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,@ These are p u b l i c  p r o c e e d i n g s  i n s t i t u t e d  by o r d e r  o f  t h e  Commission 

d a t e d  J a n u a r y  2 ,  1964,  p u r s u a n t  t o  t h e  p r o v i s i o n s  o f  S e c t i o n  1 5 ( b )  o f  

s-
t h e  S e c u r i t i e s  Exchange Act o f  1934 ("Exchange Act") t o  d e t e r m i n e  

w h e t h e r ,  by r e a s o n  o f  a l l e g e d  w i l l f u l  v i o l a t i o n s  o f  c e r t a i n  p r o v i s i o n s  

o f  t h e  Exchange A c t  and  t h e  S e c u r i t i e s  Act o f  1933 ( " S e c u r i t i e s  Ac t " ) ,  

a n y  r e m e d i a l  a c t i o n  a g a i n s t  Schmidt ,  S h a r p ,  McCabe & Co., I n c .  ( " r e g i s t r a n t " )  

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

S e c t i o n  15A(b) (4 )  o f  t h e  Exchange A c t ,  Robe r t  D. Schmidt ,  W i l l i a m  N. Sha rp ,  

Ben T. K u m g a i  and James W. Bates, o r  a n y  o f  them, shou ld  be found t o  be a 

c a u s e  of a n y . s u c h  a c t i o n .  

R e g i s t r a n t  h a s  been  r e g i s t e r e d  as a b r o k e r - d e a l e r  p u r s u a n t  t o  t h e  

Exchange A c t  s i n c e  Februa ry  23 ,  1960,  and  was a member o f  t h e  Midwest 

S t o c k  Exchange, a r e g i s t e r e d  n a t i o n a l  s e c u r i t i e s  exchange ,  from J u n e  16 ,  

1961 t o  Hay 21, 1963. The o r d e r  f o r  p r o c e e d i n g s  a l l e g e d  i n  s u b s t a n c e  t h a t  

r e g i s t r a n t ,  as w e l l  as Schmidt., S h a r p ,  Kumagai and B a t e s ,  w i l l f u l l y  v i o l a t e d  

t h e  a n t i - f r a u d  p r o v i s i o n s  o f  t h e  S e c u r i t i e s  Act and t h e  Exchange Act i n  

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

1/ A s  a p p l i c a b l e  h e r e ,  S e c t i o n  1 5 ( b )  o f  t h e  Exchange Act p rov ided ,  a t  t h e-
time of  t h e  o r d e r  f o r  p r o c e e d i n g s , , t h a t  t h e  Commission s h a l l  r evoke  t h e  
r e g i s t r a t i o n  of  a b r o k e r  o r  d e a l e r  i f  i t  f i n d s  i t  is i n  t h e  p u b l i c  i n -- t e r e s t  and t h a t  such  b r o k e r  o r  d e a l e r  o r  a n y  o f f i c e r ,  d i r e c t o r ,  o r  

9 c o n t r o l l i n g  o r  c o n t r o l l e d  person  of  such  b r o k e r  o r  d e a l e r  h a s  w i l l -
f u l l y  v i o l a t e d  a n y  p r o v i s i o n  o f  t h a t  Act o r  o f  t h e  S e c u r i t i e s  A c t  
o f  1933 o r  a n y  r u l e  t h e r e u n d e r .  

Under S e c t i o n  15A(b) (4 )  o f  t h e  Exchange Act ,  i n  t h e  a b s e n c e  of  t h e  
commiss ion ' s  a p p r o v a l  o r  d i r e c t i o n ,  no b r o k e r  o r  d e a l e r  may be a d -
m i t t e d  t o  o r  c o n t i n u e d  i n  membership i n  a n a t i o n a l  s e c u r i t i e s  a s s o -
c i a t i o n  i f  t h e  b r o k e r  o r  d e a l e r  o r  a n y  p a r t n e r ,  o f f i c e r ,  d i r e c t o r  o r  



company c a l l e d  A u t r o l  C o r p o r a t i o n  ( ' a A u t r o l a a )  d u r i n g  t h e  p e r i o d  

Novelnber 2 2 ,  1961 t o  F e b r u a r y  23,  1962,  by making f a l s e  a n d  m i s l e a d i n g  
a 
1 s t a t e m e n t s  o f  material f a c t s  and by  o m i t t i n g  t o  state material f a c t s  

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

-2/ 
of A u t r o l ,  and  t h e  m a r k e t  v a l u e  and  p o t e n t i a l  o f  i t s  common s t o c k .  

I These v i o l a t i o n s  a l l e g e d l y  o c c u r r e d  i n  c o n n e c t i o n  w i t h  r e g i s t r a n t ' s  I 
a c t i v i t y  as t h e  u n d e r w r i t e r  o f  t h e  i s s u e  o f  A u t r o l  s t o c k  o f f e r e d  t o  t h e  

p u b l i c  d u r i n g  t h e  above-ment  ioned  p e r i o d .  

I n  a d d i t i o n ,  t h e  o r d e r  a l l e g e d  w t l  l f u l  v i o l a t i o n s  by  r e g i s t r a n t ,  

a i d e d  and a b e t t e d  by  i t s  o f f i c e r s ,  Schmidt  and  S h a r p ,  o f  R e g u l a t i o n  T, 1 
promulga ted  by t h e  Board o f  Governors  o f  t h e  F e d e r a l  R e s e r v e  System 

I p u r s u a n t  t o ' s e c t i o n  7  o f  t h e  Exchange A c t ,  i n  f a i l i n g  t o  r e c e i v e  pay-

ment f rom c u s t o m e r s  f o r  p u r c h a s e s  o f  s e c u r i t i e s  w i t h i n  t h e  time pre -

s c r i b e d  i n  S e c t i o n  4 ( c ) ( 2 )  o f  s a i d  R e g u l a t i o n  and  n o t  p r o m p t l y  c a n c e l l i n g  

o r  o t h e r w i s e  l i q u i d a t i n g  t h e  t r a n s a c t i o n s  o r  t h e  u n s e t t l e d  p o r t i o n  t h e r e -  
3/-

of .  F u r t h e r  c h a r g e s  are made a g a i n s t  r e g i s t r a n t ,  a l l e g e d l y  a i d e d  and 

21 The o r d e r  a l l e g e d  v i o l a t i o n s  o f  S e c t i o n  1 7 ( a )  of t h e  S e c u r i t i e s  A c t-
and  S e c t i o n s  1 0 ( b )  and 1 5 ( c )  ( 1 )  o f  t h e  Exchange A c t  and R u l e s  l o b - 5  
and 15c-2 t h e r e u n d e r .  The c o m p o s i t e  e f f e c t  o f  t h e s e  a n t i - f  r a u d  p r o v i -  
s i o n s  i s  t o  make u n l a w f u l  t h e  u s e  o f  t h e  mails o r  f a c i l i t i e s  o f  i n t e r -
state commerce i n  t h e  s a l e  o r  p u r c h a s e  o f  s e c u r i t i e s  by means o f  a 
d e v i c e  t o  d e f r a u d ,  a f a l s e  o r  m i s l e a d i n g  s t a t e m e n t  o f  a material f a c t ,  
o r  a n y  act ,  p r a c t i c e ,  o r  c o u r s e  of  b u s i n e s s  which o p e r a t e s  o r  would 

- -3/  S e c t i o n  7 ( c )  ( 2 )  o f  t h e  Exchange A c t ,  as h e r e  p e r t i n e n t ,  makes it un-
l a w f u l  f o r  a member o f  a n a t i o n a l  s e c u r i t i e s  exchange  o r  a  b r o k e r  o r  
d e a l e r  who t r a n s a c t s  a b u s i n e s s  i n  s e c u r i t i e s  t h r o u g h  t h e  medium of  
a n y  member, t o  e x t e n d  o r  a r r a n g e  f o r  c r e d i t  t o  a n y  c u s t o m e r  w i t h o u t  
c o l l a t e r a l  o r  o n  a n y  c o l l a t e r a l  o t h e r  t h a n  exempted o r  l i s t e d  s e c u -
r i t ies ,  e x c e p t  i n  a c c o r d a n c e  w i t h  r e g u l a t i o n s  p r e s c r i b e d  by  t h e  
F e d e r a 1 Reserve  Board. 

R e g u l a t i o n  T p r o v i d e s ,  i n  S e c t i o n  4 ( c ) ( 2 ) ,  t h a t  i f  a c u s t o m e r  pur -  
c h a s e s  a s e c u r i t y  i t 1  a c a s h  a c c o u n t  and d o e s  n o t  make f u l l  c a s h  pay-
ment w i t h i n  s e v e n  b u s i n e s s  d a y s  t h e r e a f t e r ,  t h e  b r o k e r  o r  d e a l e r  
s h a l l  ~ r o m ~ t l v  c a n c e  1  o r  o  t b e r w i s e  l i a u i d a t e  t h e  t r a n s a c t  i o n .  
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a b e t t e d  by Schmidt  and Sharp ,  ( 1 )  o f  w i l l f u l l y  v i o l a t i n g  t h e  p r o v i s i o n s  

of  S e c t i o n  1 5 ( c ) ( 3 )  of  t h e  Exchange A c t  and Rule 1 5 ~ 3 - 1  t h e r e u n d e r  i n  e f -  

. f e c t i n g  t r a n s a c t i o n s  i n  s e c u r i t i e s  o v e r - t h e - c o u n t e r  on  o r  abou t  September  30 ,  

1963, a t  which time i t s  n e t  c a p i t a l  was d e f i c i e n t  u n d e r  t h e  n e t  capital 

t 


-4 / 
r u l e ,  and ( 2 )  f o r  i ts  f a i l u r e  d u r i n g  s p e c i f i e d  p e r i o d s  of time t o  make and 

k e e p  c u r r e n t  c e r t a i n  books and r e c o r d s ,  i n  w i l l f u l  v i o l a t i o n  o f  S e c t i o n  1 7 ( a )  
-5 /  

of t h e  Exchange A c t  and  Rule 1 7 ( a )  ( 3 )  t h e r e u n d e r .  

R e g i s t r a n t  and a l l  i n d i v i d u a l s  appea red  h e r e i n  and d e n i e d  t h e  a l l e g e d  

v i o l a t i o n s  i n  answers  submi t t ed  by t h e i r  r e s p e c t i v e  c o u n s e l .  A h e a r i n g  on  

t h e  c h a r g e s  was h e l d  b e f o r e  t h e  under s igned  a t  t h e  Denver Reg iona l  O f f i c e  

o f  t h e  Commission d u r i n g  t h e  p e r i o d  Nay 4 t o  May 7 ,  1964. The p a r t i e s  were 

r e p r e s e n t e d  by c o u n s e l  as i n d i c a t e d  on t h e  f a c i n g  s h e e t  h e r e o f .  However, 

inasmuch as Kumagai and Bates, sa lesmen of t h e  r e g i s t r a n t ,  were charged 

o n l y  w i t h  v i o l a t i o n s  i n  t h e  o f f e r  and sale o f  t h e  A u t r o l  s t o c k  and n o t  w i t h  

v i o l a t i o n s  r e l a t i n g  t o  R e g u l a t i o n  T,  t h e  n e t  c a p i t a l  r u l e ,  o r  t h e  f a i l u r e  

t o  k e e p  books and r e c o r d s ,  t h e i r  a t t o r n e y s  d i d  not  p a r t i c i p a t e  i n  p o r t  i o n s  

of t h e  h e a r i n g  d u r i n g  which c o u n s e l  f o r  t h e  D i v i s i o n  o f  T r a d i n g  and Markets  

-4/ S e c t i o n  1 5 ( c ) ( 3 )  o f  t h e  Exchange A c t  p r o h i b i t s  t h e  u s e  of t h e  mails 
o r  i n t e r s t a t e  f a c i l i t i e s  by a n y  b r o k e r  o r  d e a l e r  i n  s e c u r i t i e s  t r a n s -  
a c t i o n s  o t h e r w i s e  t h a n  o n  a n a t i o n a l  s e c u r i t i e s  exchange,  i n  c o n t r a -  

# 	 v e n t i o n  of Commission r u l e s  p r e s c r i b e d  t h e r e u n d e r  p r o v i d i n g  s a f e g u a r d s  
w i t h  r e s p e c t  t o  t h e  f i n a n c i a l  r e s p o n s i b i l i t y  of b r o k e r s  and d e a l e r s .  
Rule  1 5 ~ 3 - 1  p r o v i d e s ,  Lhat  i n  a c c o r d a n c e  w i t h  computa t ions  d i s c u s s e d ,  

* 	 -i n f r a , t h a t  no b r o k e r  o r  d e a l e r  s h a l l  permi t  h i s  a g g r e g a t e  i n d e b t e d n e s s  
t o  a11  pe r sons  t o  exceed 2,000 p e r  c e n t  o f  h i s  n e t  c a p i t a l  as s p e c i f i e d  
i n  t h e  Rule .  

-5 / S e c t i o n  1 7 ( a )  of t h e  Exchange A c t  r e q u i r e s  r e g i s t e r e d  b r o k e r s  and d e a l -  
ers t o  keep  s u c h  books and  r e c o r d s  as t h e  Commission by r u l e  and regu-  
l a t i o n  may p r e s c r i b e  as  n e c e s s a r y  o r  a p p r o p r i a t e  i n  t h e  p u b l i c  i n t e r e s t  
o r  f o r  t h e  p r o t e c t i o n  o f  i n v e s t o r s .  Rule  17a-3 s p e c i f i e s  t h e  books 
and r e c o r d s  which must be m a i n t a i n e d  and k e p t  c u r r e n t .  

