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These private proceedings were instituted by an order
of the Commission deted January 20, 1966 pursusnt to Sections
15(b), 154, and 19(e)(3) of the Securities Exchange Act of 1934
("Exchange Act") to determine whether Relph Martin Klopp, wil-
fully eided and abetted by Paine, Webber, Jackson & Curtis
("registrent”) end Williem P. Cowden, wilfully violated the enti-
fraud provisions of the Securities Act of 1933 ("Securities Act")
and the Exchange Act ss alleged by the Division of Trading and
Merkets (""Division"), and whether remedial action pursuant to
Sections 15(b), 15A, and 19(e)(3) of the Exchange Act is necessary.

The Division alleged, in substance, that during the period
from about Januery 1, 1962 to October 31, 1963, Klopp, then one
of registrant's salesmen, wilfully violated Section 17(a) of the
Securities Act and Sections 10(b) end 15(c)(1) of the Exchange
Act and Rules 10b-5 and 15cl-2 thereundefl/by meking false and
misleading statements of materisl facts concerning one of his

customer accounts. Allegedly, Klopp told customers that he had

a large and sctive doctor's account in which substantial profits

1/ Since Section 15(c)(1), enacted as part of the regulatory
scheme relasting to the over-the-counter market, is by its
terms concerned only with the misconduct of brokers ot deslets,
and since Klopp is neither & broker nor e desler, he cannot be
found to have violsted Section 15(c)(1) and Rule 15¢-1 under
the Exchange Act. Accordingly, that cherge against him is
hereby dismissed. In consequence, the charge that registreant
and Cowden wilfully asided and sbetted the commission of
Klopp's alleged violation of Section 15(c)(1) and Rule 15¢1-2
thereunder must also be, end hereby is, dismissed.
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hed been realized, thet the doctor acted on the advice of e
New York expert financial adviser and & chertist, end that he,
Klopp, was informing the customers about the doctor's trades
8o that they could elso make substantial profits by effecting
like trensactions. The Division also alleged thet efter he
géined the customers' full trust end confidence, Klopp induced
them to engage in excessive trading. Registrent and Cowden,
then one of registrant's branch office managers, are alleged
to have aided and ebetted Klopp's violstions by failing to
properly supervise Klopp's activities.

General denials of the alleged misconduct or essertions
of lack of sufficient information to admit or deny those allege-
tions were filed on behalf of respondents. Counsel appeared
on behalf of sll respondents and participated throughout the
hearing.

As part of the post-hearing procedures, filings of pro-
posed findings, conclusions, and supporting briefs were made by
the parties.

The findings and coaclusions herein are based upon the
preponderence of the evidence as determined from the record and

upon observation of the witnesses.

Respondents
Registrant, whose principal office is in New York City,

has been registered under the Exchenge Act as & broker-dealer
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since July 19, 1942, and is a member of the Netional Association
of Securities Dealers, Inc. ("NASD'") and of the New York Stock
Exchange, Americen Stock Exchange, and other national securities
exchenges. Cowden was resident mansger of registrant's branch
office located in the Union Commerce Building, Cleveland, Ohio
during the yeers 1960 through 1965, and became & limited partner
of registreant Jenuary 1, 1966. Klopp was employed by registrant
88 & securities sslesman from Jenuary, 1958 to July, 1964, and
was under Cowden's supervision while so employed. Klopp left
registrant to accept his present position as s securities sales-
man in the Cleveland branch office of another securities firm,
Hayden, Stone Incorporated.

During the period in question, respondents used the
meils in connection with the securities transactions involved

herein.

Violations by Klopp

In the course of effecting securities trensactions for
two customers, Joseph Kaucnik and Robert Kerzman, during the
period from about May, 1962 through October, 1963, end for the
purpose of inducing each of them to effect securities transac-
tions, Klopp represented to Kaucnik and Kerzman thet he was
informing them of the nature of the trades in e highly profitable
account he was hendling for s doctor. Klopp further represented

that the doctor's sccount had buying power of around $1,000,000,
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that the doctor had & financial adviser in New York es well as
an investment chartist, and thest previous trading losses suf-
fered by Ksucnik and Kerzman could be recovered through their
following the doctor's trades. These representetions were
false in thet Klopp, slthough the account executive for several
doctors, did not have an account of the size or nature repre-
sented, nor one containing trades based upon the advice of &
New York investment adviser and chartist.

Klopp does not contend that he wes in fact handling en
account of the character that Kaucnik end Kerzman essert led
them to effect trades through him. His defense and counter-
testimony are that he did not make the representations in
question, and that Ksucnik end Kerzman made the trades in their
sccounts almost entirely upon their own decisions and at times
contrary to his recommendstions and advice. Klopp's testimony
with respect to those mstters is not credited.

Ksucnik and Kerzman became acquainted with Klopp in
May or June, 1961, introducing themselves while attending
investment seminar lectures being conducted by Klopp under
sponsorship of registrant. Impressed with Klopp, Ksucnik end
Kerzman each opened an account with registrent sbout June, 1961
and during the ensuing twelve months effected a number of trades
in those accounts, following recommendstions of Klopp as well

as recommendations published by J. S. Herold, whoge investment
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advisory service met with Klopp's approval.

On May 29, 1962, Kerzman was sested aslongside Klopp's
desk in registrant's office watching the board reflect the
merket rally from the previous day's record sell-off, Klopp's
remark, "They've pegged it perfectly," caused Kerzman to ask
its meaning. Klopp then indicated that he wss referring to
a "huge account that owned many stocks long before the craesh,
and just before the crash sold them, turned earound and went
short and covered their shorts just prior to this rise end
went long sgain and mede substantiel profits.” Klopp also
mentioned that the account received sdvice from a "New York
adviser." Kerzmen repested to Keucnik the conversation he
had with Klopp.

In June, 1962, Kaucnik spoke to Klopp sbout whet he
hed hesrd from Kerzman, and Klopp reiterated his earlier state-
ments regarding this large account he was handling. During
June, Keucnik had several more conversstions with Klopp con-
cerning the account which Klopp referred to as that of "these
fellows," st other times, "the doctor,"” and which he rep;e-
gsented as having at times "in excess of $500,000 in 1t."—/
Some time later, Klopp told Keumnik that the account elso had

the services of & "Chinese chertist'" end that at times telephone

2/ During the period in question the effective margin require-
ment of 507 allowed en account of such size to purchase
securities with a merket price of $1,000,000.



conference cells would allow him, the doctor, the investment
adviser, and the chartist to discuss the market end the moves
that the doctor should meke. Kerzman also had conversations
with Klopp during the period in question in which Klopp stated
that the buying power of the doctor's account was about a mil-
lion dollars, and that the sccount utilized the services of

a New York investment adviser and & Chinese chartist.

Late in June, 1962, Ksucnik commented to Klopp, in
the course of & review of Keucnik's sccount which consisted
almost entirely of poorly performing over-the-counter stocks,
that it would be "nice" to have an investment adviser who
would provide guidance on the market's performence. In
response to that comment, Klopp said that he could tell
Kaucnik whet the doctor was buying or selling as long ss he
did not disclose the neme of the eccount snd did not make the
informstion availsble until after the trede was executed. It
was then sagreed between them thst Klopp would csall Ksucnik
when the doctor effected a trade.

In July, 1962, Klopp informed Kaucnik that the doctor
had sold Cinerame stock short, and Kaucnik thereupon told
Klopp to sell short for his account. This was the first in
the series of transactions ending in September, 1963 which
were effected by Ksucnik because of supposed trades by the
fictitious doctor. Kerzman's first transection on the same

basis took place toward the end of August, 1962. About
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November, 1962 Kerzman liquidested meny of his securities to
obtain funds with which to follow the ''doctor's" tredes and
did this pursuant to a discussion with Klopp in which Klopp
ststed "it might be a good idea to follow the doctor."
Kerzmen eventuslly terminated his trading with Klopp in Octo-
ber, 1963.

