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CGerald James Stoiber ("Applicant”), both a registered
general securities representative and an associ ated person of a
futures conmm ssion nmerchant associated with Anerican | nvestnent
Services, Inc. ("AIS" or the "Firm'), a menber of the National
Associ ation of Securities Dealers, Inc. ("NASD'), appeals from
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NASD di sci plinary action. The NASD found that, during the period
fromMarch 1, 1992 through at |east Septenber 23, 1993, Stoi ber
sold securities in the formof prom ssory notes to thirteen
public custonmers without giving AIS prior witten notification
and receiving witten approval fromAIS to engage in private
securities transactions, in violation of Article Ill, Sections 1
and 40 of the Rules of Fair Practice ("Rules"). 1/ The NASD
censured Applicant, suspended himin all capacities for six

nont hs, ordered restitution to identified custoners of $450, 000,
and fined him$450,000 to be reduced by any anounts paid in
restitution within 60 days of the date of the decision. 2/ CQur
findings are based on an i ndependent review of the record.

St oi ber does not deny that, between March 1992 and Sept enber
1993, he borrowed a total of $495,000 from his custoners. 3/
St oi ber issued prom ssory notes to the customers for these
unsecured personal |oans. 4/ The notes at issue had fixed rates

1/ The NASD recently revised and renunbered its Rul es of

Practice. Section 1 of the Rules [new Rule 2110] requires
t he observance of "high standards of conmercial honor and
just and equitable principles of trade.”™ Section 40 [new
Rul e 3040] provides, anong other things, that, prior to
participating in any securities transaction outside the
regul ar course or scope of his or her enploynent, a person
associated with a nmenber firmnust give that firmprior
witten notification. |In addition, if the firmis notified
that the associ ated person may receive selling conpensati on,
it isrequired to issue witten approval or disapproval.

2/ The NASD al so assessed costs.

3/ The conpl aint alleges "[b]leginning in or about March 1, 1992
and continuing until at |east on or about Septenber 23,

1993, Respondent Stoi ber offered and sold . . . securities
in the formof promi ssory notes . . . ." W note that two
of the | oans were offered outside the review period, one on
Sept enber 25, 1991 and another on March 1, 1991. \While
these two | oans were outstanding during the review period,

it appears that they were repaid in full prior to the NASD s
Di strict Business Conduct Commttee ("District Commttee")
hearing. A third |oan apparently was repaid in full prior
to the NASD s District Commttee hearing. Thus, it appears
that the total bal ance of the | oans outstanding at the tine
of the NASD s District Committee hearing was $450, 000.

4/ St oi ber issued prom ssory notes as foll ows:

(conti nued. ..)
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of interest, ranging frome6%to 12% per year. According to the
NASD, the interest rate on the notes was generally set at 2%
above the then-current prinme rate. Interest was paid in fixed
instal l ments and paynent of the principal was due on or before a
specific date, in nost instances three years fromthe date of

i ssuance. On several occasions, Stoiber refinanced and "roll ed-
over" notes that he issued to his custoners.

St oi ber had known many of these custoners for years and
stated that he considered themto be friends. The custoners who
| oaned noney to Stoi ber had annual incomes that ranged from
$10, 000 to $75,000, and net worths that varied froma | ow of
$50, 000 to a high of $1, 000, 000.

Stoi ber admits that he asked each of these custoners to | oan
him funds to finance compdity transactions that he could not
have effected absent the |oan. Stoiber informed each of the
custoners that the proceeds fromthe notes were to be used to
effect coomodity transactions in Stoiber's personal account at
Al'S, as well as for personal expenses. 5/

4/ (. ..conti nued)
# of | oans anount of each | oan

$200, 000
$50, 000
$40, 000
$30, 000
$20, 000

W A RPN R R

$15, 000
1 $10, 000

W note that two of the notes in the record were not signed
by Stoiber. A note for a third transaction at issue was not
included in the record. Stoiber, however, admts that

