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THE PROCEEDING 

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

Commission d a t e d  May 1 3 ,  1970,  a g a i n s t  f i v e  r e s p o n d e n t s  p u r s u a n t  t o  

S e c t i o n s  1 5 ( b ) ,  15A and 1 9 ( a ) ( 3 )  o f  t h e  S e c u r i t i e s  Exchange Act  of 

1934 ("Exchange Act")  t o  d e t e r m i n e  whe the r  t h e  r e s p o n d e n t s  com- 

m i t t e d  v a r i o u s  charged v i o l a t i o n s  o f  t h e  S e c u r i t i e s  Act  o f  1933 

( " S e c u r i t i e s  Act")  and o f  t h e  Exchange Act  and t h e  r emed ia l  a c t i o n ,  

i f  a n y ,  t h a t  might  b e  a p p r o p r i a t e  i n  t h e  p u b l i c  i n t e r e s t .  

The Commission ' s  o r d e r  p rov ided  t h a t  t h e r e  b e  de te rmined  

f i r s t  t h e  q u e s t i o n  whe the r  s u s p e n s i o n  o f  t h e  r e g i s t r a t i o n  o f  S tone  

Summers & Company ( " r e g i s t r a n t " )  on a n  i n t e r i m  b a s i s ,  pending f i n a l  

d e t e r m i n a t i o n  o f  t h e  i s s u e s  p r e s e n t e d  by t h e  o r d e r ,  was 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 .  T h i s  q u e s t i o n  was r e s o l v e d  

under  a  s t i p u l a t i o n  o f  J u n e  11, 1970,  between t h e  D i v i s i o n  and 

r e s p o n d e n t s  u n d e r  which r e g i s t r a n t  s u b j e c t e d  i t s e l f  t o  v a r i o u s  l i m i -  

t a t i o n s  upon i t s  a c t i v i t i e s  pending f i n a l  d e t e r m i n a t i o n  of t h e  
1 / - 

i s s u e s  r a i s e d  i n  t h i s  p r o c e e d i n g .  

The e v i d e n t i a r y  h e a r i n g ,  h e l d  i n  Oklahoma C i t y ,  Oklahoma and 

i n v o l v i n g  7  h e a r i n g  d a y s ,  commenced O c t o b e r  12 ,  1970 and was con- 

c luded December 2 ,  1970. 

On J u n e  14 ,  1971,  t h e  Commission made f i n d i n g s  and e n t e r e d  a 
2  / - 

d e f a u l t  o r d e r  a g a i n s t  o n e  o f  t h e  r e s p o n d e n t s ,  P a u l  L .  R i c e  ( " R i c e t t ) ,  

1/ Responden t s1  mot ion  f o r  m o d i f i c a t i o n  o f  t h e  s t i p u l a t i o n  is  t r e a t e d  - 
below a t  p .  26 ( f o o t n o t e  621,  p .  27.  

2 /  Exchange A c t  Release No. 9206. R i c e ' s  a p p l i c a t i o n  f o r  r e c o n s i d e r a -  - 
t i o n  o f  t h e  d e f a u l t  o r d e r ,  which b a r r e d  him f rom a s s o c i a t i o n  w i t h  
a n y  b r o k e r  o r  d e a l e r ,  was d e n i e d  by t h e  Commission on J u l y  28,  1971. 



f o r m e r l y  a  sa lesman  w i t h  r e g i s t r a n t .  A c c o r d i n g l y ,  r e f e r e w e s  i n  t h i s  

d e c i s i o n  t o  f l r e s p o n d e n t s l l  do  n o t  i n c l u d e  R i c e .  The remain ing  p a r t i e s  

h a v e  f i l e d  p roposed  f i n d i n g s ,  c o n c l u s i o n s  and s u p p o r t i n g  b r i e f s  p u r -  
3 /  - 

s u a n t  t o  R u l e  16 o f  t h e  Commission 's  R u l e s  o f  P r a c t i c e .  The f i n d i n g s  

and c o n c l u s i o n s  h e r e i n  a r e  based  upon t h e  r e c o r d  and upon o b s e r v a t i o n  
4 /  - 

o f  t h e  demeanor o f  t h e  v a r i o u s  w i t n e s s e s .  