At the time thst Ksucnik and Kerzmen opened their
accounts, they informed Klopp that they were interested in
short-term capital gains, and it appears that such objective
wes pursued by them throughout the time thet Klopp was hand-
ling their accounts. During 1961 and through May, 1962,
Keucnik's trading activity was comparatively moderste, but
following the market decline of 1962, the tempo of his trading
increased drameticslly. Where his accosnt had a rate of
turnoverélof 6.17 times in the first six months of 1962 on an
everage cumulative monthly investment of $7,475, turnover on
an average investment of $11,934 rose to 22.3 times during the
second half of the year, before dropping back to 6.2 times on

$12,962 for the nine months ending September 30, 1963. Kerzman's

3/ Rete of turnover is computed by dividing the aggregste amount
of the purchases by the averasge cumulestive monthly investment,
the lstter representing the cumulative total of the net invest-
ment in the account at the end of each month, exclysive of
loens, divided by the number of months under consideration.
Reynolds & Co., 39 S.E.C. 902, 906 n. 10 (1960).
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rate of turnover on an sverasge cumulative monthly investment
of $24,674 was 6.8 times in the yesr 1962, and surged to 16.8
times on an average investment of $35,760 in the following
ten months of 1963. The esrlier upswing in the trading in
Keucnik's account as compsred to thet in Kerzman's tends to
corroborate Kaucnik's testimony thet by November, 1962, his
losses forced him to reduce his treding. The differences in
the rates of turnover in these eccounts is also consistent
with Kerzman's testimony that it wes not until August, 1962
thet he began to follow the fictitious doctor's moves, and
thet it wes about November, 1962, that he liquidated previous
purchases at Klopp's suggestion to obtain funds to increase
the instances in which his trading would reflect that of the
"doctor."

One day in August, 1963, while Klopp wes absent from
his desk, Ksucnik's sttention was drawn to &n investment
advisory bulletin written by M, H. de Le Cheppelle which
registrent circulsted to its offices. Upon noting thet the
bulletin made recommendations on a good number of stocks sup-
posedly owned by the 'doctor," Kesucnik becsme concerned sbout
whether such "doctor" existed, and thereefter made notes on
his conversations with Klopp. Because of his aroused sus-
picion, Kaucnik elso recorded & conversation he had with
Klopp on September 12, 1963 by means of & tape recorder

Kerzman had obtained and connected with the telephone tresnsfer
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box in Keucnik's home. In the recorded conversstion Ksucnik
initisted, references were made to the slleged commodity and
securities trades of the "doctor," to the then supposed exist-
ing securities holdings of the ''doctor" with sn sggregate
merket value of over $1,300,000, and to Klopp's own transec-
tions.

While the tape recording is an importent piece of
evidence tending to corroborate the testimony of Kaucnik and
Kerzman, it is not decisive &as to the charges sgainst Klopp.
Aside from the tape, the remaining credible evidence consti-
tutes convincing evidence of Klopp's misconduct in inducing
the treading ectivities of Keucnik and Kerzmen. In eddition,
Klopp's own trading ectivities cest doubt upon his denials
that he had induced the treding in question end upon his ssser-
tions that such trading was contrary to the investment philos-
ophy that he had attempted to instill in Keucnik and Kerzmen.

An anelysis of the account Klopp opened zith regis-
trant in the name of his wife, Jeenne Ann Klopp,-/discloses
that for the year 1962 an sverage cumulative monthly invest-
ment of $12,978 was turned over 58 times. During that year,
39 purcheses were mede, only four of which occurred in the

first six months. All of these purchsses were either sold in

4/ Klopp edmits to a beneficial interest in this account, and
T it is obvious that he initiated the trades effected therein.
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less than four months, or represented covers of short sales,
end twenty-three of the purcheses or short positions were
held for less then ten days. In December, 1962 Cowden beceme
concerned sbout the sccount's activity, perticulerly because
of the large number of trades in the stock of International
Buginess Machines,éﬁnd told Kiopp that his wife's account was
too sctive. Klopp assured Cowden the trading in the account
would be reduced, and it was to the extent that turnover was
reduced to 29.8 times on an average investment of asbout
$20,000.

While the trading sctivity of a salesmen in his own
account does not by itself lead to the conclusion that he
would recommend similar activity to his customers, it may
well in any given instance, when considered with all other
circumstances, be significant. Here it eppears thet Klopp
believed strongly in his trading ability and, anxious to
exploit thet potentisl, chose to practice deception upon his
customers in order to induce them to increase their treding,
and thereby, his commissions.

In addition, it appears that in Februery, 1963 Klopp,

not content with the emount of trading that Cowden would

5/ Klopp's initial purchese of 1BM in 1962 was on June 21,
end by the end of the yeer, 1,800 shares of IBM had been
purchased in 22 transactions, 8 of which covered short

séles.
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countenance in the Jeanne Ann Klopp sccount, secretly opened
another account with registrant for his wife's use under the
fictitious nsme of Mark Christian.é/ During the eight months
that this new asccount was sctive and under Klopp's control,
its averasge 1nvestmen£ of close to $10,000 was turned over
8.4 times. The formal closing of the Mark Christisn account
took plece in April, 1964 when Klopp, still without disclosing
his interest, appesrs to have advised registrant that '"Merk
Christien" hed "moved out of town." Such actions raise o
question regarding the credibility of Klopp's professions that
he sttempted to dissusde Ksucnik and Kerzmen from active trading.

Further, Klopp's essertions that the trading of Kaucnik
and Kerzman sfter May, 1962 wes not induced by his recommenda-
tions cannot be accepted in view of certain striking similsri-
ties in the three accounts that fsll outside the realm of mere
coincidence.Z/ Thus in October snd November, 1962 when Klopp
treded heevily in IBM stock, Ksucnik did the same. Klopp pur-
chased IBM stock on October 5, and 30 end on November 1, 5,

9, end 16; Ksucnik purchased 1IBM stock, though in lesser amounts,

on October 3, 9, 11, 19, end 30, and on November 1, 2, and 5.

6/ The name of Mark Christian was derived from the given nemes
of one of Klopp's sons.

7/ Tr. pp. 2492-93. Klopp specifically denied giving Ksucnik

" or Kerzmen any trading recommendations, denied knowledge of
any relationship between his trading in IBM stock and theirs,
and testified that if there wes any relation, "it would be
simply coincidentsl."”
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Klopp sold IBM stock in these months on October 25, 30, and 31
and November 2, 9, 14, and 15; Kaucnik sales of that stock were
on October 9, 10, 17, 18, 26, and 31 end on November 2, S, and
9. 1In those two months Klopp sold IBM short four times and
Keucnik did the same six times, with each of them meking one of
their short sales on October 31. During the two month period,
Klopp held all but two of his purchases or short positions in
IBM stock for less than ten days, and Ksucnik held none of his
for more than seven days. 1In 1963, Klopp purchssed 1,000 shares
of Paddington stock on June 25 in the Jeanne Ann Klopp account
and another 100 shares in the Mark Christian account; on the
same day Ksucnik bought 50 shares of Peddington. 1t is also
worth noting that in 1963 Klopp had a strong interest in treding
in Chrysler, as evidenced by his purchases in the Jesnne Ann Klopp
sccount on April 18 and May 29, 1963 smounting to nearly $50,000
which were sold on June 12, 1963, and his purchase in the Mark
Christisn account on August 29 which he sold on September 10.
Kaucnik's trading interest in Chrysler spanned about the same
period in 1963, beginning with & purchase of Chrysler stock on
aApril 17, end continuing until his last sale on September 24,
Kerzman's treding also shows a correletion with thet
of Klopp. On November 5, 1962 Klopp purchased 100 shares of

