s -

t r a t i o n ,  i s  one  of  t h e  a t t o r n e y ' s  o f  r e c o r d  i n  t h i s  p r o c e e d i n g ,  o n e  

o f  r e g i s t r a n t ' s  d i r e c t o r s  and a n  o f f i c e r  of  t h e  c o r p o r a t e  r e g i s t r a n t  

s i n c e  i t s  i n c e p t i o n .  

Dur ing  h i s  t e l e p h o n e  c o n v e r s a t i o n  Kupetz t o l d  Kennedy t h a t  h e  

r e p r e s e n t e d  F r a n k l i n  and wanted t o  know what  t h e  m a t t e r ,  on which 

F r a n k l i n  had been subpoenaed,  conce rned .  

Kupetz t e s t i f i e d ,  i n  p e r t i n e n t  p a r t ,  t h a t  Kennedy had t o l d  him 

t h a t  a n  i n v e s t i g a t i o n  was b e i n g  conducted  w i t h  r e g a r d  t o  " improper  

t r a n s f e r s  and s a l e s  of  Kramer-American s t o c k ,  something a b o u t  s t o c k ,  

s a l e s  o f  u n r e g i s t e r e d  s t o c k ,  and t h e r e  were p r o c e e d i n g s  pend ing  

a g a i n s t  c e r t a i n  i n d i v i d u a l s  and c e r t a i n  b r o k e r - d e a l e r s  . I t  

Kupetz f u r t h e r  t e s t i f i e d  t h a t  when h e  asked Kennedy whe the r  

F r a n k l i n  o r  Samuel B .  F r a n k l i n  & Co. were  r e s p o n d e n t s  o r  were 

i n v o l v e d ,  Kennedy r e p l i e d  i q  t h e  n e g a t i v e ;  t h a t  h e  was c a l l i n g  F r a n k l i n  

a s  a  w i t n e s s ;  and t h a t  t h e r e  were no c h a r g e s  pending a g a i n s t  M r .  

F r a n k l i n  o r  t o  be  t a k e n  a g a i n s t  M r .  F r a n k l i n .  

On c r o s s - e x a m i n a t i o n ,  when Kupetz was asked whe the r  Kenvedy 

had t o l d  him t h a t  no  a c t i o n  would e v e r  be  t aken  a g a i n s t  Kennedy, 

i n  t h e  c o n t e x t  of  Kramer-American, h e  r e p l i e d  t h a t  Kennedy d i d  n o t  

u s e  t h o s e  words.  Kupetz '  t e s t i m o n y  was t h a t  " M r .  Kennedy s t a t e d  

t h a t  ' no  a c t i o n  would be t a k e n l ' l .  F u r t h e r ,  Kupetz t e s t i f i e d  t h a t  

"Now h e  d i d n ' t  s a y  i n  a n  ' a d m i n i s t r a t i v e  p r o c e e d i n g '  , o r  ' c r i m i n a  1 

p r o c e e d i n g ' .  He d i d  t e l l  m e  t h a t  t h e r e  were  pending a t  t h e  t i m e  
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a d m i n i s t r a t i v e  p r o c e e d i n g s  a g a i n s t  o t h e r  b r o k e r - d e a l e r s  and o t h e r  

i n d i v i d u a l s  and t h a t  i s  b a s i c a l l y  what w e  were t a l k i n g  a b o u t  a t  

t h a t  t i m e . "  

I1Now I have  no r e c o l l e c t i o n  of  him s a y i n g  t h a t  'no a c t i o ~  would 

be  t a k e n  i n  a d m i n i s t r a t i v e  p r o c e e d i n g s ,  o r  'no a c t i o n  would be  

t a k e n  i n  o t h e r  p r o c e e d i n g s ' .  H e  j u s t  s a i d  'no a c t i o n  would b e  t a k e n , " '  

When Kupetz was asked whe the r  t h e  immedia te  a c t i o n  i n  which 

F r a n k l i n  was b e i n g  c a l l e d  a s  a  w i t n e s s  was a n  i n j u n c t i v e  a c t i o n  

Kupetz t e s t i f i e d  t h a t  h e  d i d  n o t  know. I n  f a c t ,  t h e  m a t t e r  i n  which 

F r a n k l i n ' s  d e p o s i t i o n  was t o  b e  t a k e n  was n o t  a n  a d m i n i s t r a t i v e  

p roceed ing  a g a i n s t  b r o k e r - d e a l e r s  and o t h e r  i n d i v i d u a l s  b u t  was a n  

i n j u n c t i v e  a c t i o n  i n  t h e  Uni ted  S t a t e s  D i s t r i c t  Cour t .  

F r a n k l i n  appea red  on January  6 ,  1965 and was n o t  r e p r e s e n t e d  by 

Kupetz b u t  was r e p r e s e n t e d  by Ralph R .  F rank  ("Frank") ,  a n  
9-/ 

a t t o r n e y  w i t h  s u b s t a n t i a l  e x p e r i e n c e  i n  SEC matters. F rank  was 

t h e  a t t o r n e y  f o r  Kramer-American and had r e p r e s e n t e d  F r a n k l i n  i n  

o t h e r  SEC m a t t e r s .  

Kennedy t e s t i f i e d  i n  t h e  i n s t a n t  p roceed ing  t h a t  h e  had f o r m e r l y  

been employed a s  a  s t a f f  a t t o r n e y  i n  t h e  Los Angeles  Branch O f f i c e .  

A t  t h e  t i m e  of Kennedy's t e s t imony  i n  t h e  i n s t a n t  c a s e  h e  was engaged i n  

p r i v a t e  p r a c t i c e .  However, d u r i n g  t h e  t i m e  h e  w a s  employed i n  t h e  

SEC Los Angeles  Branch O f f i c e  h e  had been a s s i g n e d  t o  t h e  Kramer- 

American matter. I n  t h e  l a t t e r  c o n n e c t i o n ,  t h e  Commission had 

-9.. Kupetz t e s t i f i e d  t h a t  h e  was n o t  expe r i enced  i n  SEC m a t t e r s .  



i n s t i t u t e d  a n  a c t i o n  i n  t h e  United S t a t e s  D i s t r i c t  Court  f o r  t h e  

Southern  D i s t r i c t  of  C g l i f o r n i a  , C e n t r a l  D i v i s i o n ,  i n  which t h e  

Commission sought  an  i n j u n c t i o n  a g a i n s t  c e r t a i n  d e f e n d a n t s  f o r  t h e  

a l l e g e d  v i o l a t i o n  o f  S e c t i o n  5 of t h e  S e c u r i t i e s  Act i n  t h e  o f f e r  

and s a l e  of  t h e  common s t o c k  o f  Kramer-American Corpora t ion .  

The a c t i o n  was e n t i t l e d  S e c u r i t i e s  and Exchange Commission, P l a i n t i f f  

a g a i n s t  Kramer-American Corp, , a C a l i f o r n i a  C o r p o r a t i o n ,  Vern 

Coggle ,  a s  an  o f f i c e r  of  t h e  c o r p o r a t i o n  and i n d i v i d u a l l y ,  Raymond C .  

Moore, a s  an  o f f i c e r  o f  t h e  c o r p o r a t i o n  and i n d i v i d u a l l y ;  D i v e r s i f i e d  

S e c u r i t i e s  C o r p o r a t i o n ,  a C a l i f o r n i a  c o r p o r a t i o n ,  Leon Kimel , a s  

a n  o f f i c e r  of t h e  c o r p o r a t i o n  and i n d i v i d u q l l y  , Donald A .  Forsb lade  , 

a s  an  o f f i c e r  of  t h e  c o r p o r a t i o n  and i n d i v i d u a l l y ,  Assurance Investment  

Company, a p a r t n e r s h i p ,  Harold M .  P e l t o n ,  a s  managing p a r t n e r  and 

i n d i v i d u a l l y ;  and P a t r i c k  Clements ,  Defendants .  C i v i l  Act ion No. 

64-463-PH. 

Kennedy r e c a 1led  t h a t  Kupetz had te lephoned him a b o u t  t h e  

F r a n k l i n  d e p o s i t i o n  s h o r t l y  b e f o r e  t h e  t a k i n g  of  t h e  l a t t e r ' s  

d e p o s i t i o n  on J a n u a r y  6 ,  1965; and t h a t  Kupetz had asked him what t h e  

m a t t e r  concerned.  Kennedy t a l d  Kupetz t h a t  t h e  Commission had a 

c i v i l  a c t i o n  pending i n  t h e  U.S. D i s t r i c t  Court  and he t o l d  Kupetz who 

t h e  d e f e n d a n t s  were and t h a t  he  had subpoenaed F r a n k l i n  t o  t a k e  h i s  

d e p o s i t i o n .  

Kupetz asked Kennedy whether  t h e  Commission in tended t o  make 

F r a n k l i n  a d e f e n d a n t  i n  t h e  Commission's i n j u n c t i v e  a c t i o n .  Kennedy 



t o l d  Kupetz t h a t  t h e s e  w e r e  o n l y  t w o  d e f e n d a n t s  r e m a i n i n g ,  and " t h a t  

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

amend t h e  c o m p l a i n t  t o  add F r a n k l i n  as  a de fendan t . "  

Kennedy remembered t h a t  t h e  c o n v e r s a t i o n  w a s  r a t h e r  s h o r t .  It 

was h i s  r e c o l l e c t i o n  t h a t  t h e  " c o n v e r s a t i o n  was e n t i r e l y  l i m i t e d  

t o  t h e  c i v i l  s u i t  t h a t  was pend ing  i n  t h e  U.S. D i s t r i c t  Cour t  , I 1  and 

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

a n y  a d m i n i s t r a t i v e  a c t i o n  o r  a n y  c r i m i n a l  t y p e  of  a c t i o n  t h a t  t h e  

Commission cou ld  have  t a k e n .  

I n  a d d i t i o n ,  Kennedy t e s t i f i e d  t h a t  h e  had read  Kupetz '  

t e s t imony .  I n  t h i s  c o n n e c t i o n  Kennedy t e s t i f i e d  t h a t  "Kupetz '  

r e f e r e n c e s  t o  h i s  c o n v e r s a t i o n  w i t h  [him] c o n c e r n i n g  f u t u r e  a c t i o n  and  

recommendations on [ h i s ]  p a r t  c o n c e r n i n g  f u t u r e  a c t i o n "  w e r e  

i n c o r r e c t .  I n  a d d i t i o n ,  Kennedy t e s t i f i e d  t h a t  s h o r t l y  a f t e r  t h e  

commission i s s u e d  i t s  o r d e r  i n  t h e  i n s t a n t  c a s e  and i t  was r e p o r t e d  

i n  t h e  p r e s s  Kupetz c a l l e d  and t o l d  him t h a t  h e  was a t t e m p t i n g  t o  

f i n d  a f i r m  o f  l awyers  t o  r e p r e s e n t  F r a n k l i n  and i n  t h a t  c o n v e r s a t i o n  

Kupetz n e v e r  mentioned a n y  p r i o r  c o n v e r s a t i o n  wbich Kupetz had 

had w i t h  him. The c o n v e r s a t i o n  was l i m i t e d  t o  t h e  c h a r g e s  c o n t a i n e d  

i n  t h e  Commission1 s o r d e r  i n  t h i s  p r o c e e d i n g  and t h e  c h o i c e  o f  a 

law f i r m  t o  r e p r e s e n t  F r a n k l i n  i n  t h i s  c a s e .  

F i n a l l y ,  Kupetz c a l l e d  Kennedy on  a  subsequen t  Sunday e v e n i n g  

b u t  t h e r e  w a s  no d i s c u s s i o n  o f  a n y  k ind  i n  t h i s  c o n v e r s a t i o n  con-

c e r n i n g  any  p r i o r  c o n v e r s a t i o n s  t h a t  t h e y  had had.  



- 1 7  -

The h e a r i n g  examine r  c r e d i t s  t h e  t e s t i m o n y  o f  Kennedy. 

The h e a r i n g  examine r  f i n d s  and c m c l u d e s  t h a t  Kennedy, o t h e r  

t h a n  s t a t i n g  t h a t  h e  d i d  n o t  b e l i e v e  t h a t  t h e  Commission was g o i n g  

t o  amend t h e  c o m p l a i n t  i n  t h e  i n j u n c t i v e  a c t i o n  t o  add F r a n k l i n  

a s  a  d e f e n d a n t ,  n e v e r  made any  r e p r e s e n t a t i o n s  t o  Kupetz a s  t o  any  

f u t u r e  a c t i o n  which migh t  b e  t a k e n  by t h e  Commission w i t h  r e g a r d  

t o  F r a n k l i n  and n e v e r  had a n y  d i s c u s s i o n  w i t h  Kupetz c o n c e r n i n g  any  

recommendations t o  t h e  Commission c o n c e r n i n g  any f u t u r e  a c t i o n  which 

migh t  b e  t a k e n  w i t h  r e g a r d  t o  F r a n k l i n .  

When F r a n k l i n  a p p e a r e d  on J a n u a r y  6 ,  1965 i n  r e s p o n s e  t o  t h e  

subpoena s e r v e d  upon him h e  was not  r e p r e s e n t e d  by Kupetz  b u t  was 

r e p r e s e n t e d  by Ralph  R .  F rank  ( "F rank" ) ,  who was c o u n s e l  f o r  

Kramer-American and was e x p e r i e n c e d  in SEC p r o c e e d i n g s .  

F rank  t e s t i f i e d  t h a t  h e  had a c o n v e r s a t i o n  w i t h  Kennedy i n  

t h e  h a l l w a y  j u s t  o u t s i d e  t h e  room where F r a n k l i n ' s  d e p o s i t i o n  was 

t o  b e  t a k e n .  Accord ing  t o  F r a n k  t h i s  c o n v e r s a t i o n  t o o k  p l a c e  b e f o r e  

F r a n k l i n  g a v e  h i s  d e p o s i t i o n .  F r a n k  t e s t i f i e d  t h a t  he  t o l d  

Kennedy t h a t  h e  had some knowledge t h a t  F r a n k l i n  had engaged i n  

t r a n s a c t i o n s  i n  KAC s t o c k  b u t  t h a t  a t  a l l  t i m e s  h e  [ i . e .  rank] had 

t o  be c o n s c i o u s  o f  [ h i s ]  a b i l i t y  t o  p r o t e c t  F r a n k l i n ' s  l i c e n s e  a s  a  

L!? 

b r o k e r - d e a l e r .  I n  t h i s  c o n n e c t i o n ,  F rank  t e s  t i £  i ed  t h a t  h e  

1Q/ F r a n k l i n  I s  i n d i v i d u a l  r e g i s t r a t i o n  a s  a  b r o k e r - d e a l e r  had been  
withdrawn p r i o r  t o  t h e  t i m e  o f  t h e  d e p o s i t i o n .  The r e g i s t r a n t  
a t  t h e  t ime  o f  t h e  d e p o s i t i o n  was Samuel B .  F r a n k l i n  & Co. ,  I n c .  
a c o r p o r a t i o n  which had succeeded  t o  t h e  b u s i n e s s  o f  Samuel B .  
F r a n k l i n  d / b / a  Samuel B .  F r a n k l i n  & Company. 



 discussed d i r e c t l y  w i t h  M r .  Kennedy t h e  f a c t  t h a t  M r .  F r a n k l i n  

shou ld  n o t  t e s t i f y  i n  a n y  r e g a r d  t o  t h i s  t r a n s a c t i o n  i f  i n  a n y  

way i t  j e o p a r d i z e s  h i s  a b i l i t y  t o  c o n t i n u e  a s  a b r o k e r - d e a l e r . "  

Accord ing  t o  F r a n k ,  Kennedy t o l d  him I t .  . . t h a t  t h e r e  was 

a b s o l u t e l y  n o t h i n g  pend ing  a t  t h a t  t i m e  r e l a t i n g  t o  M r .  F r a n k l i n  

o r  h i s  b r o k e r - d e a l e r  r e g i s t r a t i o n ;  t h a t  r rank] shou ld  b e  a s s u r e d  

t h e  h e a r i n g  i n  no way had a n y t h i n g  t o  d o  w i t h  M r .  F r a n k l i n  o r  

h i s  l i c e n s e ;  t h a t  h e  f u l l y  u n d e r s t o o d  t h e  f a c t  t h a t  M r .  F r a n k l i n  

would n o t  want  t o  b e  t e s t i f y i n g  t o  any  m a t t e r  t h a t  would j eopa rd i - ze  

M r .  F r a n k l i n  o r  h i s  l i c e n s e  i n  t h e  f u t u r e . "  F r a n k  a l s o  t e s t i -

f  i e d  t h a t  h e  a d v i s e d  Kennedy t h a t  h e  "would s u g g e s t  t o  M r .  

F r a n k l i n ,  a s  h i s  a t t o r n e y ,  h e  u t i l i z e  t h e  F i f t h  Amendment and n o t  

t e s t i f y  i n  a n y  r ega rd  r e l a t i n g  t o  t h e  m a t t e r s  b e f o r e h a n d ,  i f  h e  

had any j eopa rdy  o f  h i s  l i c e n s e  o r  t h e r e  w a s  a n y  i n v e s t i g a t i o n  

pend ing  a t  t h a t  t i m e . "  

F rank  a l s o  t e s t i f i e d  t h a t  " M r .  Kennedy a t  t h a t  t i m e  o r  

immed ia t e ly  t h e r e a f t e r  s a i d :  "Well, I w i l l  p u t  i t  on  t h e  r e c o r d  

i f  you l i k e . I 1  He f u r t h e r  t e s t i f i e d  t h a t ,  "It w a s  my r e c o l l e c t i o n  

t h a t  it was p u t  on  t h e  r e c o r d  t h a t  t h e r e  was n o t h i n g  pending  

a g a i n s t  M r .  F r a n k l i n  o r  h i s  f i rm . l1  

F r a n k  f u r t h e r  t e s t i f i e d  t h a t  h e  d i d  n o t  want  M r .  F r a n k l i n  

t e s t i f y i n g  a g a i n s t  h i m s e l f .  H e  a l s o  t e s t i f i e d  t h a t  Kennedy had 

s t a t e d  . . t h a t  h e  was c o n s c i o u s  o f  t h e  f a c t  t h a t  M r .  F r a n k l i nl l .  

s hou ld  n o t  b e  t e s t i f y i n g  a g a i n s t  h i m s e l f ,  and t h a t  h e  would n o t  

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

pend ing  a g a i n s t  M r .  F r a n k l i n  . I1  
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Frank t e s t i f i e d  f u r t h e r  t h a t  Kennedy went away f o r  a  few 

minutes  and t h a t  Kennedy came back and s a i d ,  "1 w i l l  p u t  i t  on 

t h e  record  t h a t  t h e r e  i s  n o t h i n g  pending a g a i n s t  him; t h a t  we s imply 

want h i s  t e s t imony  a s  a  w i t n e s s  because  we f e e l  he  knows a g r e a t  

mgny of t h e  f a c t s ,  and I w i l l  p u t  i t  on t h e  record  t h a t  we have 

n o t h i n g  a g a i n s t  him and h e  w i l l  n o t  be t e s t i f y i n g  i n  any way 

a g a i n s t  h imse l f  n o r  j e o p a r d i z i n g  h i s  b r o k e r - d e a l e r  1 icense . I '  

According t o  Frank t h e  c o n v e r s a t i o n  probably  took  t e n  t o  

twenty  m i n u t e s ,  and t h e r e  might w e l l  have been one o r  more members 

o f  t h e  SEC s t a f f  p r e s e n t  a t  v a r i o u s  t i m e s  b u t  he  d i d  no t  r e c a l l  

who they  were. 

F r a n k l i n ' s  d e p o s i t i o n  which was t aken  f o r  t h e  f e d e r a l  

d i s t r i c t  c o u r t  p roceed ing  was o f f e r e d  i n  ev idence  by responden t s  

and was rece ived  i n  ev idence .  

Frank t e s t i f i e d  t b a t  i t  was h i s  " r e c o l l e c t i o n  a month o r  

s o  ago when [he ]  was f i r s t  c o n t a c t e d  by M r .  Smal tz  [ c o u n s e l  f o r  

r e sponden t s ]  something was p u t  on t h e  record  r e l a t i n g  t o  t h e  

f a c t  t h a t  M r .  F r a n k l i n  was t e s t i f y i n g  w i t h  t h e  u n d e r s t a n d i n g  

t h e r e  was no i n v e s t i g a t i o n  pending a g a i n s t  him, o r  i f  t h e r e  was, 

he would be adv i sed  t o  t a k e  t h e  F i f t h  Amendment.'' 

A r e a d i n g  o f  t h e  d e p o s i t i o n  shows t h a t  t h e  s t a t e m e n t  which 

Frank t e s t i f i e d  t h a t  h e  t o l d  Smal tz  was i n  t h e  record  d o e s  n o t  

a p p e a r  t h e r e i n ,  Nor d o e s  t h e  d e p o s i t i o n  c o n t a i n  any o t h e r  language 

even remorely resembl ing o r  s u p p o r t i v e  of  F r a n k ' s  r e c o l l e c t i o n  

t h a t  "something was pu t  on t h e  record  r e l a t i n g  t o  t h e  f a c t  t h a t  
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M r .  F r a n k l i n  was t e s t i f y i n g  w i t h  t h e  u n d e r s t a n d i n g  t h e r e  was no  

i n v e s t i g a t i o n  pend ing  a g a i n s t  h im,  o r  i f  t h e r e  was ,  h e  would b e  

a d v i s e d  t o  t a k e  t h e  F i f t h  Amendment, I '  

F u r t h e r ,  t h e  d e p o s i t i o n  d o e s  n o t  c o n t a i n  any  s t a t e m e n t  which 

F r a n k  t e s t i f i e d  Kennedy v o l u n t e e r e d  t o  make s a y i n g  h e  would 

l l .  . . p u t  i t  on t h e  r e c o r d  t h a t  t h e r e  i s  n o t h i n g  pend ing  a g a i o s t  

[ ~ r a n k l i n ]  and [ ~ r a n k l i n ]  w i l l  n o t  b e  t e s t i f y i n g  i n  any  way 

a g a i n s t  h i m s e l f  n o r  j e o p a r d i z i n g  h i s  b r o k e r - d e a l e r  l i c e n s e . I 1  

E a r l i e r  i n  h i s  t e s t i m o n y  F r a n k  had a d v e r t e d  t o  t h i s  same 

a l l e g e d  c o n v e r s a t i o n  t o  t h e  e f f e c t  t h a t  Kennedy had s a i d  h e  would 

p u t  t h i s  s t a t e m e n t  on t h e  r eco rd  " i f  you [ i - e .  rank] l i k e " ,  and F r a n k  

t h e n  t e s t i f i e d  "It was my r e c o l l e c t i o n  t h a t  i t  was p u t  on t h e  

r e c o r d  t h a t  t h e r e  was n o t h i n g  p e n d i n g  a g a i n s t  M r .  F r a n k l i n  o r  

h i s  f i r m . "  

Such a  s t a t e n e n t ,  which a c c o r d i n g  t o  F r a n k ,  Kennedy v o l u n t a r i l y  

o f f e r e d  t o  mske, would have  been  h e l p f u l  t o  F r a n k l i n  and i n  v iew 

o f  Kennedy1s a l l e g e d  sympathy f o r  F r a n k l i n  I s  p o s i t i o n  t h e r e  would 

n o t  a p p e a r  t o  h a v e  been a n y  impediment  t o  t h e  p l a c i n g  o f  such  a  

s t a t e m e n t  i n  t h e  r e c o r d  had Kennedy a c t u a l l y  made t h e  o f f e r  

a t t r i b u t e d  t o  him. C e r t a i n l y  i n  v i ew o f  Kennedy's  a l l e g e d  v o l u n t a r y  

o f f e r  t h e r e  would b e  no  r e a s o n a b l e  basis f o r  c o n c l u d i n g  t h a t  

r e s p o n d e n t s  would h a v e  o b j e c t e d  t o  t h e  r e c o r d  c o n t a i n i n g  such  state-

ment ,  n o r  would t h e r e  h a v e  been  a n y  r e a s o n a b l e  b a s i s  f o r  c o n c l u d i n g  

t h a t  F r a n k  would n o t  h a v e  reminded Keanedy o f  h i s  a l l e g e d  s t a t e m e n t  

d u r i n g  t h e  t a k i n g  o f  F r a n k l i n ' s  d e p o s i t i o n .  
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The f a c t  i s  t h a t  i n  e v e r y  p e r t i n e n t  p a r t  F rank  was i n c o r r e c t  

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

F rank  was informed by c o u n s e l  f o r  t h e  r e s p o n d e n t s  a month 

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

o f  t h e  c o n t e n t s  o f  F r a n k l i n ' s  d e p o s i t i o n  was n o t  b o r n e  o u t  by a 
-1 1 /  

r e a d i n g  of  such  document.  

A t  t h e  h e a r i n g  i n  t h i s  p r o c e e d i n g  F rank  t e s t i f i e d  t h a t  " t h e n  

i f  it i s n ' t  on t h e  r e c o r d  t h e n  1 wopld h s v e  t a k e n  M r .  Kennedy's  

word,  which I would a lways  t a k e  t o  t h e  e f f e c t  t h a t  t h e r e  i s  n o t h i n g  

pending ."  L a t e r  i n  h i s  t e s t i m o n y  F r a n k  t e s t i f i e d ,  " B u t ,  a s  I 

now r e f l e c t  on i t ,  and I qm a d v i s e d  i t  i s  n o t  on t h e  r e c o r d ,  t h e n  

I am i n c l i n e d  t o  s a y  I p r o b a b l y  s a i d  t o  M r .  Kennedy "I w i l l  t a k e  

y o u r  word f o r  i t .  I f  you t e l l  m e  t h e r e  i s  n o t h i n g  pend ing  I 

have  comple t e  f a i t h  i n  y o u ,  and I w i l l  t e l l  him t o  t e s t i f y ,  and h e  

h a s  no problems . I 1  

F r a n k ' s  r e c o l l e c t i o n  o f  t h e  c o n t e n t  o f  F r a n k l i n ' s  d e p o s i t i o n  

i s  a d m i t t e d l y  i n c o r r e c t .  I n  r e a l i t y ,  F r a n k ' s  t e s t i m o n y  i n s o f a r  a s  

m a t e r i a l  t o  r e s p o n d e n t s  c l a i m s  d o e s  n o t  a p p e a r  t o  b e  r e c o l l e c t i o n  

b u t  mere ly  a  s t a t e m e n t  o f  what  h e  was i n c l i n e d  t o  s a y  was "p robab le"  

i n  l i g h t  o f  t h e  f a c t  t h a t  h e  was wrong i n  h i s  r e c o l l e c t i o n  o f  

what  F r a n k l i n ' s  d e p o s i t i o n  a c t u a l l y  c o n t a i n e d .  

F rank  d o e s  n o t  c l a i m  t h a t  Kennedy a sked  him t o  t a k e  h i s  word 

f o r  a n y t h i n g .  I n  t h e s e  c i r c u m s t s n c e s  t h e r e  would a p p e a r  t o  b e  no  

r a t i o n a l  b a s i s  f o r  assuming t h a t  Kennedy had made such  a  r e q u e s t  

-11/ Frank  t e s t i f i e d  on September 1 0 ,  1968.  F r a n k ' s  d i s c u s s i o n  w i t h  
r e s p o n d e n t s 1  c o u n s e l  p r i o r  t o  h i s  a p p e a r a n c e  on t h e  w i t n e s s  
s t a n d  a s  t o  h i s  i n i t i a l  r e c o l l e c t i o n  o f  t h e  c o n t e n t  o f  t h e  depo-  
s i t i o n  t a k e n  i n  J a n u a r y  1965 t h e r e f o r e  a p p e a r  t o  have  been had 
i n  Augus t ,  1968.  



o r  had suggested t h a t  Frank a c c e p t  h i s  word f o r  such a n  impor tan t  

s t a t e m e n t  r a t h e r  than having t h e  record  r e f l e c t  such s t a t e m e n t .  

According t o  F r a n k ' s  t e s t imony  Kennedy v o l u n t a r i l y  o f f e r e d  

t o  make such s t a t e m e n t  f o r  t h e  r e c o r d .  Being ve ry  f a v o r a b l e  t o  

F r a n k l i n ,  i t  would a p p e a r  c e r t a i n  t h a t  i f  Kennedy had v o l u n t a r i l y  

o f f e r e d  t o  make such s t a t e m e n t  t h e r e  would b e  no reason  f o r  

Frank t o  have r e j e c t e d  such o f f e r  and every  r e s s o n  f o r  such s t a t e -

ment i f  made t o  a p p e a r  i n  t h e  r e c o r d .  Fur thermore ,  a c c o r d i n g  t o  

Frank ,  Kennedy f u l l y  unders tood h i s  p o s i t i o n  t h a t  F r a n k l i n  should 

a s s e r t  h i s  p r i v i l e g e  under  t h e  F i f t h  Amendment and Kennedy does  n o t  

a p p e a r ,  i n  F r a n k ' s  v e r s i o n  of  e v e n t s  a t t e n d i n g  t h e  d e p o s i t i o n ,  

t o  have s a i d  a n y t h i n g  t o  him which would have p reven ted  him from 

having F r a n k l i n  t a k e  such p o s i t i o n  i f  he  had wished t o  do  s o .  

I n  f a c t ,  t h e  i n d i c a t i o n s  from F r a n k ' s  t e s t imony  a r e  t h a t  i f  F r a n k l i n  

wanted t o  a s s e r t  h i s  r i g h t s  and p r i v i l e g e s  under  t h e  F i f t h  Amendment, 

Kennedy would have been ve ry  u n d e r s t a n d i n g  of  F r i o i k l i n ' s  c o n s t i -

t u t i o n a l  r i g h t s  and p r i v i l e g e s  under  t h e  F i f t h  Amendment. I n  any 

e v e n t  Kennedy, could  n o t  have r a i s e d  any o b j e c t i o n  t o  t h e  a s s e r t i o n  

by responden t s  o f  t h e i r  c o n s t i t u t i o n a l  p r i v i l e g e s .  

Kennedy's t e s t imony  i s  i n  d i r e c t  c o n t r a d i c t i o n  of  F r a n k ' s  

t e s t imony .  

Kennedy t e s t i f i e d  on c ross -examina t ion  t h a t  h i s  c l e a r  r e c o l l e c t i o n  

was t h a t  h e  d i d  n o t  c o n f e r  wi th  Frank p r i o r  t o  t h e  t ime  F r a n k l i n  

t e s t i f i e d ,  t h a t  F r a n k l i n ' s  d e p o s i t i o n  was taken  i n  h i s  [ ~ e n n d ~ ' s ]  

o f f i c e  and Frank and F r a n k l i n  "came i n t o  [ ~ e n n e d ~ l s ]  s a to f f i c e  and 

down b u t  w e  d i d n ' t  have any l eng thy  d i s c u s s i o n  p r i o r  t o  t h e  d e p o s i t i o n . "  



Kennedy's t e s t i m o n y  i s  c l e a r ,  u n e q u i v o c a l ,  and i s  f u l l y  c r e d i t e d .  

F r a n k ' s  t e s t imony  i s  n o t  c r e d i t e d .  

There  i s  no r e a s o n a b l e  b a s i s  f o r  c o n c l u d i n g  t h a t  F r a n k l i n  o r  any  

o f  t h e  r e s p o n d e n t s  o b t a i n e d  immunity o r  t h a t  any e s t o p p e l  was c r e a t e d  

by s t a t e m e n t s  made by Kennedy t o  r e s p o n d e n t s '  c o u n s e l  and such c l a i m s  

-121 
a r e  r e j e c t e d .  

-12/ "The need f o r  a n  e x p l i c i t  c l a i m  of  p r i v i l e g e  a s  a  p r e r e q u i s i t e  
t o  g r a n t  o f  immunity i s  e s p e c i a l l y  g r e a t  when t h e  t e s t i m o n i a l  d i s -  
c l o s u r e  i s  made b e f o r e  a n  a d m i n i s t r a t i v e  o f f i c e r  h a v i n g  t h e  a u x i l i a r y  
power t o  subpoena w i t n e s s e s  and t o  o b t a i n  j u d i c i a l  a i d  t o  
e n f o r c e  h i s  t e s t i m o n i a l  powers - - and p a r t i c u l a r l y  where t h e  
a d m i n i s t r a t i v e  o f f i c e r  makes a  g e n e r a l  demand f o r  documents o r  
t e s t i m o n y  upon a broad c l a s s  of  t o p i c s .  The r eason  i s  c l e a r .  
The o f f i c e r  h a s  t e s t i m o n i a l  powers t o  e x t r a c t  a g e n e r a l  mass of 
f a c t s ,  o f  which some, many o r  most w i l l  c e r t a i n l y  be i n n o c e n t  
and u n p r i v i l e g e d ,  some may be p r i v i l e g e d  communications ( e . g . ,  
between a t t o r n e y  and c l i e n t )  whose p r i v i l e g e  remains  u n a f f e c t e d  by 
t h e  s t a t u t e  d e f i n i n g  h i s  powers ,  and some may be p r i v i l e g e d  a s  
s e l f - i n c r i m i n a t i n g  b u t  l i a b l e  t o  become demandable by o v e r r i d i n g  
h i s  p r i v i l e g e  w i t h  a g r a n t  o f  immunity. Among t h i s  mass of  
f a c t s ,  t h e p ,  t h e  o f f i c e r  w i l l  s e e k  t h o s e  which a r e  r e l e v a n t  t o  
h i s  a d m i n i s t r a t i v e  i n q u i r y .  He c a n n o t  know which of  them f a l l  
w i t h i n  o n e  o r  a n o t h e r  p r i v i l e g e ,  i n  p a r t i c u l a r ,  which of them 
tend t o  i n c r i m i n a t e  a t  a l l ,  o r  t o  i n c r i m i n a t e  a  p a r t i c u l a r  
pe r son .  I f  such  f a c t s  a r e  t h e r e ,  h e  may n o t  d e s i r e  o r  be a u t h o r i z e d  
t o  e x e r c i s e  t h e  o p t i o n  of  g r a n t i n g  immunity s o  a s  t o  o b t a i n  
them. H i s  p r imary  f u n c t i o n  and power i s  t o  o b t a i n  t h e  r e l e v a n t  
f a c t s  a t  l a r g e ,  and h i s  power t o  o b t a i n  a s p e c i a l  and l i m i t e d  
c l a s s  of f a c t s  by g r a n t  o f  immunity i s  o n l y  a secondary  o n e ,  
and one  which h e  w i l l  n o t  e x e r c i s e  t i l l  a c a u s e  a r i s e s ,  i f  even t h e n .  
$0 h e r e ,  i t  i s  e s p e c i a l l y  n e c e s s a r y  t h a t  t h e  c l a i m  of  t h e  p a r -  
t i c u l a r  p r i v i l e g e  a g a i n s t  s e l f - i n c r i m i n a t i o n  shou ld  be  e x p l i c i t l y  
p u t  forward  by t h e  w i t n e s s  t o  s e g r e g a t e  and mark t h e  s p e c i f i c  
f a c t s  which h e  knows o r  b e l i e v e s  t o  have  t h a t  q u a l i t y .  Then,  
and t h e n  o n l y ,  i s  t h e  o f f i c e r  p l a c e d  i n  a  p o s i t i o n  where  he  can  
c o n s c i o u s l y  e x e r c i s e  t h e  o p t i o n  which t h e  immunity s t a t u t e  
g i v e s  him. T h i s  o p t i o n  h e  can  c e r t a i n l y  n o t  b e  deemed t o  e x e r c i s e  
u n w i t t i n g l y  and i n  g r o s s  by t h e  mere c i r c u m s t a n c e  o f  p u r s u i n g  
h i s  normal c o u r s e  of  d u t y  and pDwer f o r  r e l e v a n t  f a c t s  a t  l a r g e .  

It f o l l o w s  t h a t  t e s t i m o n y  g i v e n  a c t u a l l y  by d e l i b e r a t e  c h o i c e  u n d e r  
o n l y  t h e  a p p e a r a n c e  o f  compuls ion ,  e i t h e r  by imposing upon t h e  
j u d g e ' s  i n a d v e r t e n c e ,  o r  by c o l l i s i o n  w i t h  oppos ing  c o u n s e l  can  o f  
c o u r s e  n o t  e a r n  immunity. I t  i s  t o  d e f e a t  such  c o l l u s i v e  a t t e m p t s  
t o  o b t a i n  immunity t h a t  t h e  w i t n e s s '  p l a i n  e x p r e s s i o n  o f  t h e  c l a i m  
o f  p r i v i l e g e  s h o u l d ,  on p r a c t i c a l  g rounds ,  b e  i n s i s t e d  upon. 

( c o n t i n u e d  Qn f o l l o w i n g  page )  
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Respondent ' s  f a i l u r e  a t  any t ime  t o  a s s e r t  h i s  c o n s t i t u t i o n a l  

p r i v i l e g e  l e a v e s  him i n  no p o s i t i o n  t o  complain now t h a t  he  was 

compelled t o  g i v e  t e s t imony  a g a i n s t  h i m s e l f .  Cf. United S t a t e s ,  

P e t i t i o n e r  v .  Kordel and F e l d s t e n  38 U.S. Law Week 4153, 4155 

(February  24 ,  1970) .  

V i o l a t i o n s  of t h e  Ant i -Fraud P r o v i s i o n s  Under 
t h e  S e c u r i t i e s  A c t s  

The D i v i s i o n  charged t h a t  t h e  responden t s  a s  p r i n c i p a l s  had 

induced customers t o  purchase  and had o f f e r e d  t o  s e l l  t o  cus tomers  

s e c u r i t i e s  a t  p r i c e s  which were e x c e s s i v e  and unreasonab le ;  and 

a s  p r i n c i p a l s  had induced customers  t o  s e l l  and had o f f e r e d  t o  buy 

from customers  s e c u r i t i e s  a t  p r i c e s  which were i n a d e q u a t e  and 

unreasonab le .  The a l l e g e d  e x c e s s i v e  mark-ups and mark-downs engaged 

i n  by responden t s  r e l a t e d  t o  1 3  s p e c i f i c a l l y  named s e c u r i t i e s ,  

i . e .  t h e  common s t o c k s  o f  C o n t i n e n t a l  Food Markets o f  C a l i f o r n i a ,  

I n c  ., fo rmer ly  P i g g l y  Wiggly of C a l i f o r n i a  , I n c . (I1CFM" o r  wPW1l), 

Landsverk E l e c t r o m e t e r ,  I n c .  ("LVK"), S q u i r e  f o r  Men ( l f S q u i r e l f ) ,  

American T i n ,  C a l i f o r n i a  G i r l ,  Chemical M i l l i n g ,  C o n s t r u c t i o n  

Design,  C o n t r o l l e d  P r o d u c t s ,  Device  S e a l s ,  I d e a l  Brushes ,  Sunse t  

-13/  
I n d u s t r i e s ,  Tabach and Nova Tech. 

The r e g i s t r a n t  p laced q u o t a t i o n s  a t  s p e c i f i c  b i d  and asked 

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

-12/  cont inued from preced ing  page 
It a l s o  f o l l o w s  t h a t  t h e  s t a t u t e  g r a n t i n g  immunity i s  a p p l i c a b l e  
o r d i n a r i l y ,  to  w i t n e s s e s  c a l l e d  by t h e  p r o s e c u t i o n  o n l y .  Other -
w i s e ,  c o l l u s i o n  w i t h  a d e f e n d a n t  would e n a b l e  a n  o f f e n d e r  to  
s e c u r e  immunity by h i s  own c o n t r i v a n c e  i n  be ing  c a l l e d  as a wi tness . "  
[ ~ o o t n o t e  o m i t t e d ]  Wigmore on Ev idence ,  Vol. VII I ,  92282 pp. 
517 e t  seq. 

--13/ P r i o r  t o  t h e  commencement of t h e  h e a r i n g  t h e  D i v i s i o n  adv i sed  
responden t s  t h a t  i t  w a s  l i m i t i n g  itself to  t r a n s a c t i o n s  i n v o l v i n g  
t h e  13 s e c u r i t i e s  and reduced t h e  t i m e  p e r i o d  a t  i s s u e  t o  t h a t  
of  from on o r  a b o u t  J u l y  1, 1965 to  A p r i l ,  1967. 



- - - - - -  - 

i n  t h e  N a t i o n a l  D a i l y  Q u o t a t i o n  S e r v i c e ' s  P a c i f i c  C o a s t  "wh i t e  

s h e e t s I 1 .  With t h e  e x c e p t i o n  o f  Nova Tech t h e r e  was no c o m p e t i t i v e  

marke t  i n  any o f  t h e s e  s e c u r i t i e s  and i n  12  o f  t h e  1 3  s e c u r i t i e s ,  t h e  

r e g i s t r a n t  was t h e  s o l e  o r  dominant  marke t  maker. I n  a l l  such  

s e c u r i t i e s  t h e  r e g i s t r a n t  f i x e d  t h e  quo ted  marke t  p r i c e s  a t  a  h i g h  

l e v e l  o v e r  i t s  contemporaneous  c o s t s  t o  e n a b l e  i t  t o  r e t a i l  such  

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

Dur ing  t h e  p e r i o d s  i n  which r e g i s t r a n t  was q u o t i n g  t h e s e  


s e c u r i t i e s  i n  t h e  w h i t e  s h e e t s ,  r e g i s t r a n t  t h rough  i t s  sa lesmen 


was engaged i n  a n  a g g r e s s i v e  campaign t o  s e l l  t h e s e  s e c u r i t i e s  t o  


t h e  i n v e s t i n g . p u b l i c .  T h i s  campaign was conducted  by r e g i s t r a n t ' s  


sa lesmen a l m o s t  e n t i r e l y  th rough  t e l e p h o n e  c a l l s  made t o  p e r s o n s  


unknown t o  them f o r  t h e  p u r p o s e  o f  o f f e r i n g  them t h e  


s e c u r i t i e s  b e i n g  quo ted  by r e g i s t r a n t  i n  t h e  w h i t e  s h e e t s .  I n  t h i s  


c o n n e c t i o n  i t  was t h e  f r e q u e n t  p r a c t i c e  f o r  r e g i s t r a n t  and  i t s  


sa lesmen t o  i n d u c e  c u s t o m e r s  who d i d  n o t  have  t h e  f u n d s  t o  buy 


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


f u n d s  t o  buy s e c u r i t i e s  o f f e r e d  by r e g i s t r a n t .  I t  i s  obse rved  


t h a t  r e g i s t r a n t s 1  sa lesmen r e c e i v e d  r emunera t ion  o n l y  where t h e y  


s o l d  o v e r - t h e - c o u n t e r  s e c u r i t i e s  t o  c u s t o m e r s  b u t  r e c e i v e d  no  com- 
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p e n s a t i o n  where t h e  c u s t o m e r s  s o l d  s e c u r i t i e s  t o  t h e  r e g i s t r a n t .  


The o r d e r  a l l e g e d  t h a t  a l l  such s e c u r i t i e s  were  s o l d  by t h e  


r e g i s t r a n t  and i t s  sa lesmen t h r o u g h  f r a u d u l e n t  means. I n  a d d i t i o n  


-1 4 /  The D i v i s i o n  d i d  n o t  a l l e g e  t h a t  r e s p o n d e n t s  v i o l a t e d  t h e  a n t i -  
f r a u d  p r o v i s i o n s  by engag ing  i n  l l ~ w i t c h i n g w .  These  f a c t s  a r e  
a l l u d e d  t o  i n  o r d e r  t h a t  t h e  c i r c u m s t a n c e s  i n  which t h e  t r a n s a c t i o n s  
t o o k  p l a c e  could  b e  c l e a r l y  u n d e r s t o o d .  



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

e x c e s s i v e  and u n r e a s o n a b l e  p r i c e s  cha rged  cus tomers  by t h e  

r e s p o n d e n t s  t h e  D i v i s i o n  charged  t h a t  t h e  r e s p o n d e n t s  made numerous 

f a l s e  and m i s l e a d i n g  r e p r e s e n t a t i o n s  t o  cus tomers  s p e c i f i c a l l y  t o  

i n d u c e  them t o  buy t h e  s t o c k  o f  CFM, LVK and S q u i r e .  The f r a u d u l e n t  

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

s e c u r i t i e s  concerned  n o t  o n l y  t h e  e x c e s s i v e  mark-ups and mark downs 

i n c l u d i n g  t h e  f a i l u r e  t o  in fo rm c u s t o m e r s  c o n c e r n i n g  t h e  a b s e n c e  o f  

a marke t  f o r  such  s e c u r i t i e s  o t h e r  t h a n  t h a t  ma in ta ined  by t h e  

r e g i s t r a n t ,  b u t ,  i n  a d d i t i o n ,  i n v o l v e d  among o t h e r  t h i n g s ,  f a l s e  

and m i s l e a d i n g  r e p r e s e n t a t i o n s  c o n c e r n i n g  t h e  f i n a n c i a l  c o n d i t i o n  

o f  t h e  i s s u e r s  o f  such  s e c u r i t i e s  and t h e  mounting d e f i c i t s  o f  such  

i s s u e r s ;  t h e  f u t u r e  p r o s p e c t s  f o r  growth  and £ i n a n c i a 1  s u c c e s s  of  

such  i s s u e r s  a s  w e l l  as m i s r e p r e s e n t a t i o n s  c o n c e r n i n g  p o s s i b l e  merge r s ;  
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and a n  i n c r e a s e  i n  t h e  marke t  p r i c e  o f  t h e  s e c u r i t i e s .  

P i g g l y  Wiggly o f  C a l i f o r n i a ,  l n c .  was o r g a n i z e d  i n  1949 b u t  

changed i t s  name t o  C o n t i n e n t a l  Food Marke t s  o f  C a l i f o r n i a ,  l n c .  

o n  November 8,  1965. lt i s  engaged i n  t h e  o p e r a t i o n  o f  modem 

g r o c e r y  s u p e r m a r k e t s .  

15 /  	A s  t h e  Second C i r c u i t  obse rved  i n  SEC v .  Nor th  American 
Resea rch  and Development Corp . ,  e t  a l .  (Docket  Nos. 32246, 32247, 
32248 and 33817) d e c i d e d  March 2 5 ,  1970;  S l i p  Op. p. 2000 
I n .  . . t h e  e n t i r e  s t r u c t u r e  o f  f e d e r a l  s e c u r i t i e s  r e g u l a t i o n  
[ i s  i n ]  a n  a r e a  o f  law i n  which i t  is p a r t i c u l a r l y  i m p o r t a n t  t o  
view t h e  s t a t u t e s  n o t  i n d i v i d u a l l y  b u t  as i n t e r d e p e n d e n t  
components o f  a n  i n t e g r a t e d  r e g u l a t o r y  p l a n .  See  SEC v .  
C a p i t a l  G a i n s  R e s e a r c h  Bureau ,  I n c .  , 375 U.S. 1 8 0 , 1 8 6 - 1 8 7  
(1964) ;  6  L o s s  S e c u r i t i e s  R e g u l a t i o n ,  3915-16 (1969) .I1 While 
t h e  f a c t s  i n  t h i s  c a s e  a r e  d i f f e r e n t  from t h o s e  i n  Nor th  
American t h e  c o u r t ' s  comment i s  e q u a l l y  p e r t i n e n t  t o  t h e  f a c t s  
o f  t h e  i n s t a n t  c a s e .  