"[a]ll | oans were spelled out by prom ssory notes with
specific interest rates and paynent dates.” The record al so
i ncludes signed reaffirmation |letters acknow edgi ng, anong
others, two of these loans. Affidavits introduced by

St oi ber and executed by each custoner acknow edge that
“[f]lor the loan, M. Stoiber signed and gave ne a prom ssory
note . N

5/ St oi ber stated that he paid $20,000 towards the nortgage for
(conti nued. ..)
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St oi ber placed the funds that he received fromthese notes
in his personal bank account, which was held jointly with his
wife. The funds were generally transferred from his personal
bank account to Stoiber's commodities trading account. Stoiber
mai nt ai ned two ot her bank accounts in the name of an entity that
he created and nanmed Jeffrey Investnment Services ("JIS").
| nt erest paynments on the notes were nmade to each custonmer from
the JI'S accounts.

Stoi ber's income was derived fromhis comm ssions fromAIS
and any profits resulting fromhis comobdity trading. Although
each of the custonmers stated in an affidavit that he or she
t hought that Stoiber was a successful businessman, Stoiber
acknow edged that, at the tinme of the hearing before the NASD s
District Conmttee, he had a negative net worth of approxi mately
$30, 000. Stoiber also acknow edged that he woul d be insolvent if
all of the custoners sought repaynent of their funds at once. He
cl ai mred, however, that he could obtain the funds to repay the
notes, if necessary, fromhis parents or by liquidating famly
assets. 6/

Article Ill, Section 40 prohibits an associ ated person of a
menber firmfromeffecting private transactions in securities
Wi thout prior witten notice to that person's enployer. Stoiber
admts that he did not give AIS witten notice of the
transactions at issue. Stoiber, however, contends that he did
not violate Article Ill, Section 40 because the prom ssory notes
at issue were not securities.

In Reves v. Ernst & Young, 494 U. S. 56 (1990), the Suprene
Court considered the issue of when a note is a security within
t he neani ng of Section 3(a)(10) of the Securities Exchange Act of
1934. The Suprene Court adopted the "famly resenbl ance" test
for determining when a note is a security. 7/ Under that test, a

5/(...continued)
hi s personal residence and a portion of the funds to pay off
hospital bills and credit card debt. He estimated that he
used a total of $50,000 of the proceeds fromthe notes for
per sonal expenses.

6/ The State of Illinois Securities Division investigated
Stoi ber's note transactions and ordered Stoi ber to nake
rescission offers to each of the custoners. None of the
custoners accepted the rescission offer. Instead, they
executed a docunent reaffirmng the notes.

7/ 494 U. S. at 64-65, 67 citing Exchange National Bank of
(continued. . .)
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note is presunmed to be a security unless (1) an exam nation of
the note, based on four factors described by the Court, 8/
reveal s that the note bears a strong resenblance to certain types
of notes recogni zed as being outside the investnent market

regul ated under the securities laws 9/ or, (2) based upon the
same four factors, the note should be added to the |ist.

A. Fam |y Resenbl ance to Recogni zed Non-Securities

The Suprene Court in Reves considered a note evidencing a
character loan to a bank custoner to be outside the investnent
mar ket regul ated under the securities |laws. Applicant asserts
that the notes at issue bear a strong resenblance to a note
evi dencing a character |oan to a bank custoner. 10/

7/ (...continued)
Chi cago v. Touche Ross & Co., 544 F.2d 1126 (2d Cir. 1976),
nodi fied by, Chem cal Bank v. Arthur Andersen & Co., 726
F.2d 930 (2d Gr.), cert. denied, 469 U S. 884 (1984).

8/ Those four factors are: (1) the notivations that woul d
pronpt a reasonabl e borrower and | ender to enter into the
transaction; (2) the plan of distributing the notes; (3) the
reasonabl e expectations of the investing public regarding
whet her the instruments were securities; and (4) the
presence of any alternative schenme of regulation or other
factor that significantly reduces the risk of the instrunent
so as to make regul ati on under the securities |aws
unnecessary. 494 U S. at 66-67.

