IN THE MATTER OF |
FINANCIAL PROGRAMS, INC.
JOHN R. HURLEY
JAMES R. FRANKENTHALER

File No. 3-4610. Promulgated March 24, 1975

Securities Exchange Act of 1934

FINDINGS AND ORDER
I

ager
Financial Prograns, Inc. _(“Programst:’),kzrfréz’g:j :Illl(lllti.n ::;Zi;lm:nt
registered with this 'Qomm1s51on as k.)oth ro - denler o eadorwriter
dviser, was and is investment adviser to and P p e lor
{; Vlfsst?r mutual funds.? Jobn R. Hurley and J ames R. Fran {‘:n e
v:;'re formerly employed by Programs as portfolio T?fnﬁferi}ld} tete®
mine whether certain allegations a:bout I"rogr.ams, \tlhaty bt to b
enthaler are true and the remedial action, if any, s Ex.
taken, these proceedings were instituted undel:'L dth_e : Seczcts oy
chang,e, Investment Company, anq- ;nvestment ':}1121 : a,dm:ltt,ing y
for the purpose of disposing of this matter _andd?m g N
denying the allegations in the order for procee ings . ’Ighe o o’mmis-
ley, and Frankenthaler have made offers of settte?elr;x;d N
SiOI,fl’S staff recommends that those offers be accepted.

sion has decided to doso.* u

ey were

The prospectuses of Program’s funds represented t}lllat t}?rzdramq
professionally managed by competent persons. Actually, g

i Flpaneial Industrial Fund, Inc, Financial Indus

inaneial Venture Fund, Inc. sspondents.
AP Ftlili(xi', ;:rcszxf‘sn;irmerly associated with Programs are also named as resp
2 Three 0

nt Company
3 Section 15(b) of the Securities Exchange Act, Section 9(b) of the Investme
e ‘ ‘
Act, and Section 203 (f) of the Investment Ad\:lsersn%;:;gs a
"N-o evidentiary hearing has been held. T ent e e
order for proceedings and the offers of settlement,

respondents.

trial Income Fund, Inc., Financial

de below rest entirely on the
y do not bind the non-settling
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permitted inexperienced and incompetent persc;ns to make significant
investment decisions for the funds.. Hurley, Frankenthaler, and other
persons committed over $21 million of the: funds’ assets to over-the-
counter securities that were speculative, unseasoned -and in limited
supply. They did that on the basis of recommendations made to them
by -a single -salesman. Their reliance on him -was excessive. Neither

- Programs, nor Hurley, nor Frankenthaler made any adequate inde-

pendent study of the companies in question.®. . . = :

The issues were thinly traded. And Programs, Hurley, and Frank-
enthaler caused the funds to buy them repeatedly and heavily. As pre-
-viously noted, the supply of these securities available for trading in
the public market was quite limited. In some cases, the funds even-
tually acquired much of thatlimited supply.® : - ’

Because of those substantial purchases, the prices of the securities
rose. The funds’ prospectuses, proxy-soliciting materials, and periodic
reports reflected these price rises and the resulting increases.in the net
asset values of the funds’ own shares. And they did so without disclos-
ing that the ascending market prices had been caused and were being

. maintained by the funds’.own purchases or mentioning the funds’ in-

ability to dispose of their holdings at the prices that their own buying
had created.” .. , o

. The prospectuses said that the funds invested in “securities believed
to be readily marketable.” The aforementioned securities could not rea-
sonably have been considered “readily marketable.” ® The prospectuses

‘also stated : “We do not purchase securities if the purchase would cause

us, at the time, to have more than 5% of the value of our total assets
invested in the securities of any one company or to own more than
10% of the voting securities of any one company (except obligations

s They were Richard Packing Company, Richard Franchise Investment, Inc., Status
Marketing Corp., Frigitemp Corp., Acrite Industries, Inc.,, Combustion Equipment: Associ-
ates, Inec., Michael Cralg Personnel, Inc., Cassette Cartridge, Inc., Data Lease Financial
Corp., Component Systems, Underwriters Bank and- Trust Company, Neo Tec Corp.,
Dimension V, Ltd., Textone, Inc., Integrated Medical Services, Ltd., and Pan American
Dynamics. o : ) ’ -
-8 In none of the instances enumerated in the preceding footnote did the funds acquire in
the aggregate less than 229 of the total quantity of securities available for public trading.
1t was not uncommon fo acquire more than half the floating supply. In one case over
85% of the securities available for trading were acquired, and in another the 70% mark
was exceeded.. :

7The purchases were made in 1969 and in the first four months of 1970. In May of
1970 the buying stopped, and the selling began. And the funds were able to sell these

securitles. But the prices they had to accept were so low that most of the original invest-
ment was lost. !