A s  o f  J u n e  2 7 ,  1965 CFM had t h e  f o l l o w i n g  s e c u r i t i e s  o u t s t a n d i n g :  
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d e b e n t u r e s  - $280,000;  c o n v e r t i b l e  p r e f e r r e d  s t o c k  - 6 , 9 0 3 ;  

common s t o c k  - 978 ,927 .  

The common s t o c k  c o n s i s t e d  o f  300,000 s h a r e s  o f  p romot iona l  

s t o c k  h e l d  i n  e sc row;  4 , 9 0 0  t r e a s u r y  s h a r e s ;  200,000 s h a r e s  which 

were  owned by To luca  M a r t ,  I n c . ,  which was c o n t r o l l e d  by A l b e r t  

G o l d s t e i n .  To luca  M a r t ,  I n c .  h e l d  p r o x i e s  and "a r i g h t  o f  f i r s t  

r e f u s a l "  t o  p u r c h a s e  91 ,963  s h a r e s ;  and  t h e  d i r e c t o r s  owned a 

t o t a l  o f  12 ,175  s h a r e s .  

The f i n a n c i a l  h i s t o r y  o f  t h i s  company may b e  d e s c r i b e d ,  i n  

p e r t i n e n t  p a r t  a s  f o l l o w s :  

On J u n e  3 0 ,  1963 ,  t h e  end o f  CFM's f i s c a l  y e a r ,  i t s  r e t a i n e d  

e a r n i n g s  d e f i c i t  was $98,159.  By J u n e  1964 t h i s  d e f i c i t  had i n c r e a s e d  

t o  $129,565.  By J u n e  1965 t h e  d e f i c i t  mounted t o  $758,756;  t h e  

company's  n e t  wor th  was $219,868 and t h e  book v a l u e  o f  CFM common 

s t o c k  was o n l y  22 c e n t s  p e r  s h a r e .  I n  f i s c a l  1966 i t s  r e t a i n e d  

e a r n i n g s  d e f i c i t  was reduced t o  $671,518.  The r e d u c t i o n  i n  CFMts 

r e t a i n e d  e a r n i n g s  d e f i c i t  was n o t  a t t r i b u t a b l e  t o  improved 

o p e r a t i o n s  o f  t h e  company b u t  t o  a  change  i n  t h e  b a s i s  f o r  d e p r e c i a t i o n  

-1 6 /  Based upon a common s t o c k  v a l u e  o f  $1.375 a s h a r e ,  t h e  p r e -  
£ e r r e d  s t o c k  was c o n v e r t i b l e  u n d e r  a  temporary  p l a n  of  c o n v e r s i o n  
i n  e f f e c t  d u r i n g  t h e  p e r i o d  invo lved  h e r e  a t  t h e  r a t e  o f  7 .85  
s h a r e s  f o r  e a c h  p r e f e r r e d  s h a r e  p l u s  t h e  c a s h  e q u i v a l e n t  f o r  
f r a c t i o n a l  s h a r e s .  The p r e f e r r e d  s h a r e s  a r e  n o r m a l l y  c o n v e r t i b l e  
a t  t h e  r a t e  o f  o n e  s h a r e  o f  common s t o c k  f o r  e a c h  s h a r e  of 
p r e f e r r e d  s t o c k .  ( S e e  CFM's f i n a n c i a l  s t a t e m e n t s  f o r  f i s c a l  1965) .  
A s  a r e s u l t  o f  t h i s  temporary  p l a n  owners o f  c o n v e r t i b l e  p r e -  
f e r r e d  s t o c k  who c o n v e r t e d  t o  common s t o c k  and were i n  a  p o s i t i o n  
t o  s e l l  such  s t o c k  a c q u i r e d  a s u b s t a n t i a l  economic a d v a n t a g e  
n o t  t h e r e t o f o r e  a v a i l a b l e  t o  them, and common s t o c k h o l d e r s  s u s -  
t a i n e d  a d i l u t i o n  o f  v a l u e s  upon c o n v e r s i o n  o f  p r e f e r r e d  s h a r e s .  
F r a n k l i n  was a s u b s t a n t i a l  h o l d e r  o f  such  c o n v e r t i b l e  p r e f e r r e d  
( c o n t i n u e d  on  f o l l o w i n g  page )  



of f u r n i t u r e  and f i x t u r e s  by g i v i n g  t h e s e  a s s e t s  a l o n g e r  u s e f u l  

l i f e .  I n  t h i s  manner t h e  company r e t r o a c t i v e l y  changed t h e  b a s i s  

of d e p r e c i a t i o n  from t h a t  which had been p r e v i o u s l y  a p p l i e d ,  and 

consequen t ly  t h e  p r o f i t  and l o s s  s t a t e m e n t  a s  of  f i s c a l  J u n e ,  1966 

r e f l e c t e d  a p r o f i t  of $4,374 f o r  f i s c a l  y e a r  1966 a s  compared w i t h  

a l o s s  of $10,000 f o r  t h e  same p e r i o d  had d e p r e c i a t i o n  been e s t i m a t e d  

on t h e  p r i o r  b a s i s .  A n e t  income of  approx imate ly  $4,374 r e p r e -  
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sen ted  a  p r o f i t  of  o n l y  a b o u t  4 / 1 0 t h s  of  1%based on g r o s s  r evenues  

f o r  t h e  p e r i o d .  A s  a r e s u l t  of  changing t h e  b a s i s  o f  d e p r e c i a t i o n  

t h e  book v a l u e  of CFM common s t o c k  r o s e  t o  31 c e n t s  p e r  s h a r e .  

T h i s  i n c r e a s e  i n  book v a l u e  was n o t  a t t r i b u t a b l e  t o  any improvement i n  t h e  

company's b u s i n e s s .  

For  f i s c a l  y e a r  1967 even on t h e  new b a s i s  f o r  d e p r e c i a t i o n  

t h e  d e f i c i t  mounted t o  $1,008,297,  and a s  a r e s u l t  CFM common s t o c k  

had no book v a l u e  and i n  f a c t  had a n e g a t i v e  book v a l u e  o f  3  c e n t s  

p e r  s h a r e .  

On June  1 6 ,  1966 CFM made an o f f e r i n g  o f  235,283 s h a r e s  of  i t s  

common s t o c k  t o  C a l i f o r n i a  s t o c k h o l d e r s  a t  $1.375 p e r  s h a r e  a t  t h e  

r a t e  of one  s h a r e  f o r  each f o u r  s h a r e s  owned. Dependent on t h e  s u c c e s s  

of  t h e  o f f e r i n g  t h e  p roceeds  were t o  be  used t o  r e t i r e  c e r t a i n  8% 

subord ina ted  d e b e n t u r e s .  The o f f e r  e x p i r e d  August 25,  1966. AS t h e  

pe rmi t  i s s u e  by D i v i s i o n  o f  C o r p o r a t i o n s  o f  t h e  S t a t e  o f  C a l i f o r n i a  

i s s u e d  on  May 26,  1966 s t a t e d ,  "The p r i c e  f i x e d  by t h e  Board of  

1&/ 	 (cont inued from p r e c e d i n g  page)  
s t o c k  and d u r i n g  t h e  p e r i o d  under  c o n s i d e r a t i o n  h e r e  conver ted  -
p r e f e r r e d  s t o c k  t o  common s t o c k .  Such common s t o c k  was marketed 

through t h e  r e g i s t r a n t  t o  t h e  ~ u b l i c .  A s  o f  J u n e  25,  1967,  a s  

a r e s u l t  o f  c o n v e r s i o n s  t h e  o u t s t a n d i n g  common s t o c k  was 1 ,014,633 

s h a r e s  and t h e  c o n v e r t i b l e  p r e f e r r e d  was 2,352 s h a r e s .  




D i r e c t o r s  o f  a p p l i c a n t  [CFM] a s  t h e  e x e r c i s e  p r i c e  of such  r i g h t s  

was de t e rmined  a s  n e a r l y  a s  p o s s i b l e  t o  r e p r e s e n t  t h e  mean between 

t h e  b i d  and a sked  p r i c e s  f o r  t h e  common s t o c k  on t h e  o v e r - t h e - c o u n t e r  
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market  f o r  r e p r e s e n t a t i v e  p e r i o d  p r i o r  t o  t h e  a c t i o n  o f  t h e  Board ."  


The o n l y  marke t  q u o t a t i o n s  which t h e  board  of  d i r e c t o r s  c o u l d  


employ t o  f i x  t h e  "mean between t h e  b i d  and a s k e d  p r i c e s "  t o  t h e  


C a l i f o r n i a  s t o c k h o l d e r s  on  t h e  o v e r - t h e - c o u n t e r  marke t  were  t h o s e  


quoted  by r e g i s t r a n t  i n  t h e  w h i t e  s h e e t s .  Those  p r i c e s  were 


a r b i t r a r i l y  f i x e d  by r e g i s t r a n t  i n  a  marke t  which i t  dominated  and 


such  p r i c e s  were  u n r e l a t e d  t o  any  f r e e  o r  c o m p e t i t i v e  m a r k e t .  


CFM o f f e r e d  n o t  more t h a n  61 ,092 common s h a r e s  t o  h o l d e r s  o f  


i t s  p r e f e r r e d  s h a r e s .  


R e g i s t r a n t  was a p r imary  market -maker  f o r  t h e  s t o c k  of  

C o n t i n e n t a l  Food Marke t s  f rom June  25 ,  1965 t o  December 2 2 ,  1966,  

and was e s s e n t i a l l y  t h e  s o l e  market -maker  f o r  C o n t i n e n t a l  Food 

Markets  on  t h e  West C o a s t  d u r i n g  t h i s  t i m e  p e r i o d .  R e g i s t r a n t  was 

r e g u l a r l y  q u o t i n g  C o n t i n e n t a l  Food Markets  i n  t h e  "wh i t e  s h e e t s g 1  

a t  s p e c i f i c  b i d  and a sked  p r i c e s  t h r o u g h o u t  t h i s  t i m e  p e r i o d .  The 

o n l y  q u o t e s  f o r  C o n t i n e n t a l  Food Marke t s  i n  t h e  "p ink  s h e e t s "  d u r i n g  

t h i s  t i m e  p e r i o d  were  s p o r a d i c  q u o t e s  by two New York C i t y  b r o k e r -  

d e a l e r s ,  o n e  o f  whom c o n s i s t e n t l y  quoted  o n l y  an  a sked  p r i c e  o f  

$2 ,  which n e v e r  v a r i e d ,  and t h e  o t h e r  sometimes quoted  b o t h  

s p e c i f i c  b i d  and a sked  p r i c e s ,  sometimes o n l y  quoted  o n e  s i d e  o f  

t h e  market  and f o r  s u b s t a n t i a l  t i m e  p e r i o d s  p l a c e d  no q u o t e s  a t  

a l l .  A f t e r  J u n e  1 5 ,  1966 ,  t h i s  l a t t e r  b r o k e r - d e a l e r  d i d  n o t  q u o t e  

-1 7 /  On t h i s  b a s i s  r e g i s t r a n t ' s  q u o t a t i o r s  i n  t h e  w h i t e  s h e e t s  were t h e  
d e t e r m i n i n g  f a c t o r  i n  f i x i n g  t h e  $ r i c e  of  CFM s t o c k  t o  t h e  p u b l i c  
( s e e  i n f r a )  u n d e r  t h e  company's  o f f e r i n g  t o  i t s  C a l i f o r n i a  s t o c k h o l d e r s .  



C o n t i n e n t a l  Food M a r k e t s  i n  t h e  " p i n k  s h e e t s 1 *  a t  a l l .  O t h e r  t h a n  

r e g i s t r a n t ,  t h e  o n l y  q u o t e s  i n  t h e  "wh i t e  s h e e t s "  were  a n  I t o f f e r  

wanted" q u o t e  by o n e  b r o k e r - d e a l e r  f rom September  27 ,  1965 t o  

November 11, 1965, and s p e c i f i c  b i d  and a sked  q u o t e s  by a n o t h e r  

b r o k e r - d e a l e r , K e s l e r  & Co.,from December 20 ,  1965 t o  December 22,  1966. 

I n  t h i s  c o n n e c t i o n ,  H a r r y  ~ e s l e r ,  t h e  s o l e  p r o p r i e t o r  o f  Kesler & 

Co.,  t e s t i f i e d  t h a t  h e  was a  f o r m e r  employee o f  r e g i s t r a n t  and 

r e g i s t r a n t ' s  p r e d e c e s s o r ,  t h a t  h e  was s o l e l y  a  r e t a i l e r ,  n o t  a  

w h o l e s a l e r  i n  t h e  s t o c k ,  t h a t  h e  quo ted  C o n t i n e n t a l  Food Marke t s  

i n  t h e  "whi te  s h e e t s 1 *  s o l e l y  t o  e n a b l e  him t o  p i c k  u p  t h e  s t o c k  

f o r  h i s  r e t a i l  c u s t o m e r s  a t  t h e  b e s t  p r i c e s  p o s s i b l e ,  t h a t  h e  was 

n e v e r  a  p r imary  market-maker i n  t h e  s t o c k ,  t h a t  h e  based  h i s  

q u o t a t i o n s  on  t h e  q u o t e s  t h a t  h e  con temporaneous ly  r e c e i v e d  from 

r e g i s t r a n t ,  t h a t  r e g i s t r a n t  was t h e  o n l y  b r o k e r - d e a l e r  who made a  

market  i n  t h e  s t o c k  away from him, and  t h a t  r e g i s t r a n t  was t h e  

p r imary  market-maker i n  t h e  s t o c k .  

Of t h e  609,038 o u t s t a n d i n g  s h a r e s  o f  CFM o n l y  369,889 s h a r e s  

were i n  t h e  hands  o f  t h e  g e n e r a l  p u b l i c .  From J u l y  1 ,  1965 t o  

December 22 ,  1966 w i t h i n  t h e  p e r t i n e n t  p e r i o d  h e r e i n  t h e  r e g i s t r a n t  

engaged i n  645 t r a n s a c t i o n s  i n  t h e  s t o c k .  It made 284 p u r c h a s e s  and 

361 s a l e s ,  t r a d i n g  a t o t a l  o f  285,524 CEM s h a r e s ,  c o n s i s t i n g  o f  

143,176 s h a r e s  pu rchased  and 142 ,348  s h a r e s  s o l d .  I n c l u d e d  i n  

r e g i s t r a n t ' s  p u r c h a s e s  were 8 , 5 9 5  CEM s h a r e s  from F r a n k l i n  who 



--- -- 

o b t a i n e d  t h e  common s t o c k  by c o n v e r s i o n  of  t h e  CFM p r e f e r r e d  c o n v e r t i b l e  
18/ 

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

These  f i g u r e s  t o g e t h e r  w i t h  t h e  o t h e r  f a c t s  r e f e r r e d  t o  h e r e i n  

r e f l e c t  t h a t  on t h e  b a s i s  o f  t h e  t o t a l  number o f  s h a r e s  t r a d e d  i . e .  

285 ,524  s h a r e s  a s  compared w i t h  t h e  number o f  s h a r e s  h e l d  i n  h e  

h a n d s  o f  t h e  p u b l i c ,  i . e .  369 ,889 s h a r e s ,  t h e  r e g i s t r a n t  c o n t r o l l e d  

and dominated  t h e  marke t  i n  CFM s h a r e s .  

Dur ing  above  ment ioned t i m e  p e r i o d ,  r e g i s t r a n t  had a t o t a l  

o f  290 s a l e s  t r a n s a c t i o n s  i n  C o n t i n e n t a l  Food Markets  w i t h  r e t a i l  

c u s t o m e r s  and i n  218 o f  such  t r a n s a c t i o n s  charged  such c u s t o m e r s  
19-/ 

mark-ups v a r y i n g  from 8 . 3 X t o  37.5%. T h e r e  were  71 s a l e s  t r a n s a c t i o n s  

w i t h  d e a l e r s .  

Many o f  t h e s e  t r a n s a c t i o n s  were  r i s k l e s s  s i n c e  r e g i s t r a n t  

had a s u b s t a n t i a l  s h o r t  p o s i t i o n  i n  C o n t i n e n t a l  Food M a r k e t s  f o r  

e x t e n d e d  t i m e  p e r i o d s  when it was s e l l i n g  t h e  s t o c k  t o  r e t a i l  c u s t o m e r s ,  

which s h o r t  p o s i t i o n  was covered  on  t h r e e  s e p a r a t e  o c c a s i o n s  by t h e  

c o n v e r s i o n  o f  c o n v e r t i b l e  d e b e n t u r e s  o f  C o n t i n e n t a l  Food Marke t s  

h e l d  by F r a n k l i n .  

D u r i n g  t h e  above-ment ioned t i m e  p e r i o d ,  r e g i s t r a n t  had a 


t o t a l  o f  101 p u r c h a s e  t r a n s a c t i o n s  i n  C o n t i n e n t a l  Food Marke t s  w i t h  


r e t a i l  cus tomers  and i n  12  o f  such  t r a n s a c t i o n s  cha rged  mark-downs 


v a r y i n g  from 8.5% t o  13.9%. 


u/	R e g i s t r a n t  pu rchased  t h e s e  CFM s h a r e s  i n  t h r e e  t r a n s a c t i o n s  

w i t h  F r a n k l i n ,  J u n e  30 ,  J u l y  29 and August  31 ,  1966.  I n  each  

i n s t a n c e  t h e  s h a r e s  were a c q u i r e d  by r e g i s t r a n t  when i t  was 

i n  a s h o r t  p o s i t i o n  i n  t h e  s t o c k .  A d d i t i o n a l l y ,  r e g i s t r a n t  

pu rchased  1 ,727  CFM common s h a r e s  from F r a n k l i n  on J u n e  2 4 ,  

1966.  Al though t h i s  t r a n s a c t i o n  i s  u n e x p l a i n e d  i n  r e g i s t r a n t ' s  

CFM s t o c k  l e d g e r  s h e e t s ,  c o n t r a r y  t o  t h e  r e c o r d e d  d e t a i l s  

o f  t h e  above  t h r e e  t r a n s a c t i o n s ,  t h e  s h a r e s  undoub ted ly  came 

from t h e  c o n v e r s i o n  o f  CFM p r e f e r r e d  s t o c k  s i n c e  F r a n k l i n  

d e n i e d  h o l d i n g  any CFM common s t o c k .  A c c o r d i n g l y ,  w i t h  o v e r  

10 ,000  s h a r e s  o f  CFM common a v a i l a b l e  t o  it f rom F r a n k l i n ,  

r e g i s t r a n t ' s  s a l e s  d u r i n g  t h e s e  months were  r i s k l e s s .  


191- The g r o s s  p r o f i t s  on mark-ups i n  CFM was o v e r  $19,000.  



-- 

Dur ing  t h e  same p e r i o d  i n  which i t  w a s  q u o t i n g  t h i s  s e c u r i t y  

i n  t h e  w h i t e  s h e e t s  t h e  r e g i s t r a n t  and i t s  sa l e smen  were  engag ing  

i n  a  campaign t o  s e l l  CFM by means o f  m a t e r i a l l y  f a l s e  and m i s l e a d i n g  

r e p r e s e n t a t i o n s  made a l m o s t  e n t i r e l y  o v e r  t h e  t e l e p h o n e  t o  p e r s o n s  

t h e y  d i d  n o t  know and had n e v e r  m e t .  

A t  	t h e  t i m e  o f  t h i s  s t o c k  o f f e r i n g  CFM was i n  s e r i o u s  need 

o f  e q u i t y  c a p i t a l .  However, t h e  o f f e r i n g  was a f a i l u r e  and was 

t l r e c a l l e d l l .  Only  a b o u t  1 0  p e r c e n t  o f  t h e  o f f e r i n g  was purchased  

by t h e  s t o c k h o l d e r s .  The f a i l u r e  of  t h e  o f f e r i n g  s e r i o u s l y  a f f e c t e d  
20 1 

t h e  company's  f i n a n c i a l  p o s i t i o n .  T h e r e  were  m e e t i n g s  o f  CFM1s 

s t o c k h o l d e r s  between O c t o b e r  and November 1965,  1966 and 1967.  

These  m e e t i n g s  w e r e  a t t e n d e d  by F r a n k l i n  and RJF. 

Dur ing  t h e  1965 m e e t i n g  t h e  t r e a s u r e r  o f  t h e  company a d v i s e d  

t h e  s t o c k h o l d e r s  t h a t  " t h e  company was i n  a h o r r i b l e  c o n d i t i o n . "  

The f a i l u r e  o f  t h e  s t o c k  o f f e r i n g  i n  1966 was n o t  a n  e v e n t  which  

cou ld  b e  s a i d  t o  improve t h e  company I s  ' ' h o r r i b l e  c o n d i t i o n " ,  and 

i n  t h e  management 's  o p i n i o n  c o n s t i t u t e d  a  " s e v e r e  f i n a n c i a l  s e t b a c k 1 ' .  

2 d-	 The p r e s i d e n t  o f  CFM w r o t e  a  l e t t e r  t o  t h e  s t o c k h o l d e r s  which 
accompanied t h e  J u n e  26 ,  1966 f i n a n c i a l  s t a t e m e n t  o f  t h e  com- 
pany s t a t i n g  among o t h e r  t h i n g s ,  t h a t ,  "The company s u f f e r e d  a 
s e v e r e  f i n a n c i a l  s e t b a c k  when o u r  s t o c k  s u b s c r i p t i o n  o f f e r i n g  
t o  s t o c k h o l d e r s  proved u n s u c c e s s f u l  . . . . The e x p a n s i o n  o f  
t h i s  company c a n  g o  fo rward  o n l y  w i t h  e q u i t y  c a p i t a l . "  F o r  t h e  
p e r t i n e n t  p e r i o d  i n v o l v e d  i n  t h i s  p r o c e e d i n g  t h e  company n e v e r  
o b t a i n e d  such  e q u i t y  c a p i t a l .  

I n  t h e  n o t e s  t o  CFMns f i n a n c i a l  s t a t e m e n t  f o r  f i s c a l  1966 t h e  
f o l l o w i n g  s t a t e m e n t  a p p e a r s :  

" I n  t h e  c u r r e n t  and  p r i o r  y e a r s  c e r t a i n  c a s h  d i v i d e n d s  
have  been  p a i d  i n  v i o l a t i o n  o f  t h e  terms o f  t h e  I n d e n t u r e .  
On F e b r u a r y  1 0 ,  1966,  t h e  T r u s t e e  n o t i f i e d  t h e  h o l d e r s  o f  
t h e  D e b e n t u r e  o f  t h e  v i o l a t i o n  and t h a t  t h e  Company i s  i n  
d e f a u l t .  The I n d e n t u r e  p r o v i d e s  t h a t  i f  t h e  Company f a i l s  
t o  c u r e  s d e f a u l t  w i t h i n  s i x t y  d a y s  o f  n o t i c e  t o  c u r e  such  
d e f a u l t ,  e i t h e r  t h e  T r u s t e e  o r  h o l d e r s  o f  25% o f  t h e  o u t -  
s t a n d i n g  D e b e n t u r e s  may d e c l a r e  t h e  p r i n c i p a l  o f  a l l  
D e b e n t u r e s  t o  b e  d u e  and p a y a b l e .  A s  o f  O c t o b e r  11, 1966,  
no n o t i c e  t o  c u r e  d e f a u l t  h a s  been r e c e i v e d  by t h e  Companyrl 



The t r e a s u r e r  of  CFM had r e c e i v e d  p e r i o d i c  t e l e p h o n e  i n q u i r i e s  

from RJF c o n c e r n i n g  t h e  company b u t  d i d  n o t  r e c e i v e  a n y  i n q u i r i e s  

f rom any of r e g i s t r a n t ' s  s a l e smen .  R e g i s t r a n t  was w e l l  aware  of CFMls 

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

Landsverk  E l e c t r o m e t e r ,  --I n c .  ("Landsverk" o r  "LVKIt) 

Landsve rk  E l e c t r o m e t e r ,  I n c .  i s  p r i n c i p a l l y  engaged i n  t h e  

p r o d u c t i o n  o f  r a d i a t i o n  measurement i n s t r u m e n t s  i n  G l e n d a l e ,  C a l i f o r n i a .  

I t  h a s  1 , 2 6 5 , 0 0 0  s h a r e s  of  c a p i t a l  s t o c k  o u t s t a n d i n g .  Dur ing  1965 ,  

1966 and 1967 ,  74"/,£ t h e  o u t s t a n d i n g  s t o c k  was owned by management. 

. . 

R e g i s t r a n t  was e s s e n t i a l l y  t h e  s o l e  market -maker  f o r  

Landsve rk  from November 2 ,  1965 t o  May 5 ,  1966. R e g i s t r a n t  was 

r e g u l a r l y  q u o t i n g  Landsve rk  i n  t h e  "wh i t e  s h e e t s u  a t  s p e c i f i c  

b i d  and asked p r i c e  t h r o u g h o u t  t h i s  t i m e  p e r i o d .  The o n l y  q u o t e s  

f o r  Landsverk  i n  t h e  "p ink  s h e e t s "  d u r i n g  t h i s  t i m e  p e r i o d  

were  s p o r a d i c  o n e - s i d e d  q u o t e s  by two N e w  York C i t y  b r o k e r - d e a l e r s  

from t i m e  t o  t i m e , a n d a c o n t i n u e d  q u o t e  by a t h i r d  N e w  York C i t y  

b r o k e r - d e a l e r  t h r o u g h o u t  t h i s  t i m e  p e r i o d ,  b u t  u s u a l l y  o n l y  on .. 
t h e  b id  s i d e  o f  t h e  m a r k e t .  O t h e r  t h a n  r e g i s t r a n t ,  t h e  o n l y  

o t h e r  q u o t e s  i n  t h e  "whi te  s h e e t s "  were  b i d  o n l y  q u o t e s  by 

a n o t h e r  b r o k e r - d e a l e r  from November 2 ,  1965 t o  December 1 0 ,  1965. 

Dur ing  t h e  above-mentioned t i m e  p e r i o d  , r e g i s t r a n t  had a 

t o t a l  of 1 6  s a l e s  t r a n s a c t i o n s  i n  Landsve rk  w i t h  r e t a i l  c u s t o m e r s  

and i n  9  o f  such t r a n s a c t i o n s  charged  such  c u s t o m e r s  mark-ups 

v a r y i n g  from 33.3% t o  6 0 L  



The company's  f i s c a l  y e a r  ended March 31. .  A s  o f  March 3 1 ,  

1963  LVK had a n  e a r n e d  s u r p l u s  d e f i c i t  o f  o v e r  $104,000. 

I n  f i s c a l  1964 t h e  company a p p a r e n t l y  had a q y a s i - r e o r g a n i z a t i o n  

i n  which t h e  company reduced p a i d - i n  c a p i t a l  f rom $690,000 t o  

$400,000.  I n  t h i s  c o n n e c t i o n ,  i t  i s  n o t e d  t h a t  t h e  company w r o t e  

L.? 

o f f  a bad i n v e s t m e n t ,  and  by t h i s  w r i t e - o f f  i t  reduced  p a i d - i n  

c a p i t a l  f rom $690,000 t o  $400,000. T h i s  r e d u c t i o n  o f  $290,000,  

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

$2,023.58 was o f f s e t  a g a i n s t  t h e  e a r n e d  s u r p l u s  d e f i c i t  a t  t h a t  

t i m e  of  $359,815. T h i s  r e s u l t e d  i n  a  d e f i c i t  a t  March 31 ,  1964 

o f  $67,791.  Thus ,  t h e  lower  d e f i c i t  as compared t o  t h e  p r i o r  

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

company's  o p e r a t i o n s  b u t  was b r o u g h t  a b o u t  a s  a  r e s u l t  o f  a 

c a p i t a l  a d j u s t m e n t .  I n  f a c t  t h e  f i s c a l  1964 o p e r a t i o n s  r e s u l t e d  i n  a  

l o s s  o f  $176,000 and were f rom a f i n a n c i a l  s t a n d p o i n t  s u b s t a n t i a l l y  

worse  t h a n  were t h e  company's  o p e r a t i o n s  i n  f i s c a l  1963. By March 31 ,  

1965,  t h e  d e f i c i t  had grown t o  $202,449. By March 31 ,  1966 t h e  

ea rned  s u r p l u s  d e f i c i t  had i n c r e a s e d  by $318,870. I n  f i s c a l  1967 

LVK had a n  o p e r a t i n g  p r o f i t  o f  $59,114. T h i s  w a s  t h e  o n l y  y e a r  i n  

which t h e  company had  shown a p r o f i t  s i n c e  1961. 

The f i n a n c i a l  s t a t e m e n t s  reflect,  however,  t h a t  i n  a s t e a d y  

downward c u r v e  t h e  n e t  w o r t h  of LVK had  d e c r e a s e d  from $581,000 i n  f i s c a l  1963  

t o  approx ima te ly$136 ,000  i n  f i s c a l  1967. The book v a l u e  o f  t h e  

common s t o c k  f o r  f i s c a l  y e a r  1 9 6 3  w a s  46 c e n t s  p e r  s h a r e ;  for 

-21/  LVK a c q u i r e d  C.W. Reed Company by i s s u i n g  145,000 s h a r e s  o f  LVK 
s t o c k  v a l u e d  a t  $2 a s h a r e .  C.W. Reed Company w a s  d i s s o l v e d .  



- 3 5  -

f i s c a l  y e a r  1965  i t  was 1 5  c e n t s  p e r  s h a r e ;  and  f o r  f i s c a l  y e a r  

1967  i t  was 11 c e n t s  p e r  s h a r e .  

A r e g i s t e r e d  i n v e s t m e n t  a d v i s e r  p u b l i s h e d  a document  d a t e d  

J a n u a r y  2 1 ,  1966 e n t i t l e d  N o r t h ' s  News L e t t e r  and S p e c i a l  R e p o r t s  

d e a l i n g  w i t h  LVK. The  s a l e s m e n  r e s p o n d e n t s  h e r e i n  c l a i m e d  t o  

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

$1 ,900 ,000  which  LVK had w i t h  C i v i l  D e f e n s e .  

LVK' s s e c r e t a r y - t r e a s u r e r ,  a n  i n d u s t r i a l  a c c o u n t a n t  i n  

c h a r g e  o f  t h e  company ' s  a c c o u n t s  had b e e n  w i t h  t h e  company c o n t i n u o u s l y  

s i n c e  1959  and h e  t e s t i f i e d ,  among o t h e r  t h i n g s ,  t h a t  t h i s  

c o n t r a c t  was o b t a i n e d  i n  J u n e  1964  and  t h a t  by November 1 9 6 5  

t h e  company was " i n  t r o u b l e  w i t h  t h e  c o n t r a c t  and  t h a t  t h e  c o n t r a c t  

was u n p r o f i t a b l e . "  

T h i s  w i t n e s s  who was i n  c h a r g e  o f  t h e  company ' s  a c c o u n t s  

d i d  n o t  know F r a n k l i n  o r  RJF and  had  no r e c o l l e c t i o n  o f  e v e r  

h a v i n g  r e c e i v e d  a n y  i n q u i r y  from t h e  r e g i s t r a n t ,  i t s  o f f i c e r s ,  

o r  any  o f  i t s  s a l e s m e n  c o n c e r n i n g  LVK's f i n a n c i a l  a f f a i r s .  

N o r t h ' s  Newsletter p r e s e n t e d  a h i g h l y  o p t i m i s t i c  p i c t u r e  o f  

t h e  p r o s p e c t s  o f  LVK. I n  v i ew  o f  t h e  f i n a n c i a l  c o n d i t i o n  o f  t h e  

company a s  d e s c r i b e d  h e r e i n a b o v e ,  s u c h  p i c t u r e  was h i g h l y  m i s l e a d i n g  

a t  t h e  t i m e  N o r t h ' s  N e w s l e t t e r  was p u b l i s h e d .  

I t  i s  a l s o  o b s e r v e d  t h a t  t h e  l e t t e r  u n d e r  t h e  h e a d i n g  " F i n a n c e s "  

s t a t e d :  " A s  o f  March 1 3 ,  1965  c u r r e n t  a s s e t s  t o t a l e d  $ 2 0 9 , 0 0 0  

i n c l u d i n g  c a s h  o f  $20 ,000 .  C u r r e n t  l i a b i l i t i e s  were $ 3 8 , 0 0 0  and  

o t h e r  l i a b i l i t i e s  $ 4 4 , 0 0 0 . u  The  l e t t e r  d o e s  n o t  p o i n t  o u t ,  

howeve r ,  t h a t  t h r e e  q u a r t e r s  o f  t h e  c u r r e n t  a s s e t s  on t h e  b a l a n c e  

s h e e t  a s  o f  March 3 1 ,  1965  c o n s i s t e d  o f  i n v e n t o r i e s  which  t o t a l e d  
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$157,905.27. I n  Note 2  of  t h e  f i n a n c i a l  s t a t e m e n t s  i t  a p p e a r s  under  

t h e  heading "Inventory"  t h a t  "work i n  p r o c e s s t @  t o t a l e d  $94,613.82 

which inc luded  a c o s t  o f  $89,309.21 accumulated on two Government 

c o n t r a c t s ,  bo th  o f  which were c o n t i n g e n t  on pe rmiss ion  from t h e  

Government t o  proceed wi th  f u l l  p r o d u c t i o n .  A s  of  t h e  d a t e  of  t h e  

l e t t e r  t h e  Government had n o t  g r a n t e d  such a p p r o v a l ,  b u t  t h e  n o t e  

s t a t e d  n e g o t i a t i o r  s a r e  c o n t i n u i n g  and approva l  i s  expected momentari ly 

The u s e  of f i g u r e s  i n  N o r t h ' s  N e w s l e t t e r  concern ing  c u r r e n t  a s s e t s  

a s  compared t o  c u r r e n t  l i a b i l i t i e s  was m i s l e a d i n g  w i t h o u t  e x p l a i n i n g  

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

s p e c i a 1 n a t u r e  was dependent  on t h e  hazard  o f  o b t a i n i n g  government 

approva l  t o  proceed b e f o r e  such a s s e t s  were r e a l i z a b l e .  The language 

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

l i a b i l i t i e s  and shou ld  have been q u a l i f i e d  s o  a s  t o  be  p r o p e r l y  

unders tood and a s  employed i n  t h e  N e w s l e t t e r  t h i s  language was 

mis lead ing .  

1n  a d d i t i o n ,  N o r t h ' s  N e w s l e t t e r  po in ted  o u t  t h a t  a s  of  A p r i l  1, 

1965, t h e  t a x  l o s s  c a r r i e d  forward a v a i l a b l e  a g a i n s t  f u t u r e  e a r n i n g s  

amounted t o  $149,480. T h i s  s t a t e m e n t  would r e f l e c t  a n  op in ion  

t h a t  t h i s  t a x  l o s s  c a r r i e d  forward had some v a l u e  t o  LVK; however, 

t h e  h i s t o r y  o f  LVK and i t s  c o n d i t i o n  a s  a t  J a n u a r y  31,  1965, 

would n o t  i n d i c a t e  t h a t  a t a x  l o s s  c a r r i e d  forward would b e  o f  

m a t e r i a l  b e n e f i t  t o  LVK because  such t a x  l o s s  c a r r i e d  forward would 

b e  v a l u a b l e  o n l y  i n  t h e  e v e n t  t h e  company w e r e  t o  e a r n  mmey i n  t h e  

f u t u r e .  
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Under t h e  h e a d i n g  "Much Improved Out  look" Nor th  ' s N e w s l e t t e r  

r e f e r r e d  t o  a n  o p e r a t i n g  l o s s  o f  $90 ,000 on  s a l e s  o f  $509,000 f o r  

f i s c a l  1965.  However, t h e  l e t t e r  f a i l e d  t o  p o i n t  o u t  t h a t  i n  

f i s c a l  1964 t h e  company had s a l e s  o f  $1 ,134 ,000 and n e v e r t h e l e s s  

l o s t  $ 1 7 6 , i 0 0 .  

These  f i g u r e s  do  n o t  l e n d  s u p p o r t  n o r  shou ld  t h e y  h a v e  been  

used  t o  a s s e r t  t h a t  t h e  company had a "Much Improved Ou t look" .  

A more a c c u r a t e  d e s c r i p t i o n  o f  i t s  o u t l o o k  would have  been  f o r  

N o r t h ' s  Newsletter t o  a d v i s e  i t s  r e a d e r s  t h a t  t h e  company ' s  s a l e s  

were  down more t h a n  h a l f  and t h a t  i t s  l o s s e s  were  c o n t i n u i n g .  

I n  a d d i t i o n  t o  t h e  e x c e s s i v e  mark-ups cha rged  c u s t o m e r s  f o r  

LVK, t h e  r e g i s t r a n t  and i t s  s a l e s m e n  made f a l s e  and m i s l e a d i n g  

r e p r e s e n t a t i o n s ,  o v e r  t h e  t e l e p h o n e ,  t o  members o f  t h e  p u b l i c  who7 

t h e y  d i d  n o t  know and had n e v e r  met t o  e f f e c t  s a l e s  o f  t h e  s t o c k  o f  

LVK. 

S q u i r e  f o r  Men, I n c .  ( " S q u i r e " )  

S q u i r e ' s  o r i g i n a l  name was S q u i r e  f o r  Men o f  S o u t h e r n  C a l i f o r n i a ,  

I n c .  I n  May o r  J u n e  1966 i t s  name was changed t o  C o n s o l i d a t e d  

H a i r  P r o d u c t s ,  p u r s u a n t  t o  a n  ag reemen t  p e r m i t t i n g  t h e  u s e  o f  t h e  

name by a n o t h e r  c o r p o r a t i o n .  S q u i r e  manufac tu red  and s o l d  cus tom h a i r  

p i e c e s  f o r  men and wigs  f o r  women. 

I n  1962 S q u i r e  made a p u b l i c  o f f e r i n g  o f  i t s  s t o c k .  

Be rna rd  Snyde r  was g e n e r a l  c o u n s e l  f o r  S q u i r e  f m m  t h e  t i m e  

o f  i t s  i n c o r p o r a t i o n  t o  t h e  t i m e  o f  t h e  h e a r i n g  w i t h  t h e  e x c e p t i o n  

o f  s e v e r a l  s h o r t  p e r i o d s  of  t i m e .  H e  t e s t i f i e d  t h a t  h e  had 

been  a member o f  t h e  Bosrd o f  D i r e c t o r s  o f  S q u i r e  a t  v a r i o u s  t i m e s ;  

t h a t  F r a n k l i n  was u n d e r w r i t e r  of  a S q u i r e  d e b e n t u r e  o f f e r i n g  i n  1963;  

t h a t  S q u i r e  had l a b o r  un ion  d i f f i c u l t i e s  i n  1964 t o  1966;  t h a t  S q u i r e  

had d i f f i c u l t i e s  i n  c o l l e c t i n g  on i t s  s a l e s  c o n t r a c t s  and acco1Jnts 



r e c e i v a b l e s ,  a s u b s t a n t i a l  p a r t  o f  which were u n c o l l e c t i b l e ;  t h a t  

S q u i r e  had been f a c t o r i n g  t h e i r  r e c e i v a b l e s  f o r  a  number o f  y e a r s  

p r e c e d i n g  1965 and up t o  March 1966; t h a t  t h e  company f i n a n c i n g  S q u i r e  

th rough  c o l l a t e r a l i z a t i o n  o f  S q u i r e ' s  r e c e i v a b l e s  r e f u s e d  i n  March 

1966 t o  advance  f u r t h e r  f u n d s  b e c a u s e  t h e y  had "over-advanced" on 

t h e  a c c o u n t s  r e c e i v a b l e s  and t o o k  p o s s e s s i o n  o f  S q u i r e ' s  i n v e n t o r y  

p u r s u a n t  t o  a n  i n v e n t o r y  l i e n ;  t h a t  t h e n  t h e  o n l y  r ema in ing  S q u i r e  

a s s e t  was i t s  nlme and a l i c e n s i n g  agreement  which  w a s  consummated 

w i t h  a n o t h e r  company f o r  t h e  u s e  o f  S q u i r e ' s  name i n  c o n s i d e r a t i o n d  

r o y a l t i e s ;  t h a t  S q u i r e  ceased  d o i n g  b u s i n e s s  on March 22,  1966; and 

t h a t  S q u i r e  had n o t  engaged i n  any  b u s i n e s s  u n d e r  i t s  new name o f  

Conso l ida ted  H a i r  P r o d u c t s  hav ing  o n l y  t h e  r i g h t  t o  r o y a l t i e s  none o f  

which were  e v e r  r e c e i v e d ;  t h a t  t h e  s t o c k h o l d e r s  r a t i f i e d  t h e  

l i c e n s i n g  agreement  a t  a  s t o c k h o l d e r s  mee t ing  i n  J u n e  1966 which 

RJF a t t e n d e d ;  t h a t  t h e  company h a s  no  money o r  p l a c e  of  b u s i n e s s ;  

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

S q u i r e  and h a s  n e v e r  r e f u s e d  t o  g i v e  i n f o r m a t i o n .  

A s  of  September 30 ,  1964 S q u i r e  had a r e t a i n e d  e a r n i n g s  d e f i c i t  

o f  $90,689; and by September 30 ,  1965 t h i s  d e f i c i t  had i n c r e a s e d  by 

$445,551 t o  a  t o t a l  o f  $536,241. By f i s c a l  1965 S q u i r e  had a n  

o p e r a t i n g  l o s s  o f  $12,782 and a f t e r  w r i t i n g  o f f  bad d e b t s  o f  $269,000;  

r e s e a r c h  and development ~ s t s c d $ 1 3 3 , 6 5 1  and f i n a n c i n g  c h a r g e s  o f  

$30,108,  t o t a l i n g  $432,769,  t h e  company had a r e t a i n e d  e a r n i n g s  d e f i c i t  

o f  $536,241. The company a t  t h a t  t i m e  had a n e g a t i v e  book v a l u e  of  

88 c e n t s  p e r  s h a r e .  
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S q u i r e  had 266,246 s h a r e s  o f  common s t o c k  o u t s t a n d i n g  o f  

which $126,782 o r  a l m o s t  h a l f  were owned by t h e  compa'ny p r e s i d e n t  

and 10 ,300  s h a r e s  owned by t h e  f i r s t  u n d e r w r i t e r  l e a v i n g  129,166 

s h a r e s  p u b l i c l y  h e l d .  

R e g i s t r a n t  was t h e  s o l e  market-maker f o r  S q u i r e  f o r  Men f rom 

J u n e  2 5 ,  1965 t o  May 1 3 ,  1966.  R e g i s t r a n t  was r e g u l a r l y  q u o t i n g  

S q u i r e  f o r  Men i n  t h e  "wh i t e  s h e e t s "  a t  s p e c i f i c  b i d  and a sked  

p r i c e s  t h r o u g h o u t  t h i s  t ime  p e r i o d .  T h e r e  were  no q u o t e s  f o r  S q u i r e  

f o r  Men i n  t h e  "p ink  s h e e t s u  by any  b r o k e r - d e a l e r s  d u r i n g  t h i s  

p e r i o d .  

Dur ing  t h e  above-ment ioned t i m e  p e r i o d  r e g i s t r a n t  had a t o t a l  

of 17 s a l e s  t r a n s a c t i o n s  i n  S q u i r e  f o r  Men w i t h  r e t a i l  cus tomers  and 

i n  16  of  such  t r a n s a c t i o n s  charged  such  cus tomers  mark-ups v a r y i n g  

from 50% t o  2002. 

Dur ing  t h e  above-ment ioned t i m e  p e r i o d ,  r e g i s t r a n t  had a 

t o t a l  o f  17  p u r c h a s e  t r a n s a c t i o n s  i n  S q u i r e  f o r  Men w i t h  r e t a i l  

cus tomers  and i n  3  o f  such t r a n s a c t i o n s  cha rged  markdowns v a r y i n g  

f  rom 8.3Z t o  30%. 

I n  a d d i t i o n  t o  t h e  e x c e s s i v e  mark-ups and mark-downs r e g i s t r a n t  

t h rough  i t s  sa lesmen made f a l s e  and m i s l e a d i n g  s t a t e m e n t s  t o  

i n v e s t o r s  c o n c e r n i n g  t h e  s t o c k  o f  S q u i r e .  



I d e a l  B r u s h e s  

R e g i s t r a n t  was t h e  s o l e  market-ma k e r  f o r  I d e a l  B r u s h e s  f rom 

J u n e  2 9 ,  1965 t o  December 23 ,  1966.  R e g i s t r a n t  was r e g u l a r l y  

q u o t i n g  I d e a l  B r u s h e s  i n  t h e  "wh i t e  s h e e t s "  a t  s p e c i f i c  b i d  and 

a s k  p r i c e s  t h m u g h o u t  t h i s  t i m e  p e r i o d .  The re  were no q u o t e s  f o r  

I d e a l  B r u s h e s  i n  t h e  "p ink  s h e e t s "  by a n y  b r o k e r - d e a l e r  d u r i n g  

t h i s  p e r i o d .  

Dur ing  t h e  above-ment ioned t i m e  p e r i o d  r e g i s t r a n t  had a 

t o t a l  o f  195 s a l e s  t r a n s a c t i o n s  i n  I d e a l  Brushes  w i t h  r e t a i l  

c u s t o m e r s  and in 163 of such  t r a n s a c t i o n s  cha rged  such  cus tomers  

mark-ups  v a r y i n g  f rom 5.5% t o  45.4%. 

Dur ing  t h e  above-ment ioned t i m e  p e r i o d ,  r e g i s t r a n t  had a t o t a l  

o f  87 p u r c h a s e  t r a n s a c t i o n s  i n  I d e a l  Brushes  w i t h  r e t a i l  cus tomers  

and i n  3  o f  such  t r a n s a c t i o n s  cha rged  markdowns v a r y i n g  from 12.5% 

t o  23.5%. 

American T i n  

R e g i s t r a n t  was t h e  s o l e  market-maker f o r  American T i n  from 

Sep tember  2 9 ,  1966 t o  December 22 ,  1966. R e g i s t r a n t  was r e g u l a r l y  

q u o t i n g  American T i n  m t h e  N a t i o n a l  D a i l y  Q u o t a t i o n  S e r v i c e ' s  P a c i f i c  

C o a s t  "wh i t e  s h e e t s "  a t  s p e c i f i c  b i d  and  a sked  p r i c e s  t h r o u g h o u t  t h i s  

t i m e  p e r i o d .  T h e r e  w e r e  no  q u o t e s  f o r  American T i n  i n  t h e ' b i n k  s h e e t s "  

d u r i n g  t h i s  p e r i o d  and on o n l y  o n e  d a y  (December 1 6 ,  1966) w a s  t h e r e  

a q u o t e  i n s e r t e d  i n  t h e  "whi te  s h e e t s "  by a n o t h e r  b r o k e r - d e a l e r .  