1BM stock, and purchesed another 100 shares to cover a short
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position taken on November 2; Kerzman bought 50 sheres of 1BM
stock on November 5, eand on the same dey also mede end covered
& short sele of snother 5C sheres of that stock. On November 9,
1962 Klopp and Kerzman both sold their long purcheses of Novem-
ber 5. Between February and May, 1963 Klopp purchased or
covered a short position in IBM stock on Februsry 28, March @1,
end Mpgy 15, and sold IBM stock on Februsry 11, March 5, April
10, and May 15; Kerzman in the seme period purchased or covered
8 short position in IBM stock on February 13 and 28, Merch 22,
May 1, 7 end 14, and made seles of that stock on February 11,
March 12, April 16, May 7, 10 and 27. Klopp sold 100 shares of
1BM short on February 11, end on that dete Kerzman did the seme.
Klopp's interest in purchssing Chrysler stock on April 18, 1963
elso coincides with that of Kerzmen, who purchesed 100 shsres
of that stock on April 17, 100 on April 18, and 200 on April 22.
A further correlstion in the two sccounts is observed in the
similer interests in the stock of South Puerto Rico Sugar Com-
peny. Klopp purchased 100 shsres of thet stock on April 8,
1963 which he sold on May 27; Kerzman purchased 1,000 shares
of the same stock on Msy 10, 1963 which he sold on May 13
end 14.

Klopp's testimony regarding the investment philosophy
he espoused, being inconsistent, becomes suspect. Initislly,

Klopp testified that at the time Keucnik and Kerzmen opened
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their accounts with registrant, he discussed their investment

objectives with them and expressed his opinion:

« « « that the best probsbility of making money

in the market would be to utilize end invest in

higher quality, growth stock, end to hold them

for & period of time. The minimum was six months,

if they were looking for capital gains,snd 1 also

mentioned to them that I wes primerily & fundemen-
talist, end 1 thought that the way to select stock

or one of the basic ways to select them was on a

basis of earnings end good fundamentals. 8/

Upon cross-examination Klopp testified thet Kaucnik
and Kerzman agreed with the views he had expressed and then
testified:

Q. Did their investment philosophy agree with yours?

A. My own personal philosophy?

Q. Yes.

9/
A. Yes, sir.
However, when it became spparent that registrent's monthly
stetements on the Jeanne Ann Klopp account were to become
part of the record, Klopp denied that the views he expressed
to Kaucnik and Kerzman were those he felt appropriste for
himself. Klopp then further testified that the Jeanne Ann

Klopp account "wes run in an aggressive menner'" in sn gttempt

"to generate profit on &n annual basis of epproximately 15

8/ Tr. pp. 1059-60.

9/ Tr. p. 1343. 1n fect, it appears that Ksucnik, with a
single exception, sold every purchase that he mede through
Klopp in 1961 in less than 5 months. See Psine, Webber

Ex. B-1.
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10/
per cent 8 year," and that in order to accomplish his pur-
pose he would, if need be, rapidly switch from stock to stock.—l/
The amount of activity in the Jeanne Ann Klopp account besrs a close
resemblence to that engaged in by Kaucnik and Kerzman.

An entirely sepsrate end distinct aspect of Klopp's
testimony, so patently concocted as to creaste substantial
doubt whether credence should be accorded any of his testimony,
is his explanation of the Mark Christian sccount, its creation,
purpose, and closing.

As noted, the Msrk Christisn sccount was opened by
Klopp in February, 1963 shortly sfter Cowden spoke to him
ebout the overly sctive trading cerried on in the Jeanne Ann
Klopp account, and was closed out the following year without
registrant or Cowden ever knowing of Klopp's interest therein,
However, it is apparent that Klopp not only failed to disclose
his interest in the Msrk Christian account but took care to
essure that his interest would not come to the attention of
the registrant or Cowden in the ordinary course of business
nor be readily susceptible of tracing. On the applicetion for
opening that account, Klopp signed the fictitious name "Mark

Christien," end included & false residence address and occu-

pation for the purported customer; the mergin egreement

10/ Tr. p. 2487.

11/ Tr. p. 2488.
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required by registrant wes signed by Mrs. Klopp who assumed
the neme ""Mark Christian"; the address of the account was e
post office box number which Mrs. Klopp obtained at her hus-
band's direction; the checking account used in connection
with the Msrk Christisn account was opened by Mrs. Klopp and
required her signsture of the name '"Merk Christian"; the appli-
cation to open that checking eccount gave the post office box
number as the eddress of Mark Christien and indicated that
the applicent was a student at John Cerroll, a privete second-
sry and college level educational institution. When the Mark
Christien eccount with registrant was formally closed in
April, 1964 it appears thst Klopp egein deliberetely concesled
his interest in the account by falsely stating that Merk
Christian had moved out of town.

Klopp's explanstion for the opening of the Merk
Christisn account to the effect that it was intended for
use by an investment partnership to be comprised of a number
of his customers, and that the plan wes discarded after eight
months because of legel complexities does not squere with
the facts nor furnish a plsusible reeson for its use during
that time. Further, his disclsimer of knowledge of the man-
ner and reeson for his wife's opening the Mark Christisn

checking account in the way she did and the use to which it
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was put is incredible ss well 8s inconsistent in meterial
respects.lz,

While there have been serious attacks upon the authen-
ticity of the tape recording introduced as & record of a tele-
phone conversation between Ksucnik and Klopp which took plece
on September 12, 1963, the tape recording is eccepted ss being
an accurate reproduction of such conversation. The affirmative
and certsin opinion of the Division's expert on voice identi-
fication, in which opinion experts testifying at the instance
of Klopp tended to sgree, was that the recorded voice purport-
ing to be thst of Klopp was & recording of Klopp's voice. But
over and beyond that identification, with which the Exeminer,
having heard the recording, concurs, the recorded conversation

sounds normal and the topics and references covered in the

course of the conversation indicate that the recording wes

12/ Klopp first testified that Mrs. Klopp, signing the name of
Mark Christien, drew checks on this account to pay regis-
trent for purchases in the Mark Christian account (Tr. pp.
549-50) and elso that after he left registrant en invest-
ment organizsetion of the type intended to be covered by the
Merk Christien account wes formed and was in operation as
of May 19, 1966 (Tr. p. 533). Leter Klopp denied knowing
who drew checks against the Mark Christian checking account
or whether such checks were used to pay for purchases of
securities in the Merk Christian account (Tr. p. 1330) end
also testified thet participents in his clsimed lsater ven-
ture in fact had individual sccounts (Tr. pp. 2473-76). 1In
reality, no organization similer to that referred to by
Klopp in his explanation of the Mark Christisn account
appears to have been intended or in existence either while
Klopp was employed by repistrent or theresfter.
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" made 8s stated by Kaucnik.

That the recorded conversation took place shortly
after 10:00 A.M. on September 12, 1963 is apparent from
Klopp's knowledge of and reference to certain trades on the
New York end Americen Stock Exchanges which apperently were
being reported on the Trans Lux Klopp could see while spesking
to Kaucnik.lé/ The coincidence of the market action on various
securities referred to by Keucnik in the course of the conver-
sation with that which actuslly hsppened on September 11,
1963, the dey previous, also establishes the time of the
conversation in question as being September 12, 1963 and tends
to edd credence to Kaucnik's testimony releting to that conver-
setion,

Illustrative are Ksucnik's and Klopp's comments on

Chrysler which begin with Ksucnik's reference to that stock:

For the amount of stock they traded in on Chrysler
you'd expect that they'd have had & lerger gain.
You know & hundred and 40 some thousend shares you
think it would have more up-side potential then &
half point or whatever it was for the day. 14/

[Klopp] Yea, yea, that's right.

[ Kaucnik] And actuslly that the gain, it didn't even hold
the gsin that it hed on the opening. 15/

13/ The Trans Lux, 8 projection on & screen of & portion of
the moving ticker tape, could be seen by all of the seles-
men in registrant's Cleveland office.