L 





February 8, 1960 to about October 14, 1963, and was a director and 


beneficial owner of 10% or more of registrant's common stock from about 


February 8, 1960 to about October 10, 1960. Registrant was a member of 


the Midwest Stock Exchange from June 16, 1961 to May 21, 1963. 


2. Ben T. Kumagai was employed by registrant as a securities 

salesman from about September 1960 through August 1963 and was a regis- 

tered representative of the National Association of Securities Dealers, 

Inc. ("NASD") during that time. Kumagai had the title of "Assistant to 

the Presidentw of registrant but performed no functions in that capacity. 

At the time of the hearing Kumagai was employed as an agent in selling 

life insurance. 

3. James W. Bates was employed as a securities salesman by 


registrant from about August 1961 through July 1963, and during this time 


was a registered representative of the NASD. At the time of the hearing 


Bates was unemployed. 


4. Registrant had four branch offices, and a main office in 


Denver. At the time of the Autrol offering it employed approximately 17 


securities salesmen, nine of whom were at its Denver office. A large per- 


centage of registrant's business was in the sale of over-the-counter secu- 


rities, especially because of the "hot issue1' market. Registrant engaged 


in several Regulation A underwritings during the "hot issue" market. As 


stated above, registrant was a member of the Midwest Stock Exchange for 


almost two years. However, it was suspended from membership for a period 


of 30 days. It is significant, in connection with the discussion of the 




net capital charge, infra, that the membership terminated before September 30, 

1963. Registrant maintained at the Denver office a library which was 

apparently of a relatively substantial size and included the books on the 

recommended reading list of the Midwest Stock Exchange and books on 

Regulation A offerings, purchased a sales training program put out by 

Kalb, Voorhis & Co., and subscribed to financial services. The firm con- 

tributed one-half the cost of tuition for training courses of its salesmen. 

5. Prior to forming the registrant corporation, Schmidt had 


been office manager d the Denver office of an over-the-counter securities 


firm for approximately two years. At the time of the hearing Schmidt was 


32 years of age. He was then engaging in securities transactions through 


registrant,primarily for his own interest, and not as a retail business. 


6. Prior to his becoming an officer of registrant in February 


1960, Sharp was employed for approximately one year by the over-the-counter 


securities firm whose office Schmidt managed. He is a college graduate 


with a major in Finance and with one year of law school education. Sharp's 


primary duties at registrant's office were concerned with financial mat- 


ters and books and records. At the time of the hearing he was employed in 


selling securities for an over-the-counter securities firm. 


8, The Fraud Charge 

(a) The Autrol Offerinq 


7. During the period November 22, 1961 to about February 23, 


1962 registrant acted as underwriter of the offering of common stock of 


Autrol on a best efforts basis. This was a public offering pursuant to 




t h e  p r o v i s i o n s  o f  Regula t ion  A, adopted under  S e c t i o n  3 ( b )  of t h e  Secu- 
-71 

r i t ies  Act ,  c o n s i s t i n g  of 60,000 s h a r e s  t o  be s o l d  a t  $2.50 p e r  s h a r e .  

During t h i s  per iod r e g i s t r a n t  s o l d  32,999 s h a r e s  o f  t h e  o f f e r e d  s t o c k  and 

r e c e l v e d  from t h e  p u b l i c  a t o t a l  amount of $82,497.50. From t h e  proceeds, 

r e g i s t r a n t  r ece ived  an underwr i t ing  d i s c o u n t  of $12,374.64 and re imburse-  

ment of expenses  of $671.47 paid by it o r  f o r  i t s  account .  A f t e r  d e d u c t i o n  

of t o t a l  c o s t s  and expenses  o f  $17,441.10, t h e  n e t  proceeds  t o  t h e  i s s u e r  

were $65,056.40. 

8. I n  connec t ion  w i t h  t h i s  o f f e r i n g ,  Aut ro l  f i l e d  w i t h  t h e  

Commission on September 13,  1961,a n o t i f i c a t i o n  on Form 1 - A  and a n  o f f e r -  

i n g  c i r c u l a r .  r e l a t i n g  t o  t h e  proposed o f f e r i n g ,  f o r  t h e  purpose of o b t a i n -

i n g  t h e  Regulat ion A exemption. Amendments were f i l e d  a t  v a r i o u s  t imes  

up t o  t h e  d a t e  of commencement of t h e  o f f e r i n g .  

9 .  The o f f e r i n g  c i r c u l a r  r epresen ted  t h a t  A u t r o l  w a s  

o rgan ized  as a Colorado c o r p o r a t i o n  on August 29, 1961, w i t h  i ts  p r i n c i p a l  

o f f i c e  i n  Denver, and improved r e a l  e s t a t e  i n  Manitou Spr ings ,  Colorado, 

wherein i t  proposed t o  assemble t h e  v a r i o u s  p a r t s  t o  manufacture  a co in -

o p e r a t e d  au tomat ic  vending machine which would d i s p e n s e  ce l lophane  and 

p l a s t i c  bags; t h a t  t h e  machine o r  u n i t  is  complete ly  s e l f - c o n t a i n e d  and 

-7 / Regulat ion A p rov ides  f o r  exemption froin r e g i s t r a t i o n  when a n  i s s u e r  o f -  
f e r s  s e c u r i t i e s  wi th  an  a g g r e g a t e  p u b l i c  o f f e r i n g  p r i c e  not  exceeding 
$300,000 provided,  among o t h e r  t h i n g s ,  t h a t  t h e  i s s u e r  f i l e s  w i t h  t h e  
Commission a n o t i f i c a t i o n  and a n  o f f e r i n g  c i r c u l a r  c o n t a i n i n g  c e r t a i n  
minimum informat ion.  
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t h a t ,  i n  e f f e c t ,  i t  makes and c u t s  t h e  bag from a large ro l l  of p l a s t i c  

material and d i s p e n s e s  i t  t o  a purchase r  i n s e r t i n g  a c o i n .  The d e f i n i t i v e  

o f f e r i n g  c i r c u l a r  also r e p r e s e n t e d  t h a t  t h e  machine was i n v e n t e d  by 

Harry  A. Mead, a d i r e c t o r  and s h a r e h o l d e r  of  t h e  company, who t r a n s f e r r e d  

t o  t h e  company h i s  e n t i r e  r i g h t ,  t i t l e  and i n t e r e s t  i n  t h e  i n v e n t i o n  of 

t h i s  co in -opera ted  bag-making machine throughout  t h e  Uni ted  S t a t e s  f o r  

30,000 s h a r e s  o f  A u t r o l  common s t o c k  and a n  agreed  r o y a l t y  of 5% of  a l l  

manufactur ing c o s t s .  The o f f e r i n g  c i r c u l a r  a l s o  s t a t e d  t h a t  A u t r o l  had 

purchased i t s  real estate a t  Hani tou S p r i n g s  f r a n  M a r j o r i e  E. Brun t j en ,  

t h e  w i f e  of  Herman A. Brun t j en ,  a n  o f f i c e r ,  d i r e c t o r  and promoter o f  

A u t r o l ,  f o r  a c o n s i d e r a t i o n  of  $25,000, $5,000 of  which had been p a i d ,  

and 40,000 s h a r e s  of  A u t r o l  common s t o c k .  

10. Fol lowing h e r e i n  are some e x c e r p t s  from t h e  o f f e r i n g  

c i r c u l a r  and d i s c u s s i o n  o f  o t h e r  p r o v i s i o n s  t h e r e i n  which a p p e a r  to b e  

material to t h e  i s s u e s  d i s c u s s e d  below i n  connec t ion  w i t h  t h e  a l l e g e d  

f r a u d  of  t h e  r e g i s t r a n t  and i t s  sa lesmen i n  t h e i r  e f f o r t s  t o  sell A u t r o l  

s t o c k  t o  t h e  i n v e s t i n g  p u b l i c .  A t  least i n  some measure t h e s e  e x c e r p t s  

and p r o v i s i o n s  s e r v e  t o  r e f l e c t  upon, c o l o r ,  o r  add background to some 

of  t h e  r e p r e s e n t a t i o n s  a f f i r m a t i v e l y  made by r e g i s t r a n t ' s  r e p r e s e n t a t i v e s  

and to  omiss ions  of f a c t s  which t h e  D i v i s i o n  con tends  were m a t e r i a l ,  

w i t h  consequent  v i o l a t i o n  of  t h e  a n t i - f r a u d  p r o v i s i o n s .  

11. With r e s p e c t  t o  c o m p e t i t i o n  f o r  t h e  p roduc t ,  t h e  o f f e r i n g  

c i r c u l a r  s t a t e d  i n  p a r t :  

"There are many f i r m s  e n ~ a g e d  i n  t h e  a u t o m a t i c  
merchandis ing f i e l d ,  and t h e r e  are f i r m s  which a t  t h e  
p r e s e n t  t i m e  are vending p l a s t i c  b a g s  through vending 
u n i t s .  These u n i t s ,  however, vend t h e  p l a s t i c  bag but  
d o  n o t  a c t u a l l y  manufacture ,  c u t  and s e a l  t h e  bag as 
does  t h e  Company's machine." 



- - 
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12. The o f f e r i n g  c i r c u l a r  a l s o  s t a t e d  i n  a p a r a g r a p h  t i t l e d  

'* I tNovelty o f  t h e  Machine and R i s k  o f  Emulat ion",  t h a t  t h e  company p r e s e n t l y  

had no sales f o r c e  a n d  a n t i c i p a t e d  t h a t  m a r k e t i n g  would be a d i f f i c u l t  
i" 

p r o c e s s  f o r  t h e  newly-formed company w i t h  no e x p e r i e n c e  i n  s e l l i n g  such  

a machine ,  and  t h a t  i t  had no a s s u r a n c e  o f  o b t a i n i n g  s u f f i c i e n t  pur-  

c h a s e r s  and  d i s t r i b u t o r s  i n  t h e  areas proposed  t o  be f r a n c h i s e d .  A l so  

t h a t  "No a s s u r a n c e  c a n  be  g i v e n  t h a t  t h e  Company's p roduc t  w i l l  be  ac-

c e p t e d  i n  retail e s t a b l i s h m e n t s  where in  it  may be l o c a t e d ,  w i t h o u t  which 

a c c e p t a n c e  t h e  Company c a n n o t  sell  i t s  product . I t  

13. A s  t o  t h e  machine i t s e l f ,  t h e  o f f e r i n g  c i r c u l a r  s t a t e d  

t h a t  a few working  models ,  o r  p r o t o t y p e s ,  o f  t h e  machine which t h e  

company proposed  t o  m a n u f a c t u r e ,  a s s e m b l e  and se 1 1 ,  had been  c o n s t r u c t e d ,  

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

d e v i c e  i n  t h e  machine 

"forms and  seals t h e  e d g e s  of  t h e  bag ,  
a f t e r  which t h e  bag i s  d e l i v e r e d  t h r o u g h  
t h e  f r o n t  o f  t h e  machine t o  t h e  p u r c h a s e r .  
A l l  o f  t h e  a f o r e m e n t i o n e d  i s  c o n t r o l l e d  
by  t h e  c o i n  i n s e r t e d  i n  a s l o t  p rov ided  
f o r  t h a t  purpose .  The machine  w i l l  re-
c e i v e  a 1 0 C  c o i n  o r  a 25C c o i n ,  depend ing  
upon t h e  s i z e  o f  bag d e s i r e d  b y  t h e  c u s -
tomer .  " 

And a g a i n  t h e  o f f e r i n g  c i r c u l a r  t h e n  s t a t e d :  

"It shou ld  be  no ted  t h a t  t h e  machine i t s e l f ,  

upon t h e  i n s e r t i o n  o f  t h e  p r o p e r  c o i n ,  

a c t u a l l y  m a n u f a c t u r e s  t h e  p l a s t i c  bag  from 

t h e  p l a s t i c  material c o n t a i n e d  i n  t h e  machine." 


-




14. The o f f e r i n g  c i r c u l a r  r e p r e s e n t e d  t h a t  A u t r o l  pro-

posed t o  d e s i g n a t e  f r a n c h i s e  areas t h r o u g h o u t  t h e  Uni ted  S t a t e s ,  and  

a f t e r  a d v e r t i s i n g  and s o l i c i t i n g  a n d .  i n t e rv ' i ewing ,  to select and ap-

p o i n t  d e a l e r s  and  d i s t r i b u t o r s  who would purchase  t h e  machines  a n d  t h e  

p l a s t i c  materials and a t t e m p t  t o  l o c a t e  t h e  machines  w i t h i n  t h e i r  re-

s p e c t i v e  f r a n c h i s e d  areas. On page 7 o f  t h e  o f f e r i n g  c i r c u l a r  t h e  

f 01lowing appea red  : 

"At  t h e  p r e s e n t  t i m e  t h e  Company h a s  i s s u e d  
a f r a n c h i s e  c o v e r i n g  a n  area c o n s i s t i n g  o f  metro-
p o l i t a n  Denver, Co lo rado ,  t o  a g r o u p  o f  p e r s o n s  
u n a f f i l i a t e d  w i t h  management of t h e  Company. 
The terms of  t h e  f r a n c h i s e  o b l i g a t e  t h e  h o l d e r s  
t h e r e o f  t o  m a i n t a i n  a s p e c i f i e d  number of  o p e r a t -  
i n g  machines  i n  t h e i r  area, a f t e r  d e l i v e r y  t h e r e -  
o f ,  i n  o r d e r  to be a s s u r e d  o f  e x c l u s i v i t y  i n  s u c h  
area. The h o l d e r s  o f  t h i s  Denver f r a n c h i s e  have  
p a i d  t h e  Company $10,000.00 toward t h e  pu rchase  o f  
t h e i r  r e q u i s i t e  number o f  machines.  