8 Compare The Wolf Corporation, 42 S.E.C. 1042, 1048 (1986); National Lithium
Corporation, 40 S.E.C. 7486, 752 (1961). . :
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issued by the U.S. Government) . In practice, these limitations were
sometimes disregarded.® S

The literature that Programs caused the funds to disseminate about
themselves did not disclose that.the funds had incurred and were in-
curring unreasonably high transaction &osts in the purchase of the
securities recommended by the salésman. These securities could have
been and should have been purchased from the dealers who made
markets in them. But this was not done, Instead they were acquired
through the brokerage firm with which the recommending salesman
was associated. Not being a market malker itself, that firm had to buy
the securities from the market makers with whom the funds could have
dealt directly. And since the salesman’s firm charged commissions, the
funds and their shareholders were saddled by excessive transaction
costs.? :

Moreover, Programs caused the funds to keep excessive cash balances
on deposit with a certain bank.** That bank considered those balances
when it lent money to persons affiliated with Programs. Finally, for
more than two years Programs failed to make an adequate inquiry
into the transactions chronicled herein.* And having made no adequate
inquiry, it, of course, failed to take appropriate action to recover for
the funds the losses that they had sustained by reason of the events
just narrated.

It follows from the foregoing that Programs willfully violated and
willfully aided and abetted willful violations by others of the anti-
fraud provisions of the Securities, Securities Exchange, Investment
Company, and Investment Advisers Acts.? :

IIT

Programs failed to supervise its subordinate employees reasonably
with a view to the prevention of the foregoing violations. This

o Another disregarded limitation involved Financial Industrial Income Fund, Inc. Its
prospectus represented that it would invest in dividend-paying stock and in debt securities
yielding interest income. Nevertheless, it purchased the debentures of an unsgeasoned com-
pany with nominal assets that was financially incapable of paying interest.

10 This type of interpositioning was a breach of fiduelary duty. As the Commission said
in Delaware Management Jompany, Inc., 48 S.E.C. 892, 400 (1887) : [Rlespondents did
not have a legitimate basis for believing that their transactions in portfolio securities on
behalf of the Funds were in accordance with industry practice and applicabie law. Persons
engaged in the securities business cannot be unaware of their obligation to serve the best
tnterests of customers and that interpositioning is pound to result in increased prices
or costs.”’

1 The Commission has suggested that “The palance maintained in such accounts should
not exceed that amount which is necessary to meet current recurring expenses and distribu-
tions declared and payable to ghareholders.” Investment Company Act Release No. 6863,
Guidelnes Relating to Ohecking Accounts (December 8, 1971).

12 The period referred to ran from May of 1970 to September of 1972,

13 Section 17 (a) of the Securities Act, Sectlon 10(b) of the Securities Exchange Act and
Rule 10b-5 thereunder, Sectlon 206 of the Investment Advisers Act, and Section 34(b) of
the Investment Company Act.

. s v -

breached the duty to supervise.imposed by Section 1 T): of
the Exchange Act™ - poscd by Sectidn. 15(b) (5) €B) ot

v

Th.e. funds prospectuses said that their shares were available to the
public through Programs. at net asset value plus.a disclosed sales
charge. Actually, however, buyers paid more than that. They were
m‘ade. to do so because the “net asset value” that they were charged
was inflated by appraising the funds’ positions inthe salesman-
recommended issues solely-by reference to market qudta;tfons that had
been boosted to and were being maintained at unreasonably high levels
by t.he.funds’ own massive purchases. Hence those quotations were un-
realistic guides to fair value.’® SR

Tt follows that Programs willfully violated and willfully aided and
-abetb’ed violations by others of Section 22(d) of the Tnvestment Com-
pany Act. That section provides in pertinent part: ' C

“No registered investment company shall sell any rédeéméble' ‘security

1§sued by it to any person éxcept . .. at a current public offering price dis-
closed in the prospectus, and . . . no principal underwriter of. such security
. shall sell any such security . .. except at a.current public-offering

" price described in the prospectus.”