14/ On September 11, 1963, Chrysler stock closed up 1/2 on
the NYSE on volume of 146,80C shares.

15/ On September 11, 1963, the opening of Chrysler trading
was at a price of 74-1/8, the high was 75-1/4, the low
73-1/2, and the close 74-1/8.
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[ X1lopp] Thet's right. Thet's right and a ---
Later in the conversstion which had turned to other topics,
Klopp interrupts to say:

4,000, 4,500, 73-5/8.
[ Keucnik] Oh boy.

[Klopp] Although, Joe, the rest of the market doesn't
look quite like that.

{Kaucnik] No?

[ Klopp] No, the few others you know that ere
open here ---

[Kaucnik} Yea.

[ K1opp] don't look too bad.

[ Kaucnik] Uhmm

'[Klopp] That wesn't a real big opening, it wes ---

[ Ksucnik] Yea, yea.
16/
[ Kiopp] 4,000 and 5C0 behind.

[ Kaucnik] Yea, yes.

[ X1opp] 4,500 «--
17/
Klopp elsoc commented that "Telephone's up a little," observed
18/

that "there's 9% on Lundy,"—_ end confirmed Kaucnik's statement

16/ The "Fitch Sheets'" report that Chrysler opened trading on
the NYSE with a sale of 4,00C shares and that the second
trade was for 500 shares, both at 73-5/8.

17/ Americen Telephone & Telegraph Company stock closed on
September 11, 1963 st 124-3/4 and opened on September 12
at 125, up %.

18/ On September 12, 1963 Lundy Electronics & Systems opened
trading on the American Stock Exchenge et 9%.
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that Crown Cork & Sesl Co. had lost & point on September 11,
as well as the fact that trading in thst stock had closed at
its low for the day.

The recorded dislogue regarding Klopp's break-even
point of roughly 58 on his purchase of Paddington Corp. stock
vings true despite Klopp's testimony to the contrery that
Keaucnik knew the bresk-even point wasn't 58, that Kaucnik
knew Klopp had paid 60} for the stock. The record besrs out
the fact that Klopp peid 60% for 1,000 sheres of Peddington
Corp. stock purchased on June 25, 1963,12£ut also discloses
that on July 16 he received dividends of $700 on thet stock
eand on July 31 a stock dividend of 20 shares. Considering
the cash dividend a8s & return of capital reduces the cost of
the Paddington.purchase to $59,550, and makes the saverage
cost of each of the 1,020 shares of Fsddington held in the
Jeanne Ann Klopp account29:s of the dste of the recorded con-

21/
versation "roughly'" S8,

19/ Although Kaucnik refers to 2,000 shares of Paddington in
the conversation, such reference is consistent with the
statements in his testimony (Tr. p. 198) and his affidavit
(Paine Webber Ex. B, p. 7) indicating that his own pur-
chases of Paddington stock were influenced by Klopp's
statement that he bought 2,000 sheres in his wife's name.

20/ According to Klopp, the reference would not relate to the
Mark Christien account (Tr. p. 1093).

1/ In eddition, Klopp's comment in the taped converssation
that Paddington wes down to 56% reflects the exact price
of the closing on September 11, 1963,
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Also helpful in reeching the conclusions that the tape
is suthentic and thst the recorded conversation related to
previous representetions to Kaucnik by Klopp is the discussion

relating to cocos:

[ Kauenik]

[Klopp]

[ Kauenik]

[ K1opp)

[Kaucnik)

[ Klopp]

[Kaucnik]

{ Klopp]

[ Kaucnik]

[ K1opp]

" Keucnik]

[ Klopp)

[ Keucnik]

Does the Doctor ever talk about
cocog any more?

Yea, 8---they do once and & while
and the only noise 1 get out of
them that it's not doing a demn
thing, 1 mean its bobbing I guess

around that 24 level. 22/
Uhmmm, uhmmm
Up end down. Up and down.

Thet's & hell of & way from where they
owned it, what is it 27} sres?

Yesa, yes.

Somewhere around there.

Very much, that's right.

Boy, if they were still henging on to
thet they'd have & hell of s loss,
wouldn't they.

Terrific.

With the smount they had, you know with & --

1 was going to say concerning how they
could have gotten killed --

Yea.

22/ As of September 11, 1963, futures prices of September,

"~ 1963 cocos contrects closed at 22.97, of December, 1963
contracts st 23.67. Respective highs for the day were
23.35 and 24.15.
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[ Klopp] They got out damn fest.

[Kaucnik] Yea, because, the hell, they had 100 --
they had 50 contracts of September and
50 contracts in December so hell that
was a lot of money.

[ Klopp) You seid it. They could have really
gotten murdered.

Turning to the record of Klopp's commodity trading in
1963, & similerity is agein found between what appears to have
been represented to Kaucnik as the sction of the ''doctor" and
what wes taking plece in Klopp's own accounts. Klopp's con-
modity treding sccount with registrant reflects & shift of
interest in 1963 from wheat in Januery to cocoa in May, at
which time, significantly, his account indicates purcheses of
December, 1963 cocoa futures at prices of 27.05 and 27.70 and
sales of those contracts that resulted in a small profit to
him. Further trades in the seme cocos futures were mede in
June and August, 1963, end his commodity treding then appeers
to have ceaesed until a return to trading in wheat futures in
Januery, 1964,

The credibility of Kaucnik and Kerzmen is atgacked
on the basis of the presence of discrepancies in their testi-
mony 8s well as that of other evidence in the record which
respondents contend renders thst testimony untrustworthy. The

testimony of Kaucnik end Kerzman hes been carefully weighed
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in the light of thet sttack, the record references noted by
respondents reviewed and their erguments with respect to the
inferences to be drewn therefrom considered.

Unquestionably, the probstive effect of the testimony
is weakened by the feilure of Keucnik snd Kerzmen to be speci-
fic end consistent throughout their steys on the witness stand
end by the contradiction of some elements of their testimony
which is present in other evidence referred to by respondents,
but in sum their testimony on salient sspects of the issues
involved remains credible and must be accepted. Further, their
demeanor while on the stend indicsted that they were without
bias against Klopp end were testifying to the best of their
knowledge end recollection about the representations that Klopp
hed made about the ''doctor" and the ''doctor's account.'" Grant-
ing that the testimony concerning the extent Klopp's represen-
tations influenced their treading decisions wes more imprecise
than would be desired to remove all doubt, it is clesr that
the thrust of their testimony in that regard is to the effect
thet they did use the "doctor's"trading as & guide for their
own, sometimes effecting trades identical to those sssumed to
have been made by the ''doctor," sometimes using the ''doctor's"
activity simply as a factor influencing their own decisions.

Such testimony is accepted as credible in and of itself, and
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acquires conviction from the corroborsting evidence found in
the Jeenne Ann Klopp account and from the sbsence of motivation
for Keucnik and Kerzmen to testify falsely.zg/

Klopp renews his objection, initially reised and over-
ruled in the course of the hesring, to the admission of the
"Kaucnik-Klopp" tepe recording into evidence on the ground
thet the recording wes obtained in & violastion of Section 605
of the Federal Communications Act of 1934, 47 U.S.C. 5605.

Klopp offers no new erguments for his position, relying solely

upon his Brief in Support of Inadmissibility in Evidence of Tape

Recording, dated Mey 31, 1966. Full consideretion having been
given to Klopp's srguments heretofore, end no reason appearing
for & reversal of the order overruling Klopp's objection to the
tape recording,Zﬁ/the renewed objection is overruled.

Klopp elso contends that the testimony of Lawrence G.

Kerste, who identified Klopp's voice on the tape recording,

should not have been admitted because the identification wes

23/ Though proffering several scknowledged conjectural possi-
T bilities on the question of motivation, none of which ere
accepted, counsel for Klopp concedes theat there is no
apparent reason for Keucnik or Kerzman to lie. See Brief,

Proposed Findings and Proposed Conclusions on Behalf of
Respondent Ralph Martin Klopp, p. 53.