D u r i n g  above-ment ioned t i m e  p e r i o d ,  r e g i s t r a n t  had a t o t a l  o f  

15 sales t r a n s a c t i o n s  i n  American T i n  w i t h  re ta i l  c u s t o m e r s ,  and i n  

13 o f  s u c h  t r a n s a c t i o n s  cha rged  s u c h  cus tomers  mark-ups v a r y i n g  from 

14.2% t o  33.Y0. 
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C a l i f o r n i a  G i r l  

R e g i s t r a n t  was e s s e n t i a l l y  t h e  s o l e  market-maker f o r  C a l i f o r n i a  

G i r l  from J u l y  1 9 ,  1965 t o  December 22,  1966. R e g i s t r a n t  was 

r e g u l a r l y  q u o t i n g  C a l i f o r n i a  G i r l  i n  t h e  "white s h e e t s "  a t  s p e c i f i c  

b id  and asked p r i c e s  throughout  t h i s  t ime  p e r i o d .  There  were no 

quo tes  f o r  C a l i f o r n i a  G i r l  i n  t h e  "pink s h e e t s l l  d u r i n g  t h i s  p e r i o d ,  

and t h e  o n l y  o t h e r  q u o t e s  i n  t h e  "whi te  s h e e t s "  were q u o t e s  by 

a n o t h e r  b r o k e r - d e a l e r ,  who, from J u l y  19,1965 t o  September 22, 1965 

e n t e r e d  b i d  on ly  q u o t e s  and from September 28,  1965 t o  J a n u a r y  24,  

1966, e n t e r e d  s p e c i f i c  b id  and asked q u o t a t i o n s ,  and a t  a l l  t i m e s  

such o t h e r  b r o k e r  - d e a l e r ' s  q u o t e s  were o u t s i d e  t h e  range  o f  

r e g i s t r a n t ' s  q u o t e s ,  i . e . ,  r e g i s t r a n t  always had a h i g h e r  b id  and 

a lower asked quo te  i n  t h e  "white s h e e t s t 1  each day than such o t h e r  

b r o k e r - d e a l e r  quoted C a l i f o r n i a  G i r l .  

During t h e  above-mentioned t ime  p e r i o d ,  r e g i s t r a n t  had a t o t a  1 

o f  85 s a l e s  t r a n s a c t i o n s  i n  C a l i f o r n i a  G i r l  w i th  r e t a i l  cus tomers ,  

and i n  68 of  such t r a n s a c t i o n s  charged such customers  mark-upss 

v a r y i n g  from 6.2% t o  100%. 

During t h e  above-mentioned t ime  p e r i o d ,  r e g i s t r a n t  had a t o t a l  

of 36 purchase  t r a n s a c t i o n s  i n  C a l i f o r n i a  G i r l  w i th  r e t a i l  cus tomers  

and i n  2  of  such t r a n s a c t i o n s  charged mark-downs of 25%. 

Chemical M i l l i n g  

R e g i s t r a n t  was e s s e n t i a l l y  t h e  s o l e  market-maker f o r  Chemical 

M i l l i n g  from February 21,  1966 t o  December 23,  1966. R e g i s t r a n t  

wak r e g u l a r l y  q u o t i n g  Chemica 1 M i l  l i n g  i n  t h e  "white s h e e t s t 1  a t  

s p e c i f i c  b id  and asked p r i c e s  throughout  t h i s  t ime  p e r i o d .  There  

were no quo tes  f o r  Chemical M i l l i n g  i n  t h e  "pink s h e e t s t 1  d u r i n g  

t h i s  p e r i o d ,  and t h e  o n l y  o t h e r  quo tes  i n  t h e  "white s h e e t s I 4  

were quo tes  by a n o t h e r  b r o k e r - d e a l e r ,  who, from March 16 ,  1966 t o  
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September 16 ,  1966, en te red  s p e c i f i c  b id  and asked q u o t a t i o n s ,  and 

from September 1 9 ,  1966 t o  December 23,  1966, en t e r ed  on ly  bid 

quotes .  

During t h e  above-mentiored t ime  p e r i o d ,  r e g i s t r a n t  had a t o t a l  

o f  19 s a l e s  t r a n s a c t i o n s  i n  Chemical M i l l i n g  wi th  r e t a i l  customers 

and i n  15 of such t r a n s a c t i o n s  charged such customers mark-Gps 

va ry ing  from 8.32 t o  25%. 

During t h e  above-mentioned t ime  p e r i o d ,  r e g i s t r a n t  had a t o t a l  

of 14 purchase t r a n s a c t i o n s  i n  Chemical M i l l i n g  w i th  r e t a i l  

customers and i n  3  of such t r a n s a c t i o n s  charged markdowns vary ing  

from 8.32 t o  16.62. 

Cons t ruc t ion  Design 

R e g i s t r a n t  was a primary market-maker f o r  Cons t ruc t ion  Design 

from J u l y  1, 1965 t o  December 23, 1966, and was e s s e n t i a l l y  t h e  

s o l e  market-maker f o r  Cons t ruc t ion  Design on t h e  West Coast  du r ing  

t h i s  t ime  pe r i od .  R e g i s t r a n t  was r e g u l a r l y  quo t ing  Cons t ruc t ion  

Design i n  t h e  "white shee t s"  a t  s p e c i f i c  k id  and asked p r i c e s  t h m u ~ h o u t  

t h i s  t i m e  pe r iod .  The on ly  quotes  f o r  Cons t ruc t ion  Design i n  t h e  

"pink shee t s"  du r ing  t h i s  t ime per iod  were placed by one New York 

C i t y  b roke r -dea l e r ,  and t h e  o t h e r  quo tes  i n  t h e  "white shee t s "  were 

quotes  by one-broker -dea le r  d u r i n g  t h e  per iod  from October  20,  1965 

t o  December 10,  1365, and quotes  by a n o t h e r  b roke r -dea l e r  from 

November 1, 1966 t o  December 23,  1966. 

During t h e  above-mentioned t i m e  p e r i o d ,  r e g i s t r a n t  had a t o t a l  

o f  39 s a l e s  t r a n s a c t i o n s  $n Cons t ruc t i on  Design w i th  r e t a i l  customers  

and i n  25 of  such t r a n s a c t i o n s  charged such customers mark-ups vary ing  



f rom 21.4% t o  41.6%. 

C o n t r o l l e d  P r o d u c t s  

R e g i s t r a n t  was a  pr imary  market-maker f o r  C o n t r o l l e d  P r o d u c t s  

f rom August 4 ,  1965 u n t i l  December 21 ,  1966,  and was e s s e n t i a l l y  

t h e  s o l e  market-maker f o r  C o n t r o l l e d  P r o d u c t s  from August 4 ,  1965 t o  

A p r i l  22 ,  1966. R e g i s t r a n t  was r e g u l a r l y  q u o t i n g  C o n t r o l l e d  

P r o d u c t s  i n  t h e  "whi t e  s h e e t s l 1  a t  s p e c i f i c  b i d  and asked p r i c e s  

th roughou t  t h i s  t i m e  p e r i o d .  The o n l y  q u o t e s  f o r  C o n t r o l l e d  P r o d u c t s  

i n  t h e  "p ink  s h e e t s b 1  d u r i n g  t h i s  t i m e  p e r i o d  were e s s e n t i a l l y  

* I o f f e r  wanted" q u o t e s  by two New York C i t y  b r o k e r - d e a l e r s .  O t h e r  

t h a n  r e g i s t r a n t ,  t h e  o n l y  o t h e r  q u o t e s  i n  t h e  "whi te  s h e e t s "  were 

s p e c i f i c  b i d  and a sked  q u o t e s  by one  b r o k e r - d e a l e r  f rom A p r i l  22 ,  

1966 t o  August 3 ,  1966 ,  and s p e c i f i c  b i d  and a sked  q u o t e s  by a n o t h e r  

b r o k e r - d e a l e r ,  Kesler & Co. ,  from September 21 ,  1966 t o  December 21,  

1966. I n  t h i s  c o n n e c t i o n ,  Har ry  Kesler, t h e  s o l e  p r o p r i e t o r  o f  

Kesler & Co. ,  t e s t i f i e d  t h a t  h e  was s o l e l y  a  r e t a i l e r ,  n o t  a whole-

s a l e r ,  i n  t h e  s t o c k ,  t h a t  h e  quoted  C o n t r o l l e d  P r o d u c t s  i n  t h e  

"whi te  s h e e t s "  s o l e l y  t o  e n a b l e  him t o  p i c k  up t h e  s t o c k  f o r  h i s  

r e t a i l  cus tomers  a t  t h e  b e s t  p r i c e s  p o s s i b l e ,  t h a t  h e  was n e v e r  a  pr imary  

market-maker i n  t h e  s t o c k ,  t h a t  he  based  h i s  q u o t a t i o n s  on t h e  

q u o t e s  t h a t  h e  contemporaneously  r e c e i v e d  from r e g i s t r a n t ,  and t h a t  

r e g i s t r a n t  was t h e  o n l y  pr imary  m a r k e t - m k e r  i n  t h e  s t o c k .  

Dur ing  t h e  above-mentioned t ime  p e r i o d ,  r e g i s t r a n t  had a t o t a l  

o f  317 s a l e s  t r a n s a c t i o n s  i n  C o n t r o l l e d  P r o d u c t s  w i t h  r e t a i l  

cus tomers  and i n  283 of  such t r a n s a c t i o n s  charged such cus tomers  m r k - u p s  



v a r y i n g  from 5.22 t o  42.82. 

During t h e  above-mentioned t ime  p e r i o d ,  r e g i s t r a n t  had a t o t a l  

o f  158 purchase  t r a n s a c t i o n s  i n  C o n t r o l l e d  Produc t s  w i t h  r e t a i l  

cus tomers  and i n  3 such t r a n s a c t i o n s  charged markdowns vary ing  from 

11.7% t o  26.92. 

Device  S e a l s  

R e g i s t r a n t  was t h e  s o l e  market-maker f o r  Device S e a l s  from 

September 8 ,  1965 t o  December 14, 1966. R e g i s t r a n t  was r e g u l a r l y  

q u o t i n g  Device S e a l s  i n  t h e  "white s h e e t s 1 '  a t  s p e c i f i c  b id  and asked 

p r i c e s  throughout  t h e  t ime p e r i o d .  There  were no q u o t e s  f o r  

Device  S e a l s  i n  t h e  "pink s h e e t s t 1  by any b r q k e r - d e a l e r  c u r i n g  t h i s  

p e r i o d .  

During t h e  above-mentioned t ime  p e r i o d ,  r e g i s t r a n t  had a t o t a l  

of 27 s a l e s  t r a n  s a c t i o n s  i n  Device S e a l s  w i t h  r e t a i l  customers and 

i n  15 o f  such t r a n s a c t i o n s  charged such customers ma rk-ups va ry ing  

from 33.3% t o  1002. 

During t h e  above-mentioned t ime p e r i o d ,  r e g i s t r a n t  had a t o t a l  

of 22 purchase  t r a n s a c t i o n s  i n  Device  S e a l s  wi th  r e t a i l  customers 

and i n  7 o f  such t r a n s a c t i o n s  charged markdowns v a r y i n g  from 14.2% 

t o  402. 



S u n s e t  I n d u s t r i e s  

R e g i s t r a n t  was a p r imary  market -maker  f o r  S u n s e t  I n d u s t r i e s  

from J u l y  1 9 ,  1965 t o  December 21 ,  1966,  and was t h e  s o l e  marke t -  

maker from May 2 ,  1966 t o  December 21 ,  1966.  R e g i s t r a n t  was r e g u l a r l y  

q u o t i n g  S u n s e t  I n d u s t r i e s  i n  t h e  " w h i t e  s h e e t s t 1  a t  s p e c i f i c  b i d  

and a sked  p r i c e s  t h r o u g h o u t  t h i s  t i m e  p e r i o d .  No b r o k e r - d e a l e r  

quo ted  S u n s e t  I n d u s t r i e s  i n  t h e  " p i n k  s h e e t s t 1  d u r i n g  t h i s  p e r i o d .  

O t h e r  t h a n  r e g i s t r a n t ,  t h e  o n l y  o t h e r  q u o t e s  i n  t h e  " w h i t e  s h e e t s 1 '  

were  s p e c i f i c  b i d  and a sked  q u o t a t i o n s  p l a c e d  by o n e  o t h e r  b r o k e r -  

d e a l e r  from J u l y  1 9 ,  1965 t o  A p r i l  2 6 ,  1966.  

Dur ing  t h e  above-ment ioned t i m e  p e r i o d  r e g i s t r a n t  had a t o t a l  

o f  103  s a l e s  t r a n s a c t i o n s  i n  S u n s e t  I n d u s t r i e s  w i t h  r e t a i . 1  cus tomers  

and i n  71 o f  such t r a n s a c t i o n s  cha rged  s u c h  c u s t o m e r s  mark-ups 

v a r y i n g  f rom 6.2% t o  30.7%. 

Dur ing  t h e  above-ment ioned t i m e  p e r i o d  r e g i s t r a n t  had a t o t a l  

o f  74 p u r c h a s e  t r a n s a c t i o n s  i n  S u n s e t  I n d u s t r i e s  w i t h  r e t a i l  c u s t o m e r s  

and i n  3  of s u c h  t r a n s a c t i o n s  cha rged  markdowns v a r y i n g  f rom 5.8% 

t o  7.6%. 



Tabach 

R e g i s t r a n t  w a s  e s s e n t i a l l y  t h e  s o l e  market-maker f o r  Tabach f r o m  

June 2 ,  1966 t o  December 22, 1966. R e g i s t r a n t  was r e g u l a r l y  

q u o t i n g  Tabach i n  t h e  "white s h e e t s g 1  a t  s p e c i f i c  b id  and asked 

p r i c e s  th roughout  t h i s  t ime per iod .  The on ly  q u o t e s  f o r  Tabach in 

t h e  "pink s h e e t s "  d u r i n g  t h i s  pe r iod  were quoted by a  New York C i t y  

b r o k e r - d e a l e r  a s  cor responden t  f o r  a  C a l i f o r n i a  b r o k e r - d e a l e r  from 

November 21,  1%6 t o  December 22,  1966. O t h e r  t h a n  r e g i s t r a n t  t h e  

o n l y  quo tes  i n  t h e  "white s h e e t s "  d u r i n g  t h i s  t i m e  pe r iod  were b i d  

o n l y  q u o t e s  by one b r o k e r - d e a l e r  from June  2 ,  1966 t o  J u l y  28, 1966, 

and s p e c i f i c  b i d  a i d  asked q u o t e s  by a n o t h e r  b r o k e r - d e a l e r  from 

November 3 ,  1966 t o  December 8, 1966. 

During t h e  above-men t ioned  t i m e  p e r i o d ,  r e g i s t r a n t  had a t o t a l  

o f  30 s a l e s  t r a n s a c t i o n s  i n  Tabach w i t h  r e t a i l  cus tomers  and i n  16 

o f  such t r a n s a c t i o n s  charged such customers  w i t h  mark-ups v a r y i n g  

from 9% t o  66.2%. 

During t h e  above-mentioned t ime p e r i o d ,  r e g i s t r a n t  had a t o t a l  

o f  55 purchase  t r a n s a c t i o n s  i n  Tabach w i t h  r e t a i l  cus tomers  and i n  

16 of such t r a n s a c t i o n s  charged mark-downs v a r y i n g  from 7.6% t o  

26.69.. 

Nova Tech 

R e g i s t r a n t  was a prSmary market-maker i n  Nova Tech on t h e  

West Coas t ,  and quoted it i n  t h e  "white s h e e t s "  a t  s p e c i f i c  b i d  and 

asked p r i c e s  from June  29,  1965 t o  November 30, 1966. O t h e r  market-  

rnakers quoted Nova Tech i n  both  t h e  "white s h e e t s t 1  and i n  t h e  

"pink shee t s"  d u r i n g  t h i s  t ime  per iod .  

During t h e  above-mentioned t i m e  p e r i o d ,  r e g i s t r a n t  had a t o t a l  



-- 
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o f  39 s a l e s  t r a n s a c t i o n s  i n  Nova Tech w i t h  r e t a i l  c u s t o m e r s  and i n  

28 o f  such t r a n s a c t i o n s  charged  such  c u s t o m e r s  mark-ups v a r y i n g  f rom 

D u r i n g  t h e  above-ment ioned t i m e  p e r i o d  r e g i s t r a n t  had a t o t a l  

o f  109 p u r c h a s e  t r a n s a c t i o n s  i n  Nova Tech w i t h  r e t a i l  c u s t o m e r s  and 

i n  7  o f  such  t r a n s a c t i o n s  charged  mark-downs v a r y i n g  from 5.2% t o  11.1%. 

I n  d e t e r m i n i n g  whe the r  t h e r e  were o r  were n o t  e x c e s s i v e  

mark-ups and mark-downs i n  t h i s  p r o c e e d i n g  r e s o r t  must be  had t o  

s t a n d a r d s  long  e s t a b l i s h e d  by t h e  Commission and t h e  c o u r t s .  I n  

s u b s t a n c e  b o t h  t h e  Commission, t h e  c o u r t s  and t h e  N a t i o n a l  A s s o c i a t i o n  

o f  S e c u r i t i e s  D e s l e r s  have  h e l d  t h a t  i t  i s  a f r a u d  and d e c e i t  upon 

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

p r i c e s  a b s e n t  c o u n t e r v a i l i n g  e v i d e n c e .  S e e ,  e . g .  B a r n e t t  v .  Uni ted  

S t a t e s ,  319 F.2d 340 (C.A. 8 ,  1 9 6 3 ) ;  Hughes v .  SEC, 139 F.2d 434 

(C.A. 2 ,  1943) ;  Samuel B. F r a n k l i n  & Co. v. SEC, 290 F.2d 719 (C.A. 9 ,  

1 9 6 1 ) ,  c e r t .  --d e n i e d ,  368 U.S. 889;  Duker v .  Duker ,  6  SEC 386 ( 1 9 3 9 ) ;  

N a f t a l i n  & Co. ,  I n c . ,  41  SEC 8 2 3  (1964) .  

The r e a s o n a b l e n e s s  o f  a mark-up o r  mark-down must  b e  de t e rmined  

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

t h e  marke t  p r i c e  f o r  t h e  p a r t i c u l a r  s e c u r i t y  a t  t h e  t i m e  o f  t h e  
22/-

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

p r i c e s  unde r  c o n s i d e r a t i o n  a r e  o r  a r e  n o t  e x c e s s i v e  t o  c o n s i d e r  s p e c i -  

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

--- Co.,a/ 	Shearson Hammill & S e c u r i t i e s  Exchange Ac t  R e l e a s e  No. 7743 
(November 1 2 ,  1 9 6 5 ) .  
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s e c u r i t i e s  i n  t h e  market,  t h e  p r i c e  of t h e  s e c u r i t i e s ,  t h e  amount of 

money involved i n  t h e  t r a n s a c t i o n ,  t h e  d i s c l o s u r e  t o  t h e  customer, 

t h e  p a t t e r n  of mark-ups and mark-downs, and t h e  n a t u r e  of  t h e  f i rm ' s  
2Y-

bus iness .  

During t h e  period from J u l y  1, 1965 t o  December 30, 1966, i n  

t h e  13 s e c u r i t i e s  i s s u e s  descr ibed  above, r e g i s t r a n t  executed a 

t o t a l  of 1,192 s a l e s  t r a n s a c t i o n s  with r e t a i l  customers .  Eighty-

f o u r  of t he se  t r a n s a c t i o n s  involved s tocks  s e l l i n g  a t  p r i c e s  l e s s  

-
than $1 per s h a r e ,  1,105 involv ing  s tocks  s e l l i n g  a t  p r i c e s  more 

than $1 but l e s s  than $5 p e r  share ,  and t h e  remaining 3 t r a n s a c t i o n s  

involved s tocks  s e l l i n g  a t  p r i c e s  m ~ r ethan $5 b u t  less than $10 p e r  

share .  

I n  60 of such t r a n s a c t i o n s ,  r e g i s t r a n t  charged mark-ups 

varying from 5.1% t o  10.9% I n  611 of such t r a n s a c t i o n s ,  r e g i s t r a n t  

charged mark-ups varying from 11%t o  25.9Y0. I n  209 of such t r a n s -  

a c t i o n s  r e g i s t r a n t  charged mark-ups varying from 25% t o  40.9% In  

61 of such t r a n s a c t i o n s ,  r e g i s t r a n t  charged mark-ups exceeding 41%. 

Thus, i n  941 of t h e  1,192 s a l e s  t r a n s a c t i o n s  i n  t h e  r e l evan t  13 

i s s u e s  t h a t  r e g i s t r a n t  had with r e t a i l  customers,  o r  i n  approximately 

80% of i t s  r e t a i l  t r a n s a c t i o n s ,  r e g i s t r a n t  charged customers mark-ups 

in  excess  of 5%. 

The Commission has repea ted ly  held t h a t  i n  t h e  absence of 

coun te rva i l i ng  evidence,  a  d e a l e r ' s  contemporaneous c o s t  i s  t h e  b e s t  

evidence of  t h e  c u r r e n t  market p r i c e .  

The term c u r r e n t  market p r i c e  refers t o  a  free and open market 

23/ Naf t a l i n  & Co. , 41 SEC 823 (1964). 
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which i s  n o t  made, c o n t r o l l e d  o r  a r t i f i c i a l l y  i n f l u e n c e d  by any  p a r t y  

p a r t i c i p a t i n g  i n  a n  o f f e r i n g  o f  s e c u r i t i e s .  A s  t h e  Commission p o i n t e d  

o u t  I n  t h e  M a t t e r  of  Hazel  B i s h o p ,  40  SEC 718 a t  p .  736 ". . . t h e  

b a s i c  p r i n c i p l e  [ i s ]  t h a t  any  r e p r e s e n t a t i o n  t h a t  a  s e c u r i t y  i s  b e i n g  

o f f e r e d  a t  t h e  marke t  i m p l i e s  t h e  e x i s t e n c e  o f  a f r e e  and open m a r k e t .  . . . I 1  

I n  D .  E a r l  Hens ley  & Co. ,  4 0  SEC 849 ,  852 (August  1961) t h e  Commission 

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

market  p r i c e  w i t h o u t  r e v e a l i n g  t h a t  i t  c r e a t e d  such  marke t  a s  may have  

e x i s t e d . "  I n  a n  i m p o r t a n t  f o o t n o t e  t h e  Commission p o i n t e d  o u t  t h a t  

"By engag ing  i n  t h e  s e c u r i t i e s  b u s i n e s s  a b r o k e r - d e a l e r  r e p r e s e n t s ,  

among o t h e r  t h i n g s ,  . . . t h a t  i t  would e f f e c t u a t e  t r a n s a c t i o n s  a t  p r i c e s  

r e a s o n a b l y  r e l a t e d  t o  p r e v a i l i n g  marke t  p r i c e s  ( C h a r l e s  Hughes & C o . ,  

-I n c . ,  1 3  SEC 676 (C.A. 2 ,  19431,  a f f ' d  139 F.2d 434,  436 (C.A. 2 ,  1 9 4 3 ) ,  

-c e r t .  d e n i e d  321 U.S. 786; Manthos ,  Moss & CoLInc . ,  40  SEC 542 

( 1 9 6 1 ) ;  and t h a t  such  market  p r i c e s  a r e  de t e rmined  i n  a  f r e e  and open 

marke t  n o t  m s i n t a i n e d  o r  c o n t r o l l e d  by i t s e l f  ( O t i s  &-Co. v .  E,106 

F.2d 579 ,  582 (C.A. 6 ,  1 9 3 9 ) ;  Gob Shops o f  America,  I n c . ,  39 SEC 92 

( 1 9 5 9 ) ;  R u s s e l l  Maguire  & Co., I n c . ,  1 0  SEC 332,  348 (1941).11 
-7 


( U n d e r s c o r i n g  s u p p l i e d ) .  

I n  t h e  c a s e  a t  i s s u e  h e r e  t h e  f a c t  i s  t h a t  w i t h  t h e  e x c e p t i o n  


o f  Nova Tech t h e  r e g i s t r a n t  was t h e  dominant  o r  s o l e  marke t .  Moreover 


t h e  p r i c e s  charged  were  c o n t r o l l e d  by r e g i s t r a n t  and were  n o t  d e t e r - 


mined i n  a  f r e e  and open marke t .  


I n  computing m3rk-ups t h e  D i v i s i o n  u t i l i z e d  a s  t h e  " c u r r e n t  

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

t h e  p a r t i c u l a r  s e c u r i t y  t o  a n o t h e r  d e a l e r  on t h e  day  i n  q u e s t i o n ,  and 



f o r  d a y s  where r e g i s t r a n t  d i d  n o t  have  a  same-day d e a l e r  s a l e ,  t h e  

D i v i s i o n  used r e g i s t r a n t ' s  contemporaneous  c o s t  of  t h e  p a r t i c u l a r  

s e c u r i t y  a s  t h e  p r o p e r  b a s i s .  

Contemporaneous c o s t  h a s  been d e f i n e d  a s  e i t h e r  t h e  p r i c e  a 

d e a l e r  pa id  f o r  t h e  s e c u r i t y  on t h e  same day  t h e  s a l e  to a r e t a i l  

cus tomer  was e f f e c t e d ,  o r  i f  no same day  p u r c h a s e  o c c u r r e d ,  t h e  p r i c e  

the  d e a l e r  p a i d  f o r  t h e  s t o c k  on t h e  day  n e a r e s t  t o  t h e  d a t e  o f  i t s  

s a l e  t o  a r e t a i l  cus tomer .  L i n d e r ,  B i l o t t i  & Co. ,  I n c . ,  S e c u r i t i e s  

Exchange Act  R e l e a s e  No. 7738 (November 5 ,  1 9 6 5 ) )  p.  2 ,  n .  4  [ 3  d a y s ]  ; 

Advance Research  A s s o c i a t e s ,  41  SEC 5 7 9 ,  a t  611 (1963)  [ 3  d a y s ] ;  

Samuel B. F r a n k l i n  & Co.- v .  -SEC, 290 F.2d 719 (C.A. 9 ,  1 9 6 1 ) )  c e r t .  

d e n i e d  368 U.S. 889.  

I n  d e t e r m i n i n g  r e g i s t r a n t ' s  ' l contemporaneous  c o s t 1 '  of  each  

p a r t i c u l a r  s e c u r i t y  where r e g i s t r a n t  d i d  n o t  have  same day  s a l e s  t o  

d e a l e r s  t h e  D i v i s i a l  u t i l i z e d  t h e  r e g i s t r a n t ' s  same d a y  c o s t  whenever 

a v a i l a b l e  (579 o u t  o f  941 i n s t a n c e s ) ,  r e g i s t r a n t ' s  c o s t  one day  

b e f o r e  o r  a f t e r  t h e  day  o f  t h e  a l l e g e d  i l l e g a l  mark-up,  when same 

d a y  c o s t s  were u n a v a i l a b l e  (215  o u t  o f  941 i n s t a n c e s )  and  on some 

o c c a s i o n s  t h e  D i v i s i o n  employed r e g i s t r a n t ' s  c o s t  two d a y s  away ( 7 4  

o u t  o f  941 i n s t a n c e s ) ,  t h r e e  days  away ( 6 4  o u t  of  941 i n s t a n c e s ) ,  

and f o u r  d a y s  away ( 9  o u t  o f  941 i n s t a n c e s ) .  The D i v i s i o n ' s  compu-

t a t i o n s  o f  mark-ups and mark-downs i n  t h i s  c a s e  f o l l o w s  p a s t  Commission 

p r e c e d e n t .  

The mark-up p r i c e s  o f  t h e  1 3  r e l e v a n t  s e c u r i t i e s  seldom 

changed from d a y  t o  d a y  d u r i n g  t h e  p e r i o d  i n v o l v e d .  I n  t h i s  c a s e  t h e  

D i v i s i o n  d i d  n o t  c h a r g e  t h e  r e s p o n d e n t s  w i t h  v i o l a t i o n s  r e l a t i n g  t o  



--- 

a l l e g e d l y  e x c e s s i v e  mark-ups  o r  mark-downs w h e r e  F r a n k l i n  s o l d  t o  a  

r e t a i l  c u s t o m e r  and  o n  t h e  same d a y  s o l d  t o  a  d e a l e r  w h e r e  t h e  p r i c e  
-24/ 


t o  t h e  c u s t o m e r  was n o t  i n  e x c e s s  o f  t h e  p r i c e  t o  t h e  d e a l e r .  


A s  h a s  b e e n  p o i n t e d  o u t  w i t h  t h e  e x c e p t i o n  o f  Nova T e c h  t h e r e  

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

a n d  r e g i s t r a n t  was e i t h e r  a b s o l u t e l y  o r  p r i m a r i l y  t h e  s o l e  m s r k e t  

i n  e a c h  of  t h e  i s s u e s .  

Each o f  t h e  13 s t o c k s  was a r e l a t i v e l y  s p e c u l a t i v e ,  low-

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

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

l a r g e  a c c u m u l a t e d  d e f i c i t s  and  whose s t o c k  h a d  l i t t l e  o r  n o  book 

v a l u e .  

The D i v i s i o n  c o n t e n d e d  t h a t  r r e g i s t r a n t  was c o n d u c t i n g  

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

T h e  p e r t i n e n t  f a c t s  may b e  summarized a s  f o l l o w s :  

Out  o f  1 , 5 0 1  t o t a l  s a l e s  t r a n s a c t i o n s  t h a t  r e g i s t r a n t  e x e c u t e d  

i n  t h e  13 i s s u e s  d u r i n g  t h e  p e r t i n e n t  time p e r i o d  1 , 1 9 2  w e r e  s a l e s  

t o  r e t a i l  c u s t o m e r s  and o n l y  309 w e r e  s a l e s  t o  o t h e r  c u s t o m e r s .  T h e  

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

f o l l o w s :  

American T i n  93%; C a l i f o r n i a  G i r l  949,; C h e m i c a l  M i l l i n g  70%; 

C o n s t r u c t i o n  D e s i g n  93%; C o n t i n e n t a l  Food 80%; C o n t r o l l e d  P r o d u c t s  

95%; D e v i c e  S e a l s  80%; I d e a l  B r u s h e s  97%; L a n d s v e r k  769,; Nova T e c h  

27%; S q u i r e  f o r  Men 63%; S u n s e t  I n d u s t r i e s  89%; a n d  T a b a c h  35%. 

24/ See ,  e . g . ,  S h e a r s o n  Hammill  6 C o . ,  S e c u r i t i e s  Exchange  A c t  R e l e a s e  -
No. 7743  (November 1 2 ,  1 9 6 5 ) ;  C e n t u r y  S e c u r i t i e s  Company, S e c u r i t i e s  
Exchange A c t  R e l e a s e  No. 8 1 2 3  ( J u l y  1 4 ,  1 9 6 7 1 ,  p .  7 ;  Gateway S t o c k  
and Bond,  I n c . ,  S e c u r i t i e s  Exchange  A c t  R e l e a s e  No. 8 0 0 3  
(December 8 ,  1 9 6 6 1 ,  p .  4 ;  L a n ~ l e y - H o w a r d ,  I n s . ,  S e c u r i t i e s  Exchange  
A c t  R e l e a s e  No. 7986 ( O c t o b e r  2 6 ,  1 9 6 6 1 ,  p .  6 ;  Mark E. O I L e a r y ,  
e t  a l . ,  S e c u r i t i e s  Exchange  A c t  R e l e a s e  No. 8 3 6 1  ( J u l y  2 5 ,  1 9 6 8 ) .  
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Thus i t  appears  t h a t  i n  f i v e  of  t he se  i s s u e s  ove r  90% of 

t h e  s a l e s  were t o  r e t a i l  customers,  t h a t  i n  f i v e  o t h e r  i s s u e s  between 

7 0 h n d  89% of s a l e s  were t o  r e t a i l  customers and i n  t h e  remaining 

t h r e e  i s s u e s  between 2P/, and 63% of  s a l e s  were t o  r e t a i l  customers. 

In  approximately 8 0 b f  r e g i s t r a n t  I s  s a l e s  t o  r e t a i l  customers 

of  s t ock  i n  t h e  13  p e r t i n e n t  i s s u e s  dur ing  the  period under cons i -  

d e r a t i o n  t h e  r e g i s t r a n t  charged i l l e g a l  excess ive  mark-ups varying 

from 5% t o  200%. 

The respondents i n  t h e i r  proposed f i n d i n g s ,  (proposed f i nd ing  

No. 464) pointed ou t  t h a t  dur ing  t h e  p e r t i n e n t  period he re in  t h e  

r e g i s t r a n t  "sold an aggregate  of 418,202 sha re s  t o  r e t a i l  customers. 

During t h e  same per iod of t ime i t  so ld  over  122,000 shares  t o  o t h e r  

d e a l e r s .  During t h e  same period of time i t  purchased 279,450 sha re s  

from r e t a i l  customers and purchased 258,656 sha re s  from o t h e r  

dea l e r s . "  

On t h e  b a s i s  of t h e s e  f i g u r e s  it appears  t h a t  l e s s  than one 

q u a r t e r  of t h e  sha re s  r e f e r r e d  t o  by r e g i s t r a n t  was so ld  t o  o t h e r  

d e a l e r s  and t h a t  du r ing  t h e  same per iod over  t h r e e  q u a r t e r s  of t h e  

sha re s  were sold by r e g i s t r a n t  t o  r e t a i l  customers. The f i g u r e s  a l s o  

d i s c l o s e  t h a t  r e g i s t r a n t  bought more shares  from r e t a i l  customers 

than i t  bought from d e a l e r s .  Contrary t o  respondents t  conten t ions ,  

t h e s e  f i g u r e s  r e f l e c t  t h a t  r e g i s t r a n t  was conducting p r imar i l y  a  

retai 1 business .  

Furthermore, con t r a ry  t o  respondents '  conten t ions  most of 

r e g i s t r a n t ' s  d e a l e r  s a l e s  i n  t h e  1 3  r e l evan t  i s s u e s  were e f f ec t ed  a t  

negot ia ted  p r i c e s  below r e g i s t r a n t ' s  o f f e r  quoted i n  t h e  s h e e t s  on 
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t h e  a p p r o p r i a t e  d a y  when e a c h  t r a n s a c t i o n  o c c u r r e d .  Thus ,  o u t  o f  

309 t o t a l  d e a l e r  s a l e s ,  a t  l e a s t  212 o f  them were  made be low r e g i s -  

t r a n t ' s  quoted  o f f e r  p r i c e .  I t  i s  r e a s o n a b l e  t o  c o n c l u d e  t h a t  when 

t h e  e s s e n t i a l l y  s o l e  marke t -maker  e f f e c t u a t e s  a p p r o x i m a t e l y  70% of  

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

s h e e t s ,  t h a t  t h e  m a r k e t - m a k e r ' s  o f f e r  q u o t e s  i n  t h e  s h e e t s  were  n o t  

n e c e s s a r i l y  r e f l e c t i v e  o f  t h e  p r e v a i l i n g  m a r k e t .  I n s t e a d  t h e y  r e f l e c t  

t h a t  s u c h  r e g i s t r a n t  e x e r c i s e d  wide  l a t i t u d e  i n  a r b i t r a r i l y  s e t t i n g  

i t s  i n s i d e  asked  p r i c e  a t  a  s e l f - s e r v i n g ,  h i g h  f i g u r e .  I n  t h i s  

c a s e ,  i t  a p p e a r s  t h a t  t h e s e  a r b i t r a r y  p r i c e s  were  s e t  i n  m a t e r i a l  

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

a t  e x c e s s i v e  and i l l e g a l  mark-ups.  See  e . g .  C o s t e l l o  R u s s o t t o  & C o . ,  

S e c u r i t i e s  Exchange Act  R e l e a s e  No. 7729,  p .  4 ( s e e  i n f r a ) .  

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

r e g i s t r a n t  t o  o b t a i n  a n y  o f  t h e  s e c u r i t i e s  c o m p r i s i n g  t h e  1 3  i s s u e s  

i n v o l v e d  h e r e .  I ndeed  i t  a p p e a r s  t h a t  whenever  t h e  r e g i s t r a n t  

needed s e c u r i t i e s  i t  was a l w a y s  a b l e  t o  p u r c h a s e  s t o c k  i n  t h e  1 3  

r e l e v a n t  i s s u e s  f rom o t h e r  d e a l e r s  o r  f rom r e t a i l  c u s t o m e r s  a t  o r  below 

i t s  qboted  b i d  p r i c e .  

The r e s p b n d e n t s  o f f e r e d  a s  e x p e r t s  c e r t a i n  s e c u r i t i e s  

t r a d e r s  and t h e  s e c r e t a r y  o f  D i s t r i c t  Two o f  t h e  NASD who con tended  

t h a t  t h e r e  were no mark-ups and mark-downs. The w i t n e s s  produced  

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

t h e i r  e x a m i n a t i o n  o f  e x h i b i t s  p r e p a r e d  by t h e  D i v i s i o n  and n o t  on 

t h e  b a s i s  o f  a l l e g e d  t e l e p h o n e  q u o t a t i o n s .  

The r e s p o n d e n t s ,  however ,  c l a imed  i n c o n s i s t e n t l y  w i t h  t h e  

t e s t i m o n y  o f f e r e d  by t h e i r  e x p e r t s  t h a t  no a t t e n t i o n  s h o u l d  be  p a i d  



t o  t h e  q u o t a t i o n s  i n  t h e  N a t i o n a l  D a i l y  Q u o t a t i o n  S h e e t s  s i n c e  t h e y  

were a t  l e a s t  a  d a y  o l d  a t  t h e  t i m e  t r a n s a c t i o n s  occur red  and conse-

q u e n t l y  market  c o n d i t i o n s  changed and t h e y  were t h e r e f o r e  j u s t i f i e d  

i n  engaging i n  t r a n s a c t i o n s  i n c o n s i s t e n t  w i t h  t h e i r  q u o t a t i o n s  i n  

t h e  s h e e t s .  For  example,  t h e  r e s p o n d e n t s  argued t h a t  t h e  D i v i s i o n  

seemed t o  b e  i n t e r p r e t i n g  t h e  p o s i t i o n  o f  t h e  responden t s  a s  b e i n g  

t h a t  i t s  b id  and asked p r i c e s  a s  s e t  f o r t h  i n  t h e  N a t i o n a l  D a i l y  

~ u o t a t i o n s  Bureau S h e e t s  c o n s t i t u t e d  i n  a l l  c a s e s  t h e  c u r r e n t  market  

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

c a l c u l a t i n g  mark-ups. Respondents  s t a t e d  t h a t  t h e y  . . do n o t  'I. 

and d i d  n o t  t a k e  t h i s  p o s i t i o n .  The p o s i t i o n  o f  r e sponden t s  i s  and 

h a s  been t h a t  t h e  bona f i d e  r e p r e s e n t a t i v e  c u r r e n t  market  p r i c e  o f  

t h e  s e c u r i t i e s  was t h e  b i d  and asked q u o t a t i o n s  g iven a t  t h e  t ime  of  

a p a r t i c u l a r  t r a n s a c t i o n  on any g iven  day." (Underscor ing by 

r e s p o n d e n t s ) .  To s u p p o r t  i t s  c o n t e n t i o n  t h a t  t h e  q u o t a t i o n s  g i v e n  

i n  t h e  w h i t e  s h e e t s  shou ld  b e  g i v e n  l i t t l e  o r  no c o n s i d e r a t i o n  t h e  

responden t s  contended t h a t  t h e y  were r e l y i n g  upon comments made by 

t h e  Commission i n  i t s  Shearson Hammill o p i n i o n .  However, t h e  Commissionls 

s t a t e m e n t s  made i n  Shearson Hammill do n o t  suppor t  r e sponden t s  

p o s i t i o n .  

Moreover, t h e r e  i s  no ev idence  i n  t h e  r e c o r d  i n  t h i s  c a s e  

s p e c i f y i n g  p r e c i s e l y  what r e sponden t s1  o r a l  t e l ephone  q u o t e s  w e r e  

w i t h  r e s p e c t  t o  any  s p e c i f i c  t r a n s a c t i o n s  i n  i s s u e  i n  t h e  c a s e .  F u r t h e r -

more, a s  t h e  Commission c l e a r l y  p o i n t e d  o u t  i n  t h e  N a f t a l i n  c a s e  

S e c u r i t i e s  Exchange Act R e l e a s e  No. 7220 ( January  1 0 ,  1964) a t  p. 7 



- 55 -


such  t e l e p h o n e  q u o t e s  c a n n o t  b e  u t i l i z e d  a s  t h e  p r o p e r  b a s i s  f o r  comput ing  

mark-ups i n  a s i t u a t i o n  where a d e a l e r  c o n s i s t e n t l y  t o o k  mark-ups 

o f  a t  l e a s t  10"/,ver contemporaneous  c o s t s  i n  i t s  r e t a i l  s a l e s  i n  

s p i t e  o f  t h e  f a c t  t h a t  such  r e t a i l  s a l e s  were  made a t  t h e  quoted  

o f f e r  p r i c e .  Respondents  I c o n t e n t i o n s  a r e  who l ly  w i t h o u t  m e r i t  and 

a r e  r e j e c t e d .  

The p o s i t i o n  o f  r e g i s t r a n t  and  c e r t a i n  e x p e r t  w i t n e s s e s  who 

t e s t i f i e d  on r e g i s t r a n t ' s  b e h a l f  ( a s  c o n t r a s t e d  w i t h  D i v i s i o n ' s  

p a s i t i o n  d e s c r i b e d  h e r e i n a b o v e )  was t h a t  s o  l ong  a s  t h e  r e g i s t r a n t  

was w i l l i n g  t o  buy o r  s e l l  r e a s o n a b l e  q u a n t i t i e s  o f  s e c u r i t i e s  a t  h i s  

quo ted  p r i c e s  t h e  a p p r o p r i a t e  s t a n d a r d  f o r  d e t e r m i n i n g  t h e  " c u r r e n t  

marke t  p r i c e "  on  any  s p e c i f i c  day  and t o  d e t e r m i n e  w h e t h e r  o r  n o t  t h e r e  

was a mark-up was t h e  o f f e r  p r i c e  quo ted  by r e g i s t r a n t  i n  t h e  s h e e t s  

o n  t h a t  d a y .  I n  t h e  o p i n i o n  o f  t h e s e  e x p e r t s  even i n  t h e  c a s e  o f  a 

s o l e  o r  n o n - c o m p e t i t i v e  marke t  i f  h e  s o l d  a t  h i s  quoted  o f f e r  p r i c e  

t h e r e  was no mark-up and h i s  contemporaneous  c o s t  was i r r e l e v a n t .  

The f a c t s  i n  t h i s  c a s e  a r e  t h a t ,  e s s e n t i a l l y ,  t h e  r e g i s t r a n t  

was i n  a  monopoly p o s i t i o n  w i t h  r e g a r d  t o  s e c u r i t i e s  i n v o l v e d  h e r e .  

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

o t h e r  t h a n  r e g i s t r a n t .  D e a l e r s ,  b e i n g  p r o f e s s i o n a l s  and much more 

s o p h i s t i c a t e d  t h a n  t h e  i n v e s t o r s  who were  t h e  t a r g e t  o f  r e s p o n d e n t s 1  

s a l e s  e f f o r t s  we re  a b l e  t o  and f r e q u e n t l y  p i cked  up t h e  s t o c k  a t  

n e g o t i a t e d  p r i c e s  below t h e  quo ted  o f f e r .  

R e s p o n d e n t s '  p o s i t i o n  assumes  t h a t  t h e  p r i c e s  quo ted  by t h e  

s o l e  marke t  maker c o n s t i t u t e  a  b e t t e r  s t a n d a r d  f o r  d e t e r m i n i n g  

" c u r r e n t  marke t  p r i c e s "  t h a n  t h e  r e g i s t r a n t ' s  contemporaneous  c o s t .  



Thi s  con t en t i on  d i s r e g a r d s  t h e  f a c t  t h a t  i n  t h i s  case  t h e  r e g i s t r a n t  

was t h e  s o l e  market maker i n  12 of t h e  13  s e c u r i t i e s  a t  i s s u e  h e r e ,  

and t h a t  he  dominated and c o n t r o l l e d  t h e  market i n  t h e s e  s e c u r i t i e s  

and t h a t  he  f i xed  h i s  quo tes  a r b i t r a r i l y  a t  h igh l e v e l s .  

The d i f f e r e n c e  of op in ion  a s  t o  t h e  a p p r o p r i a t e  s t anda rds  t o  

app ly  i n  t h i s  c a s e  was n o t  based upon any d i f f e r e n c e  i n  t h e  o b j e c t i v e  

f a c t s  d i s c l o s e d  by t h e  record .  T h i s  d i f f e r e n c e  of opinion between 

t h e  r e g i s t r a n t  and t h e  D iv i s i on  is based e s s e n t i a l l y  on d i f f e r i n g  

viewpoints  a s  t o  how t h e  evidence adduced ( p r i n c i p a l l y  i n  t h e  form of 

D iv i s i on  e x h i b i t s )  shou ld  be eva lua ted  o r  i n t e r p r e t e d .  

Normally, i n  an a d m i n i s t r a t i v e  proceeding,  a c o n f l i c t  i n  

expe r t  tes t imony i s  no t  considered i n  t h e  same l i g h t  a s  a  c o n f l i c t  
25-/ 

based on s t r a i g h t  e v i d e n t i a r y  grounds. 