FINDINGS OF FACT AND LAW 

The Respondents  

S t o n e  Summers 6 Company ( " r e g i s t r a n t "  1, a n  Oklahoma c o r p o r a t i o n  

w i t h  o f f i c e s  i n  Oklahoma C i t y ,  h a s  been r e g i s t e r e d  w i t h  t h e  Commission 

a s  a  b r o k e r - d e a l e r  p u r s u a n t  t o  S e c t i o n  1 5 ( b )  o f  t h e  Exchange Act  

s i n c e  March 29 ,  1968. O r i g i n a l l y  r e g i s t e r e d  a s  P r o f e s s i o n a l  I n v e s t o r s ,  

I n c . ,  r e g i s t r a n t  changed t o  i t s  p r e s e n t  name by amendment f i l e d  

November 4 ,  1968,  when r e s p o n d e n t s  Thomas E. Summers ("Tom SummersI1) 

and  Bobby Layne Summers ("Bob Summers"), who a r e  b r o t h e r s ,  became 
5 / - 

p a r t n e r s  i n  t h e  f i r m ,  which had o r i g i n a l l y  been o r g a n i z e d  by r e s p o n d e n t  

A l e x a n d e r  J .  S t o n e  ( "S tone") .  R e g i s t r a n t  i s  a  member o f  t h e  N a t i o n a l  

A s s o c i a t i o n  o f  S e c u r i t i e s  D e a l e r s ,  I n c .  

Respondent  S t o n e ,  5 4 ,  i s  P r e s i d e n t  o f  t h e  r e g i s t r a n t  and  a  
6 1 - 

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

3 /  17  CFR 201.16.  - 
4 /  D e c i s i o n  was r e s e r v e d  as t o  a d m i s s i b i l i t y  o f  D i v i s i o n ' s  e x h i b i t s  - 

35 th rough  40.  It i s  conc luded  t h a t  a n y  a t t o r n e y - c l i e n t  p r i v i l e g e  
t h a t  may h a v e  o b t a i n e d  a s  r e s p e c t s  such  e x h i b i t s  was waived by 
t h e i r  v o l u n t a r y  p r i o r  p r o d u c t i o n  a t  a n  i n v e s t i g a t i v e  h e a r i n g ,  and 
t h e  same a r e  a c c o r d i n g l y  h e r e b y  r e c e i v e d  i n  e v i d e n c e .  S e e  a l s o  
f o o t n o t e  15 .  

5 /  When t h e y  f i r s t  bought  i n ,  t h e  Summers b r o t h e r s  j o i n t l y  owned h a l f  - 
t h e  f i r m ' s  common ( v o t i n g )  s t o c k  and  S t o n e  owned t h e  o t h e r  h a l f ;  
c u r r e n t l y  e a c h  o f  t h e  t h r e e  owns 1 / 3  o f  t h e  common s t o c k .  

6 1  S t o n e  h a s  been i n  t h e  s e c u r i t i e s  b u s i n e s s  s i n c e  J a n u a r y ,  1966.  The - 
r e g i s t r a n t  s o n l y  o t h e r  r e g i s t e r e d  p r i n c i p a l ,  George B i s h o p ,  came 
t o  t h e  f i r m  i n  A p r i l ,  1969,  and i s  n o t  a  r e s p o n d e n t .  



Tom Summers, 43,  was Vice  P r e s i d e n t  of  t h e  f i r m  d u r i n g  t h e  t imes  h e r e  
7  / - 

m a t e r i a l  and was then  and s t i l l  i s  a  d i r e c t o r .  Respondent Bob 
8  / - 

Summers, 33, was S e c r e t a r y - T r e a s u r e r  d u r i n g  t h e  t imes  h e r e  m a t e r i a l  

and was and i s  a  d i r e c t o r .  R ice  was a  r e g i s t e r e d  r e p r e s e n t a t i v e  w i t h  

t h e  r e g i s t r a n t  abou t  a  y e a r  from September 11, 1968, u n t i l  September 2 6 ,  

R e g i s t r a n t ' s  b u s i n e s s  a s  a  b r o k e r  d e a l e r  h a s  been p r i m a r i l y  whole- 
9  / - 

salethoughithashadsomeretailcustomers. I t h a s d e a l t p r i m a r i l y  

i n  low-pr iced o v e r -  t h e - c o u n t e r  s t o c k s  s e l l i n g  under  $5 a  s h a r e .  