"In a d d i t i o n  t o  t h e  Denver f r a n c h i s e ,  t h e  
Company h a s  g r a n t e d  a f r a n c h i s e  f o r  t h e  d i s t r i b u -  
t i o n  o f  i t s  machines  i n  t h e  area embracing a l l  o f  
Montana, North Dakota ,  Sou th  Dakota,  Nebraska,  
Minneso ta ,  and p o r t  i o n s  o f  Iowa and Wisconsin .  
The f r a n c h i s e  h o l d e r ,  a c o r p o r a t i o n  c o m p l e t e l y  
u n a f f i l i a t e d  w i t h  management o f  t h e  Company, h a s  
a g r e e d  t o  pu rchase  100 of  t h e  Company's bag-vend- 
i n g  machines ,  f o r  which i t  h a s  a l r e a d y  paid  10X 
of  t h e  t o t a l  pu rchase  p r i c e ,  a down payment of  
$5,875.00.  The t e rm o f  t h i s  f r a n c h i s e  i s  s i x  
months ,  commencing November 5, 1961,  and  is re-
newable a t  t h e  o p t i o n  o f  t h e  f r a n c h i s e  h o l d e r  
f o r  s ix-month p e r i o d s ,  provided t h a t  t h e  h o l d e r  
purchased a t  least 100  a d d i t i o n a l  machines  from 
t h e  Company i n  t h e  p r e c e d i n g  s ix-month  p e r i o d .  
I f  and when t h e  hol .der  h a s  purchased a t o t a l  of  
1,000 machines ,  i t s  f r a n c h i s e  i s  renewable  at i t s  
o p t i o n  w i t h o u t  t h e  r e q u i r e m e n t  of  f u r t h e r  machine 
purchases .  The h o l d e r  i s  o b l i g a t e d  t o  pu rchase  
i t s  e n t i r e  i n v e n t o r y  of  p o l y e t h e l e n e  bag material 
f rm t h e  Company. 

http:$5,875.00


and s e l f  - s e r v i c e  d r y  c l e a n i n g  e s t a b l i s h m e n t s ,  
and such o t h e r  p l a c e s  where pe rsons  might need 

i n  such l o c a t i o n s .  Reference i s  here.by made t o  
t h e  d i s c u s s i o n  of t h e  Company's compet i t ion  
hereinabove.  It 

I 
15. The o f f e r i n g  c i r c u l a r  s t a t e d  t h a t  i f  a l l  of t h e  o f f e r e d  

s h a r e s  were s o l d ,  t h e  proceeds  would be used f o r  t h e  payment of t h e  

I ba lance  due Mrs. B r u n t j e n  f o r  t h e  real e s t a t e ,  f o r  t h e  purchase  of equ ip-  

ment, p l a s t i c  bag m a t e r i a l  i n v e n t o r y ,  o p e r a t i n g  expenses ,  a d v e r t i s i n g  and  

promotion, and f o r  working c a p i t a l  and o t h e r  expenses.  

I 

16. The u n d e r w r i t i n g  agreement between Aut ro l  and r e g i s t r a n t  

gave t o  t h e  lat ter  t h e  e x c l u s i v e  r i g h t  f o r  120 days  t o  o f f e r  t h e  common 

s t o c k  f o r  p u b l i c  s a l e ,  and provided f o r  a commission of 15% on a l l  monies 

r e c e i v e d  and f o r  t h e  payment of expenses ,  no t  t o  exceed $6,000. I n  a d d i t i o n ,  

Aut ro l  s o l d  t o  r e g i s t r a n t  at  a p r i c e  of 1  c e n t  pe r  war ran t  o r  a t o t a l  of 

$250, w a r r a n t s  t o  purchase  25,000 s h a r e s  of i t s  common s t o c k ,  e x e r c i s a b l e  

a t  $2.50 p e r  s h a r e  on o r  b e f o r e  September 1,  1966. The u n d e r w r i t i n g  a g r e e -  

ment a l s o  pe rmi t t ed  the. r e g i s t r a n t . t o  a p p o i n t  one person t o  t h e  Board of 

D i r e c t o r s  of t h e  company a f t e r  t h e  t e r m i n a t i o n  of t h e  p u b l i c  o f f e r i n g .  
1 


17. Herman A. Brunt j en ,  Aut ro l  's p r e s i d e n t ,  was i n i t i a l l y~ 
I brought  i n t o  t h e  Aut ro l  p i c t u r e  by Schmidt, who had worked f o r  Brun t jen  

I s e v e r a l  y e a r s  earlier. According t o  Schmidt,  i n  t h e  S p r i n g  of 1961 

1 r e g i s t r a n t  a p p l i e d  to t h e  New York Stock Exchange f o r  "a broad t a p e  . . . 



a record  of d a i l y  t r a n s a c t i o n s  . . . I' t o  be placed i n  i t s ' o f f i c e ,  and 

*. 
gave B r u n t j e n ' s  name as a r e f e r e n c e .  I n  a subsequent l o n g - d i s t a n c e  

t e lephone  c o n v e r s a t i o n  Schmidt a d v i s e d  Brun t jen  of t h e  bag-making machine 

a 
I invented by Harry A. Mead and when Brun t jen  subsequen t ly  came t o  Denver, 

Schmidt a r ranged  a meet ing.  

18. Schmidt t e s t i f i e d  t h a t  Brunt jen became t h e  d r i v i n g  f o r c e  

a t  Autrol .  He a l s o  t e s t i f i e d  t h a t  Brun t jen  became s i c k  d u r i n g  t h e  o f f e r -  

i n g  per iod and w a s  h o s p i t a l i z e d  f o r  abou t  two weeks f o r  a r e s p i r a t o r y  

a i l m e n t  which Schmidt d i d  no t  then  b e l i e v e  w a s  s e r i o u s .  Brunt jen d i e d  

sometime a f t e r  t h e  o f t e r i n g  was c l o s e d  i n  February 1962. 

19. Both Schmidt and Sharp v i s i t e d  A u t r o l ' s  p l a n t  d u r i n g  t h e  

o f f e r i n g  per iod.  On one v i s i t ,  probably  i n  December 1961, Schmidt saw no ~ 
f i n i s h e d  machines b u t  saw parts being made on "a s o r t  of product ion l i n e  

b a s i s . "  Schmidt w a s  impressed w i t h  t h e  machine t o o l s  at t h e  p l a n t  and 

w i t h  what appeared t o  him might have been 500 machines i n  t h e  process-  of 
I 

20. P r i o r  t o  o r  d u r i n g  t h e  e a r l y  p a r t  of t h e  o f f e r i n g  per iod ,  

r e g i s t r a n t  a r ranged  f o r  Brunt jen t o  v i s i t  i t s  o f f i c e s  a t  a meeting w i t h  

i t s  s e c u r i t i e s  salesmen, a t  which t i m e  A u t r o l ' s  machine was d i s p l a y e d ,  and 

1 

B 

p l a n s  f o r  merchandis ing i t  were exp la ined .  A machine w a s  t h e n  l e f t  on 

r e g i s t r a n t ' s  premises.  I t  was t h e r e a f t e r  opera ted  by some of t h e  salesmen 

by i n s e r t i n g  a c o i n ,  end t h i s  o p e r a t i o n  w a s  shown t o  cus tomers  of r e g i s -

t r a n t ,  some of whom bought Autrol  s tock .  

21. T h i s  machine was t h e r e a f t e r  r e p l a c e d ,  probably  i n  late 

J a n u a r y  1962, by a n o t h e r ,  c a l l e d  t h e  "P ike ' s  Peak" model. The replacement 



occurred after the original model was found to have some bugs, including 

an inability to reject Mexican pesos and an overheating of a cutting bar. 

The Pike's Peak model did not manufacture the bags; it merely dispensed 

r 
them. Schmidt concluded, from inspection of this machine, that it was I 
not properly constructed and that it had a flimsy coin mechanism. 

22. Neither Schmidt nor Sharp was able to get satisfactory 

or sufficient information from the persons carrying on Autrol's business 

and both became concerned about this sometime around December 15, 1961, 

after sufficient proceeds from the offering had been turned over by 

registrant to Autrol's management to permit operations and development of 

the company's business as originally planned. 

23. Other adverse factors included damage in transit to a 

shipment of 200 machines of the Pikes Peak model to California. When it 

was thereafter learned that the transit company had refused to pay for the 

damage it became apparent to some of registrant's personnel that the 

company might not have sufficient funds to continue production. This 

occurred in early 1962 and within the offering period. 

24. Schmidt had recognized the speculative nature of the 

Autrol venture. At sales meetings he advised registrant's salesmen to 

+ sell the stock in relatively small blocks for this reason, and sales rarely
r 

were made in blocks exceeding 200 or 300 shares. The sales meetings were 
L 

held regularly under Schmidt's supervision and usually were attended by 

Sharp as well as the salesmen. Although several witnesses testified 

that Schmidt also advised or warned the'salesmen not to make representa-

tions which went beyond the material in the offerine circular. this advice 



or warning was not heeded. Nor could it possibly have been, for the 

exposure of the salesmen to principals of Autrol Corporation, to the 
b 

two successive prototypes - or models of the machine in registrant's office, 

I- and to such information as might have been received concerning anticipated 

orders, obviously precluded even semi-literal adherence to such a caveat 

in the selling effort. Merely by way of example, Bates testified that in 

selling Autrol to his customers he 

"went through the offering circular, detailing the things 
in there. I described the machine we had in the office, 

More important departures from the material in the offering circular are 

discussed below in connection with material misrepresentations made in 

selling the stock. It should also be noted that although Schmidt testified 

that he advised the salesmen of the speculative nature of the stock, the 

more detailed evidence discussed below indicates a failure of the salesmen 

in many instances where the stock was offered to unso,phisticated customers 

-8 / 
to include such statement in their sales presentations. 

25. Most of the sales of Autrol were made by registrant prior 

to December 15, 1961. Although sales after that date probably were less than 

2,000 shares, efforts to sell the stock continued until the closing date of 

i 
the offering, February 23, 1962. Registrant used the mails and means or 

a instruments of interstate commerce in offer in^ and sellinn the stock. 

I -8/ Only two of the investor witnesses presented by the Division could I 



(b) James W. Bates: Sales Activities 


26. As indicated above, James W. Bates participated in 


registrant's efforts to distribute Autrol stock to the public. He is 


charged, in connection with his selling activities, with being a cause 


of any action the Commission may take against registrant for its allegedly 


fraudulent selling activity. 


27. Mr. C testified,as a Division witness, that his account 


was serviced by Les Hosman, one of registrant's salesmen, until he was ad- 


vised in the Fall of 1961 that Hosman was entering the military service. 


Hosman introduced C to Bates and advised that Bates thereafter would 


handle his account. Sometime later, C received a telephone call from 


Bates concerning two stocks which he stated registrant was then underwrit- 


ing and selling, and at least on one occasion C visited registrant's office 


and discussed these stocks with Bates. The stocks were Autrol and Larr 


Optics, C testified that Bates described Autrol's business and recommended 


Autrol over Larr Optics for purchase, inasmuch as Autrol was about to sign 


a big contract which would result in the placement of its machines in 


many establishments and which, Bates represented, would increase the price 


of the stock. C bought 40 shares of Autrol at the offering price of $2.50 

per share. 

28. A conflict in the evidence exists as to whether the 

stock was sold to C by Bates or by Hosman. Mr. C testified at great 


length concerning several statements and representations by Bates re- 


garding Autrol's business and prospects, and he was certain that he at 


no time discussed Autrol with Hosman. 




29. Although C was n o t  a model w i t n e s s  i n  t h e  p r e c i s i o n  

o r  accuracy  wi th  which he  t e s t i f i e d ,  t h e  Examiner c r e d i t s  h i s  tes t imony as t o  

Bates '  r e p r e s e n t a t i o n s  t h a t  Aut ro l  was about  t o  e n t e r  i n t o  a b i g  c o n t r a c t  

which would i n c r e a s e  t h e  p r i c e  of i ts  s t o c k .  T h i s  c o n c l u s i o n  i s  reached 

d e s p i t e  t e s t imony  by Hosman, a p p e a r i n g  on beha l f  of Ba tes ,  t o  t h e  e f f e c t  

t h a t  h e ,  Hosman, e f f e c t e d  t h e  sale t o  C by t a k i n g  t h e  o r d e r  o r  i n d i c a t i o n  

o f  i n t e r e s t  b e f o r e  he  l e f t  t h e  f i r m  around November 11, 1961 o r -  t*approxi-  
9 / 

mate ly  t h e  second week of November"- t o  e n t e r  t h e  m i l i t a r y  s e r v i c e .  The 

conf i rmat ion  of sale, which was mai led t o  C by r e g i s t r a n t ,  r e f l e c t e d  t h e  

d a t e  of t h i s  purchase  as November 27, 1961. _This was f i v e  d a y s  a f t e r  t h e  

November 22 d a t e  on which t h e  Aut ro l  o f f e r i n g  commenced and approx imate ly  

s i x t e e n  days  a f t e r  Hosman l e f t  r e g i s t r a n t ' s  employ. Although Hosman was 

paid  commission on t h i s  s a l e  by r e g i s t r a n t  sometime a f t e r  h i s  e n t r y  o n  

m i l i t a r y  d u t y ,  and a l t h o u g h  t h e  o r d e r  s l i p  o r  i n d i c a t i o n  of i n t e r e s t  was 

i n  h i s  handwri t ing,  he den ied  having d i s c u s s e d  Autrol  w i t h  C e x c e p t  I1to 

t h e  p o i n t  of j u s t  t h e  g e n e r a l  idea t t ,  and added "1 hadn ' t  seen t h e  o f f e r i n g  

d e ~ c r i p t i o n . ~ ~The Examiner b e l i e v e s  t h a t  C w a s  t o l d  much more t h a n  " j u s t  

t h e  g e n e r a l  idea"  of A u t r o l t s  b u s i n e s s  and c r e d i t s  h i s  t e s t imony  of conver-

s a t i o n s  r e g a r d i n g  Autrol  and L a r r  O p t i c s  and t h e  r e l a t i v e  m e r i t s  of t h e s e  

s t o c k s ,  H e  is of t h e  view t h a t  d e s p i t e  t e s t imony  t o  t h e  c o n t r a r y  by Bates ,  

t h e  l a t t e r  made r e p r e s e n t a t i o n s  to  C  r e g a r d i n g  Aut ro l  as s t a t e d  above,  p r i o r  

t o  t h e  t r a d e  d a t e  of November 27, 1961, and t h a t  even though Hosman may 

have taken C t s  i n d i c a t i o n  o f  i n t e r e s t  p r i o r  t o  November 11, as he t e s t i f i e d ,  

-9/ I n  November 1961, t h e  second week ended on November 11. Hostnan t e s t i f i e d  
t h a t  he l e f t  a t  t h a t  t i m e  because he  "had a few t h i n g s  t o  t a k e  c a r e  of 
b e f o r e  e n t e r i n g  t h e  Army." H e  w a s  induc ted  on November 20, 1961. 



i 

( a  matter of no immediate i i p o r t a n c e  t o  t h i s  d e c i s i o n ) ,  Ba tes  t h e r e a f t e r  

d i s cus sed  Autrol  w i th  C and i n  t h e s e  d i s c u s s i o n s  induced t h e  d e f i n i t i v e  
10/ 

d e c i s i o n  by C t o  purchase t h e  Autrol  s tock .  