I n  Brockton Taunton Gas Co. v. -SEC, 396 F.2d 717 a t  page 721 

t h e  c o u r t  pointed o u t  t h a t  I t .  . . t h e  t r a d i t i o n a l  opinion r u l e  does  

n o t  app ly  i n  a d m i n i s t r a t i v e  proceedings  ." 2 K. Davis ,  Adminis t ra t ive  

Law 914.13 (1958) .  I n  Market S t r e e t  Railway C~mpany v.  The Rai l road 

Commission, 324 U.S. 548 a t  p. 560 t h e  Supreme Court  pointed o u t  t h a t  

"This i s  n o t  a c a s e  where t h e  d a t a  b a s i c  t o  a judgment 
have been wi thhe ld  from t h e  record .  The complaint  is  
t h a t  t h e  Commission formed i t s  own conc lus ions  wi thout  

2 9-	 "One of t h e  most common arguments i s  t h a t  an  agency cannot a c c e p t  
t h e  expe r t  tes t imony o f  i t s  own s t a f f  members as a g a i n s t  t h e  
tes t imony of o u t s i d e  e x p e r t s ;  t h e  f e d e r a l  c o u r t s  c o n s i s t e n t l y  r e j e c t  
t h e  argument. Sometimes t h e  agency fo l lows  t h e  convent ional  r u l e  
and t h e  reviewing c o u r t  h a s  t o  remind i t  t h a t  t h e  a d m i n i s t r a t i v e  
p rocess  should be  f r e e  from such a  r u l e ;  . . . .11 

I n  many c a s e s  t h e  ques t i on  r e c u r s  whether a supposedly expe r t  
t r i b u n a l  may u se  i t s  own judgment i n  t h e  f a c e  of  uncont rad ic ted  
e x p e r t  tes t imony t o  t h e  con t r a ry .  The e a r l y  f e d e r a l  c a se s  sometimes 
requ i red  s p e c i f i c  e x p e r t  op in ion  t o  suppor t  t h e  f i n d i n g s ,  b u t  more 
r e c e n t l y  t h e  f e d e r a l  c o u r t s  have g e n e r a l l y  permit ted agenc ies  t o  use  
t h e i r  own judgment." (Footnotes  omi t ted) .  (2K Davis ,  Adminis t ra t ive  
Law h14.13 (1958). 



t h e  a i d  o f  e x p e r t  o p i n i o n s .  I t  i s  con tended  t h a t  t h e  

Commission s h o u l d  draw c o n c l u s i o n s  from t h e s e  f a c t s  o n l y  
upon h e a r i n g  t e s t i m o n y  o f  e x p e r t s  a s  t o  t h e  c o n c l u s i o n s  
t h e y  would draw from t h e  f a c t s  o f  r e c o r d .  E x p e r t s  ' 
judgment,  however ,  would n o t  b ind  t h e  Commission. T h e i r  

t e s t i m o n y  would be  i n  t h e  n a t u r e  o f  a rgument  o r  
o p i n i o n ,  and t h e  w e i g h t  t o  b e  g i v e n  i t  would depend u p ~ n  
t h e  Commission ' s e s t i m a t e  o f  t h e  r e a s o n a b l e n e s s  s f  
t h e i r  c o n c l u s i o n s  and t h e  f o r c e  o f  t h e i r  r e a s o n i n g .  
The re  i s  n o t h i n g  t o  i n d i c a t e  t h a t  any  c o n s i d e r a t i o n  which 
could  be advanced by a n  e x p e r t  h a s  n o t  been  advanced by 
t h e  company i n  a rgument  and f u l l y  weighed . I 1  

The Commission i s  p r i v i l e g e d  t o  make s u c h  r e a s o n a b l e  i n t e r -  

p r e t a t i o n  o f  t h e  a n t i - f r a u d  p r o v i s i o n s  o f  t h e  s t a t u t e s  and i t s  own 
26 /  

r u l e s  a s  may be p e r t i n e n t  t o  a  g i v e n  s i t u a t i o n .  

The c a s e s a n d  a u t h o r i t i e s  i n c l u d i n g  t h e  r u l e s  o f  t h e  NASD 

c i t e d  by r e s p o n d e n t s  d o  n o t  s u p p o r t  t h e i r  p o s i t i o n  i n  t h i s  c a s e .  I n  

f a c t ,  r e s p o n d e n t s '  p o s i t i o n  and t h a t  o f  t h e i r  e x p e r t s  i s  i n c o n s i s t e n t  

w i t h  t h e  p a s t  and r e c e n t  d e c i s i o n s  o f  t h e  Commission, t h e  c o u r t s  

and t h e  NASD. I n  e s s e n c e  i t  i s  based  on n o t h i n g  more t h a n  r e g i s -  

t r a n t ' s  i p s e  d i x i t  s u p p o r t e d  by f o u r  s e c u r i t i e s  t r a d e r s  w i t h  whom 

th-e r e g i s t r a n t  d o e s  b u s i n e s s  and t h e  s e c r e t a r y  o f  a l o c a l  NASD 
2 7 1  

d i s t r i c t  commit tee  who d i s c l a i m e d  s p e a k i n g  f o r  such  Committee. 

-26/ See  v .  H e a r s t  P u b l i c a t i o n s ,  I n c . ,  322 U.S. 111, 131;  Gray_ v .  
P o w e l l ,  314 U.S. 402,  412,  Gray v. Powe l l  was a  c a s e  where t h e r e  
was no d i s p u t e  a s  t o  t h e  e v i d e n t i a r y  f a c t s  b u t t h e r e  was a d i f f e r e n c e  
o f  judgment a s  t o  t h e  impac t  o f  such  f a c t s .  I n  Gray v .  Powel l  
t h e r e  was a l s o  a  d i s p u t e  a s  t o  t h e  meaning o f  l anguage .  

-271 The r e s p o n d e n t s '  p o s i t i o n  a s  e x p r e s s e d  i n  t h e i r  proposed  f i n d i n g s  
was,  i n t e r  a l i a  , t h a t  "The e v i d e n c e  s u p p o r t i n g  t h e  marke t  making 
a c t i v i t i e s  o f  Samuel B .  F r a n k l i n  d i s t i n g u i s h e s  t h i s  c a s e  from 
e v e r y  c a s e  c i t e d  by t h e  D i v i s i o n . I 1  I n  t h e  s e n s e  t h a t  t h i s  a p p e a r s  
t o  b e  t h e  f i r s t  c a s e  i n  which e x p e r t s  produced by r e s p o n d e n t s  
t e s t i f i e d  t o  t h e i r  o p i n i o n s  which were t o  t h e  c o n t r a r y  o f  e x p e r t  
o p i n i o n ,  e l i c t e d  f rom a n  SEC w i t n e s s  t h e  r e s p o n d e n t s  a r e  c o r r e c t .  
However, i t  shou ld  be  p o i n t e d  o u t  t h a t ,  c o n t r a r y  t o  r e s p o n d e n t s '  
c o n t e n t i o n s  t h e  e v i d e n c e  o f f e r e d  by t h e i r  e x p e r t s  i s  n o t  e v i d e n c e  
which c o n t r a d i c t s  any  of t h e  o b j e c t i v e  f a c t s  such  a s  t h e  a c t u a l  
b id  and a s k  q u o t a t i o n s  p l a c e d  i n  t h e  s h e e t s  by r e g i s t r a n t  o r  t h e  
f a c t s  r e l a t i n g  t o  r e g i s t r a n t ' s  contemporaneous  c o s t s .  The t e s t i m o n y  
o f  t h e  e x p e r t s  a r e  i n  t h e  n a t u r e  of  argument o r  o p i n i o n  and t h e  
w e i g h t  t o  be  g i v e n  such  t e s t i m o n y  depends  on t h e  r e a s o n a b l e n e s s  
o f  t h e i r  c o n c l u s i o n s .  
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The i n t e r p r e t a t i o n  o f  t h e  t e rms  I n c u r r e n t  market p r i c e "  and 

l ' m a r k - ~ p s ' ~a s  invoked by t h e  r e g i s t r a n t  and i ts  e x p e r t s  a r e  n o t  b i n d i n g  

on t h e  Commission. 

To a c c e p t  t h e  p o s i t i o n  o f  r e g i s t r a n t  and i ts  e x p e r t s  would 

r e q u i r e  a r e v e r s a l  o f  p a s t  Commission, c o u r t ,  and NASD preceden t  and 

would b e  i n c o n s i s t e n t  wi th  t h e  p r o t e c t i o n  o f  i n v e s t o r s .  

One o f  t h e  r e g i s t r a n t ' s  e x p e r t s ,  Robert  B. Bernard ("Bernard") 

t e s t i f i e d  t h a t  h e  was f a m i l i a r  w i t h  NASD Rules  o f  F a i r  P r a c t i c e .  

When h e  was asked on c ross -examina t ion  how he  r e c o n c i l e d  h i s  t e s t imony  

i n  t h i s  proceeding t h a t  F r a n k l i n ' s  mark-ups and mark-downs were 

l'zero'l w i t h  t h e  p r i n c i p l e  t h a t  i n  t h e  absence  of  a n  independent  market 

contemporaneous c o s t  was normal ly  used f o r  d e t e r m i n i n g  mark-ups, he 

r e p l i e d  t h a t  t h e  NASD had changed i ts  i n t e r p r e t a t i o n  of  t h e  r u l e s .  

He was a l s o  of  t h e  o p i n i o n  t h a t  t h e  NASD1s p r i o r  r u l e s  were o b v i o u s l y  

u n f a i r .  When t h e  w i t n e s s  was asked when and where t h e  NASD had 

changed its r u l e s  r e l a t i n g  to w r k - u p s  h e  s t a t e d  t h a t  t h e  A s s o c i a t i o n  

had changed them approx imate ly  two y e a r s  p r i o r  t o  t h e  t ime  t h a t  h e  

was t e s t i f y i n g .  A f t e r  examining t h e  NASD Manual c o n t a i n i n g  t h e  

A s s o c i a t i o n ' s  r u l e s  h e  s t a t e d  t h a t  h e  could  f i n d  no b a s i s  i n  t h e  Manual 

f o r  h i s  s t a tement  t h a t  t h e  NASD had changed i t s  r u l e s  o r  i t s  p o s i t i o n .  

The f a c t  was t h a t  t h e r e  were  no changes i n  t h e  p e r t i n e n t  NASD r u l e s  

n o r  had t h e r e  been any  publ ished changes i n  NASD i n t e r p r e t a t i o n s  of  

such r u l e s .  When asked what a u t h o r i t y  h e  had f o r  making t h e  s t a t e m e n t  

t h a t  t h e  NASD had changed i t s  p o s i t i o n  w i t h  regard t o  d e t e r m i n i n g  

mark-ups he  s t a t e d  t h a t  " t h e  o n l y  a u t h o r i t y  I have would be  a  d i s c u s s i o n  

wi th  a l o c a l  NASD o f f i c i a l  abou t  t h e  change.I1 The w i t n e s s  went on t o  

e x p l a i n  t h a t  h e  meant a  d i s c u s s i o n  h e  had had wi th  James Resh,  a n o t h e r  
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w i t n e s s  f o r  r e g i s t r a n t  i n  t h i s  p r o c e e d i n g  who was s e c r e t a r y  o f  

D i s t r i c t  2  of  t h e  NASD. F i n a l l y ,  t h e  w i t n e s s  conceded t h a t  t h e r e  had 

been  no change  w h a t e v e r  i n  t h e  p e r t i n e n t  r u l e s  p u b l i s h e d  i n  t h e  NASD 

Manual. The w i t n e s s  a l s o  conceded t h a t  no o f f i c e r  o f  D i s t r i c t  2 o f  

t h e  NASD had a d v i s e d  him t h a t  t h e r e  had been a change  i n  NASD p o l i c y .  

T h i s  w i t n e s s  was u n f a m i l i a r  w i t h  NASD d e c i s i o n s  r e l a t i n g  t o  

mark-ups and was s i m p l y  e x p r e s s i n g  a  p e r s o n a l  o p i n i o n  which  a p p e a r e d  

t o  be  based on  an  e r r o n e o u s  i d e a  o f  t h e  c o n t e n t  and meaning o f  t h e  

NASD d e c i s i o n s  o r  S e c u r i t i e s  and Exchange Commission d e c i s i o n s  based  

upon a l l e g e d  mark-ups.  H i s  t e s t i m o n y  was n o t  p e r s u a s i v e .  

The r e s p o n d e n t s  p r e s e n t e d  a second w i t n e s s  who managed t h e  

t r a d i n g  d e p a r t m e n t  i n  t h e  Los Ange le s  a r e a  f o r  Merrill, Lynch,  P i e r c e ,  

F e n n e r  and Smith  ( I 1 M e r r i l l  LynchI1). According  t o  r e s p o n d e n t s '  

c o u n s e l  t h i s  w i t n e s s  was o f f e r e d  I 1 p r i m a r i l y ,  a s  ( 1 )  someone f a m i l i a r  

w i t h  t h e  t r a d i n g  p r a c t i c e s  o f  Samuel B .  F r a n k l i n ,  and ( 2 )  a s  a n  

e x p e r i e n c e d  t r a d e r  f a m i l i a r  w i t h  t h e  p r o f e s s i o n a l  p r a c t i c e s  i n  t h e  

i n d u s t r y . I 1  

Responden t s '  c o u n s e l  a l s o  s t a t e d  t h a t  t h e y  were " n o t  o f f e r i n g  

t h i s  w i t n e s s  e i t h e r  a s  a  l awyer  o r  a n  e x p e r t  i n  t h e  d e c i s i o n s  o f  t h e  

SEC o r  t h e  NASD,I1 b u t  r e s p o n d e n t s  had a sked  him i f  h e  were I 1 f a m i l i a r  

w i t h  t h e  NASD r u l e s  which g e n e r a l l y  govern  t h e  o p e r a t i o n  o f  t h e  o v e r -  

t h e - c o u n t e r  m a r k e t s  and t r a d i n g  practice^.^^ 

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

t o  t h e  v i ews  of  Merrill, Lynch b u t  was o n l y  g i v i n g  h i s  own o p i n i o n .  

It a l s o  a p p e a r e d  t h a t  Merrill, Lynch t h e  f i r m  i n  which t h i s  

w i t n e s s 1  e x p e r i e n c e  a s  a  t r a d e r  a p p e a r s  t o  have  been g a i n e d ,  d i d  n o t  

make a  marke t  i n  t h e  k i n d  of l ow-pr i ced  s t o c k s  such  a s  t h e  r e g i s t r a n t  
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d i d ,  t h e  l o w e s t  p r i c e d  s e c u r i t y  which  t h e  firm t r a d e d  l o c a l l y  ( i . e .  

Los Ange le s )  b e i n g  $11. I n  a d d i t i o n ,  t h e  w i t n e s s  t e s t i f i e d  t h a t  h e  

d i d  n o t  "de t e rmine  t h e  mark-ups [ h e  c h a r g e l d  i n  [ h i s ]  company t r a n s -  

a c t i o n s f t , a n d  t h a t  Merrill Lynch had a n  1 8 a u t o m a t i c  p o l i c y "  w i t h  

r e g a r d  t o  11mark-ups8t ,  i . e . ,  "They a r e  e i t h e r  u p  o r  down t h e  e x a c t  

amount o f  t h e  New York S t o c k  Exchange C o m m i s ~ i o n . ~  

A s  f a r  as  t h i s  w i t n e s s  was c o n c e r n 4  t h e  c o s t  o f  a s e c u r i t y  

had no r e l e v a n c y  w i t h  r e s p e c t  t o  t h e  d e f i n i t i o n  o f  a mark-up even i n  

a c a s e  where  t h e  d e a l e r  w a s  t h e  s o l e  marke t  i n  a low-pr i ced  s t o c k  

where  t h e  b r o k e r  d e a l e r  a s  a p r i n c i p a l  bough t  i n  small q u a n t i t i e s  

and s o l d  i n  small q u a n t i t i e s .  The o n l y  f a c t o r  a c c o r d i n g  t o  t h e  w i t n e s s  

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

good marke t  maker.  

The w i t n e s s  f u r t h e r  t e s t i f i e d  t h a t  h e  w a s  e x p r e s s i n g  a v iew 

s imply  a s  t o  how h i s  b u s i n e s s  w i t h  t h e  r e g i s t r a n t  a f f e c t e d  t h e  f i r m  

w i t h  which h e  was a s s o c i a t e d ,  and t h a t  a s  l o n g  as t h e  company s t o o d  

behind  i t s  b i d  and  a s k  q u o t a t i o n s  and  m e e t s  t h e  o r d e r s  h e  was uncon- 

ce rned  w i t h  t h e  companyls  i n t e g r i t y  and t h a t  h e  d i d  n o t  "know 

Samuel F r a n k l i n t 1  and had o n l y  m e t  D i c k  F r a n k l i n  once  a t  a conven t ion  

o f  t r a d e r s .  The w i t n e s s  a l s o  t e s t i f i e d  t h a t  i n s o f a r  as h e  was 

concerned  I t .  . . a s  l o n g  a s  t h e  company s t a n d s  beh ind  i t s  b id  and 

a sked  q u o t a t i o n s  and meets t h e  o r d e r s  h e  was unconcerned w i t h  t h e  

companyts  i n t e g r i t y ,  and t h a t  h e  w a s  o n l y  conce rned  w i t h  t h e  i n t e g r i t y  

of Samuel F r a n k l i n  o r  R i c h a r d  F r a n k l i n  i n s o f a r  "as t h e i r  o p e r a t i o n  

w i t h  u s  was concerned  i n  t h e  h a n d l i n g  o f  o r d e r s  between u s  and o n  

t h e  t e l e p h o n e  . I1  

The w i t n e s s 1  t e s t i m o n y  as t o  t h e  a p p r o p r i a t e  way t o  c a l c u l a t e  

e x c e s s i v e  mark-ups was n o t  based  on  any  e x p e r t i s e  by t h e  w i t n e s s  
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t h r o u g h  h i s  e x p e r i e n c e  w i t h  M e r r i l l ,  Lynch s i n c e  t h e  l a t t e r  had an  

a u t o m a t i c  p o l i c y  w i t h  r e g a r d  t o  mark-ups who l ly  u n r e l a t e d  t o  r e g i s t r a n t  I S  

p r a c t i c e s  w i t h  r e g a r d  t o  mark-ups .  On t h e  b a s i s  o f  h i s  own s t a t e m e n t  

a s  t o  h i s  e x p e r i e n c e  i t  a p p e a r s  t h a t  t h e  w i t n e s s 1  knowledge o f  how 

mark-ups shou ld  be  c a l c u l a t e d  f o r  l ow-pr i ced  o v e r - t h e - c o u n t e r  s e c u r i t i e s  

was q u i t e  l i m i t e d .  F i n a l l y ,  t h e  s t a n d a r d  invoked by t h e  w i t n e s s  a s  

t o  t h e  c a l c u l a t i o n  o f  mark-ups ,  i . e .  t h e  d e a l e r  s t a n d s  behind  h i s  

q u o t e s ,  r e c e i v e s  no  r e c o g n i t i o n  a s  a  s t a n d a r d  f o r  d e t e r m i n i n g  mark-ups 

i n  t h e  d e c i s i o n s  o f  t h e  N A S D ,  Commission o r  t h e  C o u r t s  and i f  adop ted  

would amount t o  a  r e g r e s s i o n  i n  t h e  s t a n d a r d s  f o r  t h e  p r o t e c t i o n  o f  

i n v e s t o r s .  

I t  should  a l s o  be no ted  t h a t  t h e  e x c e s s i v e  mark-ups cha rged  

r e t a i l  cus tomers  by r e g i s t r a n t  s t a n d  i n  s t a r k  c o n t r a s t  w i t h  t h e  p r a c t i c e s  

which t h e  w i t n e s s  t e s t i f i e d  were  u t i l i z e d  by t h e  f i r m  which employed 

him. 

He a l s o  t e s t i f i e d  t h a t  where 20% o f  t h e  t r a n s a c t i o n s  a r e  w i t h  

b r o k e r - d e a l e r s  and 8046 a r e  w i t h  r e t a i l  cus tomers  h e  would c o n s i d e r  t h a t  

t h e  b r o k e r - d e a l e r  was p r i m a r i l y  a  r e t a i l e r .  

A t h i r d  w i t n e s s  c a l l e d  by t h e  r e s p o n d e n t s ,  Robe r t  D .  D i e h l ,  

t e s t i f i e d  t h a t  h e  d i d  n o t  b e l i e v e  t h a t  contemporaneous c o s t  o r  same 

day  c o s t  shou ld  be  employed a s  a  s t a n d a r d  f o r  d e t e r m i n i n g  mark-ups.  

He t e s t i f i e d  t h a t  h e  d i d  n o t  f e e l  "under  a n y  c i r c u m s t a n c e s  t h a t  a 

d e a l e r ' s  c o s t  a s  l ong  a s  h e  s t a y s  w i t h i n  t h e  p r e s c r i b e d  marke t  . . ." 

( i . e . I 1 t h e  o n e  h e  i s  q u o t i n g  o r  h a s  quo% i n  t h e  w h i t e  s h e e t s " )  shou ld  

b e  employed t o  c a l c u l a t e  mark-ups and t h a t  a s  l o n g  a s  h e  s t a y s  w i t h i n  

h i s  quoted  market  a d e a l e r  cou ld  " s e t  up  any  marke t  t h a t  h e  t h i n k s  i s  

r e a s o n a b l e . I 1  ( U n d e r s c o r i n g  s u p p l i e d ) .  A p p a r e n t l y  t h i s  was t h e  w i t n e s s 1  
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view no m a t t e r  how h igh  t h e  mark-upswere o v e r  t h e  d e a l e r ' s  contemporaneous 

c o s t  even i n  t h e  c a s e  of  a s o l e  market.  H i s  view w a s  t h a t  t h e  c o r r e c t  

s t andard  t o  employ f o r  a  s o l e  market maker w a s  t h e  o f f e r  p r i c e .  This  

p o s i t i o n  i gno re s  t h e  f a c t  t h a t  t h e  term I tcur ren t  market p r i c e "  refers 

to a f r e e  and open market which is n o t  made, c o n t r o l l e d ,  o r  a r t i f i c i a l l y  

in f luenced  by any p a r t y  p a r t i c i p a t i n g  i n  an o f f e r i n g  o f  s e c u r i t i e s .  

Furthermore h i s  views a r e  i n c o n s i s t e n t  w i th  t h e  d e c i s i o n s  o f  t h e  Commission, 

t h e  c o u r t s  and t h e  NASD i n  mark-up cases. H i s  views a r e  r e j e c t e d .  

Another w i t n e s s  Ar thur  Lee Benson, t e s t i f i e d  on behalf  o f  t h e  

respondent  s i m i l a r l y  t o  t h e  respondents1  o t h e r  expe r t s .  The w i tne s s  agreed 

t h a t  h i s  " s o l e  c o n s i d e r a t i o n  i n  t h e  de te rmina t ion  of whether a  good 

market i s  being m d e  by a  market maker is  whether  he  s t a n d s  by h i s  

quo ta t ions"  and t h a t  he  cons ide r s  no o t h e r  f a c t o r s .  The w i tne s s  a l s o  

conceded t h a t  "based on pu re ly  j u s t  t h e s e  f i g u r e s  of t h o s e  s t o c k s ,  t h e s e  

1 3  s t o c k s  h e r e ,  he  [ r e g i s t r a n t ]  would be  more of a r e t a i l  broker ."  He 

a l s o  s t a t e d  t h a t  he  d i d  n o t  s e t  up "mark-ups1# f o r  h i s  f i r m  bu t  t h a t  he  

had some exper ience  i n  t h i s  f i e l d ,  t h a t  he  was aware of t h e  5% r u l e  and 

t h a t  Ill£ someone were t o  pu t  2 p o i n t s  on $20 s t o c k ,  I know t o  blow a  

w h i s t l e  on it. I know it d o e s n ' t  mean something e l s e .  Th i s  i s  merely my 

knowledge a s  f a r  a s  mark-ups go. I am no t  an  e x p e r t .  I d o n ' t  t h i n k  I 

have been c a l l e d  a s  an e x p e r t  i n  mark-ups p e r  se. An op in ion  I do have." 

(Underscoring supp l i ed ) .  Th i s  w i t n e s s 1  views a r e  r e j e c t e d  a s  incon-

s i s t e n t  wi th  t h e  a p p l i c a b l e  law. 

I n  connect ion wi th  t h e  matter o f  d e a l e r s  s t and ing  by t h e i r  

q u o t a t i o n s ,  i t  should be  observed t h a t  under  arrangements  w i th  t h e  

Nat iona l  Quota t ion  Bureau, I nc .  b roke r -dea l e r  s u b s c r i b e r s  who pub l i sh  

b i d s  and o f f e r s  a r e  requ i red  t o  honor t h e i r  q u o t a t i o n s  u n l e s s  t h e i r  
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needs  have  a l r e a d y  been f u l f i l l e d  o r  some changes  have  o c c u r r e d  s o  

t h a t  t h e y  no l o n g e r  need t o  buy o r  s e l l ,  a s  t h e  c a s e  may b e ,  t h e  
28 /-

s e c u r i t i e s  which t h e y  quo ted .  Accord ing ly  when b r o k e r - d e a l e r s  honor  

t h e i r  q u o t a t i o n s  i n  t h e  s h e e t s  t h e y  do no more t h a n  law and t r a d e  

custom r e q u i r e  and t h e y  d o  n o t  d e s e r v e  a n y  s p e c i a l  commendation f o r  

s o  d o i n g .  F u r t h e r  a  b r o k e r - d e a l e r  who h o n o r s  h i s  q u o t a t i o n s  d o e s  

n o t  t h e r e b y  a c q u i r e  a  l i c e n s e  o r  r i g h t  t o  c h a r g e  e x c e s s i v e  mark-ups 

o r  mark-downs. S p e c i f i c a l l y  t h e  f a c t  t h a t  a b r o k e r - d e a l e r  i n  a non-

c o m p e t i t i v e  market  s t a n d s  b e h i n d s  h i s  q u o t e s  i s  n o t  a n  e x c u s e  o r  a 

d e f e n s e  f o r  c h a r g i n g  e x c e s s i v e  mark-ups and mark-downs . 

Anothe r  w i t n e s s  who t e s t i f i e d  i n  s u p p o r t  of r e s p o n d e n t ' s  p o s i t i o n  

was James H .  Resh ,  D i s t r i c t  S e c r e t a r y  of  D i s t r i c t  2 o f  t h e  NASD. 

When t h i s  w i t n e s s  appea red  c o u n s e l  f o r  t h e  r e s p o n d e n t s  s t a t e d  t h a t  .' I .  

M r .  Resh i s  n o t  a u t h o r i z e d  t o  s p e a k  f o r  t h e  NASD, h e  i s  s p e a k i n g  

f o r  M r .  Resh.I1 And M r .  Resh s t a t e d  t h a t  c o u n s e l ' s  s t a t e m e n t  was 

c o r r e c t .  L a t e r  i n  h i s  t e s t i m o n y ,  however,  Resh t e s t i f i e d  I t .  . . I 

s p e a k  a s  t h e  D i s t r i c t  S e c r e t a r y  f o r  t h e  NASD. . . I am h e r e  i n  t h e  

o f f i c i a l  c a p a c i t y  a s  t h e  D i s t r i c t  S e c r e t a r y ,  y e s  s i r . "  

Resh had d i s c u s s e d  h i s  v iews w i t h  r e s p o n d e n t s '  c o u n s e l  p r i o r  t o  

a p p e a r i n g  on t h e  w i t n e s s  s t a n d  and was f a m i l i a r  w i t h  t h e  D i v i s i o n  e x h i b i t s  

r e l a t i n g  t o  mark-ups.  However, h e  d i d  n o t  t e l l  t h e  D i s t r i c t  Committee 

what o p i n i o n s  he  would e x p r e s s  i n  h i s  o f f i c i a l  c a p a c i t y  a s  t h e  

D i s t r i c t  S e c r e t a r y ,  n o r  d i d  h e  o b t a i n  a p p r o v a l  f rom t h e  D i s t r i c t  

Committee f o r  t h e  v i ews  he  e x p r e s s e d  c o n c e r n i n g  t h e  a p p r o p r i a t e  way 

t o  c a l c u l a t e  mark-ups i n  t h i s  c a s e .  He t e s t i f i e d  t h a t  he  had n o t  

t a k e n  t o  t h e  Committee t h e  q u e s t i o n s  o f  t h e  f a i r n e s s  o f  t h e  mark-ups 

i n  t h i s  c a s e .  

2 8 /  See Registration and R e g u l a t i o n  o f  Brokers and D e a l e r s ,  Sec .  16-4  E .  Wel s s -
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Resh, among o t h e r  t h i n g s ,  t e s t i f i e d  t h a t  he  was of t h e  

op in ion  t h a t  where 'I .  . . a b roker  ho ld s  himself  o u t  t o  be w i l l i n g  

t o  buy o r  s e l l  a  s e c u r i t y  a t  t h e  p r i c e  [which h e  has]  quoted i n  t h e  

whi te  s h e e t s ,  f o r  example, and d o e s n ' t  back away, he meets t h a t  

o b l i g a t i o n  . . . [and t h a t ]  i n d i c a t e s  a bona f i d e  market maker." 

Resh ' s  tes t imony was a l s o  t o  t h e  e f f e c t  t h a t  h i s  view app l i ed  f o r  

example, where t h e  market maker w a s  s e l l i n g  t o  members of  t h e  p u b l i c ,  

no t  only t o  t h e  b roke r -dea l e r  community and t h i s  view was a l s o  

a p p l i c a b l e  even i n  t h e  c a s e  of  a s o l e  market.  However, when Resh 

was asked what t h e  e f f e c t  of  an e x i s t i n g  compet i t ive  market f o r  

s e c u r i t i e s  being t raded  by a  f i n n  was with  regard t o  conf irming o r  

e s t a b l i s h i n g  t h e  bona b ide  reasonable  c u r r e n t  market p r i c e  of 

s e c u r i t i e s ,  h e  answered t h a t  h e  was no t  q u a l i f i e d  t o  answer t h a t  

ques t  ion .  

Resh t e s t i f i e d  ! I .  . . t h a t  i n  gene ra l  i n  [ h i s ]  op in ion  . . . 
t h a t  Frank l in  . . . makes good markets and even though [he] had 

no s p e c i f i c  informat ion on how t h e  market was being made i n  t h e s e  

i s s u e s  t h e  f a c t  t h a t  g e n e r a l l y  [he] considered F rank l i n  a s  a  good 

bona f i d e  market maker t h a t  was s u f f i c i e n t  b a s i s  f o r  [him] t o  say 

t h e  a s k  p r i c e  could be used." 

Th i s  i s  a s tandard  which ha s  no b a s i s  i n  l o g i c  o r  i n  t h e  law. 

Resh t e s t i f i e d  t h a t  i n  h i s  c a p a c i t y  a s  D i s t r i c t  Sec r e t a ry  he 

t r i e d  t o  read every Board of Governors d e c i s i o n  and SEC d e c i s i o n  i n  

t h e  mark-up a r e a .  

Resh a l s o  t e s t i f i e d  t h a t  D i s t r i c t  2 had never  fo rmal ly  s i n c e  

he had "been D i s t r i c t  S e c r e t a r y  e v e r  i n  w i t i ng  o r  i n  an opinion o r  

o the rw i se ,  sanc t ioned  a formal p o l i c y  t h a t  would a u t h o r i z e  u s ing  a s  



a b a s i s  f o r  comput ing  compl i ance  w i t h  mark-up p o l i c y  . . . t h e  a s k  

q u o t a t i o n  p r i c e s  o f  a n  i n t e g r a t e d  b r o k e r - d e a l e r ,  p l a c e d  i n  t h e  w h i t e  

s h e e t s  i n  t h e  s i t u a t i o n  where  t h e  marke t  f o r  o v e r - t h e - c o u n t e r  s t o c k s  

was a n o n - c o m p e t i t i v e  m a r k e t . "  

Resh ,  i n  h i s  c a r e e r  w i t h  t h e  NASD had n e v e r  r e a d  a n  o p i n i o n  I 

by e i t h e r  t h e  NASD Board o f  Gove rno r s  o r  by t h e  SEC i n v o l v i n g  a 

mark-up problem where  e i t h e r  o n e  o f  t h e s e  two b o d i e s  had e v e r  

s a n c t i o n e d  t h e  u s e  o f  a n  i n t e r e s t e d  b r o k e r - d e a l e r ' s  a s k  q u o t a t i o n s  

a s  t h e  p r o p e r  b a s i s  f o r  comput ing  mark-ups  a s  opposed t o  contemporaneous  I 

c o s t s  o r  a s  opposed t o  t h e  c l o s e s t  i n t r a d e a l e r  s a l e s .  

Resh w h i l e  h e  was on t h e  w i t n e s s  s t a n d  t e s t i f i e d  c o n c e r n i n g  

v a r i o u s  e x h i b i t s  r e l a t i n g  t o  mark-ups  which had been p r e p a r e d  by t h e  

D i v i s i o n  and which had been examined by him. I n  t h i s  c o n n e c t i o n  h e  

was a sked  what  h e  used t o  d e t e r m i n e  w h e t h e r  t h e  marke t  was a  n e g o t i a t e d  

o n e  o r  n o t .  H e  r e p l i e d  t h a t  h e  d i d  n o t  make t h a t  d e t e r m i n a t i o n .  

When a sked  t o  make such  a  d e t e r m i n a t i o n  a s  a n  e x p e r t  w i t n e s s  h e  answered  

t h a t  h e  d i d  n o t  know and f i n a l l y  s t a t e d  "1 am n o t  a n  e x p e r t  w i t n e s s  

i n  t r a d i n g . "  He conceded  t h a t  i n  d e t e r m i n i n g  what  t h e  p r o p e r  b a s i s  

f o r  comput ing  a  mark-up was h e  "gave no  c o n s i d e r a t i o n  t o  w h e t h e r  o r  

n o t  t h e  marke t  i n  t h e  p a r t i c u l a r  s e c u r i t y  i s s u e  was a  n e g o t i a t e d  one ."  

H e  f u r t h e r  added t h a t  when h e  looked  a t  f i g u r e s  h e  d i d n ' t  u s e  t h a t .  

H e  t e s t i f i e d ,  however ,  t h a t  h e  b e l i e v e d  t h a t  I t .  . . a commi t t ee  l o o k i n g  

a t  a s e r i e s  o f  f i g u r e s  p r o b a b l y  c o n s i d e r s  t h a t . "  P r e s u m a b l y ,  h e  was 

r e f e r r i n g  t o  a D i s t r i c t  Committee o f  t h e  NASD, and t o  t h e  p r o b a b i l i t y  

t h a t  i n  d e t e r m i n i n g  t h e  p r o p e r  b a s i s  f o r  comput ing  ms rk -ups  such  a  

commit tee  would g i v e  c o n s i d e r a t i o n  t o  w h e t h e r  t h e  m a r k e t  i n  t h e  p a r -  

t i c u l a r  s e c u r i t y  was a  n e g o t i a t e d  o n e .  
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Resh a l s o  t e s t i f i e d  t h a t  i f  t h e  s o l e  market maker was 

g e n e r a l l y  e f f e c t i n g  t r a n s a c t i o n s  a t  p r i c e s  between t h e  bid and t h e  

o f f e r  quoted i n  t h e  s h e e t s  t h a t  f a c t  would probably i n f l u e n c e  h i s  

d e c i s i o n  a s  t o  whether o r  n o t  he  would be a b l e  t o  use  h i s  a s k  quo t a t i ons  

a s  t h e  b a s i s  f o r  h i s  mark-up. Resh conceded t h a t  t h e  e x i s t e n c e  o f  

a  nego t i a t ed  market could be a  f a c t o r  t h a t  would i n d i c a t e  t h a t  t h e  

d e a l e r ' s  a sk  p r i c e  should no t  be used as  a b a s i s  f o r  de te rmin ing  

mark-ups . 
Resh was asked whether  he  agreed w i th  c e r t a i n  s ta tements  msde 

i n  t h e  N a f t a l i L  c a s e ,  41 SEC 823  (1964) .  S p e c i f i c a l l y  he  was asked 

whether he  agreed wi th  t h e  fo l lowing  s ta tement :  

"On t h e  o t h e r  hand, q u o t a t i o n s  f o r  s e c u r i t i e s  wi th  
l im i t ed  i n t e r d e a l e r  t r a d i n g  a c t i v i t y ,  p a r t i c u l a r l y  
low p r i c e  s p e c u l a t i v e  s e c u r i t i e s  f r e q u e n t l y  show 
wide sp r eads  between t h e  b id  and t h e  o f f e r  and a r e  
l i k e l y  t o  be t h e  s u b j e c t  o f  n e g o t i a t i o n .  Such quo- 
t a t i o n s  may have l i t t l e  va lue  a s  evidence o f  t h e  
p r e v a i l i n g  market p r ice . "  

Resh expressed h i s  agreement w i th  t h e  s t a t emen t .  

H e  a l s o  agreed w i t h  t h e  fo l lowing  s ta tement  i n  t h e  N a f t a l i n  

case: 

"In o t h e r  i n s t a n c e s  such q u o t a t i o n s  have been used 
a s  t h e  base  f o r  t h e  computation o f  mark-ups i n  t h e  
absence o f  ev idence  of  s a m e  day  c o s t s .  It seems 
clear t h a t  t h e  p r o p r i e t y  o f  u s i n g  quo t a t i ons  as  evidence 
o f  p r e v a i l i n g  market  p r i c e  must be  t e s t e d  i n  t h e  
l i g h t  of a l l  r e l e v a n t  c i rcumstances .  Fo r  example, 
t h e  n a t u r e  o f  t h e  s e c u r i t y ,  t h e  b r ead th  o f  t h e  market,  
and whether i t  is independent of t h e  d e a l e r  r e l y i n g  
upon t h e  q u o t a t i o n s ,  t h e  spread  i n  t h e  q u o t a t i o n s  
and t h e  f u n c t i o n s  o f  t h e  dea l e r . "  

Resh w a s  asked whether  t h e  quoted language i nd i ca t ed  t o  him 

t h a t  when q u o t a t i o n s  to be r e l i e d  upon a r e  n o t  independent o f  t h e  

d e a l e r  i n  t h e  q u e s t i o n  t h a t  t h a t  would be  a f a c t o r  which would go 



a g a i n s t  u s i n g  t h e  quo tes  a s  t h e  mark-up b a s i s .  He answered t h a t  i t  

could  o r  t h a t  i t  might and "it  d o e s ,  among o t h e r  t h i n g s ,  have a 

b e a r i n g  on t h e  m a t t e r . ' '  The w i t n e s s  was a l s o  asked whether  h e  could  

s t a t e  why t h e  f a c t  t h a t  t h e  quo tes  were n o t  independent  of  F r a n k l i n  

would b e a r  a g a i n s t  u s i n g  them t o  d e t e r m i n e  F r a n k l i n ' s  mark-ups. He 

d i d  n o t  answer t h e  q u e s t i o n  d i r e c t l y  b u t  s t a t e d  t h a t  such f a c t o r  

ltwould be one of t h e  t h i n g s  t h a t  would be  looked a t  i n  p r e s e n t i n g  t h e s e  

q u o t a t i o n s  a n d / o r  t h e s e  mark-ups t o  t h e  ~ o m m i t t e e . ~ '  He den ied  t h a t  

h e  d i s regarded  t h e  f a c t  t h a t  i n  g e n e r a l  t h e r e  were no q u o t e s  independent  

of  F r a n k l i n  and was o f  t h e  op in ion  t h a t  some weight  should  be g iven  

t o  t h e  f a c t  t h a t  t h e r e  were no independent  q u o t a t i o n s  away from F r a n k l i n  

b u t  was unab le  t o  say  i n  what way he cons ide red  such f a c t  and could 

n o t  e x p l a i n  what we igh t  i f  any he  gave t o  t h i s  f a c t o r .  It  was c l e a r  

f rom h i s  tes t imony t h a t  i n  h i s  o p i n i o n  t h e  f a c t  t h a t  t h e r e  were no 

independent  quo tes  might  a f f e c t  t h e  judgment of a D i s t r i c t  Committee 

b u t  t h a t  such f a c t o r  had no e f f e c t  on h i s  conc lus ions  concerning 

mark-ups i n  t h i s  c a s e .  T h i s  w i t n e s s  was asked ,  " M r .  Resh,  i n  your  

o p i n i o n  and based upon your  e x p e r i e n c e  i n  connec t ion  w i t h  t h i s  i n d u s t r y ,  

what i s  t h e  e f f e c t  of a n  e x i s t i n g  c o m p e t i t i v e  market  f o r  s e c u r i t i e s  

b e i n g  t r aded  by a  f i r m  w i t h  regard  t o  conf i rming  o r  e s t a b l i s h i n g  t h e  

bona f i d e  r e a s o n a b l e  c u r r e n t  market p r i c e  o f  t h e  s e c u r i t i e s . "  His  

answer was ''1 d o n ' t  t h i n k ,  Your Honor, I am q u a l i f i e d  t o  answer t h a t  

q u e s t i o n . "  However, Resh was of t h e  o p i n i o n  t h a t  where a b r o k e r - d e a l e r  

was conduct ing p r i m a r i l y  a r e t a i l  o p e r a t i o n  i t  would n o t  be p roper  

f o r  him t o  u s e  h i s  a s k  q u o t a t i o n s  a s  t h e  b a s i s  t o  d e t e r m i n e  mark-ups. 

I n  t h i s  connect ion Resh agreed wi th  t h e  f o l l o w i n g  s t a t e a e n t  i n  t h e  



- 6 8  -

-29 / 

Gateway c a s e .  A s  we have  r e c e n t l y  obse rved  i n  a  s m i l i a r  c a s e  i n  

r e j e c t i n g  a  c o n t e n t i o n  t h a t  t h e  i n s i d e  o f f e r  shou ld  b e  used a s  a base  

i n  comput ing  mark-ups : 


"Where a d e a l e r ,  a l t h o u g h  r e g u l a r l y  i n  t h e  s h e e t s ,  se l l s  

p r i m a r i l y  t o  r e t a i l  c u s t o m e r s ,  i t s  'own a s k  q u o t a t i o n s  c a n  

be a  s e l f  - s e r v i n g  f i g u r e ,  and to a l l o w  i t s  u s e  a s  a  b a s e  

f o r  comput ing  mark-ups on  r e t a i l  s a l e s  t o  customer^ w ~ u l d  

be  t o  coun tenance  a  b o o t s t r a p  o p e r a t i o n  which would g i v e  a 

d e a l e r  u n r e s t r i c t e d  l a t i t u d e  i n  s e t t i n g  i t s  i n s i d e  a s k  

p r i c e ,  and t h e r e f o r e  t h e  r e t a i l  p r i c e s ,  and n u l l i f y  t h e  NASD1s 

f a i r  p r i c i n g  p o l i c y  a s  a p r o t e c t i o n  of investor^.'^^ 


R e s h l s  v iews a r e  r e j e c t e d .  

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

a r e t a i l  o p e r a t i o n  i n  a  s o l e  o r  non-compe t i t i ve  market  and it was 

i n a p p r o p r i a t e  t o  u s e  h i s  a s k  q u o t a t i o n s  a s  a  b a s i s  f o r  d e t e r m i n i n g  

mark-ups . 
The r e s p o n d e n t s  i n  t h e i r  b r i e f  a t t e m p t  t o  d i s t i n g u i s h  t h e  

p r i n c i p l e s  e n u n c i a t e d  by t h e  Commission and a f f  inned by 

t h e  C o u r t  o f  Appeals  i n  Samuel B .  F r a n k l i n  & Co. v .  E,290 F.2d 

719 (1961) f rom t h e  p r i n c i p l e s  a p p l i c a b l e  i n  t h e  i n s t a n t  c a s e .  T h i s  

c a s e  r eached  t h e  N i n t h  C i r c u i t  f o l l o w i n g  a n  a p p e a l  f rom t h e  Commissionls  

a f f i r m a n c e ,  38  SEC 908 (1959) o f  a d e c i s i o n  of t h e  NASD. 

The NASD Di s t r i c t  B u s i n e s s  Conduct Committee o f  D i s t r i c t  No. 2  

found t h a t  d u r i n g  t h e  p e r i o d  J a n u a r y  th rough  May 1956 F r a n k l i n  s o l d  

s e c u r i t i e s  t o  and purchased  s e c u r i t i e s  from cus tomers  a t  p r i c e s  t h a t  

were n o t  f a i r  i n  view o f  a l l  t h e  r e l e v a n t  c i r c u m s t a n c e s ,  i n  v i o l a t i o n  

o f  S e c t i o n s  1 and 4 o f  A r t i c l e  111 o f  t h e  NASD Rules  o f  F a i r  P r a c t i c e  

and t h a t  such  conduc t  was c o n t r a r y  to j u s t  and e q u i t a b l e  p r i n c i p l e s  

-2 9 /  S e c u r i t i e s  Exchange Ac t  Release No. 8003 (1966) .  
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o f  t r a d e .  The Board o f  Governor s  a f f i r m e d  t h e  d e c i s i o n  o f  t h e  

D i s t r i c t  Committee and c e n s u r e d  and f i n e d  t h e  r e s p o n d e n t .  

The r e s p o n d e n t s  imply t h a t  t h e  o n l y  p o i n t  f o r  which t h i s  d e c i s i o n  

s t o o d  was t h a t  i t  o v e r r u l e d  F r a n k l i n ' s  c o n t e n t i o n  t h a t  " t h e  NASD 

mark-up r u l e  ( t h e  59, r u l e )  was u n f a i r  when a p p l i e d  t o  low p r i c e d  and 

penny s t o c k s . "  The  f a c t  i s ,  however ,  t h a t  i n  t h i s  c a s e  (somet imes  

r e f e r r e d  t o  h e r e i n  t h e  f i r s t  F r a n k l i n  c a s e )  t h e  r e s p o n d e n t  a s  - -	 i n  h i s  

d e f e n s e  p o i n t e d  t o  h i s  p u b l i s h e d  b i d  and a s k  q u o t a t i o n s .  I n  t h i s  con-

n e c t i o n  t h e  Commission s t a t e d  t h a t :  

I1App l i can t  i s  n o t  a i d e d  by p o i n t i n g  t o  t h e  f a c t  t h a t  
p u b l i s h e d  b i d  and a s k e d  q u o t a t i o n s  o n  low-pr iced  s e c u r i t i e s  
sometimes have  s p r e a d s  i n  amounts  a s  g r e a t  a s  t h o s e  
i n v o l v e d  i n  t h e  mcrk-ups cha rged  by a p p l i c a n t .  I t  d o e s  
n o t  a p p e a r  f rom t h e  r e c o r d  w h e t h e r  t h e  p a r t i c u l a r  
s e c u r i t i e s  d e a l t  i n  by a p p l i c a n t  were t h e  s u b j e c t  o f  such  
wide - sp read  q u o t a t i o n s  when h i s  t r a n s a c t i o n s  were  e f f e c t e d  . 
But  even-- assuming  t h e y  w e r e ,  i n  o u r  o p i n i o n ,  i t  i s  c l e a r  
t h a t  w h i l e  p u b l i s h e d  q u o t a t i o n s  h a v e  been  used a s  an  i n d i -
c a t i o n  o f  p r e v a i l i n g  m a r k e t p r i c e s  i n  t h e  a b s e n c e  o f  
e v i d e n c e  t o  t h e  c o n t r a r y ,  t h e  d i f f e r e n c e  between a b i d  
q u o t a t i o n ,  which g e n e r a l l y  r e p r e s e n t s  t h e  l o w e s t  p r i c e  
a t  which a d e a l e r  c o n s i d e r s  h e  m a s  a b l e  t o  i n d u c e  
o t h e r  d e a l e r s  t o  n e g o t i a t e  w i t h  him r e s p e c t i n g  h i s  p u r c h a s e  
o f  t h e  s e c u r i t y ,  and t h e  a sked  q u o t a t i o n s ,  which g e n e r a l l y  
r e p r e s e n t s  t h e  h i g h  p r i c e  a t  which a d e a l e r  c o n s i d e r s  h e  

' 	 can  i n d u c e  n e g o t i a t i o n s  f o r  s a l e  o f  h i s  s e c u r i t y ,  c a n n o t  

p r o p e r l y  b e  t r e a t e d  a s  a measure  o f  what  i s  a f a i r  o r  r e a -  


-s o n a b l e  mark-up o v e r  contemporaneous  cost_.I1 ( U n d e r s c o r i n g  
s u p p l i e d ) .  