'.T'he ovgrstatements of net asset value that imposed unfair burdens
on incoming; shareholders conferred undue benefits: on withdrawing
shareholders, Those benefits stemmed from the fact that shareholder:
who tendered their shares to the funds for redemption were paid off
at true net asset value plus hidden premiums stemming from the in-
flated figures at which the funds carried their positions in the salesman-
rgcomme{lded issues. Hence the remaining shareholders were taxed
for the benefit of those who chose to redéem. That violated Section
22(c) of the Investment Company Act and Rule 22¢~1 () thereunder

4 No finding Is made under Sectlon 203(e) (5 j .
section was not in effect during the relevant f)ei‘i(o'd). of the Tnvestment AdV.iserS Act. That
c 15 In ‘thes'e .clrcumstances Sgctl-on 2(a)(39) of the Investment Cbmpan& Act aﬁd the
[g;m:;s;iq: 8 dRule 2a—4 under the Act made it ““Incumbent mpon the Board of Directors
o ch fund, and Programs, of course, was represented on those boards] to satisfy

emselves that all appropriate factors relevant to . . . value . . . have been considered
and to determine the method of arriving at the fair value of each such security.” Inveset-
:e;ltRCompunyT_Act Release No. 6295, Securities Act Release No. 5120, Securiﬂes Exi:hange
¢ elease No. 9049, Accounting Series Release No. 118, Accounting for Investment
securities by registered investment Companies (December 23, 1970). That release goes on to
stress the gravity and the non-delegable _charactei'._ of the directors’ ‘responslbilitles' in this
regard and then points out that: “No single standard for determining ‘fair value’ . . in
‘g:g.dﬂgaitix can be laid down, -sipce fair valde depends upon the clrcumstances of' e'a.ch
b '1 ual case. 43 a general pr'mciple, the current ‘fair value’ of an issue of securi'ties
eing valued by the Board of Directors would appear to be the amount which the owner
might reasonadly _gmpect to receive for them upon ‘their current sale . . . [Flactors which
ihe directors should consider . . . include .", . 'the fundamental analytical data relating
o the investment . .. and an evaluation of the forces which thfluence thé market in
which these securities are bought and sold.” (Elnpﬁasis added.) )
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which require that redemptions be made only at prices “based on the
current net asset value.” *¢

V 1

Programs stresses certain mitigating factors. It asserts that;:

(1) Its management and that of the funds was changed.m ng of
1970—three years before the Commission’s staff began to investigate
this matter. o

(2) None of the alleged wrongdoing relating to the purchase or
valuation of securities occurred under the new management.

(3) The funds’ investment performance under their present man-
agement has been better than the average performance of comparable
funds. . - .

(4) The securities salesman who instigated the. improper portfolio
activity has been convicted in the United States D1str‘1<'3t Court for the
Southern District of New York for fraudulently inducing the funds to
buy one of the securities involved. _ N

(5) When Hurley and Frankenthaler bought and sold securities for
their own accounts at or about the same, time that they were causing
the funds to buy such securities, they violated Program’s own Code
of Conduct.*’ )

Programs also points out that at the time of these ex'zent_s the Com-
mission had published nothing about the way in v:v%uch investment
companies should value thinly traded portfolio securities.!®

‘ : . VI
Program’s offer of settlement obligates it to: ' .
(A) Refrain for 180 days from performing any investment
advisory function for any new client; *®
16 That rule was adopted under section 22(c) of the. Act, which when taken tqgéthér
with section 22(a) of the statute, authorizes the Commission to prescribe rules about

redemptions ‘“for the purpose of eliminating or reducing so far as reasonably practicable
any dilution of the value of other outstanding securities of such company [i.e. the redeem-

ing investment company] or any other result of . . . redemption . . . which is unfair to -

holders of such other outstanding securities.”