31. Although C t e s t i f i e d  t h a t  he  d i d  no t  r e c e i v e  an  o f f e r i n g  

c i r c u l a r . o n  Autrol  u n t i l  a f t e r  he had made payment f o r  t h e  s t o c k ,  h i s  

tes t imony w a s  vague and i n d e f i n i t e  on t h i s  matter, and t h e  Examiner con- 

c l u d e s  from a l l  of t h e  tes t imony t h a t  t h e  o f f e r i n g  c i r c u l a r  was mailed t o  

C by r e g i s t r a n t  w i th  t h e  conf i rmat ion  of  sale, on o r  about  the  t r a d e  d a t e  

I 

I 

32. Another w i tne s s ,  Mrs. G ,  t e s t i f i e d  t h a t  Bates  telephoned 

he r  i n  November 1961 and represen ted  t h a t  Autrol  w a s  "going t o  g e t  more 

f r a n c h i s e s  i n  t h e  middle w e s t ,  and t h a t  t h i s  would i n c r e a s e  t h e i r  bus iness  

volume and ea rn ings ,  and a l s o  t h e  p r i c e  of t h e i r  s tock."  This  r ep r e sen t a -  

t i o n ,  among o t h e r s ,  convinced Mrs. G t h a t  Autrol  w a s  "a good long-term 

investment ' '  and a f t e r  about  t h r e e  t e lephone  conve r sa t i ons  wi th  M r .  Bates 

she  bought 100 s h a r e s  on December 1. 1961. The Examiner c r e d i t s  t h e  testi-

10/ Other  d e t a i l s  i n  C t s  tes t imony suppor t  t h e  conc lus ion  t h a t  h i s  r e l a t i v e -  -
l y  d e t a i l e d  conve r sa t i ons  were wi th  Bates r a t h e r  t han  wi th  Hosman. For  
example, he t e s t i f i e d  t h a t  he adv ised  Bates t h a t  he  had $100 t o  i n v e s t  

d o l l a r s  i n  Aut ro l  ~ o r ~ o r a t i o n . "  The Examiner c r e d i t s  t he - t e s t imony  t h a t  
such a conversa t ion  took p l ace  and concludes  t h a t  i t  occur red  wi th  Bates  
and not  wi th  Hosman. 

U/ The former c a s h i e r  of r e g i s t r a n t  t e s t i f i e d  as t o  t h e  f i r m ' s  p r a c t i c e  

a t  least wi th  r e s p e c t  t o  sending t h e  o f f e r i n g  c i r c u l a r  t o  C. 



33. The D i v i s i o n  p r e s e n t e d  t h e  t e s t imony  o f  one a d d i t i o n a l  

+ w i t n e s s  who bought A u t r o l  s t o c k  a f t e r  be ing  c o n t a c t e d  by Bates. M r .  E 

c o n s i d e r e d  h i s  o c c u p a t i o n  as t h a t  o f  t ' s tock- t rader t t  and a l s o  d i d  some 

8 work f o r  a mutual  fund.  Bates te lephoned  M r .  E and i n  one o r  two conversa-  

t i o n s  d i s c u s s e d  Aut ro l  b r i e f l y .  I n  a d d i t i o n ,  Aut ro l  was d i s c u s s e d  i n  one 

or t w o  v i s i t s  which E made t o  r e g i s t r a n t ' s  o f f i c e .  These c o n v e r s a t i o n s  

took p l a c e  o v e r  a pe r iod  of  one o r  t w o  weeks p r i o r  t o  E 's  purchase  o f  100 

s h a r e s  o f  Aut ro l  on November 27, 1961. Around t h i s  t i m e  he  saw t h e  bag- 

making machine i n  o p e r a t i o n  a t  r e g i s t r a n t ' s  o f f i c e .  E t e s t i f i e d  that Ba tes ,  

a f t e r  d i s c u s s i n g  t h e  l o w  overhead o f  t h e  company, i t s  e x i s t i n g  o r d e r s  and 

o t h e r s  be ing  n e g o t i a t e d ,  as w e l l a s  f u r t h e r  f a v o r a b l e  a s p e c t s  of  t h e  

company's o p e r a t i o n s ,  r e p r e s e n t e d  t h a t  t h e  s t o c k  would go up s u b s t a n t i a l l y  

h i g h e r  t h a n  t h e  o f f e r i n g  p r i c e  when t h e  u n d e r w r i t i n g  was completed and 

t h e  s t o c k  w a s  being t r a d e d .  E also t e s t i f i e d  t h a t  Bates a d v i s e d  him i n  

November 1961 t h a t  t h e  company '*was n e g o t i a t i n g  f o r m  l a r g e r  o r d e r s  i n  t h e  

3 4 .  The l e g a l  e f f e c t  of  t h e s e  r e p r e s e n t a t i o n s  made by B a t e s  

t o  t h e  s e v e r a l  cus tomers  and t h e  r e a s o n s  why some of  them c o n s t i t u t e  v i o l a -  

t i o n s  of t h e  a n t i - f r a u d  p r o v i s i o n s  and why B a t e s  must be regarded  as a 

cause  o f  any  a c t i o n  which t h e  Commission may t a k e  a g a i n s t  r e g i s t r a n t  are 
1 


d i s c u s s e d ,  i n f r a .  

35. Ben T. Kumagai was c a l l e d  by t h e  D i v i s i o n  and t e s t i f i e d  

t h a t  he s o l d  approx imate ly  10,700 s h a r e s  o f  Aut ro l  d u r i n g  t h e  o f f e r i n g  
. . - -- . - . ... 

-12/ T h i a  is n o t  i n c o n s i s t e n t  w i t h  C ' s  t e s t imony ,  s u p r a ,  bu t  it  is c o n t r a r y .  
t o  B a t e s '  tes t imony.  



I 

per iod.  He a t t e n d e d  sales meet ings  c a l l e d  by Schmidt,  d u r i n g  which t h e  

Autrol  o f f e r i n g  and o t h e r  s t o c k s  were d i s c u s s e d ,  and d u r i n g  a t  least one 

t 
of t h e s e  meet ings  Brunt jen and o t h e r  r e p r e s e n t a t i v e s  o f  Autrol  appeared 

and d i s c u s s e d  t h e  company's machine and i t s  p l a n s  f o r  a p r o f i t a b l e  

36. Kumagai denied having any  knowledge u n t i l  a f t e r  t h e  

t e r m i n a t i o n  o f  t h e  o f f e r i n g  i n  February  1962, of d i f f i c u l t i e s  which t h e  

i s s u e r  was having w i t h  i t s  machines,  a l t h o u g h  some of t h e s e  d i f f i c u l t i e s  

were known t o  Schmidt, t o  Sharp  and t o  h t e s  long  p r i o r  t o  t h e  t e r m i n a t i o n  

d a t e ,  as d i s c u s s e d  i n  d e t a i l ,  i n f r a .  However, h i s  t e s t imony  r e f l e c t e d  

c o n f u s i o n  w i t h  r e s p e c t  t o  d a t e s ,  among o t h e r  matters, and some r a t h e r  ex-

I treme views w i t h  regard  t o  t h e  s u i t a b i l i t y  o f  s p e c u l a t i v e  s t o c k s  as i n v e s t - I 

ments f o r  persons  who lacked s u f f i c i e n t  funds  t o  make l a r g e  purchases  o f  
I I 

c o n s e r v a t i v e  s t o c k s .  For  example, h e  so ld  20 s h a r e s  of Aut ro l  t o  a 14 y e a r  I I 

o l d  boy who d e l i v e r e d  newspapers w i t h  h i s  son,  b u t  d i d  n o t  sell  i t  t o  aI I 

weal thy  d o c t o r  c l i e n t  IvBecause he was i n  a f i n a n c i a l  s t a t u s  t h a t  he  needn ' t  

buy s p e c u l a t i v e  s t o c k .  I recommended b l u e  chip[s]." H e  a l s o  s t a t e d :  

'IIf he w a s  a medical  d o c t o r ,  who is making a l l  
t h e  money t h e s e  days ,  I was led t o  b e l i e v e  t h a t  
a gentleman of t h a t  c a l i b e r  needn ' t  i n v e s t  i n  
h i g h l y  s p e c u l a t i v e  s t o c k s ,  o n l y  b l u e  c h i p ( s ) . "  

37. A w i t n e s s  F t e s t i f i e d  t h a t  i n  late November 1961, Kumagai 

te lephoned him and r e p r e s e n t e d  t h a t  t h e  i s s u e r  w a s  producing bag-vending 

machines which were a l r e a d y  s o l d ,  and needed add i t i o n a  1 c a ~ i t a lt o  c o n t i n u e  



I 

i t s  p r o d u c t i o n  of machines f o r  which t h e r e  was a ready  market .  He a l s o' . 
r e p r e s e n t e d  t h a t  r e g i s t r a n t  was o f f e r i n g  t h e  s t o c k  i n  s m a l l  amounts 

inasmuch as i t  had a l i m i t e d  q u a n t i t y  t o  s e l l ,  and t h a t  t h e  p r i c e  of t h e  

s t o c k  would go  h i g h e r .  A s  p a r t  of  h i s  sales. t ' a lk  Kumagai s t a t e d ,  re-

f e r r i n g  t o  a s m a l l  p r o f i t  F  had p r e v i o u s l y  made on  t h e  pu rchase  and 

sale of a n o t h e r  s t o c k  th rough  Kumagai : 

"You have  neve r  l o s t  money w i t h  m e  
b e f o r e ,  and you won ' t  t h i s  t i m e . "  

F  bought 100 s h a r e s  of A u t r o l  f o l l o w i n g  t h i s  c o n v e r s a t i o n .  

38.  F  t e s t i f i e d  t h a t  t h e  o n l y  s t o c k s  he  had purchased were 

s p e c u l a t i v e  i s s u e s ,  and t h a t  h e  had made money i n  s e v e r a l  pu rchases  of 

s t o c k  p r i o r  t o  h i s  i nves tmen t  i n  A u t r o l .  

39. Mrs. GF a l s o  t e s t i f i e d  t h a t  Kurnagai t e l ephoned  h e r  two 

o r  t h r e e  t i m e s  i n  November 1961 and a f t e r  i n fo rming  h e r  of  A u t r o l l s  

p r o d u c t ,  s t a t e d  t h a t  t h e  s t o c k  would p robab ly  open u p  on t h e  t r a d i n g  

market  i n  30 d a y s  a t  $3.00 p e r  s h a r e  and Mrs. GF c o u l d  make 50 c e n t s  a 

s h a r e .  He a l s o  a d v i s e d  t h a t  i t  would be a good long term i n v e s t m e n t .  