The Commission i n  i t s  o p i n i o n  a s  d i d  t h e  NASD a l s o  p o i n t e d  o u t  

t o  F r a n k l i n  how c o m p u t a t i o n s  o f  mark-ups and mark-downs s h o u l d  appro -  

p r i a t e l y  b e  made. I n  t h i s  c o n n e c t i o n  t h e  Commission s t a t e d :  

"The mark-ups were computed on  t h e  b a s i s  o f  a p p l i c a n t ' s  
own c o s t  on  same day  o r  contemporaneous  p u r c h a s e s  o f  s h a r e s  
o f  t h e  same s e c u r i t i e s ,  e x c e p t  t h a t  i n  a r e l a t i v e l y  s m a l l  
number o f  i n s t a n c e s  where  a  contemporaneous  c o s t  was n o t  
a v a i l a b l e ,  t h e  c o m p u t a t i o n s  were  made on  t h e  b a s i s  o f  
q u o t a t i o n s  o b t a i n e d  from t h e  N a t i o n a l  D a i l y  Q u o t a t i o n  S e r v i c e  



The mark-downs on a p p l i c a n t ' s  p u r c h a s e s  f rom cus tomers  
were computed on  t h e  b a s i s  o f  same day  o r  contemporaneous  
s a l e s  by a p p l i c a n t  o f  s h a r e s  o f  t h e  same s e c u r i t i e s . "  

The NASD i n s t i t u t e d  a second d i s c i p l i n a r y  a c t i o n  a g a i n s t  

Samuel B .  F r a n k l i n  6 Co. and a g a i n  t h e  NASD found t h a t  h e  had v i o l a t e d  

S e c t i o n s  1 and 4  o f  A r t i c l e  111 o f  t h e  NASD R u l e s  o f  F a i r  P r a c t i c e  by 

t h e  sale  o f  s e c u r i t i e s  a t  u n f a i r  p r i c e s .  

F r a n k l i n  a g a i n  sough t  Commission r ev iew o f  t h e  NASD8s d e c i s i o n  

and t h e r e a f t e r  t h e  Commission a f f i r m e d  t h e  NASD I n  t h e  Matter o f  

Samuel B .  F r a n k l i n  5 Co., S e c u r i t i e s  Exchange Act R e l e a s e  No. 7407 
'i 

(September  3, 1964) .  

The p r i n c i p l e s  r e l a t i n g  t o  t h e  a p p r o p r i a t e  computa t ion  of 

mark-upsare  even more s h a r p l y  e n u n c i a t e d  i n  t h e  second F r a n k l i n  c a s e  t h a n  

t h e y  were i n  t h e  f i r s t .  I n  t h e  second F r a n k l i n  c a s e  t h e  r e s p o n d e n t s  

made t h e  same c o n t e n t i o n  t h a t  h e  made i n  t h e  i n s t a n t  c a s e  namely t h a t  it 

was a p p r o p r i a t e  f o r  him t o  s e l l  s t o c k  t o  cus tomers  a t  t h e  p r i c e  a t  which 

h e  s o l d  t o  d e a l e r s  even on d a y s  when t h e r e  were no d e a l e r  s a l e s  and t h a t ,  

t h e r e f o r e ,  no mark-ups were i n v o l v e d .  I n  t h i s  c o n n e c t i o n  F r a n k l i n  

a s s e r t e d  t h a t  h e  ma in ta ined  a n  i n v e n t o r y  p o s i t i o n  i n  a g r e a t  m a j o r i t y  

o f  t h e  s e c u r i t i e s  a t  i s s u e  and made a  p r imary  marke t  i n  most o f  them. The 

NASD a c c e p t e d  t h e  a p p l i c a n t ' s  c l a i m  t h a t  i t  was h i s  normal p r a c t i c e  t o  se l l  

s t o c k  t o  cus tomers  a t  t h e  same p r i c e  a t  which h e  s o l d  t o  d e a l e r s  b u t  i t  

r e f u s e d  t o  a c c e p t  h i s  c o n t e n t i o n  t h a t ,  t h e r e f o r e ,  no mark-ups were i n v o l v e d ,  

and i t  r e f u s e d  t o  a g r e e  t h a t  h i s  a c t i v i t i e s  i n  s e l l i n g  t o  cus tomers  

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

f o r  t h e  u s e  o f  a n  i n d i v i d u a l  f i r m ' s  s t a t e d  p r o f e s s i o n a l  o f f e r  a s  t h e  



--- 

b e s t  e v i d e n c e  o f  t h e  p r e v a i l i n g  m a r k e t .  I n s t e a d  t h e  Commission 

s t a t e d  t h a t :  

"We a g r e e  t h a t ,  u n d e r  t h e  c i r c u m s t a n c e s  h e r e ,  it  would 
h a v e  been imprope r  t o  u s e  a p p l i c a n t ' s  own i n s i d e  a s k  
p r i c e  t o  d e t e r m i n e  t h e  f a i r n e s s  o f  t h e  p r i c e s  which h e  
charged  c u s t o m e r s  i n  p r i n c i p a l  t r a n s a c t i o n s ,  and t h a t  
t h e  NASD p r o p e r l y  computed t h e  mark-ups cha rged  by t h e  
a p p l i c a n t .  l 1  

The o n l y  p o s s i b l e  d i s t i n c t i o n  between t h e  mark-up i s s u e s  i n  t h e  c a s e  

a t  b a r  and t h e  mark-up i s s u e s  i n  t h e  1964 F r a n k l i n  - c a s e ,  i s  t h e  

f a c t  t h a t  i n  t h e  1964  o p i n i o n  i t  i s  n o t  c l e a r  whe the r  t h e  f i r m  was 

t h e  s o l e  market -maker  i n  a  " n o n c o m p e t i t i v e  m a r k e t ,  o r  w h e t h e r  t h e  

f i r m  was mere ly  o n e  o f  s e v e r a l  p r i m a r y  market-makers i n  a " c o m p e t i t i v e  

market . "  I f  t h e  h o l d i n g  t o  t h e  1964 F r a n k l i n  c a s e  quoted  above  

quoted  above  a p p l i e d  t o  a  p o t e n t i a l l y  c o m p e t i t i v e  marke t  where 

c o m p e t i t i o n  cou ld  a f f e c t  t h e  quoted  market  p r i c e s ,  2 f o r t i o r i ,  i t  

a p p l i e s  even .more  s o  t o  t h e  n o n c o m p e t i t i v e  market  s i t u a t i o n  i n  t h e  

c a s e  a t  b a r ,  where t h e  comple t e  l a c k  o f  c o m p e t i t i o n  a l lowed  t h e  

F r a n k l i n  f i r m  t o  a r b i t r a r i l y  f i x  t h e  quoted  marked p r i c e s  a t  a  h i g h  

enough l e v e l  o v e r  i t s  contemporaneous  c o s t s  t o  e n a b l e  i t  t o  r e t a i l  

s e c u r i t i e s  a t  u n c o n s c i o n a b l e  p r o f i t s .  I n  t h i s  c o n n e c t i o n ,  i t  i s  

s i g n i f i c a n t  t h a t  t h e  1964 F r a n k l i n  o p i n i o n  p r e d a t e d  t h e  v i o l a t i o n s  

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

c h o s e  t o  d i s r e g a r d  i t s  h o l d i n g  i n  c o n d u c t i n g  t h e i r  b r o k e r - d e a  ler b u s i n e s s ,  

even though t h e  c a s e  h a s  n e v e r  been o v e r r u l e d  o r  o t h e r w i s e  r e j e c t e d  

by t h e  NASD, t h e  Commission, o r  t h e  c o u r t s .  

The D i v i s i o n  c o n t e n d s  t h a t  mark-ups i n  t h i s  c a s e  shou ld  be  

computed a s  t h e y  were  i n  b o t h  t h e  f i r s t  and second F r a n k l i n  c a s e s .  



The Spec i a l  Study pointed o u t  t h a t  t h e r e  a r e  a number of 

s e c u r i t i e s  of l im i t ed  a c t i v i t y  i n  t h e  over -  the -counte r  market where 

market-making may be conf ined t o  one o r  two b roke r -dea l e r s  a t  most 

and f o r  which t h e r e  i s  no compet i t ive  market.  I n  such i n s t a n c e s  t h e  

Study pointed ou t :  

I t .  . . t h e  use  of t h e  i n s i d e  o f f e r  a s  t h e  base  
f o r  computing t h e  mark-up may be u n s a t i s f a c t o r y ,  
p a r t i c u l a r l y  i f  t h e  f i rm  i s  engaged i n  a  r e t a i l  s e l l i n g  
campaign where i t s  own i n s i d e  quoted p r i c e s  p rov ide  
t h e  b a s i s  f o r  r e t a i l  p r i c e s . "  [ p a r t  2 ,  p. 6511 

I n  t h i s  con t ex t ,  t h e  Spec i a l  Study pointed o u t  t h a t :  

" In  enforc ing  t h e  mark-up p o l i c y ,  t h e  NASD has  
taken t h e  p o s i t i o n  t h a t ,  i f  t h e r e  i s  no independent 
market,  contemporaneous c o s t  should be used. Th i s  
i s  appa ren t l y  based on t h e  premise t h a t ,  i f  a d e a l e r  
i s  i n  a p o s i t i o n  t o  e s t a b l i s h  t h e  p r i c e  l e v e l  through 
i t s  own r e t a i l  s e l l i n g  i t s  i n s i d e  o f f e r  i s  n o t  a 
va l i d  b a s i s  f o r  computing mark-ups . . . [T]O ignore  
t h e  f a c t  t h e r e  i s  no independent market may be t o  
permit  mark-ups on an a r t i f i c i a l  base." [ p a r t  2 ,  p. 6521 

The Spec i a l  Study, P a r t  2 ,  p o i n t s  o u t  t h a t  "The Commission 

has  s t a t e d  i n  numerous mark-up c a s e s  t h a t  . . . i n  t h e  absence o f  

coun t e rva i l i ng  evidence,  t h e  p r i c e s  paid  by a d e a l e r  a r e  t h e  b e a t  

evidence of market p r ice . "  The Study f o o t n o t e s  t h i s  quo t a t i on  by 

r e f e r ence  t o  t h e  b r i e f  of  t h e  NASD i n  t h e  Boren c a s e  ( S e c u r i t i e s  

Exchange Act Re lease  No. 63671, September.19,  1960, i n  which t h e  

NASD s t a t e d  i n  r e p l y  t o  t h e  argument t h a t  a d e a l e r ' s  quoted market 

a s  opposed t o  contemporaneous c o s t  should be used as t h e  b a s i s  f o r  

computing mark-ups : 

". . . whi l e  i n  c e r t a i n  i n s t a n c e s ,  where o f t e n  b e t t e r  
evidence is l ack ing ,  r e f e r e n c e  may be made t o  t h e  quoted 
markets ,  t h e  b e s t  de te rmina t ion  o f  a market i s  t h e  
p r i c e  a t  which a d e a l e r  purchased a s e c u r i t y  from one  
o r  more p r o f e s s i o n a l s  d e a l i n g  i n  t h e  s e c u r i t y  a t  a g iven  
time. Thus, where t h e r e  i s  an  a c t u a l  t r a n s a c t i o n  of  
purchase,  t h e  contemporaneous c o s t  t o  a broker -dea le r  is  
t h e  b e s t  i n d i c a t i o n  of  a market. T h i s  g e n e r a l  p ropos i t i on  
h a s  been r epea t ed ly  a s s e r t e d  by t h e  a s s o c i a t i o n  and 
accepted by t h e  S e c u r i t i e s  and Exchange Commission." 
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I n  e v e r y  Commission c a s e  d e a l i n g  w i t h  t h i s  k ind  o f  problem 

i . e .  t h a t  i s  where t h e r e  i s  no  i n d e p e n d e n t  marke t  i t  h a s  s p e c i f i c a l l y  

r e j e c t e d  t h e  a p p r o a c h  t a k e n  by t h e  r e g i s t r a n t  and i t s  e x p e r t s  and 

i t  h a s  done  s o  i n  a number o f  r e c e n t  c a s e s .  F o r  example,  i n  Gateway 

S t o c k  and Bond, I n c . ,  S e c u r i t i e s  Exchange Act  R e l e a s e  No. 8003 

(December 8 ,  19661,  t h e  Commission p o i n t e d  o u t :  

' I .  . . w h a t e v e r  t h e  NASD1s u n d e r s t a n d i n g  may have  been 
a s  t o  t h e  c o n s i d e r a t i o n  a p p l i c a b l e  t o  i n t e g r a t e d  d e a l e r s  
i n  a n  i n d e p e n d e n t  c o m p e t i t i v e  m a r k e t ,  i t  i s  c l e a r ,  a s  
n o t e d  by t h e  S p e c i a l  S t u d y ,  t h a t  where t h e r e  i s  no such  
m a r k e t ,  t h e  NASD h a s  used  contemporaneous c o s t  a s  t h e  
b a s i s  f o r  comput ing  mark-ups. ' '  

I n  t h e  O1Leary  c a s e ,  S e c u r i t i e s  Exchange Act R e l e a s e  No. 8361 

( J u l y  2 5 ,  1968) t h e  Commission p o i n t e d  o u t :  

' I .  . . t h a t  even when o t h e r  d e a l e r s  a r e  q u o t i n g  t h e  
p a r t i c u l a r  s t o c k  i s s u e  i n  t h e  s h e e t s ,  s u c h  q u o t e s  
i n d e p e n d e n t  o f  t h e  r e s p o n d e n t - d e a l e r  can  n o t  be  used a s  
t h e  mark-up b a s i s  by t h e  r e s p o n d e n t  f i r m  when t h e  
r e s p o n d e n t  f i r m  was a b l e  t o  c o n t i n u a l l y  a c q u i r e  s t o c k  i n  
t h e  marke t  a t  a  contemporaneous  c o s t  l ower  t h a n  such  
i n d e p e n d e n t  q u o t e s .  " 

I n  N a f t a l i n  & Co., I n c . ,  41  SEC 8 2 3  (19641,  t h e  Commission 

d i d  n o t  a c c e p t  a n  argument  made by t h e  r e s p o n d e n t s  t h a t  t h e  asked  

q u o t a t i o n s  o f  a n o t h e r  market -maker  shou ld  have  been used  a s  t h e  

a p p r o p r i a t e  b a s i s  f o r  comput ing  mark-ups r a t h e r  t han  t h e  d e a l e r -  

-3O/ 
r e s p o n d e n t s 1  own contemporaneous  c o s t s .  

I n  C o s t e l l o  R u s s o t t o  & Co. ,  S e c u r i t i e s  Exchange Act R e l e a s e  No. 

7729,  t h e  Commission a t  page  4  s a i d :  

"It would be  p a r t i c u l a r l y  i n a p p r o p r i a t e  t o  u s e  t h e  
f i r m ' s  own asked  p r i c e  where ,  a s  h e r e ,  t h e  f i r m  a t  times 
was t h e  o n l y  o n e  p u b l i s h i n g  q u o t a t i o n s  and i t  made o n l y  
r e t a i l  s a l e s  and no s a l e  t o  o t h e r  d e a l e r s .  I n  such  a  
s i t u a t i o n  t h e  f i r m ' s  own a s k  q u o t a t i o n s  can be  a  s e l f -
s e r v i n g  f i g u r e ,  and t o  a l l o w  i t s  u s e  a s  a  b a s e  f o r  computing 

3 0 /  See  a l s o  G e n e r a l  I n v e s t i n g  C o r p o r a t i o n ,  41 SEC 952. 
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mark-ups on r e t a i l  s a l e s  t o  customers  would be  t o  
countenance a  boot- st r a p  opera  t i o n  which would g ive  
a d e a l e r  u n r e s t r i c t i v e  l a t i t u d e  i n  s e t t i n g  i t s  i n s i d e  
a sk  p r i c e  and t h e r e f o r e  t h e  r e t a i l  p r i c e s ,  and 
n u l l i f y  t h e  NASD1s f a i r  p r i c i n g  p o l i c y  a s  a p r o t e c t i o n  
t o  i n v e s t o r s .  Under a l l  t h e  c i rcumstances  we con-
c lude ,  a s  d i d  t h e  NASD t h a t  i n  t h i s  c a s e  t h e  p r i c e s  
paid  by t h e  f i r m  t o  o t h e r  d e a l e r s  i n  contemporaneous 
t r a n s a c t i o n s  i n  t h e  same s e c u r i t i e s ,  r a t h e r  than t h e  
a sk  q u o t a t i o n s ,  were r e p r e s e n t a t  i v e  of t h e  p r e v a i l i n g  
market p r i c e . "  

While it may be argued t h a t  t h e  i n s t a n t  c a s e  i s  d i s t i n g u i s h a b l e  

from C o s t e l l o  Russo t to  i n  t h a t  h e r e  s a l e s  were made t o  d e a l e r s ,  

i n s o f a r  a s  t h i s  c a se  i s  concerned when s a l e s  were made t o  d e a l e r s  

on t h e  same day t h a t  s a l e s  a t  r e t a i l  were made t o  customers a t  t h e  

same p r i c e  no f i n d i n g  of exce s s ive  mark-ups were sought and none has  

been made. The f i n d i n g s  of exce s s ive  mark-ups and mark-downs d e a l  

on ly  w i th  r e t a i l  s a l e s  on days  where where were no d e a l e r  s a l e s .  

A s  pointed o u t  i n  Char les  Hughes & Co. v .  SEC, 139 F.2d 434, 

437 (2d C i r .  19431, 

ll[t]he e s s e n t i a  1 o b j e c t i v e  of s e c u r i t i e s  l e g i s  l a  t i o n  i s  
t o  p r o t e c t  t hose  who do no t  know market c o n d i t i o n s  from 
t h e  over reach ings  of t hose  who do  .I1 

Regulat ion of t h e  conduct of b roke r -dea l e r s  i n  t h e  over - the-  

coun t e r  market by t h e  Commission h a s  been bottomed p r i m a r i l y  upon 

t h e  a n t i - f r a u d  p rov i s i ons  of t h e  S e c u r i t i e s  Act and t h e  Exchange Act .  

I n  Lawrence Rappee & Co., 40 SEC 606 a t  609, 610 t h e  Commission 

d e a l t  wi th  a  s i t u a t i o n  where no broker  o t h e r  than  t h e  r e g i s t r a n t  

quoted a s p e c i f i c  s e c u r i t y .  I n  t h i s  connect ion t h e  Commission he ld  

t h a t  where  a r e g i s t e r e d  b roke r -dea l e r  s o l d  s e c u r i t i e s  a t  p r i c e s  no t  

reasonably r e l a t e d  t o  and s u b s t a n t i a l l y  i n  excess  o f  h i s  contemporaneous 
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c o s t s  and c r e a t e d  t h e  marke t  t h e r e f o r  w i t h o u t  d i s c l o s u r e  o f  such  

f a c t s  t o  r e t a i l  c u s t o m e r s  a  f r a u d  was i n v o l v e d .  Of c o u r s e ,  o t h e r  

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

t h e  Commission h e l d  t h a t  "When a b r o k e r - d e a l e r  engages  i n  t h e  

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

t h e y  w i l l  be d e a l t  w i t h  f a i r l y  and h o n e s t l y  t h a t  t h e  p r i c e s  t h e y  a r e  

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

and t h a t  t h e  marke t  i s  a f r e e  and i n d e p e n d e n t  market  i n s o f a r  a s  

t h a t  b r o k e r - d e a l e r  i s  conce rned .  R e g i s t r a n t  s mark-ups o v e r  h i s  

c l o s e l y  contemporaneous  c o s t s ,  which a v e r a g e d  2 0 X a n d  r anged  a s  

h i g h  a s  30% were  c l e a r l y  un reasonab ly . "  ( s i c )  

I n  a f o o t n o t e  t o  t h i s  d e c i s i o n  t h e  Commission s t a t e d  t h a t  i t  

i s  w e l l  e s t a b l i s h e d  t h a t  a d e a l e r ' s  own contemporaneous  c o s t  i s  

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

f o r  p u r p o s e s  o f  d e t e r m i n i n g  what  c o n s t i t u t e d  a  r e a s o n a b l e  mark-up 

c i t i n g  Manthos,  Moss & Co. ,  I n c . ,  40 SEC 542 (1961 ;  W.T. Anderson 

Company, I n c . ,  39 SEC 900 ( 1 9 5 9 ) .  

I n  D .- E a r l  H e ~ s l e y  Co. ,  I n c . ,  40 SEC 8 4 9 ,  t h e  Commission 

h e l d  t h a t  i t  was a f r a u d  f o r  a  r e g i s t e r e d  b r o k e r - d e a l e r  t o  o f f e r  

t o  se l l  s e c u r i t i e s  a t  t h e  marke t  p r i c e  w i t h o u t  r e v e a l i n g  t h a t  i t  

c r e a t e d  s u c h  marke t  a s  may have  e x i s t e d .  

I n  Pa lombi  S e c u r i t i e s  Co. ,  e t  a l . ,  271 t h e  -- 41 SEC 266,  

Commission p o i n t e d  o u t  t h a t  " A t  t h e  t i m e  o f  B a r a t h l s  ( s e c u r i t y  sa lesman 

f o r  Pa lombi  S e c u r i t i e s  Co. , I n c .  ) s o l i c i t a t i o n s  t h e  member w a s  t h e  

o n l y  b r o k e r - d e a l e r  b i d d i n g  f o r  o r  buy ing  N a t i o n a l  s t o c k  and t h e  o n l y  
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b roke r -dea l e r  a c t i v e l y  engaged i n  s o l i c i t i n g  purchases  of  t h i s  s t ock  

by r e t a i l  customers.  We f i n d  t h a t  t h e s e  f a c t s  form a  s u f f i c i e n t  

b a s i s  f o r  t h e  f i n d i n g  by t h e  NASD t h a t  t h e  p r i c e s  quoted by Ba ra th  were 

no t  determined i n  a  compet i t ive  market.  

I n  view of t h i s  t r a d i n g  B a r a t h 1 s  r e p r e s e n t a t i o n s  t h a t  t h e r e  

was a f r e e  t r a d i n g  market i n  t h e  s t o c k  were f a l s e  and mis lead ing .  

He c la ims  t h a t  he in tended t h a t  phrase  t o  mean on ly  t h a t  t h e  o f f e r i n g  

had been completed and t h a t  t h e  s t o c k  could now be f r e e l y  t raded .  But 

whatever meaning t h a t  phrase  might have among b roke r -dea l e r s ,  it i s  

ev iden t  t h a t  wi thout  d i s c l o s u r e  t h a t  Palombi con t ro l l ed  t h e  market ,  it 

would convey t h e  impress ion t o  t h e  o r d i n a r y  i n v e s t o r  t h a t  t h e  quoted 

p r i c e s  were determined i n  a  compe t i t i ve  market." 

I n  S t e r l i n g  S e c u r i t i e s  Company, 39 SEC 487 ( S e c u r i t i e s  

Exchange Act Release  No. 6100, November 2 ,  1959) t h e  Commission held  

t h a t  it i s  wel l  e s t a b l i s h e d  t h a t  a d e a l e r ,  impl ied ly  r e p r e s e n t s  t h a t  

t h e  s a l e  p r i c e  bea r s  "some r e l a t i o n  t o  a  p r i c e  p r e v a i l i n g  i n  a  f r e e  

and open market." Such r e p r e s e n t a t i q n  i s  f a l s e  when, a s  h e r e ,  t h e  

d e a l e r  dominates and c o n t r o l s  t h e  market and f i x e s  t h e  p r i c e  o f  t h e  

s t ock .  A s  w e  s t a t e d  i n  Nor r i s  & Hirshberg:  

' I .  . . t h e  v i c e  i n h e r e n t  i n  respondent ' s  . . . s a l e s  
wi thout  f u l l  d i s c l o s u r e  qf  t h e  f a c t  t h a t  t h e  market 
was dominated by respondent  i s  t h e  Sam- as t h a t  i nhe ren t  
i n  a c l a s s i c  manipulat ion:  The s u b s t i t u t i o n  o f  a 
p r i v a t e  system o f  p r i c i n g  f o r  t h e  c o l l e c t i v e  judgment 
of  buyers and s e l l e r s  i n  an open market." 

The fo l l owing  s t a t emen t  is  a n  a c c u r a t e  snd c o n c i s e  s ta tement  

o f  t h e  a p p l i c a b l e  law: 

' I .  . . t h e  q u o t a t i o n s  i n  t h e  s h e e t s  w i l l  be accep ted  
a s  r e f l e c t i n g  market p r i c e s  i n  t h e  absence o f  o t h e r  
more convincing evidence.  However, t h e  q u o t a t i o n s  must 
be genuine ,  f o r  i f  f i c t i t i o u s  they w i l l  no t  i n  f a c t  



r e p r e s e n t  t h e  marke t  p r i c e s .  F o r  example ,  q u o t a t i o n s  i n  
t h e  s h e e t s  w i l l  n o t  be  t a k e n  a s  t h e  measure  o f  t h e  market  

b u y e r s  and s e l l e r s  i n  a n  open m a r k e t .  -Thus ,  q u o t a t i o n s-a s  
t o  a  p a r t i c u l a r  s e c u r i t y  w i l l  n o t  be  g i v e n  w e i g h t  i f  t h e  
market  i n  t h a t  s e c u r i t y  i s  c r e a t e d  o r  c o n t r o l l e d  by a 
b r o k e r - d e a l e r  and  h e  p l a c e s  o r  c a u s e s  t h e  q u o t a t i o n s  t o  be  
p l aced  i n  t h e  s h e e t s .  Such q u o t a t i o n s  would r e p r e s e n t  a n  
a r t i f i c i a l  r a t h e r  t h a n  a n  i n d e p e n d e n t  marke t .  z t n o t e s  
o m i t t e d  .J 

" I n  g e n e r a l ,  t h e  most s a t i s f a c t o r y  measure o f  t h e  market  
p r i c e  o f  a s e c u r i t y  s o l d  t o  o r  b o u g h t  from a  cus tomer  
i s  t h e  p r i c e  i n v o l v e d  i n  a  contemporaneous  o f f s e t t i n g  
t r a n s a c t i o n  by t h e  b r o k e r - d e a l e r  w i t h  a t h i r d  p e r s o n .  
Thus ,  t h e  marke t  p r i c e  t o  b e  used  a s  a measure  f o r  a p r o p e r  
s a l e s  p r i c e  t o  a  cus tomer  i s  t h e  p r i c e  p a i d  f o r  t h e  s e c u r i t y  
by t h e  d e a l e r  on  t h e  same d a y  o f ,  o r  s h o r t l y  b e f o r e ,  t h e  
s a l e  t o  t h e  c u s t o m e r ,  i f  i n  f a c t  t h e  d e a l e r  made p u r c h a s e s  
o f  t h e  s e c u r i t y  f o r  h i s  own a c c o u n t  w i t h i n  s u c h  p e r i o d .  
S i m i l a r l y ,  i n  measu r ing  t h e  marke t  p r i c e  o f  s e c u r i t i e s  
purchased  by a d e a l e r  from h i s  c u s t o m e r ,  t h e  d e a l e r ' s  own 
contemporaneous  o r  n e a r l y  contemporaneous  s a l e s  t o  o t h e r s  

r o v i d e  t h e  b e s t  gouge.  I '  R e g i s t r a t i o n  and R e g u l a t i o n  o f  
E r o k e r s  and D e a l e r s ,  E.  We i s s ,  S e c t i o n s  16-5  and 1 6 - 6 7  
F o o t n o t e s  o m i t t e d .  ( U n d e r s c o r i n g  s u p p l i e d ) .  

Respondent  s a l e smen  G l a d s t o n e ,  L i v i n g s t o n  and Apple  a s  r e g i s t e r e d  

r e p r e s e n t a t i v e s  o f  F r a n k l i n  engaged i n  s e l l i n g  t o  and p u r c h a s i n g  from 

c u s t o m e r s  s e c u r i t i e s  a t  e x c e s s i v e  s a r k - u p s  and mark-downs a s  f i x e d  by 

r e g i s t r a n t  and d e s c r i b e d  h e r e i n a b o v e .  I n  t h i s  c o n n e c t i o n ,  t h e  r e c o r d  i n d i -

c a t e s  ond i t  i s  conceded i n  r e s p o n d e n t s '  proposed f i n d i n g s  and b r i e f  t h a t  

L i v i n g s t o n  and  Apple  informed t h e i r  c l i e r t s  o f  t h e  r e g i s t r a n t  I s  b i d  

and a s k e d  p r i c e s  i n  t h e  s e c u r i t i e s  i n  which F r a n k l i n  was making a  market  

each  t ime  t h e y  a t t e m p t e d  t o  s e l l  them such  s e c u r i t i e s .  

According  t o  t h e  t e s t i m o n y  o f  s e v e n  o f  t h e  e i g h t  w i t n e s s e s  who 

t e s t i f i e d  c o n c e r n i n g  t h e i r  t r a n s a c t i o n s  w i t h  G l a d s t o n e  h e  a l s o  informed 

them of t h e  r e g i s t r a n t  I s  b id  and  a s k e d  p r i c e s  i n  t h e  s e c u r i t i e s  i n  which 

F r a n k l i n  was making a  marke t .  While r e s p o n d e n t  sa lesmen t o l d  p e r s o n s  
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t h e y  s o l i c i t e d  t o  buy s t o c k  t h a t  F r a n k l i n  was making a m a r k e t ,  n o t  

o n e  o f  t h e  t h r e e  r e s p o n d e n t  s a l e smen  e v e r  t o l d  a c u s t o m e r  t h a t  

F r a n k l i n  was t h e  dominant  o r  t h e  s o l e  m a r k e t  maker i n  anyone  o f  t h e  

13 s e c u r i t i e s  a t  i s s u e  h e r e .  

I n  making t h e i r  r e p r e s e n t a t i o n s  as t o  t h e  b i d  and a s k e d  

p r i c e s  t h e s e  r e s p 3 n d e n t s  c l e a r l y  i m p l i e d ,  c o n t r a r y  t o  t h e  f a c t s ,  t h a t  
31 /-

a t r u e  market  i n  such  s e c u r i t i e s  a c t u a l l y  e x i s t e d  and t h a t  t h e  p r i c e s  

t h e y  were q u o t i n g  r e p r e s e n t e d  t h e  t r u e  c u r r e n t  marke t  p r i c e  f o r  t h e  

s e c u r i t i e s .  A s  t h e  Commissian p o i n t e d  o u t  t o  t h e  r e s p o n d e n t  Samuel B .  

F r a n k l i n  i n  t h e  f i r s t  F r a n k l i n  c a s e ,  t h e  b i d  and a s k e d  q u o t a t i o n s  

"canno t  p r o p e r l y  be  t r e a t e d  a s  a  measure  o f  what  i s  a f a i r  o r  rea-

s o n a b l e  mark-up o v e r  contemporaneous  c o s t " ,  38 SEC 908,  912;  290 F.  2d 

719 ( 9 t h  C i r .  1961) -c e r t  --d e n i e d  368 U.S. 889; L o s s ,  Vol .  3 p .  1496;  

J . A .  Winston & Co.,  I n c . ,  S e c u r i t i e s  Exchange Act  R e l e a s e  No. 7334 

A s  w e  have  a l r e a d y  n o t e d  t h e  market  i n  t h e  s e c u r i t i e s  b e i n g  

o f f e r e d  by t h e s e  r e s p o n d e n t  s a l e smen ,  a t  least i n s o f a r  a s  t w e l v e  o f  t h e  

t h i r t e e n  s e c u r i t i e s  which a r e  a t  i s s u e  h e r e ,  a r e  c o n c e r n e d ,  was o n e  

which was c o n t r o l l e d  and dominated  by t h e  r e g i s t r a n t .  The r e s p o n d e n t  

s a l e smen  i n  f a i l i n g  t o  a d v i s e  t h e i r  cus tomers  of  t h i s  f a c t  o m i t t e d  

t o  a d v i s e  them o f  a m a t e r i a l  f a c t  n e c e s s a r y  t o  t h e  e x e r c i s e  o f  a n  

informed judgment.  I t  shou ld  a l s o  be  o b s e r v e d  t h a t  a  b r o k e r - d e a l e r  

l i k e  F r a n k l i n  who engaged i n  making marke t s  i n  h i g h l y  s p e c u l a t i v e  and 

l i t t l e  known s e c u r i t i e s  c a n  choose  a t  a n y  t i m e  t o  s t o p  making s u c h  

m a r k e t s .  Under such c i r c u m s t a n c e s  i t  i s  material f o r  a n  i n v e s t o r  to  

, 

-31/ Landau Company, e t  a l . ,  40  SEC 119,  126 ( A p r i l  1962) ;  C h a r l e s  
Hughes & Co. ,  I n s . ,  139 F.2d 434,  437 (C.A. 2 ,  1943) .  



kpow w h e t h e r  o r  n o t  a n  i n d e p e n d e n t  m a r k e t  e x i s t e d  f o r  t h e  s e c u r i t i e s  

b e i n g  o f f e r e d  him s o  t h a t  h e  c o u l d  make a n  i n f o r m e d  judgment  c o n c e r n i n g  

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

The r e s p o n d e n t  s a l e s m e n  s o l i c i t e d  t h e  c u s t o , n e r s  o v e r  t h e  t e l e p h o n e  

t o  buy s u c h  s e c u r i t i e s .  T h e  r e s p o n d e n t s  d i d  n o t  know s u c h  c u s t o m e r s ,  

and  d i d  n o t  know w h a t  s e c u r i t i e s ,  i f  a n y ,  were s u i t a b l e  t o  t h e i r  n e e d s .  

I n  m o s t  c a s e s  t h e  r e s p o n d e n t s  n e v e r  a s c e r t a i n e d  t h e  f  i n a n c i a  1 c o n d i t i o n  

o f  t h e  c u s t o m e r s ,  t h e i r  a g e s ,  o r  a n y  o t h e r  f a c t s  b e a r i n g  upon t h e  

k i n d  o f  s e c u r i t i e s  w h i c h  m i g h t  b e  s u i t a b l e  t o  t h e  n e e d s  o f  t h e i r  c u s t o r n 2 r s .  

Many o f  t h e  c u s t o m e r s  were a g e d ,  widowed o r  r e t i r e d  a n d  f o r  t h e  m o s t  

p a r t  had s m a l l  income a n d  had  m o d e s t  m e a n s ,  were u n s o p h i s t i c a t e d  a n d  r e p o s e d  

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

o f  s e c u r i t i e s  o f f e r e d  them by t h e  r e g i s t r a n t  a n d  t h e  r e s p o n d e n t  r e g i s -  

t e r e d  r e p r e s e n t a t i v e s .  

The  Commission p o i n t e d  o u t  i n  N o r r i s  & H i r s h b e r g ,  I n c . ,  e t  a l . ,  

21  SEC 8 6 5 ,  881 ( 1 9 4 6 )  a f f l d  s u b  nom N o r r i s  & H i r s h b e r g 3- v .-- I n c .  

SEC, 1 7 7  F . 2 d  229  ( D . C .  C i r .  1 9 4 9 )  t h a t  

' I .  . . e v e r y  s a l e  t o  a  c u s t o m e r  c a r r i e d  w i t h  i t  t h e  

n e c e s s a r y  r e p r e s e n t a t i o n  t h a t  t h e  s a l e  p r i c e  b o r e  

some r e l a t i o n  t o  a  p r i c e  p r e v a i l i n g  i n  a  f r e e  and  

o p e n  m a r k e t .  B u t  t h e r e  was n o  s u c h  m a r k e t .  Conse- 

q u e n t l y  no  p r i c e  c h a r g e d  by r e s p o n d e n t  c o u l d  h a v e  

a v o i d e d  t h e  e f f e c t  o f  t h e  e s s e n t i a l  m i s r e p r e s e n t a t i o n  


W h i l e  many o f  t h e  c l a s s i c  m a n i p u l a t i v e  t e c h n i q u e s  may 

n o t  h a v e  b e e n  u s e d ,  t h e  v i c e  i n h e r e n t  i n  r e s p o n d e n t ' s  

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

f a c t  t h a t  t h e  m a r k e t  was d o m i n a t e d  by r e s p o n d e n t  is  

t h e  same a s  t h a t  i n h e r e n t  i n  a  c l a s s i c  m a n i p u l a t i o n :  

The  s u b s t i t u t i o n  o f  a p r i v a t e  s y s t e m  o f  p r i c i n g  f o r  

t h e  c o l l e c t i v e  judgment  of b u y e r s  a n d  se l le rs  i n  a n  

o p e n  m a r k e t .  




A s  t o  s a l e s  made on t h e  e x p r e s s  r e p r e s e n t a t i o n  t h a t  
t h e y  a r e  ' a t  marke t  w e  h a v e  r e p e a t e d l y  h e l d  t h a t  
such a  r e p r e s e n t a t i o n  i s  f a l s e  where i n  f a c t  t h e  
' m a r k e t 1  h a s  been  s u b j e c t  t o  a r t i f i c i a l  i n f l u e n c e s  o r  

where no t r u e  market  e x i s t e d .  See  Richard  Pamore Gold 
Mines ,  2  SEC 377;  Canusa Gold Mines ,  2  SEC 548;  
Old Diamond Gold Mines ,  2  SEC 786;  Queensboro  Gold 
Mines ,  2  SEC 860 ;  Ypres C a d i l l a c  Mines ,  3  SEC 41;  
Un i ty  Gold Corp . ,  3  SEC 618;  A u s t i n  S i l v e r  Minine: Co. 
3  SEC 601;  Thomas Bond, I n c . ,  5  SEC 60;  P o t r e r o  S u g a r  
Company, 5  SEC 982.  The C o u r t  o f  Appea l s  f o r  t h e  
6 t h  C i r c u i t  h a s  a f f i r m e d  t h i s  p r o p o s i t i o n .  G t t i s  v .  

-SEC, 106 F. 2d 579 ( 1939 1 .  Each o f  r e sponden t  s s a l e s  
c a r r i e d  w i t h  i t  t h e  c l e a r  - - though impl i ed  - - r e p r e -
s e n t a t i o n  t h a t  t h e  p r i c e  was r e a s o n a b l y  r e l a t e d  t o  
t h a t  p r e v a i l i n g  a n  a n  open m a r k e t .  See  Duker 6 Duker ,  
6  SEC 386;  C h a r l e s  Hughes 6 Co.. I n c .  SEC (1943 ,  
A f f l d  C h a r l e s  Hunhes , &  Co. ,' I n c .  v .  1 3 F ~ . 2 d  
434 (C.C.A. 2d ,  19431,  c e r t  d e n i e d  321 U.S. 786 
(1944) .  Without  d i s c l o s u r e  f u l l y  r e v e a l i n g  t h a t  t h e  
' m a r k e t '  was a n  i n t e r n a l  sys t em c r e a t e d ,  c o n t r o l l e d  
and dominated by t h e  r e s p o n d e n t  t h a t  r e p r e s e n t a t i o n  
was m a t e r i a l l y  f a l s e  and m i s l e a d i n g . "  

The Commiss ionrs  o b s e r v a t i o n s  i n  N o r r i s  & H i r s h b e r g  a r e  e q u a l l y  

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

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

and i n  c o n n e c t i o n  w i t h  recommendations which may b e  made f o r  t h e  p u r  

c h a s e  o f  t h e  s e c u r i t i e s  t h e  Commission i n  S e c u r i t i e s  Exchange Act  R e l e a s e  

No. 4445 s t a t e d  t h a t :  

"The Commission h a s ,  however,  r e p e a t e d l y  h e l d  
t h a t  i t  i s  a v i o l a t i o n  o f  t h e  a n t i - f r a u d  p r o v i s i o n s  
f o r  a  b r o k e r - d e a l e r  t o  recommend a s e c u r i t y  u n l e s s  
t h e r e  i s  a n  a d e q u a t e  and r e a s o n a b l e  b a s i s  f o r  t h e  
recommendations a n d ,  f u r t h e r  , t h a t  such  recommendations 
shou ld  n o t  b e  made w i t h o u t  d i s c l o s u r e  o f  f a c t s  known 
o r  r e a s o n a b l y  a s c e r t a i n a b l e ,  b e a r i n g  upon t h e  j u s t i -  
f i c a t i o n  f o r  t h e  recommendation.  A s  i n d i c a t e d ,  t h e  
making o f  recommendations f o r  t h e  p u r c h a s e  o f  a 
s e c u r i t y  i m p l i e s  t h a t  t h e  d e a l e r  h a s  a  r e a s o n a b l e  
b a s i s  f o r  such  recommendations wh ich ,  i n  t u r n ,  r e q u i r e s  
t h a t ,  a s  a p r e r e q u i s i t e ,  h e  s h a l l  have  made a  r e a s o n a b l e  
i n v e s t i g a t i o n .  Ln a d d i t i o n ,  i f  such  d e a l e r  l a c k s  
e s s e n t i a l  i n f o r m a t i o n  a b o u t  t h e  i s s u e r ,  such  a s  knowledge 
of i t s  f i n a n c i a l  c o n d i t i o n ,  h e  must  d i s c l o s e  t h i s  
l a c k  o f  knowledge and c a u t i o n  cus tomers  as t o  t h e  
r i s k  i n v o l v e d  i n  p u r c h a s i n g  s e c u r i t i e s  w i t h o u t  it ." 



The  Commission i n  making t h e  above  quoted  s t a t e m e n t  c i t e d  a 

-32 / 
s e r i e s  o f  d e c i s i o n s  which prompted R e l e a s e  No. 4445. 

I n  t h e  i n s t a n t  c a s e  G l a d s t o n e  and L i v i n g s t o n  r e p e a t e d l y  recom-

mended CM and L a n d s v e r k  t o  c u s t o m e r s  a s  good s e c u r i t i e s  o r  i n t e r e s t i n g  

s p e c u l a t i o n s  w i t h o u t  d i s c l o s i n g  any  of  t h e  m a t e r i a l l y  a d v e r s e  f  i n a n c i a  1  

f a c t s  such  a s  have  been d e s c r i b e d  h e r e i n a b o v e .  J a c k  App le  a l s o  made 

such  recommendat ions  c o n c e r n i n g  o v e r - t h e - c o u n t e r  s e c u r i t i e s  and i n  

a d d i t  i o n  recommended t h e  p u r c h a s e  o f  S q u i r e  f o r  Men w i t h o u t  a d v i s i n g  

s u c h  c u s t o m e r s  o f  t h e  m a t e r i a  1  l y  a d v e r s e  f a c t s  r e l a t e d  t o  S q u i r e .  

Ln t h e  M a t t e r  o f  MacRobbins & Company, S e c u r i t i e s  Exchange 

Act  R e l e a s e  No. 6864 ( J u l y  11, 1962)  t h e  Commission s t a t e d  t h a t  

"We b e l i e v e ,  moreove r ,  t h a t  t h e  making o f  r e p r e -
s e n t a t i o n s  t o  p r o s p e c t i v e  p u r c h a s e r s  w i t h o u t  a 
r e a s o n a b l e  b a s i s ,  couched i n  terms o f  e i t h e r  
o p i n i o n  o r  f a c t  a n d  d e s i g n e d  t o  i n d u c e  p u r c h a s e s ,  
i s  c o n t r a r y  t o  t h e  b a s i c  o b l i g a t i o n  o f  f a i r  
d e a l i n g  b o r n e  by t h o s e  who engage  i n  t h e  s a l e  
o f  s e c u r i t i e s  t o  t h e  p u b l i c . "  

I n  t h e  well-known s h i n g l e  t h e o r y  t h e  d e a l e r ' s  p r i m a r y  o b l i g a t i o n  

i s  	t o  d e a l  f a i r l y  w i t h  h i s  c u s t o m e r .  The s h i n g l e  t h e o r y  i s  t h a t  

"even a d e a l e r  a t  a rms  l e n g t h  i m p l i e d l y  r e p r e s e n t s  when h e  hangs  o u t  

h i s  s h i n g l e  t h a t  h e  w i l l  d e a l  f a i r l y  w i t h  t h e  p u b l i c .  I t  i s  a n  e l e -

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

w i l l  b e a r  some r e a s o n a b l e  r e l a t i o n  t o  t h e  c u r r e n t  marke t  u n l e s s  h e  

d i s c l o s e s  t o  t h e  c o n t r a r y .  T h e r e f o r e ,  c h a r g i n g  a  p r i c e  t h a t  d o e s  n o t  

32/ 	 See  N .  1 o f  S e c u r i t  i e s  Act  R e l e a s e  No. 4445. which c i t e s  Un i t ed  

S t a t e s  v .  C r o s b y ,  294 F.2d 928 (2d C i r .  1 9 6 1 ) ;  SEC v .  C u l p e p p e r , 
-
270 F .2d  2 z 1 C i r .  1 9 5 9 ) ;  G i l l i g a n ,  W i l l  & Co. v .  SEC, 267 -
F .2d  461 (2d  C i r . ,  1 9 5 9 ) ;  SEC v .  Mono-Kearsarge, 167 F .  Supp. 248 
( D .  Utah 1.958); I n  t h e  ~ a t =  o f  B a r n e t t  & Co. ,  S e c u r i t i e s  

Exchange Act  R e l e a s e  No. * 1960: ----
-	 6310,  J u l v  5 ,  - t h e  M a t t e r  of  

-B e s t  S e c u r i t i e s ,  I n c . ,  id., No. 6282,  J u n e  3 ,  1960.  



b e a r  such  a r e l a t i o n  i s  a b r e a c h  o f  t h e  i m p l i e d  r e p r e s e n t a t i o n  and 
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works as  a f r a u d  on t h e  cus tomer . "  

One o f  t h e  most  r e c e n t  e x p o s i t i o n s  o f  t h e  o b l i g a t i o n s  o f  

d e a l e r s  and b r o k e r s  i n  d i s s e m i n a t i n g  o p i n i o n s  a b o u t  s t o c k  which t h e y  

o f f e r  t h e  p u b l i c  is se t  f o r t h  i n  t h e  r e c e n t  o p i n i o n  o f  t h e  Un i t ed  

S t a t e s  Cour t  o f  Appea l s  f o r  t h e  Second C i r c u i t  i n  -SEC v .  Nor th  

American R e s e a r c h  and Development C o r p o r a t i o n ,  e t  a l . ,  Nos. 61, 62 ,  

6 2 ,  180 (September  t e r m  1969)  d e c i d e d  March 2 5 ,  1970. I n  i t s  o p i n i o n  

t h e  Cour t  s t a t e d  a t  p .  2005 -e t  seq. o f  i t s  s l i p  o p i n i o n  t h a t :  

" In  Hanley  v .  s,415 F.2d 589 ,  595-97 (2d  C i r .  19691,  

t h i s  Cour t  e n u n c i a t e d  i n  d e t a i l  t h e  d u t i e s  of  b r o k e r s  u n d e r  Ru le  

l o b - 5  i n  d i s s e m i n a t i n g  t h e i r  o p i n i o n s  a b o u t  s t o c k s  t o  t h e  p u b l i c .  