7 ra.. . ,

18 ?fse ol:’?er: o‘t(IsIétggment says: “During the period referred to by the C?mmissiontstOriix;i
no rule, regulation or release had been published by the Co_n}mission with .respec 1:; "
there were no generally accepted procedures for, the valuation of portfolio secufr niui‘ua]
other than quoted market prices in cases where a single mut:ual fund 01: a gx;ho:hp oecﬁiities
funds, having the same investment adviser, purchased a significant portion 0hl he stherﬁse
of an issuer available for trading in the over-the-counter market, or whic .

purported to limit the aggregate amount of a single issuer which could be pgrchased By -

suglu:us‘;isbady Roberts & Co., 40 S.E.C. 907, 911 (1961): “These antifraud prov}s?qx_'_ls
encompass the i’nﬁnite variety of devices by which undue advantage maysbe tzl;erz.léeé_){'
See alse 8.B.C. v. Capital Gains Research Bureaw, Inc., 375 U.S. 180, 193 n. 5
Foshay v. United States, 68 F. 2d 203, 211 (C.A. 8, 1933).

1 This will not impalr Program’s ability to continue to act for the funds and for other
existing clients.
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(B) Offer the funds $2.5 million in settlement of claims against  ~

it based on the activities described herein and on other grounds;

(C) Pay half of that $2.5 million to the furids 2 even if their
Boards of Directors decide to reject Program’s settlement offer
to them; 22, P e : T e

(D) Employ (within 120 days from the date hereof) ‘a special
compliance officer satisfactory to the Commission,?* who will :

(1) Review Program’s procedures in.managing the funds,
including those dealing with the ;supervision of. employees
responsible for the purchase and. sale of portfolio securities
and with the maximum. utilization of the funds’ cash
balances; NPT ' ’

(ii) Prepare a report based on such review, which report
may recommend changes in and/or additions to Program’s
present procedures; and - T :

(iii). Regularly monitor Program’s compliance with the
manual described in the following ‘paragraph until the com-
pliance program set forth.in that document “has been
implemented ; o . e ,

(E) Prepare and adopt (within 180 days after receipt of the
special compliance officer’s report) a comprehensive manual of
procedures, which manual shall (1) include a compliance program,
and (ii) be submitted to the funds and to the Commission ;

(F) Refrain in the future from causing more than two’ people
é_,ssociated_ with. it. to serve on ar_iy of the funds’. boards:; 2 and

(G) Subject itself to the Commission’s Jurisdiction should ques-
tions arise about its compliance with its undertakings.2¢- )

VII

. From what has thus far been said, it follows that Hurley and
Frankenthaler: LT T T -