However, Mrs. GF under s tood  t h a t  A u t r o l  was a new company and t h a t  t h e  

s t o c k  was s p e c u l a t i v e .  She t e s t i f i e d ,  w i t h  t h e  b e n e f i t  of somewhat c o s t l y  

e x p e r i e n c e  and h i n d s i g h t ,  t h a t  a l t h o u g h  s h e  knew i t  w a s  a gamble,  . . . 
d i d n ' t  r e a l i z e  i t  was such  a gamble as I do  now." She a l s o  s t a t e d :  

I '  . . . 1 was s o l d  on  i t ;  I though t  i t  was a good s t o c k . "  She bought 

40 s h a r e s  and had h e r  mother buy 100 s h a r e s .  Mrs. GF had p r e v i o u s l y  

i n v e s t e d  

" i n  o t h e r  s p e c u l a t i v e  s t o c k s  which r e a l l y  came % 

o u t  on  t h e  market  f a s t ,  and a t  h i g h  p r i c e s ,  and 
[ s h e ]  . . . j u s t  t hough t  t h a t  a l l  s t o c k  . . . 
would . . . come o u t  f a s t . "  





4 3 .  M r .  K t e s t i f i e d  t h a t  h e  d i d  b u s i n e s s  w i t h  a s e c u r i t i e s  

s a l e sman  named S h e r r ,  who was employed by r e g i s t r a n t .  I n  November 1961,  

S h e r r  a d v i s e d  him t h a t  r e g i s t r a n t  was coming o u t  w i t h  a new i s s u e  which 

looked l i k e  a good buy and s h o u l d  be  "a h o t  s t o c k " .  S h e r r  knew t h a t  K 

was i n t e r e s t e d  a t  t h a t  t i m e  i n  making q u i c k  p r o i i t s  on  h i s  i n v e s t m e n t s ,  

and K had bought  s t o c k  of  s e v e r a l  new o f f e r i n g s  which proved t o  be  "hot  

s t o c k s 1 *  and he  t e s t i f i e d  t h a t  h e  assumed t h a t  A u t r o l  would be a n o t h e r  

" i n  t h e  same ca tegory . l8  A f t e r  K had p l a c e d  a n  o r d e r  f o r  400 s h a r e s  b u t  

b e f o r e  h e  made payment, h e  spoke  w i t h  Schmidt  a b o u t  t h e  s t o c k .  Schmidt  

showed him t h e  vend ing  machine on d i s p l a y  i n  r e g i s t r a n t ' s  o f f i c e  and s p o k e  

o f  a s u b s t a n t i a l  back log  o f  o r d e r s  a l r e a d y  r e c e i v e d  by t h e  i s s u e r .  He a l s o  

s t a t e d  t h a t  r e g i s t r a n t  would make a market  i n  t h e  s t o c k  and would i n t e r e s t  

o t h e r  b r o k e r - d e a l e r s  i n  i t .  

4 3 .  No o t h e r  c u s t o m e r s  t e s t i f i e d  w i t h  r ega rd  t o  s a l e s  o r  

r e p r e s e n t a t i o n s  made by Schmidt  and none t e s t i f i e d  w i t h  r ega rd  t o  S h a r p ' s  

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

abou t  400 s h a r e s  of A u t r o i  t o  p e r s o n a l  f r i e n d s ,  a 1 1 o f  whom were  i n t e r e s t e d  

i n  s p e c u l a t i v e  i s s u e s .  H i s  r e s p o n s i b i l i t y  f o r  t h e  v i o l a t i o n s  which o c c u r r e d  

i n  t h e  o f f e r  and  sale o f  A u t r o l  d e r i v e s  from h i s  p o s i t i o n  i n  t h e  r e g i s t r a n t ,  

as i n d i c a t e d  below. 

( e l  O t h e r  Sa lesmen:  S a l e s  A c t i v i t i e s  

4 4 .  M r .  Yamarnoto was n o t  named i n  t h e  o r d e r  f o r  p r o c e e d i n g s  

as a p e r s o n  who s h o u l d  be  found t o  be  a c a u s e  o f  a n y  a c t i o n  t a k e n  by  t h e  

Commission a g a i n s t  r e g i s t r a n t .  However, t h e  above t e s t i m o n y  of Mrs. 0 i n -

d i c a t e s  r e p r e s e n t a t i o n s  by  him o f  t h e  same n a t u r e  as t h o s e  made 'by  Schmidt,. 



45. Other  w i t n e s s e s  t e s t i f i e d ,  on behalf  o f  t h e  D i v i s i o n ,  t o  

s e l l i n g  ac t iv i t ies  of salesmen of  r e g i s t r a n t  who were n o t  named as c a u s e s  

i n  t h i s  proceeding,  bu t  f o r  whose m i s r e p r e s e n t a t i o n s  and omiss ions  o f  

material f a c t s  r e g i s t r a n t  is,  of cour 'se,  r e s p o n s i b l e  under  t h e  law, as d i s -

cussed below. Thus, Mr. B t e s t i f i e d  t h a t  Roger F u r s t  t o l d  him i n  November 

1961, t h a t  Autrol  had a n  e s t a b l i s h e d  product which w a s  i n  use  i n  many p l a c e s  

a t  t h a t  t i m e ,  t h a t  t h e  company w a s  i n  good f i n a n c i a l  shape but needed money 

t o  f i l l  l a r g e  manufactur ing o r d e r s ,  t h a t  t h e y  had a s u b s t a n t i a l  and r a p i d l y  

growing backlog of o r d e r s ,  and t h a t  t h e  company looked v e r y  sound and i t s  

s t o c k  would be a good investment .  F u r s t  a l s o  r e p r e s e n t e d  t h a t  t h e  s t o c k  

cou ld  a l m o s t . b e  c l a s s i f i e d  as a b l u e  c h i p ,  s t a t e d  t h a t  it w a s  e a r n i n g  a 

small amount, and t h a t  w i t h  t h e  proceeds  from t h e  o f f e r i n g  i t  should e a s i l y  

make 30 t o  40 c e n t s  pe r  s h a r e  i n  1962; a l s o ,  t h a t  t h e r e  w a s  t*probably a 

good chance t h e y  could e a s i l y  be paying d i v i d e n d s  i n  1963" and a good pos-

s i b i l i t y  t h e  s t o c k  would a p p r e c i a t e  50 t o  100 p e r  c e n t  i n  t h r e e  t o  s i x  months. 

B bought 200 s h a r e s  of Aut ro l  i n  November 1961, and i n  a subsequent  d i s c u s s i o n  

w i t h  F u r s t  i n  January  1962, he w a s  a d v i s e d  t h a t  when t h e  o f f e r i n g  w a s  c l o s e d  

r e g i s t r a n t  would make a market i n  t h e  s t o c k  and h i s  s h a r e s  could  t h e n  be s o l d .  

B a l s o  t e s t i f i e d ,  as t o  F u r s t :  

"1 t h i n k  t h a t  what he  t o l d  m e  he  t o l d  m e  i n  honest  
s i n c e r i t y .  I t h i n k  e v e r y  word he  t o l d  me he be- 
1ieved t o  be t rue .  " 







- 

- - 

-
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The Commission con t inued ,  a t  page 991: 

t 	 "On t h e  r eco rd  be fo r e  u s ,  r e g i s t r a n t  had no b a s i s  f o r  
t h e  op in ions  and p r e d i c t i o n s  of s p e c i f i c  p r i c e  rises and 
o t h e r  o p t i m i s t i c  s t a t emen t s  as t o  Woodland's p ro spec t s  

* 	 made t o  t h e  customer w i tne s se s .  The a s s e r t e d  f a c t s  t h a t  
Speed-0-Fax a c t u a l l y  performs t h e  f u n c t i o n  c la imed f o r  
it and was demonstrated t o  Silberman and t h e  salesmen, 
t h a t  Woodland had r ece ived  l e t t e r s  of  i n t e r e s t  concerning 
Speed-0-Fur, and t h a t  t h e  company's c u r r e n t  ba lance  s h e e t  
showed working c a p i t a l  of  $50,000 a f f o r d  no such b a s i s .  
There  were no t a n g i b l e  or c a l c u l a b l e  p r o f i t s  o r  measurable 
e x p e c t a t i o n s  from t h e  as y e t  unexploi ted Speed-0-Fax . 
machine, . . . 18 

Thus, t h e r e  w a s  no j u s t i f i a b l e  b a s i s  f o r  Bates' r e p r e s e n t a t i o n s  of a p r i c e  rise 

i n  Aut ro l  s tock  fo l lowing  "a b ig  con t r ac t "  f o r  machines o r  f o r  any o f  h i s  

o t h e r  s t a t emen t s  of a n t i c i p a t e d  p r i c e  rise which were t e s t i f i e d  t o  as r e l a t e d  

above, and which are c r e d i t e d  by t h e  Examiner. Apart from t h e  many unce r t a in -  

t i e s  i nhe ren t  i n  t h e  i s s u e r ' s  product ion and merchandising of a machine which 

was u n t r i e d  commercially,  t h e r e  was no i n d i c a t i o n  o f  any  a n a l y s i s  of  t h e  is-

s u e r ' s  f i n a n c i a l  s t a t emen t s  o r  of o t h e r  material which would suppo r t  a con-

c l u s i o n  t h a t  t h e  s t ock  was worth more than  $2.50 per  s h a r e  o r  would t ise 

above t h a t  f i g u r e ,  even i f  a "big c o n t r a c t N  were secured and t h e  machines 

could be produced and d e l i v e r e d  under i t .  So too ,  t h e  r e p r e s e n t a t i o n  t h a t  

t h e  s t ock  would go s u b s t a n t i a l l y  h ighe r  when t h e  underwr i t ing  w a s  completed 

and t h e  s t o c k  was being t raded  was e n t i r e l y  unwarranted. F i r s t l y ,  of cou r se ,  
(r 

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

would make a market i n  t h e  s t ock  never  came t t u e .  More impor tan t ,  t h e t e  

was no b a s i s  f o r  exp re s s ing  t h e  view t h a t  e i t h e t  of t h e s e  e v e n t s  would occur .  

These r e p r e s e n t e t i o n s  appear  t o  be founded l a r g e l y  on t h e  hope o r  expecta-  

t i o n  t h a t  t h e  pub l i c  would jump a t  t h e  s t o c k  j u s t  as i t  had jumped p t e v i o u s l y  

-




1 

a t  hot  new i s s u e s  of marginal q u a l i t y  which became a v a i l a b l e  dur ing  t h e  b u l l  

market then  under way - a hope o r  expec t a t i on  t h a t  should not  p roper ly  have 
t 

c o n s t i t u t e d  any b a s i s  f o r  a "buy" recommendation. The r e p r e s e n t a t i o n  t o  

Mrs. G t h a t  t h e  s tock  was a good long tenn  investment was a l s o  a misstatement  

o f  a ma te r i a l  f a c t ,  j u s t  as was t he  f a i l u r e  t o  state the  converse - t h a t  i t  

was i n  f a c t  a specu la t i on  - a n  omission of a necessary material f a c t .  

48. Kumagai's r e p r e s e n t a t i o n s  went even f u r t h e r  beyond the  pa l e  

of t h e  l a w .  Not on ly  d i d  he r ep re sen t  i n  genera l  terms, without  adequate  

b a s i s  t he re fo r ,  t h a t  the  s tock  would i nc rease  i n  p r i c e ,  but  he a l s o  p red i c t ed ,  

more s p e c i f i c a l l y ,  t h a t  Mrs. GF could make a p r o f i t  of 50 c e n t s  per  sha re  i n  
-14/ 


30 days.  And i n  p r e d i c t i n g  t h i s ,  he impl ied ly  promised that  r e g i s t r a n t 
.--
I 

would then make a market i n  Autrol.  That Mrs. GF understood t h a t  t he  s tock  

w a s  specu la t i ve  d i d  no t  abso lve  t h e  salesman from t h e  d u t y  t o  r e f r a i n  from 

making unsupported r ep re sen t a t i ons :  t h a t  a salesmen may be express ing  a n  

op in ion  r a t h e r  than making a d e f i n i t i v e  s ta tement  of  f a c t  o r  a promise does 

not  abso lve  t h e  f raud .  Cf. Isthmus Steamship 6 Salvage Co.. Inc. ,  Secu-

r i t i e s  Exchange Act Release No. 7400, August 20, 1964, where t h e  Commission 

s t a t e d :  

"Certain of t he  i n v e s t o r  wi tnesses  acknowledged 
t h a t  they  recognized the  specu la t i ve  na tu re  of 
t he  s tock ,  and c e r t a i n  o t h e r s  s t a t e d  t h a t  they 
d i d  not  be l i eve  o r  r e l y  upon the  s ta tements  made 
t o  them. Nei ther  of t he se  f a c t o r s  can abso lve  
t h e  f r audu len t  represen ta t ions ."  [ C i t i n ~  i n  the  
margin Leonard Burt-on corporat ion:  39 S,E.C. 211, 
214 (L959).] (Continued) 

-14/ The Commission has  f r e q u e n t l y  s t a t e d  t h a t  p r ed i c t i ons  of  s p e c i f i c  Drice -
rises a r e  a "hallmark of fraud.'@ Linder.  ~ i l o t t i6 Co., I&., S e c u r i t i e s  
Exchange A c t  Release No. 7460, November 13, 1964; Alexander Reid 6 Co., 
Inc  40 S.E.C. 986, 991 (1962); Equi ty  General Investment Corp., Secu-

-9 

ri t ies Exchange A c t  Release No. 7388, August 13, 1964. 
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"The assertion that some of the statements at-
tributed to salesmen were couched in terms of 
'opinion' does not negate the fraud inherent in 
them, nor does confidence justify the fraud.lo 
[Citing, among other cases, in the margin, 
MacRobbins 6 Co., Inc., Securities Exchange Act 
Release No. 6846 (July 11, 19621, affirmed 
nom. Berko v. S.E.C., 316 F.2d 137 (C.A. 2, 19631;-
S.E.C. v. OkFn_, 137 F.2d 862, 864 (C,A. 2, 1943); 
S.E.C. V. F. S. Johns 6 Co., 207 F.Supp, (D.N.J., 
1962); Ross Securities, Inc., Securities Exchange 
Act Release No. 7069 (April 30, 19631.1 

In S.E.C. v. F. S. Johns 6 Co., cited in the above quotation, the court 

said, speaking of the financing of corporate enterprises by the sale of 

stock: 

"The standards of conduct prescribed for this 
type of business cannot be whittled away by the ex-
cuse that false statements made were inadvertently 
made without intent to deceive, or by reliance upon 
the literal truth of a statement which, in the light 
of other facts not disclosed, is nothing more than a 
half-truth. Nor may refuge be sought in the argument 
that representations made to induce sale of stock 
dealt merely with forecasts of future events relating 
to projected earnings and the value of the securities, 
except to the extent that there is a rational basis 
from existing facts upon which such forecast can be 
made, and a fair disclosure of the material facts." 