9/ Id. at 65. The Supreme Court believed that the foll ow ng
notes are not securities: the note delivered in consuner
financing; the note secured by a nortgage on a hone; the
short-termnote secured by a lien on a snmall business or
sonme of its assets; the note evidencing a character loan to
a bank custoner; a short-termnote secured by an assi gnnment
of accounts receivable; the note that sinply formalizes an
open-account debt incurred in the ordinary course of

busi ness; and the note evidencing a | oan by a comerci al
bank for current operations.

10/ Stoiber submitted an affidavit from an assistant vice-
presi dent and | oan officer at Sout hwest Financial Bank of
Oland Park stating that the prom ssory notes used by
Stoi ber are typical of notes which would be used by banks to
make "character™ or "signature" |oans and that such note
forms are typical of prom ssory notes in general. The fact
that both a bank and Stoi ber used the sanme note form does
not end the anal ysis of whether Stoiber's note is a
security. As the Suprene Court stated in Tcherepnin v.

(continued. . .)
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W do not see a fam |y resenbl ance between the notes at
i ssue and a note evidencing a character |oan to a bank custoner.
Banks are in the business of making | oans. Character |oans, in
particular, are generally given to | ongstanding, |arge
depositors, whose credit situation is known to the financial
institution. The lenders in this instance, Stoiber's customers,
were not financial institutions or accustoned to assessing
| endi ng risks, nor did they nmake | oans as part of a business.

Stoi ber points to affidavits executed by each of his
custoners which state that the custoner considered Stoi ber a good
busi nessman and a good risk. W note initially that each of
these affidavits is identical and was prepared for the NASD
hearing. 11/ The uniformty of the custoners' understandi ngs was
not tested by cross-exam nation. The affidavits, noreover, are
silent as to why the custonmer concluded that Stoiber was a good
credit risk. Stoiber does not claimthat custoners had access to
the type of financial or business information that a bank woul d
have concerning its custoner. Nor does Stoiber or any of the
affiants suggest that the affiants engaged in the type of credit
anal ysis in which a bank woul d engage or that Stoiber provided
themw th the type of information that woul d have nade that
anal ysi s possible. 12/

10/ (...continued)
Kni ght, 389 U. S. 332, 335 (1967)(citing SEC v. WJ. Howey
Co., 328 U. S. 293, 298 (1946)), "in searching for the
nmeani ng and scope of the word 'security' in the Act, form
shoul d be di sregarded for substance and the enphasis should

be on economc reality.”

11/ Indeed, the affidavits underscore their lack of tailoring to
a particular custoner. None of the affidavits discusses the
custoner's financial or personal situation. In addition,
each states that "in the event” the affiant either nade nore
than one loan to Stoi ber or agreed to refinance a particul ar
| oan "[e]very one of the statenments | ammaking . . . is
true as to each | oan and refinancing.”

12/ Applicant also asserts that the notes at issue bear a famly
resenbl ance to notes evidencing | oans by comrercial banks
for current operations. Applicant clains that the notes at
issue are simlar to the loan participations at issue in
Banco Espanol de Credito v. Security Pacific National Bank,
973 F.2d 51 (2d Cr. 1992), cert. denied, 509 U S. 903
(1993).

W disagree. Unlike the matter before us, the notivations

of the various institutions in Banco Espanol de Credito were

to pronote comrercial purposes. Only institutional and
(conti nued. ..)