24/ Order on Admissibility in Evidence of Tepe Recording,
~ June 8, 1966, aff'd, Order Affirming Ruling of Hearing
Examiner, S.E.C. June 16, 1966,
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accomplished by means of & "voiceprint" technique thet lacks
general scientific acceptance. While the same objection on
the same grounds was resised and overruled at the time that
Kerste testified, it is now raised by Klopp for consideration
in the light of later testimony given by speech snd acoustics
experts called to the stend by Klopp, and of the doubts about
"voiceprint" evidence which were expressed by the Supreme Court

of New Jersey in State v. Cery, 49 N.J. 343, 23C A. 2d 384 (1967),

decided subsequent to the close of the hearings herein.

In the Cery case, the court remended the triel court's
order compelling the defendsnt to submit to & voice test for
the purpose of heving the lower court determine 'whether the
voiceprint technique and equipment are sufficiently accurate to
produce results admissible as evidence." 1In doing so, the
court indiceted thst testimony of experts in addition to Kerste
was necessary in order to resolve the question and thet the
"prosecutor must satisfy the trial judge that identification by
voiceprint technique and equipment hes & sufficient scientific

basis to produce uniform and reesonably reliable results end

will contribute materielly to the ascertainment of the truth."

Assuming srguendo thet the criteris laid down by the court would
heve to be met before Kersta's testimony would be admissible in
these proceedings, it is concluded that Klopp's objection should

sgain be overruled end Kerste's testimony admitted.
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There cen be no question regarding the scceptance by
the scientific community of the spectrogreph or "voiceprint"
mechine as & reliable instrument for production of sound spectro-
grams which sre pictorial representations of tepe recorded
speech or sound. Spectrographs are commonly used by scientists
in connection with analyses of & wide variety of acoustic
sounds and produce either bar or contour spectrograms depending
upon the setting of the mschine's controls.

There is more question concerning the relisbility of
spectrograms as used by Kersta for identification purposes,
but the record contains sufficient agreement emongst the
‘acoustic experts to show that the "voiceprint” technique has
en sdequste scientific bssis to make Kerste's testimony admis-
sible. Basicelly, the technique used by Kersta is nothing more
than e matching of the bsr spectrogrem psttern of an unidenti-
fied voice with that of an identified voice, and where suffi-
cient similarity in patterns is noted, concluding that in each
instance the ssme person spoke. The underlying theory is
predicaeted upon Kersta's belief, growinz out of four yesrs of
experiments, thet every human voice hes individual cherecter-
istics produced by the uniqueness of eech person's vocal cevi-
ties and of his articulatory pattern, the wey in which each

person uses his muscles of speech.
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The testimony of the other acoustics experts does not,
es cleimed by Klopp, destroy the vslidity of Kersta's technique;
it does no more then question its infallibility. Dr. Dennis
Klatt, an assistant professor of electricel engineering of
Messachusetts Institute of Technology working in speech research,
testified to the existence of skepticism regarding the high
degree of accuracy which Kerste claimed for "voice-prints," but

on cross-examination clarified his view concerning the accept-
25/
ability of Kersta's technique:

Q. Would it be correct to say Dr. Klatt that at this
stete or posture of scientific informstion that
you are sware of from Dr. Kerste and other persons
in the field of voice identification, thsat you
do not think that the present technique is refined
enough to identify voices, individusl voices?

A. 1t depends entirely on your criterion of how
refined it is. If you ere willing to sccept an
occasiongl misidentification, it certeinly is &
reasonably good technique slready, yes.

Q. So thst you would state now that it is a reason-

ably good technique in the present stete of
knowledge.

A. Yes.
Dr. Klstt also expressed confidence in the testimony of
Kerste a bit later, replying to & question of the extent to

26/
which he had attempted to duplicate Kersta's work:

25/ Tr. p. 2233.

26/ Tr. p. 2244-45,
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Let me just say that 1 was ssked to comment more
about voice identification snd not to reslly

address myself to the question of whether the

voice wes Klopp's or not.

1 would essume thet there is & pretty strong chance
that it is Klopp's. But Kersts is reasonably
reliable. He has done a thorough job, and there

is & pretty good chance that there cen be & mistake.
It could heve been & mimic, there is that possibility.

There is sort of a 10 percent chance, or something
like that.

While Dr. Klatt further expleined thst his conclusion
that the Kerste system had a relisbility of 907 was based
largely upon Kersta's published data,zlit must be assumed that
the published dats referred to was scientifically trustworthy
for Dr. Klatt to have reached such conclusion.

The testimony of Dr. Martin Young, en associste profes-
sor of speech pathology and sudiology at Western Reserve Univer-
sity, elso indicetes that Kersta's technique has an origin in
accepted scientific principles. Although unsble to replicate
Kersta’s experiments becsuse of absence of information regard-
ing the exact ngture of the eight unique acoustic cues relied
upon by Kersta in making spectrogrem pattern compasrisons, Dr.
Young, at Klopp's request, undertook to design a similar exper-

iment based upon cues of his own devising. On the bassis of

that experiment, Dr. Young felt that he could not "conclude st

27/ Tr. 2259.
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the present time that speskers can be identified with high
accuracy on the basis of words spoken in context,zggut they

can be identified with reasonsble accurecy on the basis of

words spoken in 1solation.22/The results of Dr. Young's experiment
do not confirm the accuracy cleimed by Kersts for his system
with respect to words in context, but they do afford

support to Kersta's clsims with respect to words in isolation.gg/
While not intended for such purposes, Dr. Young's experiment
establishes that other experts in scoustics, unfemilier as they
may be with Kerste's system, can readily devise & ressonably
accurste system of voice identification bssed upon the spectro-
grephic pstterns of words in isolation, and clearly indicetes
that Kersta's technique developed over four yesrs of experi-

31/
mentation relies upon sccepted scientific principles.

28/ "Words spoken in context' refers to words which form parts
of sentences, wheress '"words in isolation'' are single words
voiced separsately.

29/ Tr. p. 2139.

30/ Tr. pp. 2091-92. While the rate of eccurascy for all observ-
ers used in Dr. Young's experiment was 78.47%, & 97 eccurecy
was achieved in the identification of one voice.

1/ It is noted that a third expert called by Klopp, Dr. Oscer
Tosi, professor and supervisor of the Speech and Hesring
Leborstories at Michigan Stste University, volunteered at
one point that he had "big respect for Mr. Kersts." Tr. p.
2012. Dr. Tosi is elso "working in the voiceprint field.”