20 This $1.25 million fund has already been deposited with an escrow dgent.
- % Rejection will lead to the division, of .this $1.25 million among the funds in accordance
with their respective losses. B L )
To advance their shareholders’ interests; the funds have undertaken to reconstitute thelr
boards by adding three new directors. to.them. These new directors, who are to.be -satis-
factory to the Commission’s staff and independent of Programs, will constitute.three of the
four members of a special committee of each Board to. be created for the purpose of deter-
mining whether to accept or-reject Program’s settlement proposals. .
. ®The Commission is not to withhold its approval of this person unreasonably. _ i
"' This 'commitment will take effect at the next’annual meeting ‘of ‘the funds’ Share:
holders. : - . P T -
% Program's offer provides that if 1t “fails to comply with any order issued pursuant
to this offer or any undertaking made 1n" thiy offer, the Commission: may, after notlee and
hearing, issue such further order, or impose such.sanction,.as it deemé:ap'proprmte._” The
issues in any hedrings held pursuant. to this. proviso will relate solely to Program’s com-
pliance with its own undertakings and the appropriateness of further relief, All findings
made herein shall be binding for the purposés ‘of any such subsequent hearing.,
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" (1) Willfully violated all of the statutory ‘sections that Pro
- grams violated ; and | . viclat
(2) Wiilfully aided and abetted Program’s violations. ‘
- Moreover, Hurley and Frankenthaler bought a salesmanvreccomk
mended issue for their own accounts not long before that samleadbiict
was purchased by a Programs-manag.ed fund. Th‘ey‘ then so Z-
stock at a profit. These transactions were arranged by the gefl}l:me:m_
ing salesman. Hence they must be deemed veh191es by»vvhu(:lS , be c1 ™
pensated Hurley and Frankenthaler for channeling thfa fun .ri) {teed
age to him. Accordingly, Hurley and Frankenthaler Wlllfuléy tvm a o
Sections 17(d) and 17(e) (1) of the Investment -Comp.any ct as w
as the Commission’s Rule 17d-1 under ?;}}e former section, b
Section 17(d) prohibits people in posm.ons §uch as those occuf.le ii
Hurley and Frankenthaler from entermg_ into any trans:f:c 1‘(‘).12 2
which any registered investment company linked Wlth' 'thenfl is al ]r ot
or a joint and several participant . . . in contr.aventlonl ) sug 1056 °
and regulations as the Commissif)'n may lprescm'be for the puz(‘);;n > ¢
limiting or preventing participation by stch reg1ste;‘ed . .f. c pthez
on a basis different from or less adyantageous than that o angtz'o o
participant.” And Rule 17d-1 requires that every such transaction
approved in advance by the Commission. ' N
As the Commission said a decade ago in another case: |
“In the instant case we do not have th_e mere happenstgnge of simul(;
taneous ownership of the same  securities by an mvestmept company al'(l)f
affiliated persons. On the contrary, . . . Im'perial a'.nd afﬁ'haf;;d pe;:gncsom-
Imperial undertook at or about the -sz:::n:lm;g :;(])1 ;n::;lteu; ers(;nsss.i o com
Il)?(l(lciiis s:;k:hti ;?23:;?:;gi;tlda;$:§ns of a registered inxfestment co.mpar;y
from taking undue advantage of the investmen? compa:ny in transa?txon; hz
which such persons and company participate in a joint undertak(lilli.s e
possibility that the investment company was nog .dlsad_va.ntag'ed‘ s Do
cure the unlawfulness of proceeding with ttfe .JOIHt enterp.rlses bw oot
obtaining the prior approval of this Commission as required y ;
e i fu) fiiliated
Section 17(e) (1) of the Act makes it unlawfp_l foy andy a e
person of a registered investment company or any affiliate persznsa_-
such person, “acting as agent, to accept from any source any con}llp el
tion . . . for the purchase or sale of any property of or f?r bsuc. T :a_g
tered company . . . except in the course of such person’s us1‘nesl~ea;j
underwriter or broker.” Its applicability to the Jnstantf case 15 cd to.
As the Commission has said: “Section 17(e) (_1) It d‘e31gne t
* prevent the receipt, by any aﬂiliated'p_ersor} actu}g_for the m;estmesd
company, of any compensation in connection with the purchase an

2 Ir_ﬂperia-l Financial Services, Inc., 42 S.E.C. 717, 727 (1965), . » . -

~and it hereby is

'FINANCIAL PROGRAMS, - INC., ET AL, 725

sale of investment company assets other than his regular salary - or
underwriter’s or. broker’s fees,” 2¢ -
Frankenthaler’s prohibited: transaction related to a single security.®”
Hurley’s case involves not only that security, but:two others as well.
In addition, Hurley received merchandise and.: other benefits from the
recommending salesman. : ‘ . :
Hence it is appropriate in the public interest to* '
(A) Bar Hurley from both the general securities business and
the investment company industry, and B
(B) Suspend Frankenthaler from association w
dealer, or investment adviser for six months,
he may after three months from the date her
ated as a Ron-supervisory security analyst, a
association with any investment company.
he may after 18 months from the date her
mission for permission to become S0 assocl
appropriate supervision acceptable to the

ith any broker,
with the proviso that
eof become so associ-
nd also bar him from
with the proviso that
eof apply to.the Com-
ated upon a showing of
Commission’s staff,

VIII

Accordingly, IT IS ORDERED that Financial Programs, Inc. be,

» required to do all that it has undertaken to do in its
offer of settlement herein and in the undertaking annexed’

and it is further _
ORDERED that if the said Financial Programs, Inc. should fail to
comply with any of its aforementioned undertakings, the Commission
may, after notice and hearing, issue such further order with respect to
Financial Programs, Inc, or impose such additiona] sanction on it as
it deems appropriate; and it is further
ORDERED that John R, Hurley be, and he hereby is, barred from
association with any broker, dealer, or investment adviser; and it is
further -
ORDERED that the said John R. Hurley be, and he hereby is, pro-
hibited from serving or acting as an employee, officer, director, member
of an advisory ‘board, investment adviser, depositor of, or principal
underwriter for any registered investment company or any affiliated
mﬁ’inanaial Servi 7 (1965). See also United §tates v,