Dur ing  t h e  t i m e s  h e r e  m a t e r i a l  r e g i s t r a n t  had from a  h a l f  dozen 

t o  t h i r t y  one  employees,  from two t o  seven t r a d e r s ,  up t o  350 t r a d e s  

p e r  d a y ,  and t r a d e d  i n  from a b o u t  30 s t o c k s  up t o  225 s t o c k s .  

S a l e  of  U n r e g i s t e r e d  UAO Stock  and R e l a t e d  V i o l a t i o n s .  

The o r d e r  f o r  p roceed ing  i n c l u d e s  a  charge  t h a t  d u r i n g  t h e  

pe r iod  November 1, 1968 t o  t h e  d a t e  o f  t h e  o r d e r  (5 -13-70)  r esponden t s  

w i l f u l l y  v i o l a t e d  and w i l f u l l y  a i d e d  and a b e t t e d  v i o l a t i o n s  of 
10 /  - 

S e c t i o n  5 ( a )  and 5 ( c )  o f  t h e  S e c u r i t i e s  Act by o f f e r i n g  t o  s e l l ,  

7 /  Tom summers r e s i g n e d  a s  Vice  P r e s i d e n t  i n  May, 1970. He h o l d s  a  - 
law d e g r e e  b u t  h a s  n o t  been admi t t ed  t o  t h e  b a r  and h a s  been i n  
t h e  s e c u r i t i e s  b u s i n e s s  s i n c e  February ,  1962. He h a s  n o t  taken 
t h e  p r i n c i p a l ' s  examina t ion .  

8 /  Bob Summers h a s  been i n  t h e  s e c u r i t i e s  b u s i n e s s  s i n c e  May, 1964. - 
He h a s  t w i c e  t a k e n ,  b u t  d i d  n o t  p a s s ,  t h e  p r i n c i p a l s '  examina t ion .  

9 / See f o o t n o t e  49 below. - 

1 0 /  15 U.S.C. 77e.  Under S e c t i o n  5 ( a )  i t  i s  un lawfu l  t o  s e l l  o r  d e l i v e r  - 
a  s e c u r i t y  by u s e  o f  t h e  m a i l s  o r  t h e  f a c i l i t i e s  o f  i n t e r s t a t e  
commerce u n l e s s  a  r e g i s t r a t i o n  s t a t e m e n t  is  i n  e f f e c t  a s  t o  t h e  
s e c u r i t y .  Under S e c t i o n  5 ( c )  i t . i s  un lawfu l  t o  o f f e r  t o  s e l l  o r  
o f f e r  t o  buy a  s e c u r i t y  by such  means u n l e s s  a  r e g i s t r a t i o n  s t a t e -  
ment h a s  been f i l e d  a s  t o  t h e  s e c u r i t y .  



- 5 -  

s e l l i n g ,  and d e l i v e r i n g  a f t e r  s a l e ,  by use  o f  j u r i s d i c t i o n a l  means, t h e  

common s t o c k  of United A u s t r a l i a n  O i l ,  I n c .  ("UAO") f o r  which no r e g i s -  

t r a t i o n  s ta tement  was f i l e d  o r  i n  e f f e c t  under t h e  S e c u r i t i e s  Act.  

The record e s t a b l i s h e s  t h a t  du r ing  November, 1968, r e g i s t r a n t ,  

a s  a g e n t  f o r  Paul  Dawson (llDawsonlf), so ld  100,000 s h a r e s  o f  UAO t o  v a r i o u s  

b roke r -dea l e r s  i n  va r i ous  amounts,  on o r  by November 22,  1968. There- 

a f t e r ,  on November 26,  1968, r e g i s t r a n t  bought 100,000 s h a r e s  of UAO 

s t o c k  from Dawson a s  p r i n c i p a l  and subsequent ly  so ld  such s h a r e s  t o  o t h e r  

broker-dea l e r s  p r i o r  t o  December 10 ,  1968. 