A l though  t h a t  c a s e  conce rned  r e v i e w  o f  a d i s c i p l i n a r y  p r o c e e d i n g  

a g a i n s t  b r o k e r s ,  w e  t h i n k  t h e  p r i n c i p l e s  e x p r e s s e d  t h e r e  and i n  s i m i l a r  

c a s e s  a re  e q u a l l y  a p p l i c a b l e  t o  SEC i n j u n c t i o n  p r o c e e d i n g s  u n d e r  

R u l e  l o b - 5 .  Accord ,  SEC v .  R.A. Holman & Co., I n c . ,  366 F.2d 456,  

458 (2d  C i r .  1966)  ( u n d e r  S e c t i o n  1 7 ( a )  o f  t h e  S e c u r i t i e s  Ac t  o f  

1933) .  The " s p e c i a l  r e l a t i o n s h i p 1 '  be tween a b r o k e r  and t h e  p u b l i c  

c r e a t e s  a n  imp l i ed  w a r r a n t y  t h a t  t h e  b r o k e r  h a s  a n  a d e q u a t e  and 

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

h a s  t h e  power t o  e n f o r c e  that w a r r a n t y  a g a i n s t  a  b r o k e r  by a n  

i n j u n c t i v e  a c t i o n .  The C o u r t  i n  Hanly  summarized t h e  a p p l i c a b l e  

d u t i e s  a s  f o l l o w s  ( 4 1 5  F.2d a t  597) :  

' I n  summary, t h e  s t a n d a r d s  by which t h e  a c t i o n s  o f  
each  p e t i t i o n e r  must  b e  judged a r e  s t r i c t .  He canno t  
recommend a s e c u r i t y  u n l e s s  t h e r e  i s  a n  a d e q u a t e  and 

-331 ( S e e  S e c u r i t i e s  R e g u l a t i o n ,  L o s s  Vo l .  3 ,  p. 1483) .  I n  a d d i t i o n  
t o  v i o l a t i n g  t h e i r  o b l i g a t i o n s  t o  d e a l  f a i r l y  w i t h  t h e  cus tomer  
u n d e r  t h e  s h i n g l e  t h e o r y  t h e  r e s p o n d e n t s  d i r e c t l y  v i o l a t e d  t h e  
a n t i - f r a u d  p r o v i s i o n s  u n d e r  t h e  S e c u r i t i e s  A c t s  by t h e i r  f a l s e  
and  m i s l e a d i n g  r e p r e s e n t a t i o n s  c o n c e r n i n g  CFM, Landsve rk  and S q u i r e  



-- 

r e a s o n a b l e  b a s i s  f o r  s u c h  r e c o m m e n d a t i o n .  H e  m u s t  
d i s c l o s e  f a c t s  w h i c h  h e  knows a n d  t h o s e  w h i c h  a r e  
r e a s o n a b l e  a s c e r t a i n a b l e .  By h i s  recommenda t ion  h e  
i m p l i e s  t h a t  a r e a s o n a b l e  i n v e s t i g a t i o n  h a s  b e e n  
made a n d  t h a t  h i s  recommenda t ion  rests  on t h e  c o n -
c l u s i o n s  b a s e d  on s u c h  i n v e s t i g a t i o n .  Where t h e  
s a l e s m a n  l a c k s  e s s e n t i a l  i n f o r m a t i o n  a b o u t  a  s e c u r i t y  
h e  s h o u l d  d i s c l o s e  t h i s  9s w e l l  a s  t h e  r i s k s  w h i c h  
a r i s e  f r o m  h i s  l a c k  o f  i n f o r m a t i o n .  

A s a l e s m a n  may n o t  r e l y  b l i n d l y  upon t h e  i s s u e r  
f o r  i n f o r m a t i o n  c o n c e r n i n g  a company ,  a  1t h o u g h  t h e  
d e g r e e  o f  i n d e p e n d e n t  i n v e s t i g a t i o n  which  m u s t  b e  
made by a s e c u r i t i e s  d e a l e r  w i l l  v a r y  i n  e a c h  c a s e .  
S e c u r i t i e s  i s s u e d  by s m a l l e r  c o m p a n i e s  o f  r e c e n t  
o r i g i n  o b v i o u s l y  r e q u i r e  more t h o r o u g h  i n v e s t i g a t i o n .  ' 

T h e  s t a n d a r d s  r e m a i n  t h e  same r e g a r d l e s s  o f  t h e  s o p h i s i  t c a t i m  

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

i s  n o t  a n  e l e m e n t  o f  f r a u d u l e n t  r e p r e s e n t a t i o n  u n d e r  R u l e  l o b - 5  i n  

t h e  c o n t e x t  o f  a n  SEC p r o c e e d i n g  a g a i n s t  a  b r o k e r ,  w h e t h e r  d i s c i p l i n a r y  

( s e e  -i d .  a t  5 9 6 )  o r  i n j u n c t i v e .  F o r  s i m i l a r  e x p o s i t i o n s  o f  t h e s e  

p r i n c i p l e s  o f  d i s c l o s u r e ,  i n v e s t i g a t i o n ,  a n d  f a i r  d e a l i n g ,  see e . g .  

W a l k e r  v .  -SEC, 3 8 3  F .2d  3 4 4  (2d  C i r .  1 9 6 7 ) ;  B e r k o  -v .  SE, 316 F . 2 d  

137  (2d C i r .  1 9 6 3 ) ;  Kahn -v .  SEC,- 397  F .2d  1 1 2 ,  1 1 5  ( 2 d  C i r .  1 9 6 1 )  

( C l a r k ,  J., c o n c u r r i n g ) ;  C h a r l e s  Hughes & C o . ,  I n c .  V .  SEC, 1 3 9  F .2d  

434  (2d  C i r .  1 9 4 3 1 ,  c e r t .  d e n i e d ,  3 2 1  U.S.  786 ( 1 9 4 4 ) ;  3 L .  L o s s ,  

S e c u r i t i e s  R e g u l a t i o n ,  p p .  1 4 8 2 - 8 3 ,  1490 ( 2 d  e d .  1 9 6 1 ) .  T h e  l a n g u a g e  

i n  M u t u a l  S h a r e s  C o r p .  v .  G e n e s c o ,  I n c . ,  3 8 4  F .2d  5 4 0 ,  5 4 3 - 4 4  (2d 

C i r .  1 9 6 7 1 ,  r e f e r r e d  t o  by t h e  c o u r t  be low a b o u t  l i m i t i n g  t h e  s c o p e  

of  R u l e  l o b - 5 ,  was e x p r e s s e d  i n  c o n t e x t  o f  p r i v a t e  a c t i o n s  a n d  t h u s  

i s  d i s t i n g u i s h a b l e  f rom t h e  i n s t a n t  c a s e .  S e e  H a n l y  v .  SEC, s u p r a .  

415  F.2d a t  5 9 6 ;  SEC v .  T e x a s  Gulf  S u l p h u r  C o . ,  s u p r a ,  4 0 1  F . 2 d  a t  

8 6 3 ,  8 6 8  . . . ." 
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o f  t h e  46  c u s t o m e r - w i t n e s s e s  who t e s t i f i e d  i n  t h i s  p r o c e e d i n g  

2 1  were men, i n c l u d i n g  4  who c l a s s i f i e d  themse lves  a s  " r e t i r e d , "  and 

2 5  were women, i n c l u d i n g  8 widows, 3 d i v o r c e e s  and 6  unmarr ied  women. 

E x c l u d i n g  3 o f  t h e  women w i t n e s s e s ,  e a c h  o f  whom appea red  t o  be  abou t  

5 0  y e a r s  o f  a g e ,  t h i r t y - f o u r  o f  t h e s e  w i t n e s s e s  ranged i n  a g e  f rom 

4 8  t o  8 6 .  T h r e e  were from 81 t o  8 6  y e a r s  o f  a g e ;  1 2 ,  i n c l u d i n g  5  

widows and 2  d i v o r c e e s ,  were from 70 t o  75 y e a r s  o f  a g e ;  7 ,  i n c l u d i n g  

1 widow, were  from 60  t o  68  y e a r s  o f  a g e ;  and 1 2 ,  i n c l u d i n g  2  widows, 

r anged  from 48 t o  59 y e a r s  o f  a g e .  The g r e a t  m a j o r i t y  o f  t h e  cus tomer -  

w i t n e s s e s  depended on  t h e i r  s a l a r i e s  o r  s a l a r i e s  o f  t h e i r  h u s b a n d s  

f o r  t h e i r  l i v e l i h o o d .  Some were d e p e n d e n t  on  p e n s i o n s  and s o c i a l  

s e c u r i t y .  A few had s m a l l  amounts  o f  i n v e s t m e n t  ipcome. A s u b s t a n t i a l  

number were e l d e r l y  w i t h  l i m i t e d  f i n a n c i a l  means and were r e q u i r e d  

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

The i n v e s t m e n t  o b j e c t i v e s  o f  t h e s e  w i t n e s s e s  v a r i e d .  But  a t  

l e a s t  h a l f ,  e i t h e r  by s p e c i f i c  s t a t e m e n t s  made t o  t h e  sa l e smen ,  o r  

by i m p l i c a t i o n ,  d e s i r e d  income. A few p r o f e s s e d  i n t e r e s t  i n  c a p i t a l  

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

s e c u r i t i e s .  A f ew  o t h e r s  were i n t e r e s t e d  i n  s p e c u l a t i v e  s e c u r i t i e s  

g e n e r a l l y ,  w i t h o u t  i n d i c a t i n g  any a p p a r e n t  knowledge of  t h e  q u a l i t a t i v e  

d i f f e r e n c e s  i n  s u c h  s e c u r i t i e s  w i t h  t h e  consequen t  v a r y i n g  d e g r e e s  

o f  s p e c u l a t i o n ;  i - e . ,  the d i f f e r e n c e s  between low-pr iced ,unseasoned 

0-T-C s t o c k s  such  a s  S q u i r e ,  Landsve rk  o r  CE'M and a s p e c u l a t i v e  

s t o c k  l i s t e d  on  t h e  New York S t o c k  Exchange. A s u b s t a n t i a l  

number o f  i n v e s t o r s  were  v e r y  n a i v e ,  gave  no  i n v e s t m e n t  o b j e c t i v e s ,  

o t h e r  t h a n  t h a t  common t o  a l l  s e c u r i t i e s  i n v e s t o r s ,  namely: I t to  make money." 
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None of F r a n k l i n ' s  salesmen who approached t h e s e  cus tomers  

r e c e i v e d  any commission when t h e  customer s o l d  s t o c k  throggh 

F r a n k l i n .  The e a r n i n g s  o f  each of  respondent  salesmen depended on 

h i s  a b i l i t y  t o  s e l l  s t o c k  t o  F r a n k l i n  cus tomers .  

When responden t  salesmen reques ted  cus tomers  t o  buy s t o c k  

be ing  o f f e r e d  by them and were adv i sed  by customers  t h a t  they d i d  

n o t  have funds  a v a i l a b l e  t o  purchase  such s t o c k  they  f r e q u e n t l y  

adv i sed  t h e  cus tomers  t o  s e l l  s e c u r i t i e s  which they owned o r  which 

they had p r e v i o u s l y  s o l d  t o  such customers i n  o r d e r  t o  buy t h e  

s e c u r i t i e s  then  be ing  sugges ted  o r  recommended t o  such customers .  

F r e q u e n t l y  t h e  amounts r e a l i z e d  i n  t h e  s a l e  of  such s e c u r i t i e s  

matched o r  s u b s t a n t i a l l y  matched t h e  c o s t  o f  t h e  new s e c u r i t i e s  being 

a c q u i r e d  by t h e  cus tomers .  

On a s u b s t a n t i a l  number of o c c a s i o n s  respondent  salesmen 

engaged i n  t h e  p r a c t i c e  of  recommending t h a t  a  customer buy one o f  

t h e  s e c u r i t i e s  be ing  o f f e r e d  by F r a n k l i n  and t h a t  a n o t h e r  customer 

a t  t h e  same t ime  s e l l  t h e  same s e c u r i t y  making t h e  cor respond ing  

s a l e s  and purchases  a t  a p r o f i t  t o  F r a n k l i n  and t o  themse lves .  T h i s  

p r a c t i c e  n e c e s s a r i l y  i n  t h e  c o n t e x t  o f  respondents  r e l a t i o n s  wi th  

t h e s e  cus tomers  involved t h e  e s s e n t i a l l y  f a l s e  r e p r e s e n t a t i o n  t h a t  

t h e  t r a d e  was a d v i s a b l e  f o r  each one of t h e  cus tomers .  Ally argument 

i n  t h i s  c o n t e x t  t h a t  t h i s  c r o s s  t r a d i n g  cannot be  found t o  be 

f r a u d u l e n t  because  F r a n k l i n ' s  p r i c e s  r epresen ted  t h e  " c u r r e n t  market  

p r i c e "  i n  each i n s t a n c e  i s  i r r e l e v a n t  and i n  f a c t  i g n o r e s  t h e  t r u t h  

t h a t  c r o s s  t r a d i n g  i n  i t s  cus tomers '  a c c o u n t s  was one of  t h e  ways i n  

which t h e  responden t s  e x a c t e d  t h e i r  o v e r a l l  e x t o r t i o n a t e  mark-ups, and mark- 

downs and d e a l t  u n f a i r l y  wi th  t h e i r  cus tomers .  The record  shows t h a t  t h i s  
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method w a s  a n  i n t e g r a l  p a r t  o f  F r a n k l i n ' s  scheme o f  b u s i n e s s  and t h a t  

i t  w a s  conducted  f o r  F r a n k l i n ' s  p r o f i t s  r a t h e r  t h a n  i n  t h e  b e s t  

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

e s s e n t i a l  o b l i g a t i o n  o f  t h e  r e s p o n d e n t s  t o  ac t  f a i r l y  towards  t h e i r  

cus tomers . 

The i n t a n g i b l e  c h a r a c t e r  o f  s e c u r i t i e s  and t h e  f a c t  t h a t  t h e y  

are r e p r e s e n t a t i v e  o f  f u n d s  i n v e s t e d  i n  a b u s i n e s s  r e n d e r s  them 

d i f f e r e n t  from t h e  o r d i n a r y  merchand i se  d e a l t  i n  by t h e  b u t c h e r  o r  

t h e  g r o c e r .  The i n t r i c a t e  n a t u r e  of  t h e  s e c u r i t i e s  m a r k e t s  h a s  

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

a d v a n t a g e  w i t h  r e l a t i o n  t o  t h e i r  c u s t o m e r s  and h a s  p l aced  upon them 

s p e c i a l  o b l i g a t i o n s .  

The  Congress ,  i n  e n a c t i n g  t h e  S e c u r i t i e s  Act  o f  1933,  r ega rded  

s e c u r i t i e s  a s  " i n t r i c a t e  merchand i se . "  H . R .  Rep. No. 8 5 ,  73d Cong., 

1st  S e s s .  (19331,  p .  8. And t h e  P r e s i d e n t  i n  h i s  message t o  b 

Congress  recommending t h a t  l e g i s l a t i o n ,  s t a t e d  among o t h e r  t h i n g s ,  

t h a t  

"This  p r o p o s a l  a d d s  t o  t h e  a n c i e n t  r u l e  o f  c a v e a t  
empto r ,  t h e  f u r t h e r  d o c t r i n e  l e t  t h e  sel ler  a l s o  beware1 .  
It p u t s  t h e  burden of  t e l l i n g  t h e  whole t r u t h  on t h e  
sel ler .  It shou ld  g i v e  impe tus  t o  h o n e s t  d e a l i n g  i n  
s e c u r i t i e s  and t h e r e b y  b r i n g  back p u b l i c  conf idence . I1  

Fo l lowing  t h e  a d o p t i o n  o f  t h e  S e c u r i t i e s  A c t ,  t h e  n e x t  s t e p  

i n  t h e  C o n g r e s s i o n a l  program f o r  s a f e - g u a r d i n g  i n v e s t o r s  i n  s e c u r i t i e s  

w a s  t h e  a d o p t i o n  o f  t h e  S e c u r i t i e s  Exchange Act  o f  1934. T h i s  Ac t  

f o l l o w e d  a v e r y  tho rough  i n v e s t i g a t i o n  i n t o  t h e  a b u s e s  common i n  t h e  

s e c u r i t i e s  m a r k e t s ,  t h e  complex i ty  of  t h o s e  m a r k e t s ,  and  t h e  need of 

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

p a r t i c u l a r l y  d e a l e r s  i n  s e c u r i t i e s .  
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I n  A r c h e r  v .  S e c u r i t i e s  a n d  E x c h a n g e  Commiss ion ,  133 F 2d 7 9 5 ,  

9 0 3  (C.C.A. 8 t h ,  1 9 4 3 1 ,  c e r t .  d e n i e d  3 1 9  U.S. 7 6 7 ,  J u n e  7 ,  1 9 4 3 ,  con-

f i r m i n g  a  Commission o r d e r  o f  r e v o c a t i o n  o f  a d e a l e r ' s  r e g i s t r a t i o n ,  

t h e  C o u r t  s t a t e d :  

"The b u s i n e s s  o f  t r a d i n g  i n  s e c u r i t i e s  i s  o n e  i n  

which  o p p o r t u n i t i e s  f o r  d i s h o n e s t y  a r e  o f  c o n s t a n t  

r e c u r r e n c e  a n d  e v e r  p r e s e n t .  It e n g a g e s  a c u t e ,  a c t i v e  

m i n d s ,  t r a i n e d  t o  q u i c k  a p p r e h e n s i o n ,  d e c i s i o n  a n d  a c t i o n .  

T h e  C o n g r e s s  h a s  s e e n  f i t  t o  r e g u l a t e  t h i s  b u s i n e s s .  

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

n a t i o n  t o  c o n s t i t u t i o n a 1 a n d  l a w f u l  s a f e g u a r d s  o f  

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

t h e  f r a u d s  t o  b e  s u p p r e s s e d  may t a k e  on more s u b t l e  

a n d  i n v o l v e d  f o r m s  t h a n  t h o s e  i n  w h i c h  d i s h o n e s t y  mani-  

f e s t s  i t s e l f  i n  c r u d e r  a n d  less s p e c i a l i z e d  a c t i v i t i e s  ." 


I n  c o n n e c t i o n  w i t h  h i s  a p p r o a c h  t o  s e l l i n g  s e c u r i t i e s  t o  t h e  

p u b l i c  G l a d s t o n e  e x p l a i n e d  t h a t  

"It i s  n a t u r a l  i f  y o u  a r e  g o i n g  t o  s e l l  somebody a  s t o c k ,  

you a r e  n o t  g o i n g  t o  t e l l  them why t h e y  s h o u l d n ' t  b u y .  

You try t o  g i v e  them some i n f o r m a t i o n  why i t  a p p e a r s  t o  

h a v e  a n  a t t r a c t i v e  p o t e n t i a l  a s  a  s p e c u l a t i o n  . I 1  


G l a d s t o n e ' s  v i e w s  t y p i f y  t h e  p o s i t i o n  o f  a l l  t h e  r e s p o n d e n t  

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

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

t h e i r  o b l i g a t i o n s .  

Seven  of  t h e  e i g h t  w i t n e s s e s  who t e s t i f i e d  c o n c e r n i n g  t h e i r  

t r a n s a c t i o n s  w i t h  G l a d s t o n e  w e r e  m m e n ,  s i x  w e r e  e l d e r l y ,  a n d  t h e  

o t h e r  two w e r e  i n  t h e i r  f i f t i e s .  They  a p p e a r e d  u n a w a r e  o f  t h e  f a c t s  

upon w h i c h  o r d i n a r y  i n v e s t m e n t  j u d g m e n t s  would o r d i n a r i l y  b e  b a s e d ,  

a n d  d i d  n o t  a s k  a n d  w e r e  n o t  i n f o r m e d  by t h e  r e s p o n d e n t s .  I t  i s  

t r u e  t h a t  some o f  t h e  i n v e s t o r s  r e c e i v e d  f i n a n c i a l  i n f o r m a t i o n  f r o m  

CFM b u t  o b s e r v a t i o n  o f  t h e s e  w i t n e s s e s  a n d  t h e i r  r e p l i e s  t o  q u e s t i o n s  

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

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

I 



G l a d s t o n e  s o l d  100 s h a r e s  of  CFM on August  9 ,  1965 and 

100 s h a r e s  o f  CFM on June  22 ,  1963 t o  LCM, a 70 y e a r  o l d  woman who 

-3  4/ 
was a c o m p l e t e l y  u n s o p h i s t i c a t e d  i n v e s t o r .  The  w i t n e s s  was 

u n f a m i l i a r  w i th  CEM b u t  was f a m i l i a r  w i t h  P i g g l y  Wiggly o f  Chicago 

and t h o u g h t  c o n t r a r y  t o  f a c t  t h a t  P i g g l y  Wiggly of C a l i f o r n i a  was 

t h e  same company t h a t  s h e  knew when s h e  l i v e d  i n  Chicago.  G l a d s t o n e  

s o l d  H L ,  a 74 y e a r  o l d  d i v o r c e e  who was r e t i r e d  200 s h a r e s  of  

CFM i n  J u n e  1966. G l a d s t o n e  so ld  100 s h a r e s  of CFM on J u n e  29 ,  1965 

t o  GB, a 50  y e a r  o l d  woman and h e  s o l d  h e r  200 s h a r e s  o f  CFM on  

August  25 ,  1966. G l a d s t o n e  a l s o  s o l d  GWJ,  a 60 y e a r  o l d  man 

r e t i r e d  f o r  a b o u t  30 y e a r s  because  o f  h i s  h e a l t h ,  1 , 0 0 0  s h a r e s  of  

CFM f o r  $1 ,375.  H e  a l s o  s o l d  MAR, a 72 y e a r  o l d  widow 350 s h a r e s  

of CFM on J u n e  22 ,  1965. On J u n e  1 6 ,  1965 G l a d s t o n e  s o l d  IEB 

250 s h a r e s  of  CFM. IEB w a s  a 73 y e a r  o l d  widow. On J u n e  30,  1966 

G l a d s t o n e  s o l d  ASW, a 70 y e a r  o l d  r e t i r e d  s c h o o l  t e a c h e r  who was a 

widow l i v i n g  p r i n c i p a l l y  on a  pens ion  500 s h a r e s  o f  C V  s t o c k .  

According t o  G l a d s t o n e ' s  t e s t i m o n y  h e  a d v i s e d  t h e s e  i n v e s t o r  

w i t n e s s e s  t h a t  h e  was o f f e r i n g  them a  s p e c u l a t i v e  s t o c k .  However, 

t h i s  a d v i c e  by i t s e l f  w a s  who l ly  i n a d e q u a t e  i n s o f a r  a s  h i s  o b l i g a t i o n  

t o  f u r n i s h  i n f o r m a t i o n  t o  i n v e s t o r s  t o  whom h e  w a s  recommending 

s t o c k  i s  conce rned .  The f a c t  w a s  t h a t  d u r i n g  t h e  1965 s t o c k h o l d e r s 1  

mee t ing  o f  CFM which was a t t e n d e d  by t h e  F r a n k l i n s ,  t h e  t r e a s u r e r  

o f  t h a t  company a d v i s e d  t h e  s t o c k h o l d e r s  t h a t  t h e  company w a s  I t in  

a h o r r i b l e  c o n d i t i o n  ." G l a d s t o n e  d i d  n o t  in fo rm a n y  o f  t h e s e  cus tomers  

- l a .341 H e r  u n d e r s t a n d i n g  o f  a p r i n c i p a l  i s  t h a t  . . i f  t h e y  are 
p r i n c i p a l s  t h a t  i s  when t h e r e  i s  n o t  a p a r t i c u l a r  d iv idend . .  I 
d o n l t  mean commission o f f e r  i f  t h a t  i s  a p r i n c i p a l .  I s n ' t  
t h a t  r i g h t ?  They d o  n o t  h a v e  t o  pay a  commission on p r i n c i p a l s .  
A p r i n c i p a l  is a m a s t e r  holder . I t  G l a d s t o n e  i n  h i s  f i rst  conver-
s a t i o n  w i t h  LCM wanted t o  know i f  s h e  wanted t o  buy . . . c e r t a i n  
i t e m s  w e r e  recommefidable [ s i c ]  o r  s u g g e s t e d .I1 H e  t o l d  h e r  t h a t  
t h e  company w a s  p r i n c  i p a  1s. She would a s k  G l a d s t o n e  f o r  h i s  recommendations-  



of  t h a t  f a c t  o r  t h a t  a t  t h e  end o f  f i s c a l  y e a r  1 9 6 3  t h e  company had  

a r e t a i n e d  e a r n i n g s  d e f i c i t  o f  a l m o s t  $100 ,000;  t h a t  by J u n e  1 9 6 4  

t h i s  d e f i c i t  had  i n c r e a s e d  t o  a l m o s t  $130 ,000  and  t h a t  by J u n e  1 9 6 5  

t h e  d e f i c i t  amounted  t o  o v e r  t h r e e  q u a r t e r s  o f  a m i l l i o n  d o l l a r s ;  

t h a t  t h e  c o m p a n y l s  n e t  w o r t h  had d e c l i n e d  s u b s t a n t i a l l y  and t h e  

book v a l u e  o f  CFM1s common s t o c k  by J u n e  1965  was o n l y  22 c e n t s  p e r  

s h a r e .  I n  a d d i t i o n ,  h e  f a i l e d  t o  a d v i s e  t h e  c u s t o m e r s  t h a t  F r a n k l i n  

was t h e  s o l e  m a r k e t  f o r  t h e s e  s e c u r i t i e s  and  t h a t  t h e  p r i c e s  a t  

which  F r a n k l i n  was o f f e r i n g  t h e  s e c u r i t i e s  t o  them was n o t  t h e  t r u e  

m a r k e t  p r i c e .  

A l t h o u g h  MAR t o l d  G l a d s t o n e  t h a t  s h e  w a s n ' t  i n  a n y  p o s i t i o n  

t o  d o  a n y  g a m b l i n g  h e  p e r s i s t e d  i n  h i s  e f f o r t s  a n d  was f i n a l l y  a b l e  

t o  p e r s u a d e  h e r  t o  buy CFM s t o c k .  G l a d s t o n e  t o l d  a n o t h e r  c u s t o m e r  

IEB,  t h a t  CFM was v e r y  g o o d ,  was i n  good s h a p e ,  t h e  company was O K ,  

t h a t  t h e  company was g r o w i n g  and t h a t  t h e  company was h o l d i n g  i t s  

own. S h e  t e s t i f i e d  t h a t  "I t a k e  my word f rom t h e  b r o k e r  . . . I a s k  

him w h e t h e r  h e  t h i n k s  i t  i s  OK and  I t a k e  a  c h a n c e  o n  i t  . . . . I 1  

When G l a d s t o n e  a s k e d  HSW t o  buy P i g g l y  Wiggly  s h e  i n f o r m e d  him i n i t i a l l y  

c h a t  she would n o t  o r  c o u l d  n o t  buy t h e s e  s h a r e s  b u t  G l a d s t o n e  p e r s i s t e d  i n  

t e l e p h o n i n g  h e r  ic h i s  e f f o r t s  t o  s e l l  h e r  t h i s  s t o c k .  G l a d s t o n e  t o l d  

h e r  t h a t  many p e o p l e  w e r e  moving into t h e  area o f  C o n t i n e n t a l  M a r k e t s  

and t h a t  t h e y  h a d  t o  e a t  and s o  C o n t i n e n t a l  M a r k e t s  would make money. 

F i n a l l y ,  s h e  t o l d  G l a d s t o n e  s h e  would h a v e  t o  g e t  some money f r o m  

h e r  s a v i n g s  and l o a n  b e c a u s e  s h e  d i d n ' t  h a v e  a n y  money i n  t h e  b a n k .  

I n  c o n n e c t i o n  w i t h  s a l e s  o f  s t o c k  of  CFM G l a d s t o n e  " d i d n ' t  

s p e a k  a b o u t  m o u n t i n g  d e f i c i t s  b e c a u s e  t h e y  o n l y  had a  d e f i c i t  f o r  a  I 
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c o u p l e  o f  y e a r s . "  H e  d i d  n o t  t e l l  c u s t o m e r s ,  HL, HSW, GB and GWJ 

o f  t h e  mount ing  d e f i c i t s  a l t h o u g h  h e  c l a imed  t h a t  h e  made independen t  

i n q u i r i e s  c o n c e r n i n g  t h e  i s s u e r .  He n e v e r  t a l k e d  t o  any  o f  t h e  

p r i n c i p a l s  o f  CM.  

G l a d s t o n e  o f f e r e d  a n d  s o l d  t h e  s t o c k  o f  CE'M by means o f  

f a l s e  a n d  m i s l e a d i n g  s t a t e m e n t s .  I n  c o n n e c t i o n  w i t h  t h e s e  s a l e s  

i t  may a l s o  be  n o t e d  t h a t  G l a d s t o n e  d i d  n o t  know a n y  o f  t h e  c u s t o m e r s  

h e  w a s  s o l i c i t i n g ,  a l l  o f  whom were  s o l i c i t e d  by t e l e p h o n e ;  n e v e r  

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

t h e  c u s t o m e r s  h e  was s o l i c i t i n g ,  n o r  d i d  h e  g i v e  a n y  t h o u g h t  t o  

t h e  s u i t a b i l i t y  o f  t h e  s e c u r i t i e s  f o r  t h e  c u s t o m e r s  to whom h e  was 

o f f e r i n g  such  s e c u r i t i e s .  

I n  a d d i t i o n  G l a d s t o n e  o f f e r e d  and s o l d  t h e  s t o c k  o f  LVK t o  

LCM who bought  200 s h a r e s  d M B J  who bough t  500 s h a r e s .  G lads tone  

d i d  n o t  t e l l  MBJ o f  LVK9s mount ing  d e f i c i t s .  A s  i n  t h e  c a s e  o f  h i s  

sales o f  C M  s t o c k  h e  o m i t t e d  t o  a d v i s e  s u c h  cus tomers  o f  a n y  o f  t h e  

m a t e r i a l l y  a d v e r s e  f a c t s  r e l a t i n g  t o  LVK which h a v e  been  d i s c u s s e d  

h e r e i n a b o v e  i n  t h i s  d e c i s i o r ,  . 

L i v i n g s t o n  had a t  t h e  t i m e  o f  t h e  h e a r i n g  been i n  

t h e  s e c u r i t i e s  b u s i n e s s  f o r  o v e r  f i v e  y e a r s .  I n  la te  1963 o r  

e a r l y  1964 h e  was employed by C o s t e l l o  R u s s o t t o  6 Co., where h i s  f a t h e r  

Be rna rd  L i v i n g s t o n ,  had been  a  r e g i s t e r e d  r e p r e s e n t a t i v e  ~ n t i  1 

C o s t e l l o  R ~ t t o ' s  r e g i s t r a t i o n  had been revoked, and  h i s  f a t h e r  s u s -  

pended b e c a u s e ,  among o t h e r  t h i n g s ,  t h e y  had engaged i n  v i o l a t i o n s  
35/-

of t h e  a n t i - f r a u d  p r o v i s i o n s  u n d e r  t h e  S e c u r i t i e s  A c t .  L i v i n g s t o n  

-35/ Customer GEH t e s t i f i e d  t h a t  L i v i n g s t o n  t o l d  h e r  "He [ t h e  f a t h e r ]  
had been i l l ,  had been away somewhere **I1; RMF was t o l d  by 
L i v i n g s t o n  t h a t  h i s  f a t h e r  "had gone  i n t o  t each ing" ;  FS t e s t i f i e d  
( c o n t i n u e d  o n  f o l l o w i n g  p a g e )  
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l e f t  C o s t e l l o  R u s s o t t o  b e c a u s e ,  among o t h e r  r e a s o n s ,  f o u r  o t h e r  s a l e s m e n  

361-
had l e f t  a n d  b e c a u s e  o f  r u m o r s  c o n c e r n i n g  a n  SEC i n v e s t i g a t i o n .  I n  F e b r u a r y  

3 7 1 
1 9 6 5  h e  became a  s a l e s m a n  f o r  t h e  r e g i s t r a n t  a n d  l e f t  i n  Iiovember 1 9 6 7 .  

E l e v e n  ( 1 1 )  o f  L i v i n g s t o n ' s  c u s t o m e r s  t e s t i f i e d  c o n c e r n i n g  t r a n s -  

a c t i o n s  w i t h  h i m ,  Of t h e  11, t h e  m a j o r i t y  w e r e  women; 7  w e r e  5 0  y e a r s  o f  

a g e  o r  o l d e r ,  i n c l u d i n g  1 ,  a g e d  6 2 ,  2  w e r e  72 a n d  1 was 81 y e a r s  o f  a g e .  

L i v i n g s t o n  t e s t i f i e d  t h a t  h e  i n i t i a l l y  c o n t a c t e d  n i n e  o f  t h e  e l e v e n  

c u s t o m e r  w i t n e s s e s  by t e l e p h o n e  c a l l s  t o  them.  H e  o b t a i n e d  t h e i r  names f r o m  

h i s  f a t h e r ' s  l i s t  o f  a c c o u n t s  a n d  i n  s u b s t a n c e  t o l d  them a l l  t h a t  b e c a u s e  

o f  v a r i o u s  p e r s o n a l  p r o b l e m s  h i s  f a t h e r  was  no  l o n g e r  i n  t h e  s e c u r i t i e s  

b u s i n e s s .  L i v i n g s t o n  d i d  n o t  a s k  t h e  a g e s  o f  c u s t o m e r s  b u t  c l a i m s  t o  h a v e  

had s u c h  knowledge  t h r o u g h  v a r i o u s  o t h e r  i n q u i r i e s .  H i s  "knowledge1 '  was I 

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

L i v i n g s t o n  s o l d  400  s h a r e s  o f  CFM o n  J u l y  2 3 ,  1965  t o  RMF, a 5 2  

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

n e c t i o n  L i v i n g s t o n  p e r s u a d e d  RMF t o  s e l l  1 , 0 0 0  s h a r e s  o f  S u n s e t  I n d u s t r i e s  

t o  buy CFM. L i v i n g s t o n  t o l d  h e r  t h a t  CFM was a  good s t o c k  t o  buy b u t  d i d  i 

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

I n  A u g u s t  1 9 6 5  L i v i n g s t o n  s o l d  700  s h a r e s  o f  CFM t o  OEH, a 72 y e a r  

o l d  widow. S h e  o b t a i n e d  t h e  f u n d s  t o  buy t h e  s t o c k  by f o l l o w i n g  

3 5 1  ( C o n t i n u e d  1-
t h a t  o n  t h e  i n i t i a l  c a l l ,  i n  r e s p o n s e  t o  h e r  i n q u i r y  c o n c e r n i n g  
t h e  s o u r c e  o f  h e r  name,  L i v i n g s t o n  r e f e r r e d  t o  some s t o c k  s h e  
b o u g h t  i n  1959  f r o m  a n o t h e r  b r o k e r ;  GIB i n  t e s t i f y i n g  c o n c e r n i n g  
L i v i n g s t o n ' s  i n i t i a l  c a l l ,  made no m e n t i o n  o f  a n y  r e f e r e n c e  t o  
L i v i n g s t o n ' s  f a t h e r  b u t  s t a t e d  t h a t  L i v i n g s  t o n  was r e f  e r r e d  
t h r o u g h  h i s  r e l a t i o n s  w i t h  a n o t h e r  b r o k e r ,  G s b o r n e  Co. 

3 6 1  On J u l y  1 5 ,  1966  t h e  Commission i s s u e d  a n  o r d e r  r e v o k i n g  C o s t e l l o  -
R u s s o t t o  ' s  r e g i s t r a t i o n  a n d  s u s p e n d i n g  B e r n a r d  L i v i n g s  t o n .  B r u c e  
L i v i n g s t o n  t h e r e a f t e r  a p p r o a c h e d  c e r t a i n  o f  h i s  f a t h e r ' s  c u s t o m e r s  
t o  s e l l  them s e c u r i t i e s  o v e r  t h e  t e l e p h o n e .  I n  d o i n g  s o  h e  m i s -
r e p r e s e n t e d  t h e  f a c t s  t o  them c o n c e r n i n g  h i s  f a t h e r ' s  d i s a s s o c i a t i o n  
f r o m  t h e  s e c u r i t i e s  b u s i n e s s  by t e l l i n g  them h i s  f a t h e r  had r e t i r e d  
o r  g o n e  i n t o  t e a c h i n g .  

3 7 1  S e e  C o s t e l l o  R u s s o t t o  &-
7 7 2 9 .  

--- C o . ,  S e c u r i t i e s  Exchange  A c t  R e l e a s e  No. 



- 9 2  -
L i v i n g s t o n ' s  s u g g e s t i o n  by s e l l i n g  6 0 0  s h a r e s  o f  I d e s 1  B r u s h e s .  

T h e  amount  o f  p r o c e e d s  f r o m  t h e , s a l e  o f  I d e a l  B r u s h e s  was 

$ 1 , 0 4 9 . 6 0  and t h e  amount  o f  t h e  CFM p u r c h a s e  was $ 1 , 0 5 0 .  I n  J u l y  

1 9 6 5  L i v i n g s t o n  s o l d  NWC, a d i r e c t o r  o w n e r  o f  a  n u r s e r y  s c h o o l  200 

s h a r e s  o f  CFM. The  f u n d s  f o r  t h e  P i g g l y  Wiggly  s h a r e s  w e r e  d e r i v e d  

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

o f  L i v i n g s t o n .  I n  J u l y  1 9 6 5  L i v i n g s t o n  s o l d  RAN 3 7 5  s h a r e s  o f  CFM f o r  

$562 .50  and  p e r s u a d e d  RAN t o  u s e  t h e  p r o c e e d s  f r o m  t h e  s a l e  o f  a n o t h e r  

s e c u r i t y  t o  a c q u i r e  t h e  CFM s h a r e s .  L i v i n g s t o n  t o l d  RAN t h a t  CFM 

showed p r o m i s e  a n d  h2d a good c h a n c e  t o  make a  d o l l a r  o r  two .  I n  

A p r i l  1 9 6 7  L i v i n g s t o n  p e r s u a d e d  RAN t o  buy a n  a d d i t i o n a l  125  s h a r e s  

o f  CFM. T h i s  was a n o t h e r  s a l e  i n  w h i c h  t h e  p u r c h a s e r  s o l d  a n o t h e r  

s e c u r i t y  i n  o r d e r  t o  a c q u i r e  CFM. I n  J u l y  1 9 6 5  L i v i n g s t o n  s o l d  GEB, 

a n  e n g i n e e r  200 s h a r e s  o f  CFM. I n  n e a r l y  a l l  o f  t h e s e  s a l e s  t h e  

f u n d s  t o  a c q u i r e  CFM w e r e  o b t a i n e d  t h r o u g h  t h e  s a l e  by t h e  c u s t o m e r  

o f  a n o t h e r  s e c u r i t y  a t  L i v i n g s t o n ' s  r e c o m m e n d a t i o n .  L i v i n g s t o n  

p e r s u a d e d  RMF t o  p u r c h a s e  CFM on t h r e e  s e p a r a t e  o c c a s i o n s .  Cn J u l y  

2 3 ,  1 9 6 5  s h e  b o u g h t  4 0 0  CFM s h a r e s ,  o n  November 1 6 ,  1 9 6 5  h e  p e r s u a d e d  

h e r  t o  buy 4 0 0  a d d i t i o n a l  s h a r e s  o f  CFM a n d  on J u l y  1 2 ,  1966  h e  p e r -  

s u a d e d  h e r  t o  buy 1 0 0  more s h a r e s  o f  CFM. RMF i s  a 5 2  y e a r  o l d  

widow w i t h  l i m i t e d  f  i n a n  c i a 1  r e s o u r c e s  a n d  income.  RMF t o l d  L i v i n g s t o n  

t h a t  " t h e s e  s t o c k s  w e r e  t o  b e  used  t o  p u t  h e r  two b o y s  t h r o u g h  

-381 
c 0 1 l e g e . ' ~  L i v i n g s t o n  t o l d  RMF t h a t  CFM was a l ' good  s t o c k  t o  buy" 

a n d  t h a t  P i g g l y  Wiggly  (CFM) h a d  p u r c h a s e d  T o l u c a  M a r k e t s .  CFM h a d  

n o t  p u r c h a s e d  T o l u c a  m a r k e t s .  RMF had o t h e r  t r a n s a c t i o n s  and i n  

n e a r l y  a l l  c a s e s  s o l d  o n e  s e c u r i t y  t o  buy a n o t h e r  a t  L i v i n g s t o n ' s  

s u g g e s t i o n s .  OEH,  a 72 y e a r  o l d  widow t o l d  L i v i n g s t o n  t h a t  s h e  w a n t e d  

-36/ S e e  I n  t h e  M a t t e r  o f  R i c h a r d  J .  Buck & C o . ,  S e c u r i t i e s  Exchange  
A c t  R e l e a s e  No. 8 4 8 2 ,  p .  6  (December  31, 1 9 6 8 ) .  



- 9 3  -

d i v i d e n d s  and  "what  I was a l w a y s  h o l l e r i n g  f o r  was d i v i d e n d s  . I 1  I n  

a d d i t i o n  s h e  t e s t i f i e d  t h a t  ' I .  . . w i t h  B r u c e  I n e v e r  p u t  o u t  c a s h  

h e  was a l w a y s  t r a d i n g  o n e  s t o c k  f o r  a n o t h e r . "  I n  A u g u s t  1 9 6 5  o n  

L i v i n g s t o n ' s  recommenda t ion  s h e  s o l d  1 0 0  s h a r e s  o f  I d e a l  B r u s h e s  f o r  

$ 1 , 0 4 9 . 6 0  a n d  c o n c u r r e n t l y  b o u g h t  700  CFM s h a r e s  f o r  $ 1 , 0 5 0  a f t e r  

L i v i n g s t o n  f a l s e l y  r e p r e s e n t e d  t o  h e r  t h a t  CFM would m e r g e  w i t h  Boys  

M a r k e t  a n d  t o l d  h e r  CFM was a I1good s t o c k  f o r  m e  t o  have1! .  L i v i n g s t o n  

t o l d  NWC t h a t  i n  J u l y  1 9 6 5  t h a t  CFM m i g h t  b e  a  good s t o c k  b e c a u s e  

o f  .a m e r g e r  o r  a c q u i s i t i o n  t h a t  was g o i n g  t o  t a k e  p l a c e .  A s  a r e s u l t  

o n  L i v i n g s t o n  I s  r e c o m m e n d a t i m  h e  s o l d  6 0 0  s h a r e s  o f  o n e  s e c u r i t y  

f o r  $323 .88  a n d  c o n c u r r e n t l y  b o u g h t  200  CFM s h a r e s  f o r  $300 .  

L i v i n g s t o n  t o l d  RAN t h a t  CFM showed p r o m i s e  and  had a good c h a n c e  

t o  make a  d o l l a r  o r  two .  T h e r e  w e r e  n o  m e r g e r s  o r  a c q u i s i t i o n s  and  

n o n e  w e r e  c o n t e m p l a t e d .  

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

t r u e  f i n a n c i a l  c o n d i t i o n  o f  CFM a n d  t h a t  CFM was i n  n o  p o s i t i o n  

w h a t e v e r  t o  a c q u i r e  a n o t h e r  company. I n  f a c t ,  L i v i n g s t o n  n e v e r  made 

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

m a t e r i a  1 t o  a n  inves tm e n t  d e t e r m i n a t i o n .  

I n  May 1 9 6 5  L i v i n g s t o n  s o l d  500  s h a r e s  o f  L a n d s v e r k  t o  MLBl, 

a 5 0  y e a r  o l d  woman, w i t h  f u n d s  f r o m  t h e  s a l e  o f  a n o t h e r  s t o c k .  I n  

t h i s  c o n n e c t i o n ,  L i v i n g s t o n  t o l d  MLEM t h a t  L a n d s v e r k  had good p r o s -  

p e c t s  and  s i n c e  t h e  o t h e r  s t o c k  h a d n ' t  moved, h e  s u g g e s t e d  Inwe 

c o u l d  s w i t c h  i n t o  t h i s  L a n d s v e r k  a n d  p r o b a b l y  d o  b e t t e r . "  She  knew 

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



n o t  t e l l  h e r .  I n  Februa ry  1966 s h e  bought  800  a d d i t i o n a l  s h a r e s  o f  

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

on  L i v i n g s t o n  I s  a d v i c e  t h a t  I 1 i  t would be  a  good i d e a  t o  p i c k  up some 

more o f  it." 

I n  Februa ry  1966 1 . iv ings toc  s o l d  LEB, a n  81 y e a r  c l d  r e t i r e d  

o f f i c e  worker  500 s h a r e s  o f  Landsverk  u s i n g  t h e  f u n d s  from a  con-

c u r r e n t  s a l e  o f  a n o t h e r  s t o c k .  LEI3 had been a cus tomer  o f  t h i s  

r e sponden t  I s  f a t h e r  and had a l s o  done  b u s i n e s s  w i t h  F r a n k l i n .  L i v i n g s  t o n  

n e v e r  asked t h i s  w i t n e s s  a n y  q u e s t i o n s  a b o u t  h i s  f i n a n c i a l  background 

o r  o b j e c t i v e s  . L i v i n g s t o n  t o l d  t h i s  i n v e s t o r  t h a t  Landsverk  had 

a b e t t e r  f u t u r e  thar! Sonoma a n o t h e r  s t o c k  h e l d  by LEB. According 

t o  LEI3 h e  was compla in ing  t o  L i v i n g s t o n  a b o u t  Sonoma, a s t o c k  h e  

had purchased through F r a n k l i n  and L i v i n g s t o n  t o l d  him t h a t  Landsverk  

'had  a b e t t e r  f u t u r e  t h a n  Sonoma and t h e r e  "was a b e t t e r  chance  o f  

r e c o v e r i n g  my money t h a n  hang ing  on t o  H eS ~ n o m a . ~ ~  t o l d  LEE n o t h i n g  

a b o u t  t h e  f i n a n c i a l  c o n d i t i o n  o f  Landsverk .  LEB g o t  h i s  f i r s t  

r e p o r t s  on Landsverk  from t h e  company a f t e r  h e  bought  t h e  s t o c k .  

I n  Janua ry  1966 L i v i n g s t o n  s o l d  400 s h a r e s  o f  Landsverk  t o  GEB. T h i s  

w i t n e s s  has  n'o r e c o l l e c t i o n  of  L i v i n g s t o n ' s  a d v i s i n g  him conce rn ing  

L a n d s v e r k l s  f i n a n c i a l  c o n d i t i o n .  

Apple h a s  been i n  t h e  s e c u r i t i e s  b u s i n e s s  s i n c e  August  1954. 