B. The Reves Factors

We further conclude that the factors described in Reves do
not suggest that these notes should be excluded fromregul ation
under the securities laws. The Suprene Court stated in Reves
that an instrument is presunmed to be a security, "[i]f the
seller's purpose is to raise noney for general use of a business
enterprise or to finance substantial investnents and the buyer is
interested primarily in the profit the note is expected to
generate . . ." The Court contrasted such a note with a note
used to facilitate "sonme other commercial or consumer
purpose.” 13/ Here, Stoiber issued the notes to raise funds to
finance commodity transactions, as well as for his personal
expenses. The customers who | oaned Stoi ber funds received a
favorable interest rate on the notes at issue. Interest has been
recogni zed by the Supreme Court as constituting a valuable return
on an investnent. 14/

Appl i cant, however, cites |anguage in the custoners
affidavits that states that each custonmer understood that he or
she was making a personal loan to Stoiber and "did not intend to

12/ (...continued)
corporate entities were solicited by the bank, and the | oan
partici pations could not be resold. In addition, the Court
found that the institutions, who were found to be
"sophi sticated purchasers,” were given anple notice that the
instrunments were participations in |oans, not investnents,
and that the Conptroller of the Currency issued specific
policy guidelines addressing the sale of |oan participations
i ndicating that application of the securities |aws was
unnecessary.

Applicant also cites Smith International, Inc. v. Texas
Commerce Bank, 844 F.2d 1193 (5th Gr. 1988). Smth

| nternational was decided prior to Reves and relied on a
test that was superseded by Reves. Conpare Reves, 494 U. S.
at 63, 66-67 (describing the four factors) with Snmith
International, 844 F.2d at 1201 (distinguishing an earlier
hol ding that a note was a security based on "the investnent
nature of the transaction giving rise to the preexisting
debt which the notes represented").

13/ 494 U. S. at 66.

14/ The Suprene Court in Reves stated that profit in the context
of a note neans "a valuable return on an investnent, which
undoubtedly includes interest.” 1d. at 68 n.4. See also
Pol lack v. Laidlaw Holdings, Inc., 27 F.3d 808, 812 (2d G r.
1994) (fixed rate of return in the formof interest does not
rebut the presunption that the notes are securities).




8

make an investnent." The affidavits do not explain this
assertion further, except to state that the custoners did not
bel i eve that the notes were "the sane as a share of stock or a

publicly offered debt instrunment.” This statenment is not
i nconsi stent with these docunents being a private offering of a
security. In any event, we believe that the "notivations that

woul d pronpt a reasonabl e seller and buyer to enter into" these
transactions strongly suggest that they are securities. 15/ As
di scussed above, the custoners, who were not in the business of
maki ng | oans, | ooked to Stoi ber for investnent advice. Each
custoner affidavit states that the custonmer expected a "val uabl e
return” fromthe notes, i.e., the custoner was "to receive back
my principal, plus interest as provided in the note."” 16/

Stoi ber admts that he solicited funds "to finance substanti al
investnments,” his conmmpdity transactions, as well as his personal
expenses. 17/

We believe the other prongs of Reves are al so satisfi ed.
The custoners here varied widely as to incone and net worth.
There is no showi ng that they were sophisticated or that they
asked for information that would permt themto assess Stoiber's
financial condition. |In nost instances, they were in their
sixties. It appears, noreover, that Stoiber nade the sane
general representations to each of the custonmers, and there is no
suggestion that any of the custoners negotiated individual terns.
The sol e significant conmon denom nator anong the custoners is
that each of the custonmers previously had dealt with Stoiber and
Al'S for investnent purposes. Stoiber, their registered
representative, offered favorable interest rates to these
custoners in exchange for funds to permit himto participate in
commodities trading, funds that the custoners could have pl aced
in other investnents. 18/

Applicant asserts that thirteen notes are an insufficient
nunber to be considered an offering to the general public.

15/ 494 U. S. at 66.

16/ The affidavits also state that the custonmers understood that
t hey woul d not participate in any profits or incone
generated by Stoiber, were not getting an interest in stock
or any other asset, and were not participating in any form
of conmon enterprise. These factors go to whether, under
SEC v. WJ. Howey Co., 328 U.S. 293 (1946), an instrunent is
an investnment contract. The Suprene Court in Reves rejected
application of the Howey test to notes. 494 U S. at 64.

17/ 1d. at 66.