The record shows f u r t h e r  t h a t  from December 10 ,  1968, through 

December 24, 1968, r e g i s t r a n t  so ld  a s  agen t  f o r  Char les  I .  Al len  

( f l A l l e n l f )  498,000 s h a r e s  of UAO s t o c k  t o  v a r i o u s  b roker  d e a l e r s .  

Respondents concedes ,  a s  t h e  evidence shows, t h a t  t h e  698,000 

UAO sha r e s  t h u s  so ld  by t h e  r e g i s t r a n t ,  o r  f i r s t  purchased and then 

so ld  by i t ,  were never  r e g i s t e r e d  under  t h e  S e c u r i t i e s  Act and t h a t  

j u r i s d i c t i o n a l  means ( t h e  mails and t e l ephones )  were employed i n  t h e i r  

purchase a n d / o r  s a l e .  

Respondents contend , however, t h a t  t h e i r  purchase on December 

26,  1968, of 100,000 s h a r e s  o f  UAO from Dawson and t h e i r  subsequent  
11/ 

s a l e s  of such s h a r e s  were exempt a s  d e a l e r s 1  t r a n s a c t i o n s  under 9;4(3)- 

o f  t h e  S e c u r i t i e s  Act.  The o t h e r  t r a n s a c t i o n s , i . e .  t h e  s a l e  by 

respondents  o f  100,000 s h a r e s  o f  UAO a s  a g e n t  f o r  Dawson on December 

22,  1968, and t h e  s a l e  by respondents  a s  agen t  f o r  Al len  of 498,000 

11/ 15 U.S.C. 77d(3) .  - 



s h a r e s  of UAO, a r e  claimed by responden ts  t o  have been exempt a s  b r o k e r s  
121 - 

t r a n s a c t i o n s  under  t h e  p r o v i s i o n s  o f  $ 4 ( 4 )  o f  t h e  S e c u r i t i e s  Act .  

The D i v i s i o n  u rges  t h a t  n e i t h e r  claimed exemption i s  a p p l i c a b l e  

because r e g i s t r a n t  was a  s t a t u t o r y  u n d e r w r i t e r .  

These c o n f l i c t i n g  c o n t e n t i o n s  n e c e s s i t a t e  an  examination i n t o  t h e  

c i rcumstances  su r rounding  t h e  s u b j e c t  s e c u r i t i e s  t r a n s a c t i o n s .  
131 - 

Dawson a c q u i r e d  t h e  200,000 UAO s h a r e s  h e r e  involved from 

a n  Oklahoma c o r p o r a t i o n  named Sound-Tronics ,  ( ' tSound-Tronics ' r )  s h o r t l y  

a f t e r  Sound-Tronics was acqu i red  i n  August ,  1967 a s  a  s u b s i d i a r y  of 

UAO. Sound-Tronics rece ived  2,222,222 s h a r e s  o f  UAO s t o c k  when it became 

a  s u b s i d i a r y  o f  UAO, and Sound-Tronics u t i l i z e d  a good b i t  of  t h i s  

UAO s t o c k  t o  pay o f f  i t s  v a r i o u s  o b l i g a t i o n s  t o  e n t i t i e s  and i n d i v i d u a l s ,  

i n c l u d i n g  Dawson. 

Dawson had i n  June  o r  J u l y  1967 taken  o v e r  management o f  

Sound-Tronics w i t h  t h e  promise o f  a n  ownership i n t e r e s t ,  and had become 

i t s  P r e s i d e n t  by t h e  t ime i t  was acqu i red  by UAO. E a r l i e r ,  from 

about  A p r i l  1966 t o  abou t  June  1967, Dawson had been engaged under a  
141 

$50,000 c o n t r a c t  wi th  H .B. Todd ("~odd")to perform a  f e a s i b i l i t y  

s t u d y  concerning a  Texas f i r m  c a l l e d  Sound-Tronics,  I n c .  ("Sound 

T r o n i c s  o f  Texas") .  Dawson a l s o  performed numerous s e r v i c e s  f o r  

Todd i n c i d e n t  t o  Todd's a c q u i s i t i o n  o f  a n  i n t e r e s t  i n  UAO and i n  

12/  15 U.S.C. 7 7 d ( 4 ) .  - 
1 3 /  The 200,000 s h a r e s  h e r e  involved were r e p r e s e n t e d  by two 100,000- - 

s h a r e  c e r t i f i c a t e s  d a t e d  August 27, 1967. 