H e  was f i r s t  employed by James Logan f o r  a p e r i o d  o f  a p p r o x i m a t e l y  

t h r e e  y e a r s  a f t e r  which h e  became employed by F r a n k l i r ;  and t h e  r e g i s t r a n t .  

Twenty-one cus tomers  t e s t i f i e d  conce rn ing  t h e i r  t r a n s a c t i o n s  

w i t h  Apple .  I n  g e n e r a l ,  t h e  w i t n e s s e s  who t e s t i f i e d  c o n c e r n i n g  t h e i r  
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t r a n s a c t i o n s  w i t h  A p p l e  l i k e  t h o s e  who t r a n s a c t e d  b u s i n e s s  w i t h  

G l a d s t o n e  a n d  L i v i n g s t o n  were on  t h e  whole  u n s o p h i s t i c a t e d  and u n i n f o r m e d .  

A p p l e  t e l e p h o n e d  ALS, a p h y s i c i a n  e i t h e r  i n  P.i~\rember o r  

December  1 9 6 5 .  F o r  a y e a r  a n d  a h a l f  p r i o r  t o  t h i s  t e l e p h o n e  c a l l  

ALS had  had  no  t r a n s a c t i o n s  w i t h  t h e  r e g i s t r a n t .  From t h e  t i m e  

o f  A p p l e ' s  phone  c a l l  t o  F e b r u a r y  1967  ALS p u r s u a n t  t o  A p p l e ' s  recom-

m e n d a t i o n s  e n g a g e d  i n  6 4  t r a n s a c t i o n s  i n c l u d i n g  1 3  i n v o l v i n g  CFM, 

I d e a l  B r u s h e s  ,Control led Produc ts  , a n d  S u n s e t  I n d u s t r i e s ,  f o u r  o f  

t h e  1 3  s e c u r i t i e s  i n  w h i c h  F r a n k l i n  was t h e  s o l e  o r  d o m i n a n t  m a r k e t  

m a k e r .  T h e s e  t r a n s a c t i o n s  w e r e  a l l  b r o u g h t  a b o u t  by t e1ephcr .e  

c a l l s  i n i t i a t e d  by A p p l e  a n d  by A p p l e ' s  r e c o m m e n d a t i o n s  which  ALS 

f o l l o w e d .  A p p l e  n e v e r  d i s c u s s e d  w i t h  ALS a n y  i n f o r m a t i o n  c o n c e r n i n g  

t h e  f i n a n c i a l  c o n d i t i o n  o f  a n y  o f  t h e s e  c o m p a n i e s .  AILS d i d  r,ct 

know w h e t h e r  o r  n o t  CFM, Controlled P r o d u c t s  o r  I d e a l  B r u s h e s  w e r e  

l i s t e d  s e c u r i t i e s .  ALS' c o n v e r s a t i o n s  w i t h  A p p l e  w e r e  n e v e r  e x t e n s i v e  

a n d  h e  "would g o  o n  h i s  r e ~ o m r n e n d a t i o n . ' ~On .June [ ~ ~ ~ l e ~ s ]  1 7 ,  

1966  ALS p u r c h a s e d  1 , 0 0 0  s h a r e s  o f  CFM a n d  on  December  1 5 ,  1966 h e  

p u r c h a s e d  a r ,  a d d i t i o n a l  5 0 0  s h a r e s  o f  CFM. I n  J a n u a r y  1967  h e  p u r -  

c h a s e d  a n  a d d i t i o n a l  8 0 0  s h a r e s  o f  CFM. 

ALS n e v e r  made a n y  i n d e p e n d e n t  i n q u i r i e s  c o n c e r n i n g  a n y  o f  

t h e  c o m p a n i e s  f o r  w h i c h  h e  p u r c h a s e d  s t o c k .  A l l  t h e s e  s h a r e s  w e r e  

p u r c h a s e d  s o l e l y  o n  t h e  b s s i s  o f  A p p l e ' s  r ecommenda t ions  t o  ALS. 

"He [ ~ ~ ~ l e ]c a l l  and  make recommenda t ions  and  I would go a l o n g  would m e  

w i t h  them". A p p l e  n e v e r  d i s c l o s e d  "any f i n a n c i a l  f i g u r e s  l i k e  

l i a b i l i t i e s  a n d  a s s e t s t 1  o r  " d e f i c i t  o r  p r o f i t " .  Most o f  t h e  t r a n s a c t i o n s  
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i n v o l v e d  sets o f  c o n c u r r e n t  se l ls  and buys  u t i l i z i n g  t h e  same f u n d s .  

A s  ALS e x p l a i n e d  "we would buy someth ing  and w e  would se l l  something '' 

based  on App le ' s  s t a t e m e n t s  t h a t  t h e  s t o c k s  purchased " w e r e  good o r  

I [ALS] would be  b e t t e r  o f f  making t h e  change,"  and a l l  t r a n s a c t i o n s  

"were recommended f o r  a  b e t t e r  p o s i t i o n  o r  a b e t t e r  s t o c k , "  t h a t  i s ,  

b e t t e r  " than  t h e  o n e s  w e  were s e l l i n g Q 1 .  ALS was "wi1lir .g t o  buy 

a n y t h i n g  l i s t e d  or. t h e  board1' b u t  d i d r l l  t know w h e t h e r  CE'M, Corr t ro l led  

P r o d u c t s  o r  I d e a l  B r u s h e s  were l i s t e d  s e c u r i t i e s ;  h e  had n e v e r  g i v e n  

i n s t r u c t i o n s  t o  Apple c o n c e r n i n g  a n y  t y p e  o f  s e c u r i t i e s  h e  wished t o  

buy and I n w a s  j u s t  s e l l i n g  t o  buy a n y t h i n g  t h a t  w a s  o v e r  t h e  c o u n t e r  

as  [sic]  l i s t e d  on  o n e  o f  t h e  b i g  b o a r d s .  ALS d o e s  n o t  know what  a 

# ' p r i n c i p a l  t r a n s a c t i o n "  i s .  

HME is  71 y e a r s  o l d ,  and s e l f - e m p l o y e d .  H e  had some income 

from r e n t a l  p r o p e r t i e s .  Apple c a l l e d  him i n  O c t o b e r  1965 and r e f e r r e d  

t o  s t o c k s  h e  had purchased  from C o s t e l l o  R u s s o t t o .  Apple made no 

i n q u i r y  c o n c e r n i n g  HMB1s f i n a n c i a l  r e s o u r c e s .  HMB d i d  n o t  a d v i s e  

Apple t h a t  h e  had any  i n t e r e s t  i n  s p e c u l a t i v e  s t o c k .  I n  C c t o b e r  1965 

on A p p l e ' s  recommendation HMB bought  700 P i g g l y  Wiggly and c o n c u r r e n t l y  

s o l d  540 s h a r e s  o f  S u n s e t  I n d u s t r i e s .  A t  t h a t  t i m e  Apple t o l d  N'46 

t h a t  " they  expec ted  t h e  p r i c e  [of  P i g g l y  w i g g l y ]  t o  r e a l l y  rise on 

i t ,  t h o u g h t  i t  was a good d e a l "  b u t  d i d  n o t  g i v e  him any i n f o r m a t i c n  

conce rn ing  t h e  f i n a n c i a l  c c n d i t i o n  o f  P i g g l y  Wiggly.  A t  t h e  same 

t ime  h e  t o l d  him t o  s e l l  S u c s e t  I n d u s t r i e s  b e c a u s e  " i t  was s t ag r : an t  

and n o t  moving." T h e r e  w a s  no r e a s o n a b l e  b a s i s  f o r  t h e  p r i c e  p r e d i c t i o n ,  
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AP works i n  t h e  p r o d u c e  b u s i n e s s ,  i s  75  y e a r s  o f  a g e  and 

r e l i e d  on h i s  s a l a r y  t o  s u p p o r t  h i m s e l f  and h i s  b l i n d  w i f e .  App le  

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

h i s  f i n a n c i a l  c o n d i t i o n .  AP borrowed money from h i s  d a u g h t e r  t o  

buy s t o c k s .  I n  J a n u a r y  1966 on  A p p l e ' s  recommendat ion h e  s o l d  1 , 0 0 0  

s h a r e s  Controlled P r o d u c t s  and  E l e c t r o n i c s  a t  1 - 3 / 4  t o  buy 1 , 0 0 0  

s h a r e s  o f  CFM a t  1%. App le  t o l d  Ccnt l~l led P r o d u c t s  was " n o t  d o i n g  

s o  we1 1" and t h a t  CFM was a . . . v e r y  good b u y ,  i t  was e x p a n d i n g  

and  i t  was a good buy". But  h e  d i d  n o t  t e l l  AP a n y t h i n g  a t  a l l  a b o u t  

t h e  p o o r  f i n a n c i a l  c o n d i t i o n  o f  CFM. H e  a l s o  t o l d  AP t h a t  CFM's 

t h i r d  q u a r t e r  r e p o r t  would soon  be  o u t  and  i t  would p r o v e  i t  would be 

s u b s t a n t i a l  . I 1  He a l s o  t o l d  AP t h a t  CFM was a new company and  

e x p a n d i n g .  I n  A u g u s t  1966 i n  two t r a n s a c t i o n s , i n v o l v i n g  p r e c i s e l y  

t h e  same amount o f  money., AP s o l d  1 , 3 7 5  Ccntrc!!e:! P r c d ~ ~ c t ss l t a r e s  f c . r  

$ 2 , 7 5 0  i n  o r d e r  t o  buy CFM s t o c k  f o r  $2 ,750 .  He bough t  CFM s o l e l y  

b e c a u s e  o f  h i s  f a i t h  i n  A p p l e ' s  recomrnendatior; .  I n  c o n n e c t i o r ,  w i t h  

t h i s  p u r c h a s e  h e  t o l d  App le  t h a t  h e  had h e a r d  t h a t  sonleone e l se  had 

b o u g h t  CFM f o r  $1 .10 .  App le  s a i d  t h a t 1 ! i t  was i m p o s s i b l e  b e c a u s e  no 

o n e  had a r i g h t  t o  s e l l  C o n t i n e n t a l  s t o c k  o t h e r  t h a n  t h e  F r a n k l i n  

Company, no o n e  e l se  had a u t h o r i t y  and  i f  i t  came from a n y  o t h e r  b r o k e r  

t h e y  would h a v e  t o  buy i t  t h r o u g h  t h e  F r a n k l i n  Company and s e l l  i t  

t o  t h e i r  clrie-~L;. .. . I '  L a t e r  AP t o l d  App le  t h a t  h e  had n o t  r e c e i v e d  a 

q u a r t e r l y  r e p o r t .  App l e  t o l d  him n o t  t o  worry  a b o u t  i t  t h e y  a r e  d o i n g  

o k a y .  H e  a l s o  s a i d  t h a t  Apple  e x p r e s s e d  t h e  op in ic l - ,  t h a t  t h e  s t c c k  

o u g h t  t o  g e t  t o  $2  p r e t t y  s o o n .  The  o p i n i o n  was w i t h o u t  r e a s o n a b l e  b a s l s  
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REH a  r e t i r e d  o i l  company w o r k e r ,  i s  81 y e a r s  of  a g e .  Except  

f o r  t h e  p u r c h a s e  of  o i l  company s t o c k  from h i s  employer  and a pur-

c h a s e  of  P i g g l y  Wiggly s t o c k  a b o u t  1963 o r  1964 REH had no s e c u r i t i e s  

e x p e r i e c c e .  From J u n e  1965 t o  March 1967 REH engaged i n  28 t r a n s -  

a c t i o n s  w i t h  Apple t h e  o n l y  sa l e sman  w i t h  whom h e  t r a d e d .  Each of 

t h e  t r a n s a c t i o n s  was i n i t i a t e d  by t e l e p h o n e  c a l l s  f rom Apple i n  which 

h e  recommended t h e  s p e c i f i c  s e c u r i t i e s  i n v o l v e d .  On J u n e  1 8 ,  1965 

h e  recommended t h e  s a l e  o f  525 P i g g l y  Wiggly and t h e  purcha se o f  

a n o t h e r  s e c u r i t y  w i t h  t h e  p r o c e e d s .  Cn September 1 0 ,  1965 h e  recom-

mended t h e  p u r c h a s e  o f  1 , 0 0 0  s h a r e s  o f  S q u i r e  w i t h o u t  d i s c l o s i n g  t h e  

f  i n a n c i a  1 c o n d i t i o n  of  t h e  company. 

AD a r e t i r e d  g r o c e r  i s  68  y e a r s  o l d .  He f i r s t  i n v e s t e d  i n  

s e c u r i t i e s  th rough  C o s t e l l o  R u s s o t t o .  Apple f i r s t  t e l ephoned  AD i n  

1965. AD h a s  n e v e r  m e t  Apple .  H e  informed Apple a s  t o  t h e  

s e c u r i t i e s  h e  h e l d .  About f i v e  months l a t e r  h e  s t a r t e d  t o  d o  b u s i n e s s  

w i t h  Apple .  T h e r e a f t e r  on A p p l e ' s  recommendation h e  engaged i n  f i v e  

sets of t r a n s a c t i o n s  a l l  i n v o l v i n g  s e c u r i t i e s  i n  t h e s e  p roceed ings  

which h e  c h a r a c t e r i z e d  a s  "exchanging";  a l l  i n v o l v i n g  a b o u t  t h e  same 

amounts o f  money on b o t h  t h e  s e l l  and t h e  buy s i d e .  I n  Oc tobe r  1965 

h e  purchased  1 , 3 0 0  s h a r e s  of  P i g g l y  Wiggly b u t  was g i v e n  no i n f o r m a t i ~ n  

c o n c e r n i n g  t h e  f i n a n c i a l  c o n d i t i o n  o f  t h e  company e x c e p t  t h a t  P i g g l y  

Wiggly was r e o r g a n i z i n g  w i t h  new management. AD d i d  n o t  r e c e i v e  any  

i n f o r m a t i o n  c o n c e r n i n g  t h e  f i n a n c i a l  c o n d i t i o n  of  a n y  o f  t h e  companies 

whose s e c u r i t i e s  h e  pu rchased .  AD d i d  n o t  know what  a p r i n c i p a l  o r  

agency t r a n s a c t i o n  w a s  and Apple d i d  n o t  t e l l  him whe the r  a n y  o f  t h e  



t r a n s a c t i o n s  w e r e  on a p r i n c i p a l  o r  a g e n c y  b a s i s .  

JAG i s  s i n g l e ,  m i d d l e  a g e d ,  i s  p r i n c i p a l l y  r e l i a n t  upon h e r  

s a l a r y  a s  a  l a b o r a t o r y  t e c h n i c i a n  w i t h  a m i l k  company f o r  h e r  l i v e l i h o o d  

S h e  h a s  some s e c u r i t i e s .  I n  1 9 6 4  A p p l e  t e l e p h o n e d  t h a t  " h e  would b e  

h a n d l i n g "  h e r  i n  p l a c e  o f  a n o t h e r  s a l e s m a n .  She  had n o  r e c o l l e c t i o n  

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

ment  a i m s .  She had  6 1  t r a n s a c t i o n s  f r o m  J a n u a r y  1964  t o  March 1 9 6 7 ,  

i n c l u d i n g  32 t r a n s a c t i o n s  f r o m  J u l y  1 9 6 5  t o  March 1 9 6 7 ,  many i n v o l v i n g  

S q u i r e ,  C o n t r o l l e d  P r o d u c t s ,  P i g g l y  W i g g l y ,  I d e a l  B r u s h e s ,  a n d  

C a l i f o r n i a  G i r l .  On O c t o b e r  2 1 ,  1 9 6 5  s h e  made a  c o n c u r r e n t  s a l e  o f  

2 , 0 0 0  C o n t r o l l e d  P r o d u c t s  f o r  $ 2 , 9 9 8  a n d  p u r c h a s e d  1 , 8 0 0  P i g g l y  Wiggly  

f o r  $ 2 , 7 0 0 .  On S e p t e m b e r  30, 1 9 6 6  s h e  made a c o n c u r r e n t  s a l e  o f  

1 , 8 0 0  P i g g l y  Wiggly  s h a r e s  f o r  $ 2 , 2 5 0  a n d  p u r c h a s e d  1,100 I d e a l  

B r u s h e s  s h a r e s  f o r  $ 2 , 2 0 0 ,  The t r a n s a c t i o n s  w e r e  b a s e d  o n  r e c o m n ~ e n d a t i o n s  

b y  A p p l e  and  JAG made n o  i n q u i r y  c o n c e r n i n g  t n e  s t o c k  s h e  p u r c h a s e d  

a n d  d o e s n ' t  know w h a t  a p r i n c i p a l  t r a n s a c t i o n  i s .  

LC i s  a 5 7  y e a r  o l d  s e c r e t a r y  who h a s  b e e n  w i t h  t h e  same e m p l o y e r  

a p p r o x i m a t e l y  2 5  y e a r s .  She  f i r s t  b o u g h t  P i g g l y  W i g g l y  i n  1961  a f t e r  

s e e i n g  a n  a d v e r t i s e m e n t  f o r  t h e  s t o c k  p u t  o u t  by Samuel  B .  F r a n k l i n .  

I n  1 9 6 4 ,  A p p l e ,  whom s h e  h a s  n e v e r  m e t ,  t o o k  o v e r  h e r  a c c o u n t .  A p p l e  

n e v e r  i n q u i r e d  a s  t o  h e r  f i n a n c i a l  p o s i t i o n .  On A p p l e ' s  r ecommenda t ion  

s h e  engaged  i n  numerous  c o n c u r r e n t  t r a n s a c t i o n s  i n v o l v i n g  s a l e s  and  

u s e  of t h e  same f u n d s  f o r  p u r c h a s e s .  I n  March 1 9 6 5  s h e  p u r c h a s e d  i n  

o n e  of t h r e e  c o n c u r r e n t  t r a n s a c t i o n s  200  s h a r e s  o f  P i g g l y  W i g g l y .  On 

May 11, 1965  s h e  s o l d  3 7 5  P i g g l y  Wiggly  s h a r e s  a n d  p u r c h a s e d  a n o t h e r  

s e c u r i t y .  A l l  o f  h e r  t r a n s a c t i o n s  w e r e  made o n  A p p l e ' s  r e c o m m e n d a t i o n s .  



RKK i s  a 5 4  y e a r  o l d  h o u s e w i f e  f i n a n c i a l l y  dependen t  on h e r  

husband .  Apple  c a l l e d  h e r  i n  1964.  She h a s  n e v e r  met him. He t o l d  

h e r  t h a t  i f  s h e  "would t r u s t  him t h a t  h e  would make money" f o r  h e r  

b u t  h e  n e v e r  i n q u i r e d  c o n c e r r ~ i n g  h e r  f i n a n c i a l  p o s i t i o n .  She a l s o  

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

t o  buy o t h e r  s e c u r i t i e s .  She t o o k  A p p l e ' s  recommendation and a c c e p t e d  

" h i s  wordI1 w i t h  r e g a r d  t o  t r a n $ a c t i o n s  on which h e  was a d v i s i n g  h e r .  

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

d e p e n d e n t  upon h e r  employment a s  a  r e a l  e s t a t e  a g e n t  f o r  h e r  l i v e l i -

hood. Apple  whom s h e  h a s  n e v e r  met c a l l e d  h e r  i n  1965. I n  J u l y  1965 

s h e  pu rchased  400 P i g g l y  Wiggly s h a r e s  upon A p p l e ' s  recommendation 

w i t h  f u n d s  from a  c o n c u r r e n t  s a l e  o f  S q u i r e .  I n  G c t o b e r  1965 i n  two 

c o n c u r r e n t  t r a n s a c t i o n s  s h e  pu rchased  400 P i g g l y  Wiggly s h a r e s  w i t h  

f u n d s  from t h e  s a l e  o f  C o n t r o l l e d  P r o d u c t s .  Apple t o l d  h e r  P i g g l y  

Wiggly was a  I1good buyw1.  I n  March 1966 s h e  s o l d  t h e  8 0 0  s h a r e s  a f t e r  

c a l l i n g  Apple  b e c a u s e  s h e  needed money. Apple  t o l d  h e r  he  would t r y  

t o  g e t  t h e  b e s t  buy h e  c o u l d  f o r  h e r .  T h e r e a f t e r  t h e  r e g i s t r a n t  

bought  t h e  800 s h a r e s  f rom DLB a t  a  mark-down o f  9%. Apple  d i d  n o t  

d i s c u s s  P i g g l y l s  Wigg ly ' s  f i n a n c i a l  c o n d i t i o n  w i t h  h e r  n o r  d i d  h e  

a s k  h e r  a b o u t  h e r  f i n a n c i a l  c i r c u m s t a n c e s .  She d i d  n o t  know what  a 

p r i n c i p a l  t r a n s a c t i o n  was.  

GJC i s  a 6 7  y e a r  o l d  i n s u r a n c e  man. I n  J u l y  1965 Apple  whom 

h e  had n e v e r  m e t  t e l e p h o n e d  him and r e f e r r e d  to h i s  h o l d i n g s  i n  

P i g g l y  Wiggly s h a r e s .  Apple  s t a t e d  i n  s u b s t a n c e  t h a t  t h e r e  w a s  l i t t l e  



a c t i o n  i n  P i g g l y  Wiggly  s t o c k  a n d  t h a t  h e  c o u l d  g i v e  GJC $ 1 . 2 5  p e r  

s h a r e .  A p p l e  t o l d  h im t h a t  h e  had a b u y e r  t h a t  wanted  t o  p u r c h a s e  

some P i g g l y  Wiggly s t o c k .  A p p l e  d i d  n o t  d i s c u s s  w h e t h e r  r e g i s t r a n t  

was t a k i n g  t h e  s t o c k  a s  a  p r i n c i p a l .  I n  t h e  same t e l e p h o n e  c a l l  

A p p l e  c o n c u r r e n t l y  s o l d  h im a n o t h e r  s e c u r i t y  a s  p a r t  o f  t h e  same 

t r a n s a c t i o n  and  t h e  p r o c e e d s  o f  t h e  P i g g l y  Wiggly  s a l e  was used  i n  

p a r t i a l  payment  of t h e  p u r c h a s e  o f  t h e  o t h e r  s e c u r i t i e s .  A p p l e  

d i d  n o t  i n q u i r e  c o n c e r n i n g  G J C 1 s  f i n a n c i a l  o b j e c t i v e s  n c r  d i d  h e  

g i v e  him t h e  b i d  and  a s k  q u o t a t i o n s  o n  P i g g l y  W i g g l y .  

VFC i s  a  s e l f - e m p l o y e d  s u r v e y o r  w i t h  no e x p e r i e n c e  i n  t h e  

p u r c h a s e  o f  s e c u r i t i e s  p r i o r  t o  1 9 6 5  when h e  b o u g h t  s t o c k  f r o m  t h e  

r e g i s t r a n t .  VFC i n  O c t o b e r  1 9 6 5  s o l d  330  C o n t r o l l e d  P r o d u c t s  s h a r e s  

f o r  $ 4 4 9 . 8 4  a n d  b o u g h t  300 P i g g l y  W i g g l y  s h a r e s  f o r  $ 4 5 0 .  A p p l e  

t o l d  him t h a t  P i g g l y  Wiggly  was "a good s t o c k  t o  buy  . I 1  VFC t o l d  

A p p l e  h e  d i d  n o t  h a v e  a n y  e x t r a  Itmoney". A p p l e  t h e n  s u g g e s t e d  t h e  

s a l e  o f  Cont ro l ledProduc ts  b e c a u s e  F i g g l y  Wiggly  was "a b e t t e r  d e a l  

t h a n  C o n t r o l l e d  P r o d u c t s  . ' lApple d i d  n o t  d i s c u s s  t h e  f i n a n c i a l  con-

d i t i o n  o f  P i g g l y  Wiggly  a n d  b o t h  t h e  p u r c h a s e  and s a l e  w e r e  

recommended by A p p l e .  VFC d o e s  n o t  know what  a p r i n c i p a  1 t r a n s a c t i o n  i s .  

SPS owns a d e l i c a t e s s e n  and  i s  5 1  y e a r s  o l d .  H e  had been  

a c l i e n t  w i t h  C o s t e l l o  R u s s o t t o  and  had  b o u g h t  200  s h a r e s  o f  T a b a c h .  

I n  1965  o r  1966 h e  r e c e i v e d  a t e l e p h o n e  c a l l  f r o m  A p p l e  whom h e  

h a s  n e v e r  m e t .  On A p p l e ' s  r ecommenda t ion  h e  s o l d  h i s  T a b a c h  s h a r e s .  

A t  t h a t  t i m e  A p p l e  recommended t h a t  h e  buy CFM. A f t e r  A p p l e  t o l d  

him o f  a p o s s i b l e  m e r g e r  b e t w e e n  CFM a n d  Boys M a r k e t  h e  " l e t  A p p l e  
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u s e  t h e  $500 " rea l i zed  from t h e  s a l e  of  Tabach t o  buy 400 s h a r e s  o f  

CFM f o r  $500. His  unders tand ing  of  a p r i n c i p a l  t r a n s a c t i o n  i s  t h a t  

i t  i s  "a t r a n s a c t i o n  where a person buy a s e c u r i t y  from a b r o k e r  on 

h i s  own i n i t i a t i v e  and n c t  recommended. " 

FAB i s  a middle  aged r e g i s t e r e d  n u r s e  65 y e a r s  o f  a g e .  She 

r e c e i v e d  a  t e l ephone  cn 11 from Apple whom s h e  had n e v e r  i:.et . She 

purchased on A p p l e ' s  recomwenda t i o n  I d e a l  Brushes  on t h r e e  s e p a r a t e  

o c c a s i o n s :  400 s h a r e s  on J u l y  1 9 ,  1965,  150 s h a r e s  on August 1965 

and 550 s h a r e s  on August 18,  1965. Apple claimed t h a t  he  t o l d  FAB 

t h a t  I d e a l  Brushes  was a s p e c u l a t i o n ,  t h a t  "we were making a market" 

i n  t h e  s t o c k  and gave h e r  t h e  "bid and a s k 1 ' .  In  connec t ion  wi th  

t h e  August 1965 t r a n s a c t i o n  FAB used t h e  funds  from t h e  s a l e  of H i t c o  

t o  purchase  I d e a l  Brushes  pursuan t  t o  A p p l e ' s  recommendation. I n  

Oc tober  1965 pursuan t  t o  A p p l e ' s  recommendation s h e  s o l d  300 s h a r e s  

o f  C o n t r o l l e d  P r o d u c t s  and bought 200 a d d i t i o n a l  s h a r e s  of  I d e a l  

Brushes  a l s o  pursuan t  t o  A p p l e ' s  recommendation. The two s e t s  of  

c o n c u r r e n t  t r a n s a c t i o n s  invo lved  l i k e  amounts of  money. Apple d i d  

n o t  i n q u i r e  concern ing  h e r  f i n a n c i a l  c o n d i t i o n  o r  h e r  inves tment  

o b j e c t i v e s .  

MM i s  a 48 y e a r  o l d  widow wi th  two dependent  c h i l d r e n .  She 

had i n v e s t e d  approxima t e l y  $15,000 i n  s t o c k s  which s h e  had bought 

f o r  t ' long term" and f o r  t h e  " i n t e r e s t  and d i v i d e n d s  o f f  o f  them". 

Apple had s o l d  h e r  some P i g g l y  Wiggly bonds i n  a b o u t  196C o r  1961. 

He con t inued  t o  c a l l  h e r  o c c a s i o n a l l y  t h e r e a f t e r .  I n  Gecember 1966 

Apple te lephoned h e r  and t o l d  h e r  t h a t  h e  had something f i n e  and 
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a s k e d  h e r  i f  s h e  would b e  i n t e r e s t e d  i n  b u y i n g  some more  P i g g l y  

Wiggly  s t o c k .  H e  s a i d  " T h e r e  was  s o m e t h i n g  a b o u t  t o  h a p p e n .  H e  

c o u l d n ' t  t e l l  m e  w h a t  i t  w a s ,  b u t  i f  I had e x t r a  money t o  i n v e s t ,  

i t  would  b e  w i s e  t o  i n v e s t  i t  t h e n ,  which  I d i d  a n d  b o u g h t  3 0 0  s h a r e s . "  

MM a s k e d  him s p e c i f i c a l l y  w h a t  was g o i n g  o n  b u t  A p p l e  t o l d  h e r  

t h a t  l l .  . . h e  c o u l d  n o t  t e l l  m e  a t  t h a t  t i m e  b u t  h e  would l e t  m e  

know l a t e r  o n . "  Based  upon  t h e s e  r e p r e s e n t a t i o n s  s h e  b o u g h t  300  

s h a r e s  o f  CFM. A p p l e  g a v e  h e r  no  i n f o r m a t i o n  c o n c e r n i n g  CFM1s 

f i n a n c i a l  c o n d i t i o n  a n d  s h e  d i d  n o t  know w h a t  i t  w a s .  

RL i s  a r e t i r e d  s c h o o l  l i b r a r i a n  8 6  y e a r s  o f  a g e  who r e l i e d  

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

c a l l s  f r o m  A p p l e  b u t  d o e s  n o t  r e c a l l  w h e t h e r  h e  i n q u i r e d  c o n c e r n i n g  

h e r  i n v e s t m e n t  a i m s  o r  w h e t h e r  s h e  was  d e s i r o u s  o f  i n c o m e  n o t  

s p e c u l a t i o n .  A p p l e  t e l e p h o n e d  h e r  a n d  t o l d  h e r  t h a t  C o n t r o l l e d  

P r o d u c t s  h a d n ' t  d o n e  much a n d  p e r h a p s  i t  was a  good t i m e  t o  g e t  

s o m e t h i n g  d i f f e r e n t  w h i c h  would b e  b e t t e r .  RL t o l d  A p p l e  t h a t  s h e  

was w i l l i n g  t o  t a k e  h i s  judgment  on  t h a t  and  i n  F e b r u a r y  1 9 6 6  s h e  

s o l d  200 s h a r e s  o f  C o n t r o l l e d  P r o d u c t s  f o r  $400 a n d  c o n c u r r e n t l y  

b o u g h t  1 5 0  I d e a l  B r u s h e s  f o r  $375.  A c c o r d i n g  t o  A p p l e  h e  g a v e  RL 

t h e  b i d  a n d  a s k e d  q u o t a t i o n s  a n d  i n d i c a t e d  t h a t  "we w e r e  making  a  

m a r k e t . "  H e  a l s o  t o l d  h e r  t h a t  I d e a l  B r u s h e s  was a n  " i n t e r e s t i n g  

s p e c u l a  t i o n "  . 

WFN i s  a 7 3  y e a r  o l d  s e m i - r e t i r e d  man employed by a m i l k  company 

f o r  4 0  y e a r s  w h i c h  u s e  h i s  s e r v i c e s  f r o m  t i m e  t o  t i m e .  I n  1965  h e  

r e c e i v e d  a c a l l  f r o m  A p p l e  who t o l d  h im t h a t  C o s t e l l o  R u s s o t t o  had  
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gone o u t  of b u s i n e s s ,  t h a t  F r a n k l i n  had taken o v e r  t h e i r  b u s i n e s s  

and Apple had h i s  name from t h a t  s o u r c e .  

Apple d i d  n o t  i n q u i r e  concerning WEX I s  f i n a n c i a l  c o n d i t i c n  

n o r  h i s  inves tment  o b j e c t i v e s  b u t  WEN t o l d  Apple t h a t  he  was " too  

o l d  t o  worry abou t  c a p i t a l  g a i n s "  and wanted income s t o c k s .  On 

August 3 ,  1965 on A p p l e ' s  recommendation WEN s o l d  s t o c k  o f  C a l i f o r n i a  

G i r l  and White L i g h t i n g ,  s e c u r i t i e s  which he he ld  and w i t h  t h e  

p roceeds  h e  bought 400 s h a r e s  of  San t a  Ani ta  . On August 25,  1965 

on A p p l e ' s  recommendation WFh s o l d  900 s h a r e s  of I d e a l  Brushes  and 

bought 6  s h a r e s  of  Santa  A n i t a .  On O c t o b e r  7 ,  1965 on Apple ' s  

recommendation WEN s o l d  4  s h a r e s  of Santa  A n i t a ,  and bought 1 ,000  

CM s h a r e s .  The CFM purchase  amounted t o  $1,375 and t h e  amount 

r e c e i v e d  from Santa  Ani ta  s h a r e s  was $1,359.  I n  t h i s  connec t ion  

Apple t o l d  WEK t h a t  CE?l . . was a wonderful  buy . . . ." I t  may' I .  

be po in ted  o u t  t h a t  t h i s  cus tomer  was g e t t i n g  d i v i d e n d s  from t h e  

Santa  Ani ta  s t o c k  b u t  d i d  n o t  g e t  any from CFM. Apple d i d  n o t  t e l l  

WFN a n y t h i n g  concern ing  t h e  f i n a n c i a l  c o n d i t i o n  o f  Cl?M n o r  d i d  h e  

t e l l  WEN whether  t h e  company was making o r  l o s i n g  money o r  whether  

t h e r e  was a d e f i c i t .  On October  19 ,  1965 WFN pursuan t  t o  Apple ' s  

recommendation purchased 500 s h a r e s  of  P i g g l y  Wiggly f o r  $750. 

P r i o r  t o  t h e  purchase  i t  was W E N ' S  r e c o l l e c t i o n  t h a t  Apple t o l d  him 

t h a t  P i g g l y  Wiggly had purchased Park  View Drugs and t h a t  would 

make t h e  company t h a t  much b e t t e r .  WEN had never  made a  s t u d y  of 

t h e s e  s e c u r i t i e s  and when asked what a p r i n c i p a l  t r a n s a c t i o n  was he 

r e p l i e d  t h a t  he d i d  n o t  know e x c e p t  t h a t  he  thought  he  was a p r i n c i p a l .  
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EM0 i s  a 64  y e a r  o l d  widow employed a s  a  s u b s t i t u t e  c a f e t e r i a  

worke r  i n  t h e  Los Ange le s  s c h o o l s  who r e l i e d  on s o c i a l  s e c u r i t y  and 

h e r  e a r n i n g s  f o r  h e r  l i v e l i h o o d .  EM0 had purchased  CFM (PW) 

s h a r e s  t h rough  F r a n k l i n  i n  1955.  I n  1965 s h e  r e c e i v e d  a t e l e p h o n e  

c a l l  from Apple whom s h e  d i d  n o t  know and d i d n ' t  meet u n t i l  1967.  

H e  d i d n ' t  a s k  h e r  a n y  q u e s t i o n s  c o n c e r n i n g  h e r  f i n a n c i a l  c o n d i t i o n  

o r  i n v e s t m e n t  a ims  b u t  a sked  whe the r  s h e  would be  i n t e r e s t e d  i n  

buying  s t o c k .  I n  J u l y  1965 s h e  t o l d  Apple  s h e  was d i s s a t i s f i e d  

w i t h  CFM s t o c k  b e c a u s e  i t  had n o t  pa id  a d i v i d e n d  and on h i s  s u g g e s t i o n  

s h e  used  t h e  p roceeds  from t h e  s a l e  o f  such  s t o c k  t o  buy one  s h a r e  

of  Hollywood T u r f .  A f t e r  S a n t a  A n i t a  s p l i t  i t s  s t o c k , o n  A p p l e ' s  

recommendation, s h e  s o l d  such  s t o c k  and  used  t h e  p r o c e e d s  t o  buy 

200 s h a r e s  o f  I d e a l  Z r u s h e s .  Apple  t e s t i f i e d  t h a t  h e  f u r n i s h e d  t h e  

b i d  and  a sked  p r i c e s  o f  I d e a l  S r u s h e s  and  t o l d  h e r  t h a t  F r a n k l i n  was 

making a  market  i n  t h e  s t o c k .  

EEN a 49 y e a r  o l d  m a r r i e d  woman r e c e i v e d  a  t e l e p h o n e  c a l l  

from Apple i n  1965.  She had n e v e r  m e t  h im.  She a d v i s e d  Apple  t h a t  

h e r  o b j e c t i v e  was t o  make a  l a r g e r  p r o f i t  t h a n  s h e  would i n  a s a v i n g s  

and loan  a c c o u n t .  I n  J u l y  1965 i n  two c o n c u r r e n t  t r a n s a c t i o n s  on  
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A p p l e ' s  recommendat ion  s h e  s o l d  620  s h a r e s  o f  S q u i r e  f o r  $774 .68  

and bought  400  s h a r e s  o f  I d e a l  B r u s h e s  f o r  $800 .00  Apple  d i d  n o t  

d i s c u s s  t h e  f i n a n c i a l  c o n d i t i o n  of i d e a l  b r u s h e s .  i n  Augus t  1965  

s h e  p u r c h a s e d  600 a d d i t i o n a l  s h a r e s  o f  I d e a l  B r u s h e s  a l s o  w i t h o u t  

a n y  i n f o r m a t i o n  c o n c e r n i n g  t h e  company I s  f i n a n c i a l  c o n d i t i o n .  

I n  F e b r u a r y  1966 App le  c a l l e d  ASW a  l a w y e r  engaged  i n  t h e  

o f f i c e  machine  b u s i n e s s  and recommended t h e  p u r c h a s e  o f  S q u i r e  s h a r e s .  

When ASW t o l d  Apple  t h a t  h e  d i d n ' t  want  t o  i n v e s t  a n y  more money 

App le  s u g g e s t e d  h e  s e l l  C o n t r o l l e d  P r o d u c t s  i n  o r d e r  t o  o b t a i n  

t h e  f u n d s  t o  p u r c h a s e  t h e  s h a r e s  o f  S q u i r e .  H e  a d v i s e d  ASW t h a t  

" S q u i r e  would move b e t t e r  t h a n  C o n t r o l l e d  P r o d u c t s  and t h a t  S q u i r e  

was a "growing  company" and i t  had  a " r e a l  f u t u r e " .  A t  t h e  t i m e  

o f  t h i s  recommendat ion  S q u i r e  was p r a c t i c a l l y  d e f u n c t  and  c e a s e a  a u s l n e s s  

e n t i r e l y  i n  t h e  f o l l o w i n g  month .  H e  d i d  n o t  d i s c u s s  w i t h  ASW 

S q u i r e ' s  f i n a n c i a l  c o n d i t i o n  and d e f i c i t s .  ASW knew l i t t l e  a b o u t  s e c u r i t i e s  

d i d  n o t  know wha t  a  p r i n c i p a l  o r  agency  t r a n s a c t i o n  was ,  and  t e s t i f i e d  

t h a t  f i n a n c i a l  r e p o r t s  would h a v e  been  "mean ing l e s s "  t o  him.  

.TA i s  a n  u n m a r r i e d  woman 57  y e a r s  o f  a g e  engaged  i n  r e t a i l i n g  

g i r l s '  c l o t h i n g .  She o r i g i n a l l y  b o u g h t  s t o c k  t h r o u g h  C o s t e l l o  R u s s o t t o ,  

I n  O c t o b e r  1965  s h e  r e c e i v e d  a t e l e p h o n e  c a l l  f rom App le .  A p p l e  c a l l e d  

h e r  t h e r e a f t e r  w i t h  r e s p e c t  t o  p u r c h a s e s  and s a l e s .  She t o l d  App le  

s h e  w o u l d n ' t  i n v e s t  a n y  more money i n  t h e  m a r k e t  b u t  would buy and 

s e l l  o n l y  w i t h  t h e  money s h e  had a l r e a d y  i n v e s t e d .  JA engaged  i n  1 4  

t r a n s a c t i o n s  f r o m  O c t o b e r  1965  t o  J u l y  1966 p r i n c i p a l l y  i n  c o n c u r r e n t  

buys  and s a l e s  whe re  t h e  s a l e  p r o c e e d s  were used  t o  e f f e c t  t h e  p u r c h a s e s .  
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Apple  d i d  n o t  d i s c u s s  o r  d i s c l o s e  t h e  f i n a n c i a l  c o n d i t i o n  o f  a n y  o f .  

t h e  f i r m s  whose s e c u r i t i e s  were i n v o l v e d .  JA d o e s  n o t  know t h e  

d i f f e r e n c e  between a p r i n c i p a l  o r  agency  t r a n s a c t i o n .  

I n  a d d i t i o n  t o  t h e  t e s t i m o n y  o f  w i t n e s s e s  who t r a n s a c t e d  

b u s i n e s s  w i t h  t h e  r e s p o n d e n t  sa l e smen ,  s i x  w i t n e s s e s  t e s t i f i e d  t o  

t r a n s a c t i o n s  w i t h  t h r e e  r e g i s t e r e d  r e p r e s e n t a t i v e s  f o r m e r l y  employed 

by t h e  r e g i s t r a n t .  

RLF a  74  y e a r  o l d  widow t r a n s a c t e d  b u s i n e s s  w i t h  RJF and 
39-

a  r e g i st e r e d  r e p r e s e n t a t i v e  named Fle ischman . I n  1959 a f r i e i d . .  

recommended t h a t  RLF see RJF and s u b s e q u e n t l y  s h e  purchased th rough  

RJF a  P i g g l y  Wiggly d e b e n t u r e .  I n  September ,  1966 s h e  r e c e i v e d  a 

t e l e p h o n e  c a l l  f rom Fle ischman who was t h e n  employed by t h e  r e g i s t r a n t .  

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

i nves tmen t  o b j e c t i v e s .  She had purchased th rough  Fle ischman some 

s h a r e s  of  Chemical  M i l l i n g  I n t e r n a t i o n a l .  F le ischman t o l d  RLF t o  

se l l  h e r  Chemica 1 M i l  l i n g  I n t e r n a t i o n a  1 s h a r e s  and buy CEM s h a r e s  

b e c a u s e  CE'M was "going t o  p u t  on a b i g  a d v e r t i s i n g  campaign soon . . . 

and I t t h e  s t o c k  was g o i n g  t o  go  u p  t o  $2% . . . . I1 Fle ischman d i d  

n o t  d i s c u s s  CE'M1s f i n a n c i a l  c o n d i t i o n .  RLF "did what  h e  s a i d ' '  and 

i n  c o n c u r r e n t  t r a n s a c t i o n s  s o l d  200 Chemical  M i l l i n g  I n t e r n a t i o n a l  

s h a r e s  . f o r  $250 and bought 200 CE'M s h a r e s  (31%f o r  a t o t a l  o f  $300. 

-3 9 /  Fle ischman was found by t h e  NASD i n  1962 t o  h a v e  engaged i n  
u n f a i r  p r a c t i c e s  i n  t h e  c h u r n i n g  o f  a n  a c c o u n t  w h i l e  i n  F r a n k l i n ' s  
employ i n  1959-60.  I n  1960 h e  became a  p a r t n e r  i n  Cen tu ry  
S e c u r i t i e s  Company and r e t u r n e d  t o  t h e  employ o f  r e g i s t r a n t  i n  
l a t e  1965 o r  e a r l y  1966 a f t e r  Cen tu ry  ceased  d o i n g  b u s i n e s s .  On 
J u l y  14,  1967,  t h e  Commission b a r r e d  Fle ischman f rom a s s o c i a t i o n  
w i t h  a n y  b r o k e r  o r  d e a l e r  by r e a s o n  o f  m u l t i p l e  a c t s  o f  f r a u d  
found i n  t h e  Cen tu ry  c a s e .  



-- 

4 0 1  

The  s a l e  p r o c e e d s  w e r e  a p p l i e d  t o  t h e  p u r c h a s e  c o s t  

GGL a  r e a l  e s t a t e  s a l e s l a d y  70  y e a r s  o f  a g e  r e l i e d  on h e r  

e a r n i n g s  i n  s e l l i n g  r e a l  e s t a t e ,  s o c i a l  s e c u r i t y  and  income f r o m  

some s t o c k s  f o r  h e r  l i v e l i h o o d .  She  d i d  b u s i n e s s  w i t h  .James L.ogan 

& Co. and a f t e r  i t  was p u t  o u t  o f  b u s i n e s s  s h e  r e c e i v e d  a c a l l  f rom 

F r a n k  C o l t o n  t h e n  w i t h  F r a n k l i n  a n d  s h e  d i d  some b u s i n e s s  w i t h  h i m ,  

I n  1966  s h e  d i d  b u s i n e s s  w i t h  A l l a n  Adams a r e g i s t e r e d  r e p r e s e n t a -

t i v e  t h e n  employed by t h e  r e g i s t r a n t .  She  had d o n e  b u s i n e s s  w i t h  

Adams when h e  was a s s o c i a t e d  w i t h  C o s t e l l o  R u s s o t t o .  Adams c a l l e d  

t h i s  w i t n e s s  many t i m e s  s e e k i n g  t o  s e l l  h e r  s e c u r i t i e s .  I n  A u g u s t  

1966 a t  Adams s u g g e s t i o n  s h e  s o l d  S u n s e t  I n d u s t r i e s  a n d  b o u g h t  CFM 

s h a r e s .  S h e  c o n c u r r e n t l y  s o l d  200  S u n s e t  I n d u s t r i e s  f o r  $630  a n d  

p u r c h a s e d  500  CFM f o r  $687 .50  a p p l y i n g  t h e  s a l e  p r o c e e d s  t o  t h e  

p u r c h a s e  c o s t .  

I n  J u n e  1 9 6 6 ,  Adams t e l e p h o n e d  MLM whom h e  had  n e v e r  m e t .  

MLM i s  a l a w y e r  who h a d  b e e n  i n  p r a c t i c e  1 5  y e a r s .  H e  owned 1 0 0  

s h a r e s  o f  P a t h e  s t o c k .  Adams recommended t h a t  MLM se l l  t h e  P a t h e  

s t o c k  and  a p p l y  t h e  money r e c e i v e d  t o  t h e  p u r c h a s e  o f  CFM. Adams 

t o l d  t h e  w i t n e s s  " t h a t  t h e  Government  had  o r d e r e d  V o n l s  a n d  S h o p p i n g  

Bag M a r k e t s  s p l i t ,  a n d  t h a t  t h e r e  was a good p o s s i b i l i t y  t h a t  

C o n t i n e n t a l  M a r k e t s - - h e  m e n t i o n e d  a M r .  G o l d s t e i n  - - would b e  a b l e  

t o  p i c k  u p  S h o p p i n g  Bag and t h i s  would b e  a  r e a s o n  why C o n t i n e n t a l  

M a r k e t s  would b e  a  d e s i r a b l e  i n v e s t m e n t  a t  t h a t  t i m e . "  

--4 0 /  C o l t o n  became F l e i s c h m a n  Is p a r t n e r  i n  C e n t u r y  S e c u r i t i e s  Company 
i n  1960  and  was b a r r e d  f r o m  b r o k e r - d e a l e r  a s s o c i a t i o n  on 
f i n d i n g s  o f  m u l t i p l e  f r a u d  i n  t h e  C e n t u r y  r e v o c a t i o n  p r o c e e d i n g .  
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He t o l d  M L M  t h a t  t h e  s t o c k  was b e i n g  o f f e r e d  i n  a  v e r y  l i m i t e d  

amount, and "1 r e c a l l  t h a t  i t  was some s t o c k ,  e i t h e r  M r .  G o l d s t e i n  

p e r s o n a l l y  h e l d  o r  t h a t  was c o r p o r a t i o n  s t o c k ,  n o t  i n  t h e  hands of  

any o t h e r  s h a r e h o l d e r  who was n o t  p a r t  of  t h e  management of  

C o n t i n e n t a l ." 