49. The blatantly false representations by Furst, which the 

Examiner credits as having been made, require added comment despite what has 

been said above concerning the impropriety of the representations of Bates and 

Kumagai. Furst must have known from the offering circular and from the sales 

meetings that he was speaking falsely in stating that Autrol was in good 

financial shape, could almost be classed a blue chip, would have earnings in 

1962, or that the stock would appreciate in price as he predicted. His knowl-

edge or reasonable grounds to believe these statements were untrue constitutes 

l 
a "manipulative, deceptive or fraudulent device" under Section l5(c)(l) of the 
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Exchange Act and Rule 15cl-2.  And h i s  f a i l u r e  t o  temper t h e s e  represen ta -  

t i o n s  by advice t h a t  t h e  i s s u e r  had produced no machines except ing  a few 

pro to types  w a s  at t h e  least an omission of necessary m a t e r i a l  f a c t s .  The 

s ta tements  by Schmidt and Yamamoto t o  Mrs. 0, and t h e  f a i l u r e  t o  warn he r  

of t h e  specu la t i ve  na tu re  of t h e  i s s u e  were f raudulen t .  The r ep re sen t a t i on  

by She r r  t o  M r .  K concerning the  i s s u e r ' s  " subs t an t i a l  backlog of orders"  

w a s  f a l s e  and h i s  r ep re sen t a t i on  t h a t  r e g i s t r a n t  would make a market i n  t h e  

s tock  and 'would i n t e r e s t  o t h e r  brokers  i n  i t  w a s  unwarranted. 

50. R e g i s t r a n t gs r e s p o n s i b i l i t y  f o r  t he  f a l s e  and unwarranted 

s ta tements  of i t s  r e p r e s e n t a t i v e s  and f o r  t h e i r  f a i l u r e  t o  state necessary 

material f a c t s  i n  accordance with t he  requi red  p r i n c i p l e s  of f a i r  dea l ing  

are, of course ,  we l l - e s t ab l i shed  i n  t h e  s e c u r i t i e s  l a w .  Reynolds 6 Co., 

e t  a l . ,  39 S.E.C. 902, 916 ' (1960) .  A s  t he  c o u r t  s a id  I n  R. H. Johnson 6 Co. 

v. S.E.C., 198 F.2d. 690 (C.A.2, 19521, a con t r a ry  r u l e  "would encourage 

e t h i c a l  i r r e s p o n s i b i l i t y  by those  who should be pr imar i ly  responsible ."  And 

t h e  r e s p o n s i b i l i t y  of Schmidt and of Sharp, both of whom p a r t i c i p a t e d  a c t i v e l y  

i n  t he  business  and by reason of t h e i r  p o s i t i o n s  are charged with t h e  du ty  

of  c o n t r o l l i n g  o r  superv is ing  i t s  a c t i v i t i e s  so as t o  preclude v i o l a t i o n s  of 

t he  Exchange Act, i s  a l s o  c l e a r .  Aldr ich ,  S c o t t  6 Co., Inc . ,  40 S.E.C. 775 

(1961); Luckhurst & Co., Inc. ,  40 S.E.C. 539 (1961). Sharp 's  argument i n  h i s  

b r i e f  t h a t  h i s  pos i t i on  w a s  i n  many r e s p e c t s  an  absentee  F t i n c i p a l  i s  n e i t h e t  

i n  accord with t h e  f a c t s  nor meaningful under t he  r u l e s  of law dec la red  I n  

t h e  aforementioned cases .  



C. Alleged Net Capital Violation 

51. Otto P. Gustte, an investigator for the Denver Regional Of-\-
fice of the Commission, testified that on November 21, 1963, he examined a 

v 
financial report filed by registrant on Form X-17A-5 speaking as of the 

date September 30, 1963, and that registrant then had an "aggregate 

indebtedness" of $27,223.88. He testified that the amount of net capital 

required to carry this aggregate indebtedness under the rule administered 

by the Commission is $1,361.19. He concluded, in summary, that as of 

September 30, 1963, registrant showed the following: 

Aggregate Indebtedness $27,223.88 

. Required Net Capital 
(2,000f rule) 

Net Capital .Deficit 17,450.37 

Total Net Capital Deficiency $18,811.56 

Included in the aggregate indebtedness found by the witness were two sub-

ordinated notes: one note in the amount of $5,000 was dated January 25, 

1961, due January 25, 1962, and was payable to Pacific International, 

Inc.; the other note, in the amount of $17,500 was dated August 23, 1962, 

due September 23, 1963, and was payable to one Abraham L. Berenbeim. 

52. There is no argument between the Division and registrant with 
P 

respect to the validity of the figures used by Mr. Gustte in computing 

the net capital position of registrant. However, each of these notes was 
s 

subject to a subordination agreement, and the issue whether registrant 

was in violation of the net capital rule on or about September 30, 1963, 

as alleged in the order for proceedings, depends upon an evaluation of 



the subordination agreements and a determination whether these two 


'I indebtednesses were properly included in the computation of aggregate 


I 
I
I 

indebtedness. By definition under Rule 15c3-l(c)(L), "aggregate 

indebtednessug includes money liabilities such as those represented by 

these promissory notes but excludes all "indebtedness subordinated to 

the claims of general creditors pursuant to a satisfactory subordination I 
agreement as hereinafter defined." And under this rule a "satisfactory 

16-
spbordination agreement" is defined as stated in the margin. 

53. Registrant points out that both subordination agreements contain 

all the requirements of a "satisfactory subordination agreement," as 

defined. The Division contends, however, that the subordination agreements 

were not satisfactory subordination agreements within the rule, for the 

1-51 
7 

The net capital rule does not apply to any member of the Midwest Stock 
Exchange, among other exchanges, all of whose rules and settled 
practices are deemed by the Commission to impose requirements more 
comprehensive than the requirements of that rule. However, the regis- 
trant was no longer a member of the Midwest Stock Exchange on or about 
September 30, 1963. 

16/ Rule 15c3-l(c)(7) - reads: 
The term "satisfactory subordination agreementu shall mean a written 

anreement between the broker or dealer and a lender. which anreement is 

? 

binding and enforceable in accordance with its terms upon the lender, 
his creditors, heirs, executors, administrators, and assigns, and which 
agreement satisfies all of the following conditions: 

(A) it effectively subordinates any right of the lender to demand or 
receive payment or return of the cash or securities loaned to the 
claims of all present and future general creditors of the broker 
or dealer; I 

(B) 	it is not subject to cancellation at the will of either party and 

is for a term of not less than one year; 


(C) 	 it provides that it shall not be terminated, rescinded or modified 
by mutual consent or otherwise, if the effect thereof would be to 


(Continued) 
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reason that: 

'I "In the case of each of the above subordination agreements, 
t 

the underlying instruments of indebtedness had matured 
and the sums due thereunder were due and payable as of and 

Y prior to September 30, 1963; moreover, demand for papent
has been made with respect to each.&] The subordination 
agreements have thus been modified by the actions of the 
parties thereto, by their allowing the underlying indebted-
ness to mature without payment or without provisions for 
extension thereof, and the subordination agreements therefor 
cannot be considered as 'satisfactory subordination agreements' 
as the Rule provides." 

The Examiner finds a basic distinction between the two subordination 

agreements,which is not discussed either by the Division or by registrant, 

but which compels the conclusion that the Berenbeim obligation should 

16/ Continued-
make the agreemerit inconsistent with the conditions of this rule, 
or to reduce the net capital of the broker or dealer below the 
amount required by this rule; 

( D l  it provides that no default in the payment of interest or in the 
performance of any other covenant or condition by the broker or 
dealer shall have the effect of accelerating the maturity of the 
indebtedness; 

( E l  it provides that any notes or other written instruments evidenc-
ing the indebtedness shall bear on their face an appropriate 
legend stating that such notes or instruments are issued subject 
to the provisions of a subordination agreement which shall be 
adequately referred to and incorporated by reference; 

(F) it provides that any securities or other property loaned to the 
broker or dealer pursuant to its provisions may be used and dealt 
with by the broker or dealer as part of his capital and shall be 

t 

e subject to the risks of the business. 

17/ According to the testimony, Berenbeim inquired in December 1963 as to-
when he would be paid. Pacific International made a demand for payment 
which registrant asserts is not due because of an offset of some kind, 
and this is discussed, infra. 

-



not be included 'in computing aggregate indebtedness but that the Pacific 


International obligation should be included. 


54.In addition to the required provisions for a satisfactory subordina- 


tion agreement as indicated in footnote 16, supra, the Berenbeim sub- 


ordination agreement contains language providing that it, shall be effective 


I'so long as said note is unpaid and outstanding, but in 

any event not less than thirteen (13) months from the 

date hereof ." (underscoring supplied) 


Because of this provision, the life and the effectiveness of the subordina- 


tion agreement persisted beyond the due dateof the note, September 23, 


1963, and, indeed, beyond the date September 30, 196 3. The note remained 


unpaid and by its express terms the subordination agreement remained 


effective. This precludes the inclusion of the $17,500 in the computation 


of aggregate indebtedness as of that date, inasmuch as a subordination agree- 


ment which satisfied the rule remained effective on September 30, 1963. 


55. Conversely, however, the Pacific International subordination agree- 


ment contains no provision extending its life beyond January 25, 1962, the 


due date of that obligation. This agreement provides, in part: 


"This agreement shall not be cancelled or terminated 

prior to January 25, 1962, and shall not be subject to 

cancellation at the will of either party."(underscoring supplied) 


It also provides that it 


"shall not be terminated, rescinded or modified by mutual 

consent or otherwise if the effect thereof would be to 

make the agreement inconsistent with the conditions of 

[ ~ u l e  15c3-11, or to reduce the net capital of Schmidt- 

Sharp below the amount required by said rule." 


The two above-quoted provisions were properly included in the subordina- 


tion agreement: the first, because such agreement must be for "not less 




. . 

than a year" and may not be subject to cancellation by unilateral act; 


the eecond, because the rule requires that such a limitation on termination 


by mutual consent be included. But nowhere in the agreement is there any 


provision extending its life beyond January 25, 1962, the date which the 


parties appear to have intended as the termination date. The result is that 


so long as the agreement was effective it was a satisfactory subordination 


agreement and the obligation to Pacific International was subordinated in 


accordance with the rule. On termination of the agreement, however, the sub- 


ordination no longer persisted. The second excerpt,prohibiting termination if 


the effect thereof would be to reduce registrant's net capital below the 


amount required, is effective and viable only so long as the agreement 


itself is alive. It does not continue or extend the life of the agreement 


so long as the obligation is unpaid, as does the express language of the 


Berenbeim agreement. 


56,Registrant contended at the hearing that it was advised by its 


counsel that an offset existed against Pacific International in "some 


amount equal to the amount set forth in the subordination agreement." 


However, no factual evidence of the details of such offset was presented, 


and I am unable to accept the conclusion that the $5,000 obligation was 


not due Pacific International on September 30, 1963. It follows that this 


obligation is properly included in the computation of aggregate indebtedness. 


Recomputation by including the $5,000 but excluding the $17,500 debt to 


Berenbeim indicates a net capital deficiency of $436.56as of September 30, 


1963. It is clear that registrant effected transactions in and induced the 


purchase and sale of securities otherwise than on a national securities 




exchange o n  o r  abou t  September 30, 1963. I n  do ing  s o  at a t i m e  when i t  had 

a n e t  c a p i t a l  d e f i c i e n c y ,  however small, i t  v i o l a t e d  t h e  s t a t u t e  and r u l e .  

D. 	 Bookkeeping V i o l a t i o n s  

57. The o r d e r  f o r  p roceed ings  a l l e g e s  t h a t  d u r i n g  t h e  p e r i o d s  

August 1, 1963 t o  September 30,  1963, and October 1 ,  1963 t o  November 1 2 ,  

1963, r e g i s t r a n t  f a i l e d  t o  make and keep c u r r e n t  t h e  g e n e r a l  l e d g e r ,  t h e  

sales b l o t t e r ,  t h e  purchase  b l o t t e r  and o t h e r  r e c o r d s  r e q u i r e d  under  

S e c t i o n  17(a )  o f  t h e  Exchange Act and Rule 1 7 ( a ) ( 3 )  the reunder .  I n  'ac-

cordance w i t h  t h i s  s e c t i o n  and r u l e ,  a b r o k e r - d e a l e r  must make a n d k e e p  

c u r r e n t ,  among o t h e r  r e c o r d s ,  

1. 	 %edgers  (or o t h e r  r e c o r d s )  r e f l e c t i n g  a l l  assets 
and l i a b i l i t i e s ,  income and expense  and c a p i t a l  
accounts ."  

2. 	 " B l o t t e r s  . . . c o n t a i n i n g  a n  i t emized  d a i l y  
r ecord  of a l l  purchases  and sales of s e c u r i t i e s  

11. . 	. 
3.  	 "A r ecord  of t h e  roof of  money b a l a n c e s  of a l l  

l e d g e r  a c c o u n t s  i n  t h e  form of tr ial  ba lances .  . . 
prepared c u r r e n t l y  a t  least once a month." 