Deutsoh, 451 P, 24 98, 118 (C.A. 2, 1971), cert. denied 404 U.8. 1019 (1972) :
requisite intent under § 17(e) ( glve angd accept a gratuity in appreciation

thereto;

ces, Inc., supra at 72

1) is intent to
tor past or present conduct. , , .” -

27 His case algo presents mitigating factorg that are not Dresent in Hurley’s, Franken-
thaler says that he reported all of hig transactions in securities to his superiors and that
they never advised him that he wag doing anything improper. Moreover, Frankenthaler
Lad no prior experience as a mutua] fund investment manager. He asserts that the
im by Programs were grossly inadequate,
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person of such investment adviser, depositor, or principal underwriter;
and it is further ! _

ORDERED that James R. Frankenthaler be, and he hereby is,
suspended for six months from the datethereof from association with
any broker, dealer, or investment adviser, provided, however, that he
may after the expira.tion of three of said six months become so associ-
ated in a non-supervisory position as a secunty analyst; and it is
further ,

ORDERED that the said James R, Frankenthaler be, and he hereby
is, barred from association with any investment company, provided,
however, that he may after 18 months from the date hereof and upon

. & showing of appropriate supervision acceptable to the Commission’s
staff apply to the Commission. for permission to become so associated.

For the Commission, by the Office of Opinions and Review, pursuant
to delegated authority.

IN THE MATTER OF
CHASE INVESTMENT SEBVICES OF:BOSTON, INC. ET AL *
' File No. 3-4635. Promulgated March 28, 1975

\

- Investment Advisers Act of 1940
FINDINGS AND ORDER
I

John P. Chase ( “Chase”) ha.: been in the mvestment advisory busi-
ness in Boston for many years.! Chase is Chairman of the Board. of
John P. Chase, Inc. (“JPC”), a Tegistered investment adviser.? JPC’s
clientele consists of institutions and of individuals with accounts of
$500,000 or more.* JPC has about $475 million‘under management.

Chase Investmerit Services of Boston, Inc. (“CIS”), a wholly-owned
subsidiary of JPC and itself a reglstered investment adviser, serves
smaller accounts.* CIS’s’ minimum account is $25,000. It manages
about 480 accounts with aggregate assets of | some $18 m11hon.5 CIS’ :

policies are shaped by its parent, JPC.¢

Lawrence M. Tilton and Jack W. Swenson were formerly associated
with CIS and JPC. Tilton was CIS’s president and directed the ef-
fort to market its services. He was also a vice president of JPC.
Swenson, CIS’s chief portfolio manager, was also its executive vice’

*John P. Chase, Inc.; John P, -Chage; Lawrence M. Tilton; and Jack W.. Swenson.

1His attorneys states that “he has been a leader in the ﬁnancial community for over
42 years.” -

3 Until April of 1974, 'Chase was also JPC's chief executive, .

9 The present JPC, a wholly owned subsidiary of Continental Investment Corporation_
(of which Chase 1s a director and a stockholder), 1s the successor to’ another corporation
of the same name, References to JPC in thig document re]ate to both the present company

-and its predecessor.

4 Just as there was an old JPC and a new one, so too there was an ‘old CIS and a new
one. The old CIS was called Chase Investment Services, Ie, It did not have the phrase’
“of Boston” in its name. CIS is used in this document to refer to both companies,
5CI8's business used to be substantially larger. From the beginning of 1967 to the
present -CIS managed- the accounts.of over 2,400 clients, The assets-in-those accounts.
totaled over $100 million. o
But in 1972, 1978 and 1974, over 1,000 ¢lients cancelled their ‘investment advisory
contracts with CIS. Most of them did so after sustaining substantial losses: Until ‘about
March of 1973 CIS gave no rebates to clients who cancelled before the end of the perlod '
covered by the fee that they had already paid. ’
9 Chase is CIS'’s treasurer and also seryes on its Board of Dlrectors
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