14 /  Todd c o n t r o l l e d  Sound-Tronics and Sound T r o n i c s  o f  Texas and - 
conceived t h e  i d e a  of a c q u i r i n g  a  c o n t r o l l i n g  i n t e r e s t  i n  UAO, 
then l a r g e l y  dormant,  a s  a  v e h i c l e  through which Sound-Tronics 
and o t h e r  companies could be he ld  a s  s u b s i d i a r i e s .  



connec t ion  w i t h  p r i v a t e  s t o c k  placements  f o r  UAO and U A O ' s  a c q u i s i t i o n  
15 /  - 

o f  Sound T r o n i c s .  A s  Dawson p u t  i t  i n  h i s  t e s t i m o n y ,  h e  I t .  . . was 

kind of  t h e  e r r a n d  boy f o r  UAO up t o  a  p o i n t  . . . . I 1  

Sound-Tronics and Todd had n o t  f u l l y  compensated Dawson f o r  h i s  

v a r i o u s  s e r v i c e s .  I n  a d d i t i o n ,  Dawson had made c e r t a i n  advances  o f  

funds  t o  s o u n d - ~ r o n i c s  f o r  which he  took  s h a r e s  o f  Sound-Tronics a s  

" s e c u r i t y 1 ' .  A s  compensation f o r  such s e r v i c e s  and f o r  such advances  

t o  Sound-Tronics Dawson r e c e i v e d  a  t o t a l  o f  400,000 s h a r e s  o f  UAO s t o c k ,  

o f  which t h e  200,000 s h a r e s  h e r e  invo lved  were a  p a r t .  T h i s  was 

supposed t o  be  s t o c k  h e l d  f o r  inves tment  b u t  Dawson had no i n t e n t i o n  

of  t r e a t i n g  it a s  such and s o l d  o f f  p o r t i o n s  of  i t  a s  t h e  o p p o r t u n i t y  

p r e s e n t e d  i t s e l f .  Dawson had e a r l i e r  purchased 120,000 s h a r e s  of  UAO 

and he  d i sposed  of a l l  h i s  520,000 s h a r e s  d u r i n g  1968 and 1969. A s  h e  
1 6 /  - 

t e s t i f i e d ,  "I mean i t  was i n  payment f o r  s a l a r i e s  and t h i n g s  and I 

needed t o  l i v e . "  

1 5 /  When c a l l e d  t o  t e s t i f y  a t  t h e  h e a r i n g  by t h e  D i v i s i o n ,  Dawson - 
d e c l i n e d  t o  do s o ,  invok ing  t h e  F i f t h  Amendment. T h e r e a f t e r  
h i s  p r i o r  t e s t i m o n y ,  g i v e n  i n  t h e  c o u r s e  of a n  i n v e s t i g a t i o n  by 
t h e  Commission's s t a f f ,  was rece ived  i n  ev idence  o v e r  r e s p o n d e n t s '  
o b j e c t i o n s .  Such p r i o r  t e s t imony  i s  u t i l i z e d  h e r e i n  n o t  on t h e  
q u e s t i o n  whether  t h e r e  was a  prima f a c i a  v i o l a t i o n  of  S e c t i o n s  5 ( a )  
and 5 ( c )  of  t h e  S e c u r i t i e s  A c t ,  b u t  ( o n l y )  on t h e  q u e s t i o n  whether  
r e s p o n d e n t s '  c l a ims  t h a t  t h e  t r a n s a c t i o n s  were exempted under  
S e c t i o n s  4 ( 3 )  and 4 ( 4 )  a r e  v a l i d  o r  n o t ,  on which c o n t e n t i o n  t h e  
responden t s  have t h e  burden of  p r o o f .  SEC v.  R a l s t o n  P u r i n a  Co.,  
346 U.S. 119,  126 (1953) .  