58. The w i t n e s s ,  G u s t t e ,  t e s t i f i e d  t h a t  on November 12,  1963, 

he v i s i t e d  r e g i s t r a n t ' s  o f f i c e  and noted t h a t  i ts  g e n e r a l  l e d g e r  had n o t  

been posted f o r  August o r  October 1963; t h a t  he examined t h e  purchase  

b l o t t e r  and t h e  sales b l o t t e r  and found t h a t  t h e y  d i d  n o t  r e f l e c t  any  

t r a n s a c t i o n s  f o r  October  1963. He a l s o  t e s t i f i e d  t h a t  one week earlier, 

d u r i n g  a v i s i t  on November 5 ,  he had been a d v i s e d  by Schmidt t h a t  r e g i s -  

trant 's t r i a l  b a l a n c e s  f o r  t h e  months o f  August and September 1963 had 

n o t  been p repered ,  t h a t  on November 8 he  w a s  a g a i n  a d v i s e d  by Schmidt t o  
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t h i s  e f f e c t ,  and  t h a t  o n  t h e  November 1 2  d a t e  h e  was g i v e n  a trial' b a l a n c e  

f f o r  September  30 ,  1963, and was informed t h a t  t h e  August  t r i a l  b a l a n c e  had 

n o t  been  p r e p a r e d .  

59, R e g i s t r a n t  d o e s  n o t  c o n t e s t  t h e  a c c u r a c y  of  t h i s  test i-

mony, h u t  s e e k s  t o  e x c u s e  t h e  v i o l a t i o n s  o r  m i t i g a t e  t h e i r  s e r i o u s n e s s  by  

a s s e r t i n g  t h a t  t h e  f i r m  had c e a s e d  d o i n g  a re ta i l  s e c u r i t i e s  b u s i n e s s  as 

o f  August 1, 1963, and  t h a t  ' t h e  f a i l u r e  t o  make and  k e e p  c u r r e n t  r e c o r d ' s  

was d u e  t o  a p e r s o n a l  d i s a b i l i t y  o f  i t s  a c c o u n t a n t .  T h e r e  i s  l i t t l e  ques-

t i o n  b u t  t h a t  r e g i s t r a n t ' s  re ta i l  o p e r a t i o n  was marked ly  c u r t a i l e d  a round  

t h e  t i m e  c l a i m e d ,  b u t  t h i s ,  of  c o u r s e ,  would n o t  e x c u s e  a f a i l u r e  t o  comply 

w i t h  t h e  s a l u t a r y  r e q u i r e m e n t s  o f  r e c o r d - k e e p i n g  which are s o  e s s e n t i a l  t o  

the Commission 's  s u p e r v i s i o n  of  a b r o k e r - d e a l e r ' s  o p e r a t i m s  a n d ,  i n d e e d ,  

so e s s e n t i a l  t o  t h e  p r o p e r  o p e r a t i o n  o f  t h e  b u s i n e s s  i t s e l f .  Nor c a n  t h e  

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

similar s i t u a t i o n  was c o n s i d e r e d  i n  S e b a s t i a n  6 Co., 38 S.E.C. 865 (19591,  

and  t h e  Commission s t a t e d  : 

"With r e s p e c t  t o  t h e  v i o l a t i o n s  o f  t h e  r e c o r d -  
k e e p i n g  r e q u i r e m e n t s ,  t h e  i l l n e s s  of  r e g i s t r a n t ' s  
a c c o u n t a n t  d o e s  n o t  s a t i s f a c t o r i l y  e x p l a i n  o r  ex -  
c u s e  r e g i s t r a n t ' s  f a i l u r e  t o  r e c o r d  t r a n s a c t i o n s .  
It  was c l e a r l y  incumbent  upon him to t a k e  s t e p s  
t o  e n s u r e  t h e  k e e p i n g  of  t h e  r e q u i r e d  r e c o r d s  a t  
a l l  times." 



60.  Evidence  o f  a d d i t i o n a l  v i o l a t i o n  of  t h e  r e c o r d - k e e p i n g  

L r e q u i r e m e n t s  was g i v e n  by W i l l i a m  K l e i n ,  a n o t h e r  i n v e s t i g a t o r  o f  t h e  

* 	 Denver Regional  O f f i c e ,  d u r i n g  h i s  t e s t i m o n y  as t o  R e g u l a t i o n  T v i o l a -

t i o n s  d i s c u s s e d  below. He t e s t i f i e d  t h a t  i n  January1962,  w h i l e  examining  

r e g i s t r a n t ' s  r e c o r d s ,  he  d i s c o v e r e d  t h a t  i t s  cus tomers '  l e d g e r s  were n o t  

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

Mr. Kersenbrock,  r e g i s t r a n t ' s  c o n t r o l l e r ,  informed him t h a t  t h e  d e l a y  was 

caused  by t u r n o v e r  i n  bookkeeping p e r s o n n e l .  On F e b r u a r y  5,  1963,  t h e  

-18/ 
w i t n e s s  was a g a i n  a d v i s e d  t h a t  t h e  p o s t i n g  had n o t  been accompl i shed ,  

61. The r e s p o n s i b i l i t y  o f  Schmidt  f o r  t h e  v i o l a t i o n s  o f  t h e  

r e c o r d - k e e p i n g  is c l e a r .  S h a r p  i s  a l s o  r e s p o n s i b l e  f o r  f a i l i n g  t o  i n s u r e  

p r o p e r  r e c o r d - k e e p i n g  by t h e  f i r m  f o r  t h e  pe r iod  of  time u p  t o  Oc tobe r  14 ,  

1963,  when he r e s i g n e d  h i s  p o s i t i o n  as a n  o f f i c e r  of t h e  r e g i s t r a n t  f i r m .  

-18/  T h i s  v i o l a t i o n  was n o t  a l l e g e d  i n  t h e  o r d e r  f o r  p r o c e e d i n g s ,  b u t  t h e  
e v i d e n c e  was r e c e i v e d  w i t h o u t  o b j e c t i o n  and seems a p p r o p r i a t e  f o r  con- 

+P 	

s i d e r a t i o n  a t  t h i s  time, a l t h o u g h  argument t o  t h e  c o n t r a r y  i s  made i n  
r e g i s t r a n t m s  b r i e f ,  F i r s t l y ,  i f  o b j e c t i o n  had been  made a t  t h e  h e a r -  
i n g ,  t h e  o r d e r  f o r  p roceed ings  might  r e a d i l y  have been  amended,and 
r e g i s t r a n t  shou ld  n o t  b e n e f i t  by r ema in ing  s i l e n t  unde r  t h e s e  c i rcum-  
s t a n c e s ,  I n  a d d i t i o n ,  t h e r e  seems t o  be no i s s u e  on  t h e  f a c t s ,  and  
Kersenbrock was a v a i l a b l e  as a wi t r t e s s  t o  c o n t r a d i c t  a n y  misstate-
ment i n  t h e  t e s t i m o n y .  

Under Rule  1 7 ( a ) ( 3 ) ,  a b r o k e r - d e a l e r  is r e q u i r e d  t o  make and keep  
c u r r e n t  r e c o r d s  o f  c u s t o m e r s m  s e c u r i t i e s  h e l d  i n  s a f e k e e p i n g .  



E. R e g u l a t i o n  T V i o l a t i o n s  

62. I n  August 1940,  i n  a d i s c u s s i o n  of  S e c t i o n  4 ( c ) ( 2 )  o f  

R e g u l a t i o n  T, t h e  Board o f  Governors  o f  t h e  F e d e r a l  Rese rve  Bank s t a t e d :  

"An i n q u i r y  was p r e s e n t e d  as t o  a s i t u a t i o n  i n  
which a b r o k e r  o r  d e a l e r  d o e s  n o t  o b t a i n  f u l l  
c a s h  payment w i t h i n  t h e  p e r i o d  a p p l i c a b l e  t o  
t h e  t r a n s a c t i o n  b u t  is o f f e r e d  payment prompt- 
l y  a f t e r  t h e  p e r i o d  and b e f o r e  he  h a s  c a n c e l l e d  
o r  o t h e r w i s e  l i q u i d a t e d  t h e  t r a n s a c t i o n .  The 
q u e s t i o n  was whe the r  t h e  b r o k e r  o r  d e a l e r  i n  
such  c i r c u m s t a n c e s  may a c c e p t  such  payment and 
c o n s i d e r  t h e  p r o v i s i o n s  r e q u i r i n g  c a n c e l l a t i o n  
o r  l i q u i d a t i o n  f o r  f a i l u r e  t o  o b t a i n  payment t o  
have  been m e t .  

"The s e c t i o n  p r o v i d e s  v a r i o u s  e x c e p t i o n s  f o r  cases 
where a p e r i o d  o t h e r  t h a n  t h e  seven-day p e r i o d  
would be more a p p r o p r i a t e .  These e x c e p t i o n s  d o  
n o t  i n c l u d e  a n y  p r o v i s i o n  f o r  a payment which is 
o f f e r e d  prompt ly  a f t e r  t h e  p e r i o d  a p p l i c a b l e  t o  t h e  
t r a n s a c t i b n ,  and i t  d o e s  n o t  a p p e a r  why a n y  a d d i -  
t i o n a l  time shou ld  be p e r m i s s i b l e  i n  such  c i rcum-  
s t a n c e s  i f  t h e r e  i s  no o t h e r  ground f o r  a d d i t i o n a l  
t i m e . "  From a Legal  S t a n d p o i n t ,  F e d e r a l  Rese rve  
B u l l e t i n ,  August 1940,  p. 773. 

A s  p o i n t e d  o u t  by t h e  D i v i s i o n  i n  i t s  b r i e f ,  t h i s  p r i n c i p l e  was r e c o g n i z e d  

by t h e  Commission I n  t h e  Matter o f  Coburn and Middlebrook,  Inc . ,  37 S.E.C. 

583,  590 (1957) .  

63. W i l l i a m  J . K l e i n  t e s t i f i e d  t h a t  on  J a n u a r y  23 ,  1963,  he 

examined c u s t o m e r s 1  l e d g e r s  and c o n f i r m a t i o n s  o f  r e g i s t r a n t  f o r  t h e  p e r i o d  

f rom a p p r o x i m a t e l y  J u n e  26 ,  1961 t o  a p p r o x i m a t e l y  December 27,  1962, and  

found 30 v i o l a t i o n s  o f  R e g u l a t i o n  T d u r i n g  t h a t  p e r i o d ,  i n  t h e  f a i l u r e  t o  

r e c e i v e  payment w i t h i n  seven  b u s i n e s s  d a y s  from t h e  r e s p e c t i v e  t r a d e  d a t e s  



or t o  prompt ly  c a n c e l  t h e  t r a d e s .  The number o f  d a y s  i n  which r e g i s t r a n t  

1 
L 

was i n  v i o l a t i o n  r a n  from one  d a y  f o r  n i n e  t r a n s a c t i o n s  u p  t o  32 d a y s  f o r  

one  t r a n s a c t i o n ,  and ave raged  a p p r o x i m a t e l y  4% days .  O t h e r  t h a n  t h e  32-day 
't 

v i o l a t i o n ,  none o f  t h e  o t h e r s  were  i n  e x c e s s  o f  8 d a y s .  

64 ,  R e g i s t r a n t  c o n t e n d s  t h a t  1 5  o f  t h e  a l l e g e d  v i o l a t i o n s  i n -  

vo lved  t h e  sale o f  new i s s u e s  u n d e r  R e g u l a t i o n  A o f f e r i n g s  and u r g e s  a n  

e x c e p t i o n  u n d e r  S e c t i o n  4 ( c ) ( 3 )  o f  R e g u l a t i o n  T, which r e a d s  as f o l l o w s ,  

i n  p e r t i n e n t  p a r t :  

" I f  t h e  s e c u r i t y  when s o  purchased  i s  a n  u n i s -  

I sued  s e c u r i t y ,  t h e  p e r i o d  a p p l i c a b l e  t o  t h e  
t r a n s a c t i o n  u n d e r  s u b ~ a r a n r a ~ h  ( 2 )  o f  t h i s  

I
I
I 

s u e r  f o r  d e l i v e r y  t o  pu rchase r s . "  

R e g i s t r a n t  i n t r o d u c e d  e v i d e n c e  t h a t  u n d e r  t h e  u n d e r w r i t i n g  agreement  w i t h  

A u t r o l ,  t h e  s t o c k  c e r t i f i c a t e s  were  n o t  r e q u i r e d  t o  be d e l i v e r e d  by t h e  

i s s u e r  u n t i l  a f t e r  payment t h e r e f o r  was r e c e i v e d  from t h e  u n d e r w r i t e r .  

I
I
I
I 

It u r g e s  t h a t  t h e  s e c u r i t i e s  were "unissued" w i t h i n  t h e  meaning o f  Sec-  

I
I 

t i o n  4 ( c ) ( 3 )  and t h a t  payment need n o t  have been made u n t i l  t h e  s e c u r i t i e s  

were "made a v a i l a b l e  by t h e  i s s u e r . "  T h i s  c o n t e n t i o n  is  a b o o t s t r a p  a r g u -  

ment which would s u b v e r t  t h e  pu rpose  o f  S e c t i o n  4 ( c ) ( 2 ) ,  f o r  i f  t h e  s e c u r i t i e s  

I
I
I 

remained "unissued"  u n t i l  a f t e r  payment was made, i n d e f i n i t e  d e l a y  i n  pay- 
191-

ment would be p e r m i s s i b l e  . From a s t a n d p o i n t  o f  pu re  l o g i c ,  t h e  a rgument  

P 
4 

I -19/  R e g i s t r a n t  made some e f f o r t  t o  i n t r o d u c e  e v i d e n c e  o f  similar p r o v i s i o n s  I 
i n  u n d e r w r i t i n g  ag reemen t s  between r e g i s t r a n t  and  o t h e r  i s s u e r s  u n d e r  

1 
R e g u l a t i o n  A. b u t  t h e  e f f o r t  was abandoned,  Some o f  t h e  30 v i o l a t i o n s  
invo lved  p u r c h a s e s  o f  t h e s e  i s s u e s .  I n  i t s  b r i e f ,  r e g i s t r a n t  makes t h e  I 

1 i n d i c a t e d  above ,  I 



i s  u n t e n a b l e .  Moreover, t h e  F e d e r a l  Rese rve  Board h a s  i s s u e d  a n  i n -

t e r p r e t a t i o n  of  S e c t i o n  4 ( c ) ( 3 )  which d e s t r o y s  r e g i s t r a n t ' s  c o n t e n t i o n .  