Tr. p. 1527.
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Although it is believed that the record is sufficient
to meet even the requirements indicasted by the Cary case, supra,
the later decision of the United States Court of Military

Appeals in United States v. Wright, 17 USCMA 183, 37 CMR 447

(1967), is viewed &s suthority for admitting Kersta's testimony
without need for further verificetion of the 'voiceprint'
technique. In the Wright csse, an sppesl from & genersl court-
martiel conviction on charges of meking obscene &nd threatening
telephone calls to a womsn, appellete defense counsel contended,
8s Klopp does in these proceedings, that the scientific prin-
ciples underlyinpg the ''voiceprints' are so uncertein in theory
and practice as to require their exclusion as a matter of law.
In rejecting that contention, the court stated:

Mr. Kersta's testimony established thet his system
of voice identification had, experimentally end in
precticel application, demonstrated e high degree
of eccuracy and, further, that he was personslly
qualified to testify as an expert on comparisons

of sound pstterns made by humen voices. True,

two defense expert witnesses expressed reserva-
tions 8s to the complete relisbility of Mr. Kersta's
system and procedures. The specifics of their
reservetions need not detain me. Courts have con-
sistently recognized the edmissibility of the testi-
mony of experts in sress where there is neither
infallibility of result nor unenimity of opinion

as to the existence vel non of a particular condi-
tton or fact. For example, the difference of
opinion emong psychiatrists as to the mental con-
dition of a particuler person is very well known.
See United States v. Henderson, 11 USCMA 556, 29
CMR 372; United States v. Csrey, 11 USCMA 443, 449,
29 CMR 259. 1dentifying the author of & questioned
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document by comparison of the handwriting of the
document with other handwritings made by known
persons is commonplace in the courts, but it
certainly cennot be said that all experts in the
field end all techniques of identification are
infallible. United States v. DeLeo, 5 USCMA 148,
153, 17 CMR 148. 1In fact, visusl examination of

# questioned document with handwriting exemplears
of the accused masy lead the fect finders to an
opinion different from that of the expert. United
States v. Privett, 4 CMR 392. Here, the tape
recording of one of the obscene calls and the
recording of the test call made by the accused
were both before the court-martisl. Each was
played in open court. Since voice identification
by ear is fully acceptable in the courts, the
court members could thus determine for themselves
the mergin of error, if any, in Mr, Kersta's expert
opinion. 2/ With the bosrd of review, therefore,
1 am satisfied that the shortcomings of Mr. Kersta's
voiceprint system did not render his opinion inad-
missible.

2/ 1t is interesting to note that one of the defense
experts testified that s type of spectogram [ sic] he
used in certain experiments yielded & sixty per-
cent degree of success; listener identification
in the same experiments, however, achieved
results thst were ten percent better.

As in the Wright case, the record in these proceedings
contains Kersta's recital of his quelifications end the results
of his experiments, as well as the doubts of two defense expert
witnesses regarding the reliability of Kersta's "voiceprints"
as & system of identificetion. But elso persussive on this
question is the fact that a federal appellate court, albeit

restricted to military lew, hes found thet Kersta's opinion

based upon his "voiceprint' system is admissible. Kerste's
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testimony is therefore found sdmissible in evidence as a
motter of lew, and Klopp's contentions to the contrary sre
rejected.

Respondents further contend that the tape recording
is not in fact & reproduction of s telephone conversetion
thet took place between Ksucnik and Klopp. In support they
claim that the recording conteins contextual inconsistencies,
that the tspe was spliced subsequent to the recording thereon,
end thst the recording could not have been made over the tele-
phone in the manner described by Ksucnik.

The contextusl inconsistencies pointed out by Klopp
‘are not impressive. With respect to the telephone call from
Barney which preceded the Klopp conversation, Kaucnik mey well
heve been celled '"Bill" as g result of & simple slip of the
tongue on the part of the caller, but regardless, the unex-
pleined misnomer stending alone ceannot be considered of
material significence. The remsinder of the alleged incon-
sistencies, sll involving ststements made during the Klopp
conversation, are not found to have that character, end
Klopp's interpretations and assertions to the contrery cennot
be accepted.

Similerly rejected is the claim thet the recorded
conversation does not sound normal. While the expert wit-

nesses are not in sgreement with respect to whether the recorded
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conversation sounds "normel," we find, having heard the voices
end the manner in which Kaucnik end Klopp spoke not only on the
recording but while on the witness stand as well, that the
recorded conversetion flows in a normsl feshion. As to Dr.
Klatt's thought that ''dubbing'" was s "possible explsnstion"
for en sudible incongruity he found in Keucnik's voice, such
possibility should not be separated from his quelifying remark
thet '"the chain of events that take place from speaking in a
room through s telephone system through s couple of wires onto
the recording involves & lot of different things."gz, Grenting
the existence of the incongruity, en inference that dubbing
'actually took place does not thereby esppear justified.
Respondents' contention that the tespe was spliced after
the recording was made is accepted &s estsblished in one of
the three instances they heve indicated. In that one instance,
two of Klopp's expert witnesses, Dr. Arthur H. Benade, an
associate professor in the Science Department at Case Intitute
of Technology, and Dr. Klatt agreed that such splice must have
occurred sfter the recording, the latter's opinion being an
interpretation of a spectrogram that showed one letter of the
word "sold' wes missing. In the two other instances, there
is disagreement between these witnesses as to whether a

splice at one of the spots occurred before or after the

32/ Tr. p. 2210.
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33/

recording, &nd only Dr. Benade detected such s splice st
34/

the other. However, the presence of one splice or three

does not destroy the credibility of the tepe. Dr. Benade's

views were that the splices "don't prove snything by them«

35/
selves,” &nd that he "didn't think that one could meke quite
36/
this kind of 8 tape by mechanical splicing anywey.” Dr.

Klatt also viewed his findings of splices and the seudible
incongruity &s inconclusive, stasting, when pressed for his
professional opinion on whether the tepe recording represents
what it purports to be, that "it is impossible to tell, thet
there is no scientific way possible to tell one way or the

37/
other."

The ergument to the effect that tempering with the
tepe has been shown when the testimony of Keucnik and Kerzman

end the proof of splicing sre juxtaposed is not seccepted.

33/ Following the words "Litton, 1000 . . . ." appeering at
the bottom of DX 1, p. 2. Dr. Benade's opinion was that
it appeared "to have been made before the tape wes
recorded." Tr. p. 1120. Dr. Klett's opinion that such
splice occurred sfterward was based on the "intonation
of how things were said on the tespe.” Tr. p. 2214,

34/ Following the words, ''oh boy" at the bottom of DX 1, p. 2.
See Tr. p. 1121.

35/ Tr. p. 1122,
36/ Tr. p. 1977.

37/ Tr. p. 2249.
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Neither Keucnik nor Kerzmen testified categorically that no
splicing occurred during or after the recording of the conver-
sation with Klopp, their testimony being guarded in that
respect 8s well as in numerous others, as might be expected

of witnesses testifying to events three years in the past.
Nevertheless the feilure of these witnesses to pive positive
and unequivocel answers to the questions relsting to a break

in the tepe was viewed as militeting against acceptence of the
recording as authentic, end cerefully weighed with all other
factors before the recording was found to heve probative value.

Respondents' arguments that the recorded conversation
‘could not heve teken place over the telephone in the manner
testified to by Kaucnik are elso rejected. Although the opinions
of Dr. Benade and of Dr. Tosi were that the recording could not
have been made in thet manner, those opinions lose weight end
become inconclusive upon snslysis of their underlying assump-
tions and attempted replicetions of the recordine.

Dr. Bensde concluded from spectrogrems mede of the
voices of Kaucnik and Klopp sppesrineg on the recording, that
Keaucnik's voice spectrum was consistent but Klopp's inconsistent
with thet to be expected in a telephone voice. The snomaly in
Klopp's voice spectrum is supposedly established by the sherp
drop-off in the intensity of Klopp's voice at frequencies

between 3,000 and 4,C00 kilocycles and a leveling off of
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38/
intensity beyond the latter frequency. However, Dr. Benade

reached that conclusion under the misapprehension that the
telephone circuit over which the recorded conversstion took
place did not utilize loading coils, which characteristically
filter out sound frequencies above approximstely 3,500 kilo-
cycles, After evidence wss introduced by the Division thet
loading coils had been present in the circuit and that a
voice spectrum comparable to Klopp's had been prepered from
8 voice speaking over s simulsted but similarly loeded tele-
phone circuit, Dr. Benade was recalled to the witness stand.
Dr. Benade then testified that Klopp's voice could not have
been recorded over the telephone because the spectrum of
Klopp's recorded voice disclosed the presence of speech above
3,500 kilocycles, & level inconsistent with voice transmission
over a loaded circuit. But the force of Dr. Benade's conclu-
sion was egeain dissipeted when Dr. Tosi testified that he found
in his attempted replication of the recorded conversation over
& losded telephone circuit that "the circuitry of the telephgne
allowed" speech frequencies above 3,5C0 kilocycles to pass.g_/
Dr. Tosi's conclusion thet the recorded conversation

could not tske plsce over the telephone becsuse of the greet

38/ See, e.g., KKN-10.