18/ Stoiber admitted he has a fiduciary responsibility to these
cust oners.
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Citing the 1,600 notes issued in Reves, Applicant argues that
thirteen is, as a matter of law, insufficient to constitute a
public distribution. Applicant is m staken. The nunber of notes
is not the sole controlling factor in determ ning whether there
has been a public distribution. Rather, the focus of inquiry
shoul d be on the need of the offerees for the protections
afforded by the federal securities |laws. 19/

Applicant further asserts that the custonmers were his
friends, not nmenbers of the general public and that he did not
general ly advertise the notes' availability. It is not unusual,
however, for investors to have a social relationship with a
regi stered representative. The existence of a social
rel ati onshi p does not nean, however, that such an investor would
not be entitled to the sane protections that a stranger to the
of feror would receive in an offering under the federal securities
| aws.

We are al so unaware of any risk-reducing factors that woul d
make application of the federal securities |aws

19/ See generally SEC v. Ralston Purina Co., 346 U S. 119 (1953)
(registration requirenents apply to a "public offering”
whether to a few or many.) See also Deal v. Asset
Managenent Group, Fed. Sec. L. Rep. (CCH) 97,244 (N. D
I11. 1992)(offering to six investors considered sufficient
to constitute a broad segnment of the public and survive
defendant’'s notion to disn ss).

Applicant also clains that the notes at issue fail the
second Reves factor because of the absence of what the Reves
Court described as "common trading for specul ation or
investnment." 494 U S. at 66, citing SECv. C M Joiner
Leasing Co., 320 U. S. 344, 353 (1943). Prochaska &
Associates v. Merrill Lynch, 798 F. Supp. 1427 (D. Neb.
1992), on which Applicant relies, however, involved short-
term prom ssory notes secured by a lien on a small business
that were issued to a single plaintiff. In contrast, here
there was no individual negotiation of the terms, nor
ability to assess Stoiber's credit worthiness by any of the
thirteen customers.
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unnecessary. 20/ Applicant contends that state |aw provides
sufficient protection, but he does not cite a particular statute
or provision of state |law, other than to make a vague reference
to remedi es such as "debtor/creditor laws." Applicant al so does
not explain the protection state | aw provi des, nor does he argue
that state lawis as protective as the federal securities |aws.
In this instance, it would be reasonable for investors to expect
that the protection of the federal securities |laws applied.

Based on our consideration of the factors cited in Reves,
St oi ber has not presented sufficient evidence to rebut the
presunption that the notes at issue are securities. 21/ W
accordingly sustain the NASD s findings that Stoiber violated
Article I'l'l, Sections 1 and 40 of the Rules. 22/

20/ Applicant cites the follow ng cases in support of the
assertion that state |law can provide a sufficient renedy:
Heine v. Colton, 786 F. Supp. 360 (S.D.N. Y. 1992), later
opinion 856 F. Supp. 191 (S.D.N. Y. 1994); Reeder V.
Succession of Palnmer, 736 F. Supp. 128 (E.D. La. 1990),
aff'd. mem, 917 F.2d 560 (5th Cr. 1990); and Singer V.
Livoti, 741 F. Supp. 1040 (S.D.N. Y. 1990). But cf. Gady A
Deal v. Asset Managenent G oup, Fed. Sec. L. Rep. (CCH) 1
97,244 (N.D. 1l1. 1992); Pollack v. Laidlaw Holdings, Inc.,
27 F.3d 808 (2d Cr. 1994), cert. denied, 513 U S. 963, 115
S.Ct. 425 (1994).

We note that the cases on which Reves relied in discussing
this factor, 494 U S. at 69, involved alternative schenes of
federal regulation. See Marine Bank v. Waver, 455 U. S.

551, 558 (1982) (federal regulation of banks and FDI C

i nsurance); International Brotherhood of Teansters v.