161 See f o o t n o t e  15 above.  - 



S i n c e  Dawson a c q u i r e d  t h e  200,000 s h a r e s  o f  UAO h e r e  i n v o l v e d  

f rom t h e  i s s u e r  ( b e c a u s e  Sound-Tron ic s  was a  s u b s i d i a r y  c o n t r o l l e d  by 

t h e  i s s u e r )  w i t h  a  v iew t o  d i s t r i b u t i o n  o f  t h e  s t o c k  h e  became a  
171 

s t a t u t o r y  u n d e r w r i t e r  u n d e r  S e c t i o n  2 (  11 ) o f  t h e  S e c u r i t i e s  ACT When 

r e g i s t r a n t  s o l d  100 ,000  o f  such  s h a r e s  f o r  Dawson as h i s  a g e n t  and  

when i t  purchased  t h e  o t h e r  100 ,000  o f  such  s h a r e s  and s u b s e q u e n t l y  

s o l d  them t o  o t h e r  b r o k e r  d e a l e r s  r e g i s t r a n t  became a sub  ' l u n d e r w r i t e r "  

and had a " d i r e c t  o r  i n d i r e c t  p a r t i c i p a t i n n "  i n  t h e  d i s t r i b u t i o n  
18 /  - 

w i t h i n  t h e  meaning o f  S e c t i o n  2 ( 1 1 ) .  

I t  i s  well s e t t l e d  t h a t  t h e  exempt ion  a f f o r d e d  a d e a l e r  unde r  

S e c t i o n  4 ( 3 )  o f  t h e  S e c u r i t i e s  Act  d o e s  n o t  a p p l y  t o  a  d e a l e r  engaged 
19  / - 

i n  a  d i s t r i b u t i o n .  

L i k e w i s e ,  t h e  exempt ion  f o r  b r o k e r s '  t r a n s a c t i o n s  a f f o r d e d  

unde r  S e c t i o n  4 ( 4 )  o f  t h e  S e c u r i t i e s  Act  d o e s  n o t  a p p l y  when t h e  - - 

20 / - 
b r o k e r  i s  e x e c u t i n g  s a l e s  by a s t a t u t o r y  u n d e r w r i t e r .  

18/ See  n o t e  17 a b o v e .  T h i s  r e s u l t  d o e s  n o t  d e p e n d ,  a s  r e s p o n d e n t s  - 
m i s t a k e n l y  c o n t e n d ,  upon e s t a b l i s h i n g  t h a t  Dawson was a  " c o n t r o l  
pe r son"  o f  UAO. 

1 9 /  SEC v .  Mono-Kearsarge Con. Min. Co. ,  167 F .  Supp. 248 ( 1 9 5 8 ) ;  - - 
SEC v .  C u l p e p p e r ,  270 F.2d 241,  246-7 (C.A. 2 ,  1959) ;  SEC v .  Nor th  American - - 
Resea rch  & Development C o r p o r a t i o n ,  280 F. Supp. 106,  124-5  ( 1 9 6 8 ) .  

20/  S e e  S e c u r i t i e s  A c t  R e l e a s e s  4445,  4669,  4818,  4997. - 



The Commission's Rule 154 under  t h e  S e c u r i t i e s  Ac t ,  r e f e r r e d  to  

by responden ts ,  i n  which t h e  Commission d e f i n e d  t h e  term "brokers  ' 

t r a n s a c t i o n s "  a s  used i n  S e c t i o n  4 ( 4 )  i n  connec t ion  wi th  t r a n s a c t i o n s  

by a  b r o k e r  a c t i n g  a s  a g e n t  f o r  a  c o n t r o l l i n g  p e r s o n ,  i s  i n a p p l i c a b l e  

t o  t h e  f a c t u a l  s i t u a t i o n  h e r e  p resen ted  s i n c e  t h e  r e g i s t r a n t  h e r e  s o l d  

f o r  a  s t a t u t o r y  u n d e r w r i t e r  ( Dawson ) r a t h e r  than  f o r  a  c o n t r o l l i n g  

person .  There  i s  a t  p r e s e n t  no r u l e  comparable t o  Rule 154 c o v e r i n g  

s a l e s  by a  b r o k e r  f o r  a  customer who t u r n s  o u t  t o  have been a  s t a t u t o r y  
21/ - 

u n d e r w r i t e r .  The "Wheat Report" comments on t h i s  d i s p a r i t y  i n  

t r e a t m e n t  of  u n s o l i c i t e d  b r o k e r s  ' s a l e s  f o r  c o n t r o l l i n g  persons  a s  

compared w i t h  such s a l e s  f o r  u n d e r w r i t e r s  and p roposes  a  s o l u t i o n  through 

r u l e  broadening a s  f o l l o w s :  