39/ Tr. p. 2545.
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difference in the intensities of the recorded voices, ranging
up to 20 d:gibels and "consistently the order of 10 to 15
declbels."-;s open to question becsuse it is predicated upon
the belief thet & 5 decibel difference would be normal. Differ-
ing with the latter premise is the testimony of Stephen E.
Flocke and Robert J. Koren, both engineers in the employ of the
Ohio Bell Telephone Company. Flocke stated thet a facility

loss difference '"on the order of 10 DB's [decibels]"ﬁliould

be expected in the circuit used by Kaucnik and Klopp as compared
with 5 or 6 decibels in the circuit used by Dr. Tosi, and Koren
testified thet he had experimentally estsblished that the theo-
. retical averege loss would be 8.5 decibels. Koren further
testified that he could not express an opinion on whether e
conversation in which an average loss of 15 to 20 decibels
existed was likely to have taken plece on the telephone with-
out assuming that '"the people talking on the instruments were
telking et normal voice levels, the instruments were inagood
condition, and that the circuit was in good condition."_z/ It

sppears, therefore, that the intensity difference, although

certainly of & suspiciously high degree, could have occurred

40/ Tr. p. 2013. Klopp's proposed finding (Klopp Brief p. 33)
T thet "the difference in voice intensity present in the
slleged conversation was consistently between 10 and 20

decibels" is rejected.
41/ Tr. p. 2349.

42/ Tr. p. 2408,
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in the recorded telephone conversation, and thst the nsture and
condition of the telephone facilities used would be important
factors in the smount of the intensity difference experienced.
As has been observed in connection with the loading coils
utilized in telephone systems, the theoretical cherascteristics
of & particuler circuit may not hold true when in use.

As indiceted before, there ere unusual cheracteristics
to be found in the tape snd the recording, but these are not
inexplicable. When 8ll of the evidence bearing on the question
is weighed, the preponderance favors acceptance of the record-
ing as suthentic. Contrary arguments by the respondents sre
found not to be sustsined by the record.

Having reached the conclusion that Klopp did ceuse
Ksucnik and Kerzmen to effect securities transactions by the
alleged misrepresentations, the next question is whether he
induced them to engsge in excessive treding es cherped by the
Division. 1t is concluded that Klopp did induce such excessive
trading by Kaucnik and Kerzmen.

The record is clear that both Kerzmen and Kaucnik
opened their accounts with the intent of trading rether then
investing in securities, and that they, not Klopp, made the
decisions to effect the transactions in their accounts. This
being so, the size and frequency of the trading in the Ksucnik

end Kerzman accounts, standing elone, do not lead to the
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43/
conclusion that Klopp induced excessive trading. However,

trading activity cannot be segregsted from other fsctors
having & bearing on that activity.ﬁé/

As found herein, the trading in question sfter May 28,
1962 was influenced and improperly csused by Klopp, upon whom
Kesucnik and Kerzmen relied for advice regerding the "doctor's"
treding. The faith they had in that informstion as e guide
for their own treding in effect gave Klopp practicel discre-

é

tionary power over their accounts, permitting him to dictate
or influence their transactions merely by informing them that
the "doctor" hed effected or was sbout to effect s particuler
securities transaction or s series of them. Klopp used the
power he gained through his deception to profit himself and
displayed little, if any, concern for the welfare of Ksucnik
end Kerzman. Viewed in the light of Klopp's misconduct and
his relstionship with Keucnik and Kerzman, the transactions in
the Ksucnik and Kerzman accounts must be regarded as excessive
in size and frequency and Klopp held responsible &s the cause of
such sctivity.

In view of the foregoing, it is concluded that Klopp
wilfully violested Section 17(e) of the Securities Act and

Section 10(b) of the Exchange Act end Rule 10b-5 thereunder.

43/ Cf. Welter S. Grubbs, 28 S.E.C. 323, 328-30 (1948).

44/ Ibid.
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Supervision of Klopp

The charge against registrant and Cowden is that by
feiling to properly supervise Klopp and by neglecting to
enforce estsblished procedures designed by registrant to
prevent violstions of the ststutes, rules, and regulations
administered by the Commission, registrant and Cowden wil-
fully sided and abetted Klopp's violations. The concern
therefore is the relationship of registrant's end Cowden's
supervisory responsibility to the specific violations thet Klopp
is found to have committed. It is concluded under sll of the
circumstances, including the peculiar end unique deception
that gave rise to & finding that the size and frequency of the
trensactions in the Keucnik end Kerzmsn sccounts were exces-
give, that repistrant and Cowden did not wilfully eid end
sbet Klopp's violstions.

During the years 1961 through 1963, repistrent was one
of the larger broker-dealer firms doing business on & national
scele with 43 branch offices in 40 cities in the United States.
In those years, registrent followed & practice not unusual at
that time amongst the larger broker-deslers of heving separete
systems of sccounting in different perts of the country. Super-
vision of customer accounts was left in the hands of reeis-
trant's regionsl partners and the branch menegers who were

directly responsible to the regional pertners. The policies of
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registrent which were to be followed in the operation of its
business were covered in a manusl svsilable in the branch
offices; these policies were supplemented in the course of
briefings in annual meetings attended by branch mansgers and
regionsl partners.

Registrant's Ohio region geographicelly included sll
of the State of Chio and Western Pennsylvanis. During the
period in question, the regionsl partner's responsibility
extended over six branch offices in that sres whose operations
were carried on by sbout 70 sslesmen and 95 other employees.
The Union Commerce office Cowden manasged had more then 70
employees, of whom sbout 30 were salesmen. The regionsl
pertner had the responsibility for assuring thet registrant's
policies and the rules and regulstions of the regulatory
esgencies, trade associations, and the New York Stock Exchange
were being observed. In discharging those responsibilities
the regional pertner visited quarterly each office in his
erea, gave lectures to the menegers end employees, and dis-
cussed in detail with the mansgers their respective operations
end practices. In cases of difficulties arising with cus-
tomers, the regional partner would go to the office involved,
determine responsibility for eny error, end in instances

admonish the manager or sslesmen.
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Direct supervision of the accounts in esch office was
the responsibility of the office maneger, as were branch
office sales management, selection and development of personnel,
and the overall supervision and control of operations. In the
Union Commerce office Cowden was assisted in his supervision
of the accounts by e subordinate in cherge of the office's
sccounting services, end snother in charge of the office
salesmen.

In 1962 end 1963 procedures were in effect which were
intended to inhibit snd detect improper excessive trading in cus-
tomer accounts and other deceptive practices. Salesmen were initially
femilierized with appliceble rules and regulations by means
of registrent's six-month training program which included
segsions in New York end Cleveland, and their knowledge wes
kept current by staff meetings and by distribution of educa-
tional bulletins received from the NASD and the New York
Stock Exchange. In addition, selesmen were required to read
registrant's policy manuel and a guide for registered repre-
sentatives published by the Associstion of Stock Exchanges.

Every two or three weeks, as part of his supervisory
routine, Cowden would review the deily blotter sheets covering
purchases and sales effected in his office and examine the
order tickets upon which the blotter sheets were based. 1In

doing so Cowden beceme acqusinted with the type and extent of
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the ectivity in the individuel accounts. This check was
supplemented with & spot-check of customers' ledger sccounts
in the cashier's department, which was required to bring to
Cowden's attention any eccount that reflected unusual sctivity.
Selesmen were elso warned in sales meetings sgeinst churning
customers' accounts and msking misrepresentstions to effect
sales, end were required to inform Cowden immedistely concern-
ing any customer's complsint.