Fol lowing t h e s e  f a l s e  and m i s l e a d i n g  r e p r e s e n t a t i o n s  MLM 

s o l d  h i s  P a t h e  s t o c k  and a p p l i e d  t h e  p roceeds  of  $205.25 t o  t h e  

purchase  of  500 s h a r e s  of  CF'M and paid  a b a l a n c e  of $482.25. Adams 

n e v e r  adv i sed  MLM concern ing  t h e  f i n a n c i a l  o r  o p e r a t i n g  c o n d i t i o n  

of CF'M. 

KW was f i r s t  c o n t a c t e d  by Adams i n  1965 when t h e  l a t t e r  was 

w i t h  C o s t e l l o  R u s s o t t o  & Co. I n  September 1966 Adams then  w i t h  

r e g i s t r a n t  recommended t h a t  KW buy 1 ,000  s h a r e s  of CFM because  t h e  

p r i c e  was o n l y  $ I%.  S i n c e  KW d i d  n o t  have $1,500, a t  Adams' 

s u g g e s t i o n  h e  s o l d  200 s h a r e s  o f  S u n s e t  I n d u s t r i e s  and used t h e  

proceeds  from t h a t  s a l e  and added $900 t o  cover  t h e  c o s t  o f  CFM 

s t o c k .  Adams d i d  n o t  d i s c u s s  C F M ' s  f i n a n c i a l  c o n d i t i o n .  KW d i d  n o t  

know what a p r i n c i p a l  t r a n s a c t i o n  was. 

DPS of  middle  a g e  owns a  r e s t a u r a n t .  James B r i d d l e ,  a 

r e g i s t e r e d  r e p r e s e n t a t i v e  of  F r a n k l i n  was "a r e g u l a r  customer a t  t h e  

ba r" .  On B r i d d l e ' s  recommendation DPS purchased 400 CFM s h a r e s  i n  

J u l y  1965 a f t e r  B r i d d l e  had t o l d  him "one of  t h e  b i g  f i r m s  and I 

f o r g e t  which one expected t o  buy t h i s  P i g g l y  Wiggly o u t . "  B r i d d l e  

d i d  not  d i s c l o s e  P i g g l y  Wiggly 's  f i n a n c i a l  c o n d i t i o n  o r  whether  i t  
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was making o r  l o s i n g  money. T h e  t e s t i m o n y  o f  t h e  i n v e s t o r  w i t n e s s e s  

c o n c e r n i n g  t h e i r  t r a n s a c t i o n s  w i t h  F l e i s c h m a n ,  Adams a n d  B r i d d l e  w e r e  

n o t  c o n t r a d i c t e d  a n d  i s  c r e d i t e d .  

LN i s  62 y e a r s  o l d  and  i s  i n  t h e  r e t a i l  g r o c e r y  b u s i n e s s .  

I n  1966  h e  r e c e i v e d  a t e l e p h o n e  c a l l  f r o m  Adams who was t h e n  a r e g i s -

t e r e d  r e p r e s e n t a t i v e  employed b y  F r a n k l i n  LN h a s  n e v e r  m e t  Adams. 

Adams t e l e p h o n e d  and  "recommended t o  m e  [LN]  t h a t  I buy CFM s h a r e s . "  

Adams made no i n q u i r y  c o n c e r n i n g  L N 1 s  f i n a n c i a l  p o s i t i o n  o r  o b j e c t i v e s  

Adams n e v e r  a d v i s e d  LN o f  t h e  f i n a n c i a l  c o n d i t i o n  o f  t h e  c o m p a n i e s  

whose s t o c k  h e  was  o f f e r i n g .  LN " j u s t  t o o k  h i s  dams'] word f o r  i t . I 1  

I n  J u n e  1966 Adams c a l l e d  LN a n d  t o l d  him o f  a p o s s i b l e  m e r g e r  o f  

CFbi w i t h  a n  e a s t e r n  f i r m  and t h a t  t h e  s t o c k  would " s u b s t a n t i a l l y  i n c r e a s e "  

i f  a m e r g e r  t o o k  p l a c e .  H e  a l s o  t o l d  LN t h a t  " t h e y  [CFM] a r e  g o i n g  

good" b u t  made no  d i s c l o s u r e  o f  CFM1s f i n a n c i a l  c o n d i t i o n .  I n  

March 1967  Adams t e l e p h o n e d  LN a n d  t o l d  him t h a t  C a l i f o r n i a  G i r l  had  

a few s h a r e s  a n d  t h e r e  was "a c h a n c e  t o  d o u b l e  my money w i t h i n  a s h o r t  

p e r i o d 1 !  b u t  d i d  n o t  a d v i s e  LN c o n c e r n i n g  t h e  c o m p a n y ' s  f i n a n c i a l  

c o n d i t i o n .  

The  r e s p o n d e n t s  c o n t e n d e d  i n  c o n n e c t i o n  w i t h  t h e i r  d i s c u s s i o n  

o f  t h e  t e s t i m o n y  r e l a t i n g  t o  J a c k  A p p l e  s t a t e d  t h a t  " T h e r e  n o t  o n l y  i s  n o t  

s u b s t a n t i a l  e v i d e n c e  t o  s u p p o r t  t h e  D i v i s i o n ' s  c o n t e n t i o n s ,  t h e r e  i s  

-n o  e v i d e n c e  t o  s u p p o r t  t h e s e  con t e n t i o n s  . l 1  ( U n d e r s c o r i n g  by r e s p o n d e n t s  ) . 

I n  s u b s t a n c e ,  t h e y  make t h e  same c o n t e n t i o n s  w i t h  r e g a r d  t o  t h e  o t h e r  

r e s p o n d e n t s .  



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

f a l s e  and  m i s l e a d i n g  r e p r e s e n t a t i o n s  made t o  them by r e sponden t  

s a l e s m e n .  On t h e  o t h e r  hand t h e  r e g i s t e r e d  r e p r e s e n t a t i v e s  i n  many 

i n s t a n c e s  d i r e c t l y  c o n t r a d i c t e d  t h e  t e s t i m o n y  of i n v e s t o r  w i t n e s s e s  

o r  g a v e  t e s t i m o n y  which was o t h e r w i s e  i n c o n s i s t e n t  w i t h  t h e  t e s t i m o n y  

o f  i n v e s t o r  w i t n e s s e s .  I n  t h e i r  proposed  f i n d i n g s  and b r i e f  and i n  

t h e  o r a  1  a rgument  made t o  t h e  H e a r i n g  Examiner f o l l o w i n g  t h e  c o n c l u s i o n  

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

o f  c e r t a i n  i n v e s t o r  w i t n e s s e s .  F u r t h e r ,  t h e  t e s t imony  o f  s i x  

w i t n e s s e s  who had been  s o l d  s e c u r i t i e s  by t h r e e  sa lesmen f o r m e r l y  

employed by r e g i s t r a n t  i n c l u d e s  numerous f a l s e  and m i s l e a d i n g  s tate-

ments  made by such  sa lesmen and such  t e s t i m o n y  i s  u n c o n t r a d i c t e d  and 

i s  c r e d i t e d .  

I t  shou ld  a l s o  be  obse rved  t h a t  t h e  D i v i s i o n  contended t h a t  

i n  s e l l i n g  CFM, Landsve rk ,  and  S q u i r e  t h e  r e g i s t r a n t  and t h e  r e sponden t  

s a l e smen , among o t h e r  r e p r e s e n t a t i o n s ,  made m i s l e a d i n g  r e p r e s e n t a t i o n s  

i n  t h a t  i n  recommending t h e  p u r c h a s e  o f  t h e s e  s e c u r i t i e s  t h e  s a l e s -  

men o m i t t e d  t o  t e l l  i n v e s t o r s  o f  t h e  u n f a v o r a b l e  m a t e r i a l  f i n a n c i a  1 

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

judgment whe the r  o r  n o t  t o  buy such  s t o c k .  While t h e  r e sponde i i t s  on  

t h e  o t h e r  hand c l a i m  t o  have  f u r n i s h e d  a d e q u a t e  i n f o r m a t i o n  t o  i n v e s t o r s  

c o n c e r n i n g  t h e s e  companies n e a r l y  a l l  i n v e s t o r  w i t n e s s e s  t e s t i f i e d  

t h a t  l i t t l e  o r  no s p e c i f i c  i n f o r m a t i o n  w a s  g i v e n  them by r e sponden t  

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

t o  t h e s e  companies .  F u r t h e r ,  t h e  r e s p o n d e n t s  a t t e m p t e d  t o  e x p l a i n  
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away t h e s e  m a t e r i a l  o m i s s i o n s  by c l a i m i n g  t h a t  t h e y  t o l d  t 1 i t . i  r 

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

b e l n g  o f f e r e d  s p e c u l a t i v e  s e c u r i t i e s  a n d  by e m p h a s i z i n g  t h e  a 1 l e g e d  

d e s 1 r e  o f  t l i e  i n v e s t o r s  t o  buy l o w - p r i c e d  s p e c u l a t i v e  s e c u r i  t ie s a n d  by 

p o i n t i n g  t o  t h e  f a c t  t h a t  some o f  them r e c e i v e d  l i t e r a t r ~ l - t .  i n c l u d i n g  

f i n a n c i a l  s t a t e m e n t s  f r o m  CFM o r  had r e c e i v e d  N o r t h ' s  N e w s l e t t e r .  

Not  o n l y  was t h e  a d e q u a c y  o f  t l i e  a l l e g e d  r e p r e s e n t a t i o n s  made by 

t h e  s a l e s m e n  c o n c e r n i n g  t h e  f i n a n c i a 1 c o n d i t i o n  o f  t h e s e  c o m p a n i e s  

a n  i s s u e ,  b u t  i n  a s u b s t a n t i a l  number  o f  i n s t a n c e s  n c r e d i b i l i t y  

i s s u e  a r o s e  a s  t o  w h e t h e r  e v e n  t h e s e  i n a d e q u a t e  r e p r e s e n t a t i o n s  

w e r e  made a t  a l l .  C o n t r a r y  t o  r e s p n n d r n t s '  c o n t e n t i o n s  t h e  t e s t i n o n y  

p r e s e n t e d  i n  t h i s  proceeding r a i s e d  ~ m p o r t a n t  c r e d i b i l i t y  q u e s t i o n s  

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

r e q u i r e d  r e s o l u t i o n .  F u r t h e r m o r e ,  i n  c o n n e c t i o n  w i t h  t l i e  q u e s t i o n  of 

e x c e s s  i\7e m a r k - u p s  and  mark-downs t h e  t e s t iniony o f  t h e  r e g i s t e r e d  

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

a s  t o  t h e  b i d  a n d  a s k e d  p r i c e s  a n d  t h e i r  r e p r e s e n t a t i o n s  a s  t o  t h e  

m a r k e t  i n  t h e  s e c u r i t i e s  a t  i s s u e  h e r e  w e r e ,  e v e n  i f  n o t  s o  i n t e n d e d ,  

suppol - t  l v e  nf t l i e  D i v l  s i o n  ' s  p o s i t  i o n  t h a t  s u c h  r e g i s t e r e d  r e p r e s e n t a t i v e s  

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

i m p l i e d  t h e  e x i s t e n c e  o f  a f r e e  o p e n  a n d  c o m p e t i t i v e  m a r k e t  and  q u o t e d  

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

m a r k e t  d i d  n o t  e x i s t .  The  m a r k e t  was n o t  a f r e e ,  o p e n ,  a n d  c o m p e t i t i v e  o n e  

b u t  was e i t h e r  a  s o l e  m a r k e t  or o n e  d o m i n a t e d  by t h e  r e g i s t r a n t .  And 

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



I 

The r e s p o n d e n t s ,  among o t h e r  t h i n g s ,  p o i n t e d  t o  minor  incon-  

s i s t e n c i e s  i n  t h e  t e s t i m o n y  o f  some o f  t h e  w i t n e s s e s  and emphasized 

t h a t  some o f  t h e  w i t n e s s e s  were, i n  t h e  l anguage  o f  t h e  r e s p o n d e n t s ,  

w i l l i n g  t o  engage  i n  " i n t e r e s t i n g  speculation^^^ i n  t h e  hope of  making q u i c k  

p r o f i t s l u t  this d o e s  n o t  j u s t i f y  t h e  making of  m i s l e a d i n g  r e p r e s e n t a -

t i o n s  t o  them by t h e  r e s p o n d e n t s .  It a f f o r d s  them no l i c e n s e  t o  engage 

i n  f r a u d u l e n t  c o n d u c t .  C o n t r a r y  t o  r e s p o n d e n t s '  c o n t e n t i o n s ,  t h e  

c o m p a r a t i v e l y  minor  i n c o n s i s t e n c i e s  i n  t h e  t e s t i m o n y  o f  some o f  t h e  

i n v e s t o r  w i t n e s s e s  are  i n s u f f i c i e n t  t o  d i s c r e d i t  them. The  D i v i s i o n ' s  

c o n t e n t i o n s  were s u p p o r t e d  by a  p reponderance  o f  t h e  e v i d e n c e .  

The  e v i d e n c e  e s t a b l i s h e d  t h a t  t h e  r e s p o n d e n t s  engaged i n  a  

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

campaign t o  se l l  and buy numerous i s s u e s  o f  low-pr iced  s p e c u l a t i v e  

s e c u r i t i e s  a t  u n f a i r  p r i c e s ;  and made numerous f a l s e  and m i s l e a d i n g  

s t a t e m e n t s  t o  i n v e s t o r s  t o  i n d u c e  them t o  buy s e c u r i t i e s  o f f e r e d  by 

t h e  r e g i s t r a n t  and i t s  sa l e smen .  

R e g i s t r a n t  I s  e s t a b l i s h m e n t  i s  compar i i t ive ly  s m a l l  and  w h i l e  t h e  sa l e smen  

occup ied  s e p a r a t e  p a r t i t i o n e d  d e s k  s p a c e s  t h e y  were i n  c l o s e  p r o x i m i t y  

t o  t h e  management o f  t h e  r e g i s t r a n t .  The c o r p o r a t e  r e g i s t r a n t  i s  

t h e  s u c c e s s o r  o f  Samuel B. F r a n k l i n  & Co. d / b / a  Samuel B .  F r a n k l i n  

& Company. Samuel B .  F r a n k l i n  and h i s  s o n ,  R icha rd  J. F r a n k l i n  w e r e  

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

t o  s u p e r v i s e  p r o p e r l y  t h e  sa lesmen employed by them and i n  a d d i t i o n  

w e r e  d i r e c t l y  r e s p o n s i b l e  f o r  t h e  sales o f  s e c u r i t i e s  made by them 

I 



- 114 -


a t  t h e  e x c e s s i v e  mark-ups and mark-downs which  h a v e  been  d e s c r i b e d  

h e r e i n a b o v e .  Samuel B .  F r a n k l i n  and  R i c h a r d  J .  F r a n k l i n  were  t h e  

o f f i c e r s ,  d i r e c t o r s  and  t h e  s o l e  s t o c k h o l d e r s  of  r e g i s t r a n t  a s  w e l l  

a s  i t s  e n t i r e  maragernent.  The sa l e smen  a r e  e q u a l l y  c h a r g e a b l e  and 

r e s p o n s i b l e  fbr t h e i r  own a c t i o n s  and  a s  t h e  l i n k  be tween t h e  r e g i s -  

t r a n t  and i t s  c u s t o m e r s  i n  a i d i n g  and a b e t t i n g  t h e  r e g i s t r a n t  i n  t h e  

v i o l a t i o n s  o f  t h e  a n t i - f r a u d  p r o v i s i o n s  u n d e r  t h e  S e c u r i t i e s  A c t s  

commit ted .  I n  t h i s  c o n n e c t i o n  i t  s h o u l d  a l s o  b e  p o i n t e d  o u t  t h a t  

"Where salesrrrer, a r e  o r  shou ld  r e a s o n a b l y  b e  a w a r e  t h a t  t h e i r  c u s t o m e r s  

may be  d e f r a u d e d  t h r o u g h  t h e  c h a r g i n g  of u n f a i r  p r i c e s ,  t h e i r  

-41 / 
r e s p o n s i b i  l i t y  i s  no less t h a n  t h a t  o f  t h e i r  employe r . "  

App le ,  L i v i n g s t o n  and G l a d s t o n e  were  a l l  q u o t i n g  F r a n k l i n  Is 

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

s e c u r i t i e s .  They knew o r  shou ld  h a v e  known t h a t  F r a n k l i n ' s  b i d  and 

a s k e d  q u o t a t i o n s  i n  t h e  w h i t e  s h e e t s  were  n o t  r e p r e s e n t a t i v e  o f  a 

f r e e  and  open m a r k e t .  I t  i s  w e l l  e s t a b l i s h e d  t h a t  i n  p r e s e n t i n g  

such  p r i c e s  t h e y  i m p l i e d l y  r e p r e s e n t e d  t h a t  t h e  s a l e  p r i c e s  b o r e  "some 
42-/ 

r e l a t i o n  t o  a  p r i c e  p r e v a i l i n g  i n  a  f r e e  and open m a r k e t . "  Such 

a r e p r e s e n t a t i o n  was f a l s e  when, a s  h e r e ,  t h e  d e a l e r  dominated  and 

c o n t r o l l e d  t h e  marke t  and  f i x e d  t h e  p r i c e  o f  t h e  s t o c k .  I n  t h e s e  c i r -  

cumstances  t h e  s a l e smen  had a n  o b l i g a t i o n  n o t  t o  o f f e r  t h e  s e c u r i t i e s  

a t  F r a n k l i n ' s  quo ted  p r i c e s  w i t h o u t  a d v i s i n g  them o f  t h e  f a c t s  r e g a r d i n g  

F r a n k l i n  1s marke t  and  t h e  p r i c e s  t h e y  were  q u o t i n g .  

Apple became a r e g i s t e r e d  r e p r e s e n t a t i v e  f o r  F r a n k l i n  i n  

1957 and G l a d s t o n e  i n  1959.  B e f o r e  making t h e  s a l e s  t o  members o f  t h e  

Zn t h e  M a t t e r  of  O t L e a r y ,  e t  a l . ,  S e c u r i t i e s  Exchange Act  R e l e a s e  
N O .  8361,  p .  9  ( ~ u l y  25 ,  1 9 ~ ~ .  

4 2 /- -S t e r l i n g  S e c u r i t i e s  C o . ,  39 SEC 487 ( 1 9 5 9 )  



i n v e s t i n g  p u b l i c  i n  t h i s  proceeding t h e y  had become f a m i l i a r  wi th  

t h e  f r a u d u l e n t  c h a r a c t e r  of e x c e s s i v e  mark-ups through t h e i r  e x p e r i e n c e s  

a s  h i s  employees. S p e c i f i c a l l y  d u r i n g  their  per iod of employment 

w i t h  F r a n k l i n ,  -v i z  i n  1959 t h e  Commission aff i rmed d i s c i p l i n a r y  a c t i o n  

t aken  a g a i n s t  F r a n k l i n  by t h e  NASD f o r  s e l l i n g  s e c u r i t i e s  t o  c u s t o -  

mers a t  p r i c e s  t h a t  were u n f a i r  and n o t  reasonably  r e l a t e d  t o  t h e  

market .  That  d e c i s i o n  was a f f i rmed  by t h e  Court  o f  Appeals i n  May, 

1961, 290 F.2d 719. I n  September 1964, t h e  Commission s u s t a i n e d  a 

d e c i s i o n  by t h e  NASD which h e l d ,  among o t h e r  v i o l a t i o n s ,  t h a t  F r a n k l i n  

had a g a i n  v i o l a t e d  S e c t i o n s  1 and 4 of A r t i c l e  111 of t h e  NASD 

Rules of  F a i r  P r a c t i c e  by t h e  s a l e  of  s e c u r i t i e s  a t  u n f a i r  p r i c e s .  

T h e i r  e x p e r i e n c e  should have made them p a r t i c u l a r l y  aware of t h e  

n e c e s s i t y  of  complying wi th  t h e  requirements  a t t a c h i n g  t o  t h e  conduct 

o f  a  b r o k e r - d e a l e r ' s  b u s i n e s s ,  and i n  p a r t i c u l a r  they  should have 

been aware o f  t h e  dangers  t o  customers o f  p r a c t i c e s  invo lv ing  e x c e s s i v e  

-43/ 
"mark-upsu . 

In  t h i s  c o n t e x t  we have t h e  p i c t u r e  of  F r a n k l i n  fo l lowing  

t h e  same p r a c t i c e s  f o r  which h e  had been t h e  s u b j e c t  o f  s a n c t i o n s  on 

two p r i o r  o c c a s i o n s ,  and we have exper ienced salesmen a i d i n g  and 
I 

a b e t t i n g  F r a n k l i n  i n  fo l lowing  such p r a c t i c e s .  

The salesmen had a n  o b l i g a t i o n  t o  r e f r a i n  from s e l l i n g  s t o c k  

a t  F r a n k l i n ' s  quoted p r i c e s  and t h e i r  f a i l u r e  t o  l i v e  up t o  t h i s  

o b l i g a t i o n  r e s u l t e d  i n  s a l e s  a t  e x c e s s i v e  mark-ups and purchases  a t  

ma rk-downs . 

-43/ Merrit t , Vickers , S e c u r i t i e s  Exchange Act Re lease  No. 7409 
(September 2 ,  1964).  
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Here  i t  i s  c l e a r  o r  shou ld  have  been c l e a r  t o  t h e  sa lesmen t h a t  t h e  

p r i c e s  t hey  were q u o t i n g  d i d  n o t  r e p r e s e n t  f a i r  p r i c e s  b u t  t h e y  t o o k  

no  s t e p s  t o  a s c e r t a i n  t h e  f a c t s .  They t o o k  no s t e p s  t o  r e f r a i n  from 

s e l l i n g  s t o c k  a t  p r i c e s  which t h e y  had goad r e a s o n  t o  b e l i e v e  were 

u n f a i r .  

S i m i l a r l y ,  L i v i n g s t o n  had had e x p e r i e n c e  w i t h  t h e  problem o f  

e x c e s s i v e  mark-ups when h e  was employed by C o s t e l l o  R u s s o t t o .  T h i s  

b r o k e r - d e a l e r  was found by t h e  Commission t o  have  cha rged  e x c e s s i v e  

mark-ups .  P t  would s t r a i n  c r e d u l i t y  t o  b e l i e v e  t h a t  L i v i n g s t o n  was 

unaware o f  t h e  Commission Is d e t e r m i n a t i o n  i n  t h e  C o s t e l l o  Russo t  t o  

c a s e .  N e v e r t h e l e s s ,  h e  a l s o  f o l l o w e d  t h e  same c o u r s e  a s  Apple and 

L i v i n g s t o n .  The same c o n c l u s i o n  i s  a p p l i c a b l e  t o  him. 

Each o f  t h e  sa lesmen made f a l s e  and m i s l e a d i n g  s t a t e m e n t s  and 

made o p t i m i s t i c  r e p r e s e n t a t i o n s  w i t h o u t  r e a s o n a b l e  b a s i s  and  w i t h o u t  

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

t o  CFM, LVK and S q u i r e  i n  o r d e r  t o  i n d u c e  cus tomers  t o  p u r c h a s e  t h e s e  

s e c u r i t i e s .  

The a n t i - f r a u d  p r o v i s i o n s  n o t  o n l y  p r o h i b i t  f a l s e  and m i s -

l e a d i n g  s t a t e m e n t s  o f  a  m a t e r i a l  n a t u r e ,  b u t  a l s o  p r o h i b i t  s t a t e m e n t s  
44-/ 

made w i t h o u t  a d e q u a t e  b a s i s ,  even  though t h e  pe r son  making t h e e  
45-/ 

may b e l i e v e  them. Thus ,  b r o k e r - d e a l e r s  have  a  d u t y  o f  i n v e s t i g a t i o n .  

T h i s  r u l e  a p p l i e s  t o  s t a t e m e n t s  i n  t h e  form of o p i n i o n s  a s  w e l l  a s  

44-/ 	e.gl E a r n e t t  & Co. ,  I n c . ,  40 SEC 521 ( 1 9 6 1 ) ;  Leonard Bur ton  Corp . ,  
39 SEC 211 ( 1 9 5 9 ) .  

45  / 	Alexande r  Reid  & Co. ,  S e c u r i t i e s  Exchange Act  R e l e a s e  No. 6727 a t  
p -  5  ( F e b r u a r y  8 ,  1 9 6 2 ) .  



of f a c t s ,  and i n  t h e  c a s e  of p r e d i c t i o n s ,  i t  i s  immater ia l  t h a t  they 

u l t i m a t e l y  prove c o r r e c t  i f  t h e  person making them had no b a s i s  on 

-46/ 
which t o  make them a t  t h e  t ime. 

Futhermore a  salesman i s  no t  e n t i t l e d  t o  r e l y  upon s t a t emen t s  

by h i s  s u p e r i o r s  concerning s e c u r i t i e s  who i n  t u r n  r e l y  upon s e l f -

-471 
s e r v i n g  s t a t emen t s  o f  t h e  i s s u e r ' s  o f f i c e r s .  

Both F rank l i n  and Richard J .  F rank l i n  were c l e a r l y  r e spons i -  

-481 
b l e  f o r  r e p r e s e n t a t i o n s  made by r e g i s t r a n t ' s  r e g i s t e r e d  r e p r e s e n t a t i v e s .  

It i s  i n h e r e n t  i n  t h e  broker-dea l e r  r e g i s t r a t i o n  requ i rements  t h a t  

a r e g i s t r a n t  be accoun t ab l e  f o r  a l l  v i o l a t i o n s  of t h e  a n t i - f r a u d  

p rov i s i ons  of t h e  S e c u r i t i e s  Acts  committed by any person  employed 

-49/ 
by him a s  a  r e g i s t e r e d  r e p r e s e n t a t i v e .  Th is  p r i n c i p l e  which ha s  been 

expressed i n  Commission op in ions  was c o d i f i e d  i n  Sec t i on  1 5 ( a ) ( 5 ) ( E )  

of t h e  S e c u r i t i e s  Exchange Act of 1934 c a l l i n g  f o r  a p p r o p r i a t e  

a d m i n i s t r a t i v e  s a n c t i o n s  a g a i n s t  a r e g i s t r a n t ' s  f a i l u r e  t o  s u p e r v i s e  

h i s  employees. I t  i s  a requirement under  t h e  Exchange Act t h a t  a 

r e g i s t r a n t  e s t a b l i s h  a system of i n t e r n a l  c o n t r o l s  f o r  t h e  purpose of 

-46/  S e c u r i t i e s  Exchange Act Re lease  No. 6721 a t  p .  3  (February 2 ,  1952) 
(Sta tement  of P o l i c y ) ;  Cf .  Standard Bond & Share  Co.,  34 SEC 208 
(1952) .  See a l s o  ohe en& Rabin,  Broker-Dealer  s e l l i n g  P r a c t i c e  
Standards;  The Importance of Admin i s t r a t i ve  A d j u s t i c a t i o n  i n  T h e i r  
Development , 29 Law & Contemporary Problems 691 ( 1964) . 

-47/  J . A .  Winston & Co., I n c . ,  S e c u r i t i e s  Exchange Act Re lease  No. 7737 
( June  8 ,  1964);  Berko v .  s,316 F.2d 137 (1963) .  

-48 /  S.P. Levine & Co.,  I nc .  , S e c u r i t i e s  Exchange Act Re l ea se  No. 7401 
p. 3  (August 20, 1961);  Bes t  S e c u r i t i e s ,  I n c . ,  39 SEC 931, 934 

-49 /  See Nat iona l  Assoc ia t ion  of S e c u r i t i e s  D e a l e r s ,  I nc .  , 20 SEC 508, 
516 (1945);  s e e  S e c u r i t i e s  Exchange Act Re lease  No. 3674 A p r i l  9 ,  
1945, pp. 1-2.  



-- 

50  / 
p r e v e n t i n g  v i o l a t i o n s  o f  t h e  s e c u r i t i e s  l aws  by c o n t r o l l e d  

On March 2 4 ,  1959  and  Sep t embe r  3 ,  1964 t h e  Commission a f f i r m e d  

NASD s a n c t i o n s  a g a i n s t  F r a n k l i n  b a s e d  on  v i o l a t i o n s  o f  t h e  NASD R u l e s  

o f  F a i r  P r a c t i c e .  

G l a d s t o n e ' s  f i r s t  employment i n  t h e  s e c u r i t i e s  b u s i n e s s  was 

w i t h  J .  Logan & Company f rom December 1955  t o  O c t o b e r  1956 .  A f t e r  

G l a d s t o n e  l e f t  Logan & Co. h e  i n s t i t u t e d  h i s  own b r o k e r - d e a l e r  f i r m  

u n d e r  t h e  name o f  B e n n e t t ,  G l a d s t o n e  and  Manning o f  which  h e  was 

s e c r e t a r y - t r e a s u r e r .  He l e f t  t h i s  f i r m  i n  1957 and  G l a d s t o n e  b e l i e v e s  

t h a t  t h i s  f i r m  was s u b s e q u e n t l y  r e v o k e d .  H i s  n e x t  employment i n  

t h e  s e c u r i t i e s  b u s i n e s s  was a s  a s a l e s  r e p r e s e n t a t i v e  f rom A u g u s t -  

Sep t embe r  1957 w i t h  A r t h u r  Hogan & Co. which  w i t h d r e w  i t s  r e g i s t r a t i o n  

i n  1963 .  I t  i s  c l e a r  f r s m  t h e  h i g t o r y  o f  h i s  employment t h a t  h e  

had e x t e n s i v e  e x p e r i e n c e  i n  t h e  secur i t i es  b u s i n e s s  and  i n  s u c h  c i r -  

c u m s t a n c e s  t h e r e  c a n  b e  no e x c u s e  f o r  h i s  m i s c o n d u c t .  I n  g e n e r a l ,  

G l a d s t o n e  had a set  s a l e s  p r e s e n t a t i o n  s i m i l a r  t o  t h o s e  employed by 

s a l e s m e n  i n  Logan & C o . ,  4 1  SEC 88. L i v i n g s t o n  was employed f o r  a  

s h o r t  t i m e  by C a l i f o r n i a  I n v e s t o r s ,  and l e f t  t h a t  f i r m  i n  l a t e  1963  

o r  e a r l y  1964  t o  become a r e g i s t e r e d  r e p r e s e n t a t i v e  i n  C o s t e l l o  

R u s s o t t o  whe re  h i s  f a t h e r  was employed .  H e  remained  w i t h  t h a t  f i r m  

u n t i l  F e b r u a r y  1965  when h e  became employed by t h e  r e g i s t r a n t .  H e  

t e r m i n a t e d  h i s  employment  w i t h  r e g i s t r a n t  i n  Kovember 1967 .  He l e f t  

C o s t e l l o  R u s s o t t o  b e c a u s e  o t h e r  s a l e s m e n  had  l e f t  and  b e c a u s e  o f  

5O- -R.H. R o l l i n s  & S o n s ,  18 SEC 3 4 7 ,  3 9 0 ,  395 ( 1 9 4 5 ) ;  Botid & Goodwin,/ 
L n c . ,  1 5  SEC 5 8 4 ,  5 9 9 ,  601  ( 1 9 4 4 ) .  
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rumors concerning an  SEC i n v e s t i g a t i o n .  L iv ings  ton  wh i l e  compa r a t i v e l y  

young ha s  had e x t e n s i v e  expe r i ence  i n  t h e  s e c u r i t i e s  bus ine s s .  H e  

appeared t o  be h i g h l y  i n t e l l i g e n t  and i n  t h e  Hearing Examiner 's  

op in ion  h i s  misconduct was w i l f u l .  Apple became a r e g i s t e r e d  r ep re -

s e n t a t i v e  i n  August 1954. H i s  f i r s t  employment was a l s o  wi th  J .  Logan 

ti Co., supra .  I n  J u n e  1961 t h e  NASD i n i t i a t e d  a proceeding a g a i n s t  

F r a n k l i n ,  Apple and a n o t h e r  respondent  which a f t e r  h e a r i n g s  r e s u l t e d  

i n  a d e c i s i o n  on May 17 ,  1962 i n  which t h e  NASD found,  among o t h e r  

t h i n g s  t h a t  Apple had recommended and induced exces s ive  t r a d i n g  

(churn ing)  i n  a n  account  and t h a t  F r ank l i n  was i n  v i o l a t i o n  of  t h e  

mark-up and mark-down p o l i c y .  Apple w a s  f i n e d  $500 and censured.  

Apple a l s o  had e x t e n s i v e  expe r i ence  i n  t h e  s e c u r i t i e s  bus ine s s .  

Fleischman a n o t h e r  o f  r e sponden t ' s  r e g i s t e r e d  r e p r e s e n t a t i v e s  was 

found by t h e  NASD i n  1962 t o  have engaged i n  u n f a i r  p r a c t i c e s  i n  

churn ing  a n  account  wh i l e  i n  F r a n k l i n ' s  employ i n  1959-1960. I n  

1960 he  became a p a r t n e r  i n  Century S e c u r i t i e s  Company and re tu rned  

t o  t h e  employ of r e g i s t r a n t  i n  l a t e  1965 o r  e a r l y  1966 a f t e r  Century 

ceased do ing  bus ine s s .  On J u l y  14 ,  1967 t h e  Commission ba r r ed  

Fleischman from a s s o c i a t i o n  w i th  any broker  o r  d e a l e r  by reason on 

m u l t i p l e  a c t s  o f  f r aud  found i n  t h e  Century c a s e  (34-8123);(34-8187).  

Adams a n o t h e r  of t h e  r e g i s t r a n  t s r e g i s t e r e d  r e p r e s e n t a t i v e s  

had e a r l i e r  a l s o  been a s s o c i a t e d  w i th  C o s t e l l o  Rus so t t o  and he  and Fleischman 
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Under t h e  Exchange A c t ,  a r e g i s t e r e d  b r o k e r - d e a l e r  may n o t  


-51/ 
engage  i n  c a r e l e s s  h i r i n g  p r a c t i c e s .  1n  view o f  t h e  background 

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

Such s u p e r v i s i o n  was s e r i o u s l y  l a c k i n g  i n  t h i s  c a s e .  

The Hea r ing  Examiner c o n c l u d e s  t h a t :  

A. Dur ing  t h e  p e r i o d  from a b o u t  May 2 7 ,  1963 t o  a b o u t  March 

16 ,  1964 r e g i s t r a n t  F r a n k l i n  and R icha rd  J .  F r a n k l i n  s i n g l y  and i n  

c o n c e r t ,  w i l f u l l y  v i o l a t e d  S e c t i o n s  5 ( a )  and ( c )  o f  t h e  S e c u r i t i e s  

A c t  o f  1933 ( S e c u r i t i e s  A c t ) ,  i n  t h a t  t h e y ,  d i r e c t l y  and i n d i r e c t l y  

o f f e r e d  t o  s e l l ,  s o l d ,  and d e l i v e r e d  a f t e r  s a l e ,  s h a r e s  o f  t h e  

common s t o c k  o f  Kramer- American Corpora  t i o n ,  when no r e g i s t r a t i o n  

s t a t e m e n t  had been f i l e d  o r  was i n  e f f e c t  a s  t o  s u c h  s e c u r i t i e s  under  

t h e  S e c u r i t i e s  A c t .  

b .  Dur ing  t h e  p e r i o d  f rom a b o u t  May 2 7 ,  1963 t o  March 1 6 ,  1964,  

r e g i s t r a n t ,  F r a n k l i n  and R icha rd  J .  F r a n k l i n ,  s i n g l y  and i n  c o n c e r t  

w i l f u l l y  v i o l a t e d  t h e  a n t  i - m a n i p u l a t i v e  p r o v i s i o n s  o f  S e c t i o n  1 0 ( b )  of  

t h e  Exchange Ac t  and Ru le  l o b - 6  t h e r e u n d e r  i n  t h a t ,  d u r i n g  t h e i r  d i s -  

t r i b u t i o n  o f  Kramer-American s t o c k ,  t h e y  b i d  f o r  a n d  e f f e c t e d  p u r c h a s e s  

p u r c h a s e s  o f  same conlmon s t o c k  f o r  accourr t s  i n  which t h e y  had a bene-

f i c i a l  i n t e r e s t .  

C. Dur ing  t h e  p e r i o d  f rom on o r  a b o u t  J u l y  1965 t o  A p r i l  

1967 F r a n k l i n ,  R icha rd  J . F r a n k l i n ,  App le ,  L i v i n g s t o n  and G l a d s t o n e  

51 /  	-SEC v .  w. 304 F.2d 786 (2d C i r .  1962) ;  J .  Logan h Co. ,  
S e c u r i t i e s  Exchange Act  R e l e a s e  No. 6848,  p .  11 .  And s e e  
Borusk i  v .  S g ,  289 F.2d 738 (2d C i r .  1961) .  
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w i l f u l l y  v i o l a t e d  and w i l f u l l y  a i d e d  and a b e t t e d  v i o l a t i o n s  o f  

S e c t i o n  1 7 ( a )  o f  t h e  S e c u r i t i e s  A c t  and S e c t i o n s  1 0 ( b )  and 1 5 ( c ) ( l )  

o f  t h e  Exchange A c t  and  R u l e s  l o b - 5  and 1 5 c l - 2  t h e r e u n d e r  i n  t h a t  

r e s p o n d e n t s ,  i n  c o n n e c t i o n  w i t h  t h e  o f f e r ,  sale and  p u r c h a s e  o f  

v a r i o u s  s e c u r i t i e s  d i r e c t l y  and i n d i r e c t l y ,  employed d e v i c e s ,  schemes 

and a r t i f i c e s  t o  d e f r a u d ,  o b t a i n e d  money and p r o p e r t y  by means o f  

u n t r u e  s t a t e m e n t s  o f  m a t e r i a l  f a c t s  and o m i s s i o n s  t o  s ta te  material 

f a c t s  n e c e s s a r y  i n  o r d e r  t o  make t h e  s t a t e m e n t s  made, i n  l i g h t  o f  

t h e  c i r c u m s t a n c e s  u n d e r  which t h e y  w e r e  made, n o t  m i s l e a d i n g  and 

engaged i n  t r a n s a c t i o n s ,  ac t s  and p r a c t i c e s  and  a c o u r s e  o f  b u s i n e s s  

which would and d i d  o p e r a t e  as a f r a u d  and  d e c e i t  upon c u s t o m e r s .  

P u b l i c  I n t e r e s t  

The r e c o r d  i s  a b u n d a n t l y  c lear  t h a t  t h e  r e s p o n d e n t s ,  J a c k  

App le ,  Bruce  D. L i v i n g s t o n  and Delmar G l a d s t o n e  made w i l f u l l y  

f a l s e  and m i s l e a d i n g  s t a t e m e n t s  i n  v i o l a t i o n  o f  t h e  a n t i - f r a u d  

p r o v i s i o n s  o f  t h e  S e c u r i t i e s  Ac t  o v e r  a n  ex tended  p e r i o d  o f  t i m e  

and t h a t  Samuel B. F r a n k l i n  & Co. , I n c . ,  Samuel B .  F r a n k l i n  and R i c h a r d  J .  

F r a n k l i n  f a i l e d  t o  m a i n t a i n  and e n f o r c e  a d e q u a t e  s t a n d a r d s  o f  

s u p e r v i s i o n .  I n  a d d i t i o n  t h e  r e g i s t r a n t ,  Samuel B. F r a n k l i n ,  and  

R icha rd  J . F r a n k l i n  w e r e  d i r e c t l y  r e s p o n s i b l e  f o r  t h e  e x c e s s i v e  

mark-ups and mark-downs o f  t h e  s e c u r i t i e s  r e f e r r e d  t o  h e r e i n  above  

and w e r e  d i r e c t l y  r e s p o n s i b l e  f o r  t h e  f a l s e  and m i s l e a d i n g  s ta te -

ments  made by t h e  r e s p o n d e n t  s a l e smen  and o t h e r  sa lesmen i n  t h e i r  

employ r e l a t i n g  t o  CFM, Landsve rk  a n d  S q u i r e  and  r e l a t i n g  t o  t h e  

b i d  and  a sked  q u o t a t i o n s  ana t h e  c u r r a t  marke t  p r i c e s  r e l a t i n g  
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t o  s e c u r i t i e s  i n  which r e g i s t r a n t  was making a  m a r k e t .  Moreove r ,  a s  

h a s  been  f o u n d ,  t h e  r e g i s t r a n t  Samuel B. F r a n k l i n ' s  and  R i c h a r d  J .  F r a n k l i n ' s  

v i o l a t i o n s  i n c l u d e d  e f f e c t i n g  numerous t r a n s a c t i o n s  i n  a  l a r g e  number 

o f  s e c u r i t i e s  a t  e x c e s s i v e  mark-ups and mark-downs . The c o n d u c t  

o f  Samuel B. F r a n k l i n  i n  t h i s  r e s p e c t  h a s  been p e r s i s t e n t  and w i l -

f u l .  Both  Samuel B. F r a n k l i n  and R icha rd  J .  F r a n k l i n  were  a w a r e  o f  t h e  

u n l a w f u l  n a t u r e  o f  t h e i r  conduc t  b u t  p e r s i s t e d  i n  f o l l o w i n g  t h i s  f r a u d u l e n t  

p r a c t i c e  t o  t h e  d e t r i m e n t  of  t h e  i n v e s t i n g  p u b l i c .  I t  i s  c l e a r  

t h a t  t h e  r e s p o n d e n t s  Samuel B .  F r a n k l i n  & C o . ,  I n c . ,  Samuel B .  

F r a n k l i n  and R icha rd  .J. F r a n k l i n ,  w i l f u l l y  v i o l a t e d  S e c t i o n s  5 ( a )  

and 5 ( c )  o f  t h e  s e c u r i t i e s  Act  i n  t h e  s a l e  o f  u n r e g i s t e r e d  s t o c k  o i  ~ r a m e r -  

Atqerican C o r p o r a t i o n  and  t h a t  t h e y  s i m i l a r l y  v i o l a t e d  S e c t i o r l  iu(b) 

of  t h e  Exchange Ac t  and Ru le  l o b - 6  t h e r e u n d e r  w h i l e  e f f e c t i n g  a  

d i s t r i b u t i o n  of  such  s h a r e s .  

I n  view o f  t h e  w i l f u l ,  numerous and  e x t r e m e l y  s e r i o u s  v i o -  

l a t i o n s  committed h e r e i n  by a l l  t h e  r e s p o n d e n t s  t h e  a p p r o p r i a t e  

s a n c t i o n  i s  t o  r evoke  t h e  r e g i s t r a t i o n  o f  Samuel B .  F r a n k l i n  & C o . ,  

I n c .  and t o  b a r  Samuel B  F r a n k l i n  and R i c h a r d  J .  F r a n k l i n ,  

J a c k  App le ,  B ruce  D .  L i v i n g s t o n  and  Delmar G l a d s t o n e  f rom b e i n g  

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

i n t e r e s t  t o  e x p e l  t h e  r e g i s t r a n t  f rom t h e  K a t i o n a l  A s s o c i a t i o n  o f  

S e c u r i t i e s  D e a l e r s ,  I n c .  
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A c c o r d i n g l y ,  I T  I S  ORDERED t h a t  t h e  r e g i s t r a t i o n  o f  Samuel  


B .  F r a n k l i n  & C o . ,  I n c .  i s  r e v o k e d ;  a n d  t h a t  Samuel B. F r a n k l i n ,  

R i c h a r d  J .  F r a n k l i n ,  J a c k  A p p l e ,  B r u c e  D. L i v i n g s t o n  a n d  D e l m a r  

G l a d s t o n e  a r e  b a r r e d  f rom b e i n g  a s s o c i a t e d  w i t h  a b r o k e r - d e a l e r ,  

and  t h a t  Samuel  B .  F r a n k l i n  & C o . ,  I n c . ,  b e  a n d  h e r e b y  i s  e x p e l l e d  

f r o m  t h e  N a t i o n a l  A s s o c i a t i o n  o f  S e c u r i t i e s  D e a l e r s ,  I n c .  

T h i s  o r d e r  s h a l l  become e f f e c t i v e  i n  a c c o r d a n c e  w i t h  and  

s u b j e c t  t o  t h e  p r o v i s i o n s  o f  R u l e  1 7 ( f )  o f  t h e  C o r n m i s s i o n ' s  R u l e s  

o f  P r a c t i c e .  

P u r s u a n t  t o  R u l e  1 7 ( b )  o f  t h e  C o m m i s s i o n ' s  R u l e s  o f  P r a c t i c e  

a  p a r t y  may f i l e  a  d e c i s i o n  f o r  Commission r e v i e w  o f  t h i s  i n i t i a l  

d e c i s i o n  w i t h i n  15 d a y s  a f t e r  s e r v i c e  t h e r e o f  on h im.  P u r s u a n t  t o  

R u l e  1 7 ( f )  t h i s  i n i t i a l  d e c i s i o n  s h a l l  become t h e  f i n a l  d e c i s i o n  

o f  t h e  Commission a s  t o  e a c h  p a r t y  u n l e s s  h e  f i l e s  a p e t i t i o n  f o r  

r e v i e w  p u r s u a n t  t o  R u l e  1 7 ( b )  o r  t h e  Commission p u r s u a n t  t o  R u l e  

1 7 ( c )  d e t e r m i n e s  o n  i t s  own i n i t i a t i v e  t o  r e v i e w  t h i s  i n i t i a l  d e c i s i o n  

a s  t o  h im.  I f  a p a r t y  t i m e l y  f i l e s  a p e t i t i o n  t o  r e v i e w  o r  t h e  

Commiss ion  t a k e s  a c t i o n  t o  r e v i e w  a s  t o  a  p a r t y ,  t h i s  i n i t i a l  d e c i s i o n  

-53/ 
s h a l l  n o t  become f i n a l  a s  t o  t h a t  p a r t y .  

A:1, '& [-,/d'' 2 Q  	rL 


Samuel B i n d e r  
H e a r i n g  Examiner  

W a s h i n g t o n ,  D.C. 
J u n e  4 ,  1 9 7 0  

5 3 /-	To t h e  e x t e n t  t h a t  t h e  p r o p o s e d  f i n d i n g s  a n d  c o n c l u s i o n s  s u b m i t t e d  
t o  t h e  H e a r i n g  E x a m i n e r  a r e  i n  a c c o r d  w i t h  t h e  v i e w s  set  f o r t h  
h e r e i n  t h e y  a r e  a c c e p t e d ,  a n d  t o  t h e  e x t e n t  t h e y  a r e  i n c o n s i s t e n t  
t h e r e w i t h  t h e y  a r e  e x p r e s s l y  r e j e c t e d .  