"Under t h e  p r e s e n t  Rule 154, i f  t h e  b r o k e r  s e l l i n g  
f o r  t h e  account  of  a  c o n t r o l l i n g  person i s  unaware of 
c i rcumstances  i n d i c a t i n g  t h a t  h i s  p r i n c i p a l  is  engaged i n  
making a  d i s t r i b u t i o n ,  t h e  b r o k e r  e s c a p e s  l i a b i l i t y  even 
though h i s  p r i n c i p a l  may have v i o l a t e d  t h e  ' 3 3  Act .  [ c i t i n g  
U.S. v .  Wolfson,  C . C . H .  Fed.  Sec.  L .  Rep. ( c u r r e n t )  p a r a .  - 
93,328 (C.A. 2 ,  December 27, 1968) . ]  I f ,  however, t h e  
b r o k e r  s e l l s  s e c u r i t i e s  f o r  t h e  account  of  a  s h a r e h o l d e r  
who i s ,  i n  f a c t ,  a n  u n d e r w r i t e r  of t h e  s e c u r i t i e s  under  
S e c t i o n  2 ( 1 1 ) ,  t h e  b r o k e r ,  however i n n o c e n t ,  i s  a l s o  a n  
u n d e r w r i t e r .  No r u l e  e x i s t s  which g r a n t s  t h e  b r o k e r  abso-  
l u t i o n  i n  such a  c a s e .  I t  i s  t h e  S t u d y ' s  recommendation 
t h a t  Rule 154 be r e v i s e d  t o  p r o t e c t  a  b r o k e r  under  both  
s e t s  o f  c i rcumstances  i f ,  a f t e r  r easonab le  i n q u i r y  of  h i s  
cus tomers ,  h e  h a s  no grounds f o r  b e l i e v i n g  and does  n o t  
b e l i e v e  t h a t  t h e  c u s t o m e r ' s  s a l e  amounts t o  a  ' d i s t r i b u t i o n '  
under  Rule 162." 

Even i f  Rule 154 were a p p l i c a b l e  t o  r e g i s t r a n t  i t  would no t  

h e l p  t h e  responden ts  h e r e  s i n c e  t h e  record i n  t h i s  proceeding shows 

c l e a r l y  t h a t  r esponden ts  f a i l e d  t o  e x e r c i s e  r e a s o n a b l e  d i l i g e n c e  i n  

21/  D i s c l o s u r e  t o  I n v e s t o r s  ( t h e  "Wheat Repor t " ) ,  CCH No. 5213, p .  224 - 
(1969 1 .  



de te rmin ing  t h e  s o u r c e  o f  t h e  c u s t o m e r ' s  s t o c k  and t h e  c i rcumstances  

under  which h e  (Dawson) had o b t a i n e d  i t .  

Thus ,  though R i c e  and t h e  responden t s  genera  1 l y  knew o f  Dawson ' s 
22 / - 

a s s o c i a t i o n  w i t h  U A O 1 s  s u b s i d i a r y  Sound-Tronics , and w i t h  H.B. Todd, 

U A O 1 s  P r e s i d e n t ,  and i n  g e n e r a l  what Dawson had g o t t e n  t h e  s t o c k s  f o r ,  

r e sponden t s  d i d  n o t h i n g  more t o  check on t h e  s t a t u s  o f  Dawsonls UAO 

s t o c k  than  t o  o b s e r v e  t h a t  t h e  c e r t i f i c a t e s  themselves  were n o t  marked 

w i t h  any r e s t r i c t i v e  legend and t o  make a  pm forma c a l l  t o  t h e  t r a n s -  
231 - 24/ - 

f e r  a g e n t  f o r  a s s u r a n c e  t h a t  t h e  s t o c k  was n o t  r e s t r i c t e d .  T h i s  

was t h e  l i m i t  o f  t h e i r  i n q u i r y  even though responden t s  were aware o f  

t h e  f a c t  t h a t  Dawson e a r l i e r  i n  1968 had encountered problems i n  d i s -  

posing of  some o f  h i s  UAO s t o c k  through a n o t h e r  b r o k e r - d e a l e r ,  Hagen & 
25 / - 