Daniel, 439 U S. 551, 569-70 (1979) (ERI SA). Applicant does
not cite a particular provision of state | aw and has not
denonstrated whet her state | aw can be the source of such
alternative protection

21/ See also WlliamlLouis Mrgan, 51 S.E. C. 622, 627 (1993);
WlliamF. Werch, 50 S.E.C. 811, 812 n.2 (1991). See also
Darrell Jay WIllians, 50 S.E.C. 1070, 1071-72 (1992).

22/ Applicant clainms that the NASD is attenpting to regul ate
regi stered representatives' activity concerning borrow ng
funds from customers, wi thout having a rule that expressly
governs this conduct. Applicant also asserts that, because
t he NASD i ssued Notice To Menbers 94-93 in Decenber 1994,
proposing a rul e governing regi stered representatives
lending to or borrowing fromcustoners, it indicates the
practice was not covered by prior NASD Rul es.

(conti nued. ..)
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| V.

St oi ber argues that the sanctions assessed by the NASD are
excessi ve, oppressive, and a burden on interstate comerce. He
also clainms that the sanctions violate the NASD s 1993 Sanction
Gui delines. Stoiber notes that he has been a registered
representative for alnost two decades and does not have any prior
di sciplinary history. 23/

We are unable to conclude that the sanctions inposed by the
NASD are excessive or oppressive. Wile the NASD s Gui del i nes
are exactly that, guidelines, the sanctions that are assessed in
this case clearly fall within the NASD s reconmended sancti ons
for private securities transactions. 24/

Stoi ber's violations involve serious conduct. Stoiber's
failure to informhis Firmin witing of these securities

22/ (...continued)
Applicant is incorrect. As discussed above, we have found
that the notes at issue are securities. Stoiber had a duty

under Article 111, Section 40 to advise his Firmof these
securities transactions in witing. Stoiber's violation of
Article 111, Section 40 al so constitutes a violation of
Article Ill, Section 1. Steven Theys, 51 S.E.C. 473, 480

(1993). For the sanme reason, Stoiber's reliance on Robert

J. Jautz, 48 S.E.C. 702, 704 (1987) is inapposite. There,
we held that failure to repay a loan froma custoner is not

i nconsistent with just and equitable principles of trade,
absent bad faith or unethical conduct. Here, the gravanen
of the violation is not the failure to receive or repay a

| oan but the failure to give prior witten notice of the
transaction to AlIS. Conpare Robert J. Jautz, id. with Terry

Wayne Wiite, 50 S.E.C. 211, 214 (1990)(registered
representative took unfair advantage of elderly custoner for
personal gain by borrow ng noney from custonmer who want ed
safe investnents).

23/ Stoiber also asserts that the NASD did not give any wei ght
to the fact that he spoke with his conpliance director about
these notes prior to their issuance. W note that Stoiber
spoke generically about obtaining | oans, but did not give
witten notification before each transaction. W have
considered all the facts, including his conversation with
the conpliance director, in evaluating the sanctions.

24/ Stoiber wongly asserts that he will necessarily be |iable
for conbined fines and restitution totaling $900,000. The
NASD fine of $450,000 was to be offset by any amount paid in
restitution within 60 days. Therefore, if Stoiber pays that
restitution in a tinmely manner there will be no fine.
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transacti ons and obtain approval could be potentially harnful.
Public investors were deprived of the protection to which they
are entitled to expect, and his enpl oyer was exposed to risks to
which it should not be exposed. 25/ Under all the circunstances,
we are unable to conclude that the sanctions inposed by the NASD
are excessive or oppressive.

An appropriate order will issue. 26/

By the Comm ssion (Chairman LEVITT and Comm ssi oners WALLMAN
and JOHNSQON); Conm ssioner HUNT di ssenting.

Jonat han G Kat z
Secretary

Comm ssi oner HUNT, dissenting:

| amunable to determ ne on this record whether or not the
instruments in question are securities, and therefore | dissent
fromthe majority's opinion

25/ See generally Anthony J. Amato, 45 S.E. C. 282, 285 (1973).

26/ Al contentions have been considered. They are rejected or
sustained to the extent that they are inconsistent or in
accord with the views expressed in this opinion.
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