I n  i ts  B u l l e t i n  o f  November 1962, a t  page 1427,  a n  a r t ic le  e n t i t l e d  "Time 

o f  Payment f o r  Mutual  Fund S h a r e s  Purchased i n  a S p e c i a l  Cash Account" 

states t h a t :  

#'The purpose  of [ t h e  s e c t i o n ]  i s  t o  r e c o g n i z e  
t h e  f a c t  t h a t ,  when a n  i s s u e  of  s e c u r i t i e s  i s  t o  
be i s s u e d  a t  some f i x e d  f u t u r e  d a t e ,  a s e c u r i t y  
t h a t  i s  a p a r t  of  s u c h  i s s u e  can  be purchased on  
a 'when- issued '  basis and t h a t  payment may reason-  
a b l y  be d e l a y e d  u n t i l  a f t e r  such d a t e  of  i s s u e ,  sub-
j e c t  to o t h e r  b a s i c  c o n d i t i o n s  f o r  t r a n s a c t i o n s  i n  
a s p e c i a l  c a s h  account ."  

A u t r o l ,  of  c o u r s e ,  was n o t  be ing  s o l d  on  a "when-issued1' b a s i s .  

6 5 .  R e g i s t r a n t  a l s o  u r g e s  t h a t  two of  t h e  30 t r a n s a c t i o n s  r e p r e -  

s e n t e d  sales to c u s t o m e r s  whose a c c o u n t s  "con ta ined  c r e d i t  b a l a n c e s  a d e q u a t e  

t o  o f f s e t  t h e  d e b i t  r e s u l t i n g  from t h e s e  sales.I1The e v i d e n c e  w i t h  r e s p e c t  t o  

one  of  t h e s e  p u r c h a s e s  ( b y  Jesse Y.Masunaga)supports i t s  c o n t e n t i o n . T h i s  was a 

v i o l a t i o n  of one  d a y ,  a c c o r d i n g  t o  t h e  D i v i s i o n .  A second s i t u a t i o n ,  as  

urged by r e g i s t r a n t ,  a p p e a r s  t o  i n v o l v e  a d e b i t  b a l a n c e  of  $34.38 f o r  two 

d a y s .  Schmidt  t e s t i f i e d  t h a t  "it i s n ' t  n e c e s s a r y  t o  g e t  a n  e x t e n s i o n  u n d e r  

R e g u l a t i o n  T f o r  a n  amount under  $100." H e  was c o r r e c t  i n  h i s  c o n t e n t i o n ,  

f o r  S e c t i o n  4 ( c ) ( 7 )  o f  R e g u l a t i o n  T g i v e s  t h e  c r e d i t o r  t h e  o p t i o n  t o  " d i s -  

r e g a r d  any sum d u e  by t h e  cus tomer  n o t  e x c e e d i n g  $100." 

66. Schmidt  and Sharp ,  o f  c o u r s e ,  were r e s p o n s i b l e  f o r  t h e  


s u p e r v i s i o n  of  r e g i s t r a n t ' s  t r a n s a c t i o n s  and b u s i n e s s  o p e r a t i o n s  d u r i n g  




I t he  ~ e r i o d  of these  v i o l a t i o n s .  

1 67. From t h e  above, i t  fo l lows  t h a t  r e g i s t r a n t ,  a ided and 

a b e t t e d  by Schmidt and Sharp, w i l f u l l y  v i o l a t e d  Sec t ion  17 (a )  of t h e  

S e c u r i t i e s  Act and Sec t ions  10(b)  and 1 5 ( c ) ( l )  of t h e  Exchange Act and 
20/ 

t h e  r u l e s  thereunder ,  a s  charged, i n  t h e  s a l e  of Autrol stock? 

t h a t  Kumagai and Bates w i l f u l l y  v i o l a t e d  Sec t ion  17(a)  of 

t h e  S e c u r i t i e s  Act and Sec t ion  10(b) of t h e  Exchange Act and t h e  r u l e  

thereunder ,  i n  t h e  s a l e  of Autrol s tock;  

t h a t  r e g i s t r a n t ,  Schmidt and Sharp w i l f u l  ly  v i d a t e d  Sec- 

t i o n  15 (c ) (3 )  of t h e  Exchange Act and Rule 15c3-1 thereunder  by engaging 

i n  t r a n s a c t i o n s  a t  a  t i m e  when r e g i s t r a n t ' s  ne t  c a p i t a l  was less than  

t h a t  r e g i s t r a n t ,  Schmidt and Sharp w i l f u l l y  v i o l a t e d  Sec- 

t i o n  17 (a )  of t h e  Exchange Act and Rule 1 7 ( a ) ( 3 )  thereunder  i n  f a i l i n g  t o  

make and keep cu r r en t  t h e  records  of r e g i s t r a n t ,  a s  d i scussed  above; 

t h a t  r e g i s t r a n t ,  Schmidt and Sharp w i l f u l l y  v i o l a t e d  Sec- 

t i o n  7 of t he  Exchange Act and Regulation T, i n  connection wi th  

1 28 t r a n s a c t  ions .  

1 201 The a c t i o n s  of Furs t  i n  t he  course  of h i s  employment were those  of 

The v i o l a t i o n s  i n  s e l l i n g  Autrol were w i l f u l l .  Hughes v. S.E.C., 174 
F.2d 969, 977 (C.A.D.C.1949). 

211 Perhaps t h e  ne t  c a p i t a l  o f f ense  i s  somewhat mi t i ga t ed ,  though not  ex--
cused, by the  f a c t  t h a t  t h e  Denver Regional Of f i ce  requested a modifica-
t i o n  of t h e  P a c i f i c  I n t e r n a t i o n a l  subordinat ion agreement i n  January 
1962, without sugges t ion  o r  warning t o  r e g i s t r a n t  t h a t  t h e  agreement 
would te rmina te  on January 25, 1962, as concluded he re in  by the  
Examiner. ( A t  t h a t  time r e g i s t r a n t  was a  member of the  Midwest Stock 
Exchange, and t h e  n e t  c a p i t a l  r u l e  was i napp l i cab l e  t o  i t . )  



speculative stock in small blocks to,unsophisticated investors of modest 


means is one of the hallmarks of 'boiler room' type sales." It cites, as 


tion of 'boiler room' activities." 


69 .  The Examiner views the operation of registrant's firm in 

sellinn Autrol stock as vastly different from the boiler room type of opera- 

and Commission. Although many violations of law by registrant have been 


found, they do not suggest to the Examiner a deliberate and planned scheme 


or device to defraud the investing public,by any of the persons charged in 


this proceeding. 


70.  This is not to minimize the seriousness of any of the viola- 

tions.' Schmidt, as president of the firm and as the guiding force in bring- 

ing the offering into the organization, failed the public in not making an 

earlier decision to terminate the offering when information on the issuer's 

finances and progress continued to be unavailable to registrant and when, 

conversely, information with respect to set-backs and problems did become 
L 

available. It appears at this time that Schmidt's decision to terminate 


7 	 was too-long-delayed beyond the time when the automatic bag-making machine 

was no longer the product which could be sold by Autrol because of its in- 

ability to reject Mexican pesos and because of the overheating of the seal- 

ing bar. The importance of the bag-manufacturing process, as indicated 



and repea ted  i n  t h e  o f f e r i n g  c i r c u l a r ,  s u g g e s t s  t h a t  when t h e  P i k e ' s  Peak 

model was brought i n t o  r e g i s t r a n t ' s  o f f i c e  i n  replacement  of  t h e  bag-mak- 

i n g  p r o t o t y p e ,  i f  no t  earlier, bold and e f f e c t i v e  a c t i o n  r a t h e r  t h a n  a 

c o n t i n u a t i o n  of r e g i s t r a n t ' s  e f f o r t s . t o  sell t h e  s t o c k  was c a l l e d  f o r .  

And n o t h i n g  i n  t h e  t e s t imony  i n d i c a t e s  t h a t  Schmidt d i r e c t e d  t h e  salesmen 

even  to in fonn  t h e  i n v e s t i n g  p u b l i c  of  t h e  s e r i o u s  d e p a r t u r e  from t h e  

machine w i t h  t h e  unique f e a t u r e  which w a s  s o  f u l l y  d e s c r i b e d  i n  t h e  o f f e r -  

i n g  c i r c u l a r .  Nothing i n d i c a t e s  t h a t  he conf ided  t o  anyone h i s  views t h a t  

t h i s  P i k e ' s  Peak model had a f l i m s y  c o i n  mechanism, as he t e s t i f i e d .  And 

S h a r p  must s h a r e  i n  t h i s  r e s p o n s i b i l i t y  f o r  i n a c t i o n ,  e v e n  though h i s  pos i -  

t i o n  i n  t h e  f i r m  was v e r y  d e f i n i t e l y  s u b o r d i n a t e  t o  t h a t  o f  Schmidt i n  a l l  

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

sale of Aut ro l  was m i t i g a t e d  by t h e  d i s t r i b u t i o n  of a n  o f f e r i n g  c i r c u l a r  

which warned o f  t h e  s p e c u l a t i v e  n a t u r e  of t h e  o f f e r i n g .  In  Ross S e c u r i t i e s ,  

I n c.' S e c u r i t i e s  Exchange A c t  Release  No. 7069, A p r i l  30, 1963, t h e  Comnis- 

s i o n  s t a t e d :  

"At  t h e  expense  of r e s t a t i n g  t h e  o b v i o u s ,  we emphasize 
t h a t  compliance w i t h  t h e s e  requ i rements  f o r  d e l i v e r y  of  
a p r o s p e c t u s  o r  o f f e r i n g  c i r c u l a r  d o e s  n o t ,  however, 
l i c e n s e  b r o k e r - d e a l e t s o r  t h e i r  salesmen to i n d u l g e  i n  
f a l s e  o r  f a n c i f u l  o r a l  r e p r e s e n t a t i o n s  t o  t h e i r  
cus tomers .  The a n t i - f r a u d  p r o v i s i o n s  of t h e  S e c u r i t i e s  
A c t  and t h e  S e c u r i t i e s  Exchange A c t  a p p l y  t o  a l l  r e p r e -
s e n t a t i o n s  whether made o r a l l y  or i n  w r i t i n g ,  d u r i n g  o r  
a f t e r  t h e  d i s t r i b u t i o n . "  

Moreover, t h e  f a i l u r e  to inform cus tomers  o f  t h e  i n a b i l i t y  of  t h e  i s s u e r  to  

market  a bag-making machine becomes even more impor tan t  when viewed i n  l i g h t  
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o f  t h e  impor tance  g i v e n . i n  t h e  o f f e r i n g  c i r c u l a r  t o  t h i s  f e a t u r e  o f  t h e  

company1s p r o d u c t .  

71. Because  o f  t h e  v i o l a t i o n s  i n  t h e  sale of  A u t r o l  and t h e  many 

o t h e r  v i o l a t i o n s  f o r  which Schmidt  and Sharp  are r e s p o n s i b l e ,  t h e  Examiner 

recommends t h a t  t h e  Commission f i n d  t h a t  i t  is a p p r o p r i a t e  i n  t h e  p u b l i c  

i n t e r e s t  t h a t  r e g i s t r a n t ' s  r e g i s t r a t i o n  be revoked and t h a t  Schmidt  and 

S h a r p  be  found t o  be c a u s e s  o f  such a c t i o n .  

72. The o f f e n s e s  of Kumagai and B a t e s  are s u f f i c i e n t l y  s e r i o u e  

to compel t h e  recommendation t h a t  t h e y  a l s o  be found t o  be c a u s e s  o f  t h e  

r e v o c a t i o n .  

72. Kumagai's t e s t i m o n y  i n d i c a t e d  a n  i n a b i l i t y ,  d u r i n g  t h e  o f -  

f e r i n g  p e r i o d ,  t o  a p p r e c i a t e  t h e  r i s k s  invo lved  i n  t h e  s p e c u l a t i o n  he 

was s e l l i n g ;  a f a i l u r e  o r  r e f u s a l  t o  r e c o g n i z e  t h e  i m p o r t a n t  d i f f e r e n c e  

between a machine which was a b l e  t o  manufac tu re  bags ,  as d i s c u s s e d  i n  t h e  

o f f e r i n g  c i r c u l a r ,  and one  which m e r e l y  d i s p e n s e d  bags.  Tha t  h i s  e n t h u s i a s m  

f o r  t h e  machine d i d  n o t  wa ive r ,  w h i l e  a l l  a b o u t  him were l o s i n g  t h e i r s ,  i n -

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

w i t h  e f f e c t i v e  a c t i v i t y  as a s e c u r i t i e s  sa lesman.  His views on  t h e  s u i t -  

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

ext reme d e p a r t u r e s  from t h e  t r a d i t i o n a l l y  more c o n s e r v a t i v e  c o n c e p t s  and ,  

more i m p o r t a n t l y ,  seemed p r e d i c a t e d  o n  t h e  n a i v e  view t h a t  d u r i n g  t h e  b u l l  

marke t  o f  1961 i t  was i n c o n c e i v a b l e  t h a t  purchase  of  a new i s s u e  c o u l d  re-

s u l t  i n  a l o s e .  