While the described supervisory procedures are not
above criticism, as was apparently recognized by registrent
in 1964 end 1965 when additional safeguards were adopted,
registrent and Cowden during the period in question sre found
to have had & reasonsbly acceptable system designed to control
and supervise salesmen in the Union Commerce office. Whether
there was negligence in the enforcement of esteblished pro-
cedures is then the next consideration.

Cowden, with the spproval of the regionel partner,
hired Klepp after interviewing him and speaking to Klopp's
references. Klopp then entered the customary six months'
training program in the course of which he displayed outstand-
ing ability. In addition, he achieved excellent grades in
two correspondence courses offered by the New York Institute
of Finance.

During the years that Klopp was with registrant, he

acquired approximetely 400 accounts, of which about 50 were
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active in 1962 and 1963, with 10 of those considered trading
accounts. One of the latter, the account of Dr. Francis
Rigel, ceme to Cowden's sttention from time to time because

of its extensive sctivity, but Klopp was able to satisfy
Cowden that Dr. Ripel was interested in trading and that there
need be no concern sbout the account.ﬁé/ During the period in
question, no serious complsints about Klopp were received by
registrant or Cowden, end neither Ksucnik nor Kerzman informed
registrant or Cowden of any doubts reperding Klopp's integrity
nor of the representstions Klopp had mede to induce their
treding.

Although the emount of the review that customer
sccounts received in Cowden's office may not have been adequate
to detect and prevent improper excessive trading in those sccounts,
the record does not indicste that supervisory neplect con-
tributed to the perpetrstion of the frsud in question or
ellowed that freud to continue without detection. The Kaucnik
end Kerzman accounts are not of such nature and character that
if picked up during a review in the cashier's department would
have reasonsbly led to inquiry beyond discussion with Klopp

and review of aveilable office information relating to those

45/ After Klopp left registrant, Dr. Rigel had occesion to
telephone the regional partner, at which time Dr. Rigel
was ssked if he knew of anything wrong in his sccount
and replied in the negative.
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accounts. The likelihood that such inquiry, or even one extended
to include questioning of Keucnik snd Kerzman, would have pro-
duced early evidence of Klopp's misconduct is extremely remote,
if not altogether non-existent. Inadequacy of registrent's
account review procedures not being & contributing fector and
no other feilure to enforce registrant’'s procedures being shown
as contributing to Klopp's violations, it is concluded that
neither registrant nor Cowden aided or abetted those violations.
The Division's contentions that registrant's controls
were not desipgned to detect excessive trading, end, in any
event, were not effective, are not sustained by the record.

In its argument the Division does not specify whsat it believes
‘to be the shortcomings of registrent's procedures nor indicate
the manner in which such procedures could have been improved,
end reduces the problem to a statement that '"there is an
accepted danger that the public will become the victims of unauthor-
ized conduct and representstions by salesmen." Implicit in that
attempted simplification of the issue, as well ss in the thrust
of the Division's argument on this question, seems to be the view
that proof of misconduct by salesmen ineluctably establishes cul-
peble lack of supervision. Such view is not supported by the
Commission's decisions relied upon by the Division.

Bond & Goodwin, Inc., 15 S.E.C. 584 (1944), cited by

the Division sas early precedent for its position, imputed
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responsibility to the respondent firm for the misconduct of

its selesman only efter finding that supervision over the

salesmen was "slight, if it existed at sll," that "the routine

of respondent's office appears to have been very lex'" in nun-
erous critical srees, snd thet the firm had not mede the
"thoroughgoing investigation" which should have been prompted

by an item of correspondence that had come to the sttention of its

president. 1In Rudolph H. Deetjen, 18 S.E.C. 64 (1945), the

finding was thst "the firm knew or should have known what was
teking place, and that it blinked' et the misconduct that gave
rise to the violations there involved. In like manner, the

Commission concluded in E. H. Rollins & Sons, Incorporated,

18 S.E.C. 347, 390 (1945), that the firm "must bear the respon-
sibility for the numerous transactions constituting willful
violations" in consequence of evidence thet officers in Chicago
end New York "were epprised of sufficient facts in connection
with such trensections to put them on reasonsble notice of
their fraudulent charecter." The Commission slso declared

that "it is utterly inconceiveble that accounts of the size of
these funds, especislly Woman's WOr:é/did not st intervals

receive the security [ sic; scrutiny__] of one or more of Rollins'

officers or senior employees."” In deciding Reynolds & Co., 39

S.E.C. 902 (196C), & leading case on supervision, the Commission

46/ See Securities Exchange Act Release No. 3661, p. 50 (Febru-
ary 22, 1945).
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reiterated the ;rinciples that it had enunciasted before con-
cerning the dut: of hrokers and deslers to supervise the actions
of emplovees ant the imperative need thet '"the svstem of internal
control be adequste and effective and that those in suthority
exercise the utmc <t vipilence whenever even & remote indication
of irregulsrity res hes their attention.'" However, the circum-
stances under which the Commission there found an failure to
properly supervi<r bhrench office operations were such as '"demon-
strate serious snd extensive misconduct by emplcvees 1n those
offices and grave deticiencies in the supervision end internal
control exercise ' ! registrant and the individusl stipulasting
respondents over <z emplovees.,"

There can be no quarrel with these decisicons, but they
are inspposite unlesc< it is first shown thet reristrent and
Cowden failed in their duty to properly supervise Klopp send
thereby to prevert or detect his violations. The Division hes
not made that recuicite showing, proving onlv neglipgence in
connection with one procedure in an otherwise reasonsbly
sdequste superviccrv system, but feiline to esteblish that
sbsent such necligence, Klopp's violations wouvld heve been
prevented or detected.

Accordinply, it is concluded that neither repistrant

nor Cowden wilfullv aided and abetted the viocletions of Klopp.
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Fublic Interest

While the serious nature of Klopp's violations makes
the imposition of e sanction sppropriaste in the public inter-
est, it does not appeer under all the circumstances that a bar
from essocietion with a broker or desler is required.éz,

There is no evidence that Klopp had previous difficulty with
eny regulatory agency nor of complaints, with one minor excep-
tion, against him during the nine yesrs that he hes been in
the securities business. Moreover, his record of public
service in civilian life and with the armed forces during
World Wer 11 impels the conclusions that the opening of the

- Mark Christian account and the violstions committed were
regrettsble lepses in conduct end ere not indicative of what
might be expected of him in the future.

Having given careful consideration to the evidence
bearing upon the public interest and to that tending to miti-
gate the violations, including the fact that unethical conduct
of Keucnik and Kerzman contributed to the commission of Klopp's
violations, it is concluded that & suspension of four months

48/
would be appropriste in the public interest.

47/ 1t is noted that the Division has not proposed & sanction
thet it considers sppropriate.

48/ All proposed findings and conclusions submitted by the
parties have been considered, ss heve their contentions.
To the extent such proposals eand contentions are consist-
ent with this initiel decision, they are accepted.
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Accordingly, IT IS ORDERED that Raslph Martin Klopp is
suspended from associstion with a broker-desler for s period
of four months from the effective dete of this order; and

IT IS FURTHER ORDERED that these proceedings insofar
as they relate to Ppine, Webber, Jackson & Curtis and Williem
P. Cowden are dismissed.

This order shall become effective in accordance with
end subject to the provisions of Rule 17(f) of the Rules of
Practice.

Pursuant to Rule 17(f) of the Rules of Practice, this
initial decision shall become the final decision of the Com-

' mission as to each party who has not, within fifteen days after
service of this initiel decision upon him, filed 2 petition
for review thereof pursuent to Rule 17(b), unless the Commis-
sion, pursuant to Rule 17(c), determines on its own initistive
to review this initial decision a8 to him. If e party timely
files & petition for review, or the Commission takes action to
review as to a party, the initial decision shell not become

final with respect to that party.

~~Warren E. Blair, Hearifig Examiner

Washington, D.C.
November 28, 1967