Co.,  where R i c e  and t h e  Summers b r o t h e r s  were  t h e n  employed. N e i t h e r  

R i c e  n o r  any  of  t h e  responden t s  asked Dawson where h e  had g o t t e n  t h e  
26 / - 

s t o c k  o r  under  what c i r c u m s t a n c e s ,  even though responden t  Tom Summers, 

22/  R e g i s t r a n t ' s  "know y o u r  customer1'  ca rd  f o r  Dawson showed h i s  employ- - 
ment by Sound - T r o n i c s  . 

23/  UAO a c t e d  a s  i t s  own t r a n s f e r  a g e n t .  - 
24/ Where c i r c u m s t a n c e s  a r e  such a s  t o  pu t  a  r e sponden t  on n o t i c e  t h a t  - 

f u r t h e r  i n q u i r y  i s  c a l l e d  f o r ,  h i s  merely c a l l i n g  t h e  t r a n s f e r  
a g e n t  i s  o b v i o u s l y  n o t  a s u f f i c i e n t  i n q u i r y .  Rober t  T. Stead v .  
SEC, (C.A. 1 0 ,  1971) ,  No. 382-70, decided J u l y  2 ,  1971. - 

25/ Dawson e v e n t u a l l y  c l e a r e d  h i s  s h a r e s  and s o l d  them under  a  q u e s t i o n a b l e  - 
o p i n i o n  t h a t  he had had a  change of  c i r c u m s t a n c e s .  

26/  Nor d i d  any o f  t h e  responden t s  d i r e c t  R i c e ,  who was t h e  r e g i s t e r e d  - 
r e p r e s e n t a t i v e  f o r  t h e  Dawson a c c o u n t ,  t o  make such i n q u i r y .  



accord ing  t o  respondent  S t o n e ' s  t e s t imony ,  i s  normally "h igh ly  
27 / - 

susp ic ious"  when a  person comes i n  w i th  a  l a r g e  q u a n t i t y  of s t o c k .  

The f a c t  i s ,  a s  t h e  t es t imony  of  t h e  respondents  abundant ly  demons t ra tes ,  

t h a t  they were no t  d i sposed  t o  make t h e  p roper  i nqu i ry  t h a t  t h e  c i r -  

cumstances known t o  them d i c t a t e d  because so  f a r  a s  they were concerned 
28/ - 

t h e  s t ock  was "good" i f  i t  t r a n s f e r r e d .  

Respondents simply ignored t h e  numerous "red f  lags1 '  t h a t  warned 
29 / - 

them of t h e  need t o  make f u r t h e r  i n q u i r y .  

L ikewise ,  t h e  record e s t a b l i s h e s  t h a t  t h e  claimed exemption 

under 4 ( 4 )  of  t h e  S e c u r i t i e s  Act i s  n o t  a v a i l a b l e  t o  respondents  w i th  

r e s p e c t  t o  t h e  498,000 s h a r e s  of UAO s t o c k  so ld  by r e g i s t r a n t  a s  agen t  

f o r  A l l en .  

The 498,000 s h a r e s  of  UAO t h a t  respondents  so ld  a s  agen t  f o r  

Al len  were p a r t  o f  500,000 s h a r e s  purchased by Al len  from Todd, 

p r e s i d e n t  o f  UAO, under  t h e  fo l l owing  c i rcumstances .  
30 / 

A l l e n ,  an  a t t o r n e y  who had performed v a r i o u s  l e g a l  s e r v i c e s  f o r  

Sound-Tronics a t  Todd 's  d i r e c t i o n ,  had received a s  compensation 100,000 

s h a r e s  of UAO s t ock .  He so ld  t h e s e  through Hagen & Co. i n  l a t e  1967 
31 / 

and e a r l y  1968, a  f a c t  known t o   ice- and t o  respondents  Tom Summers 

27/ Tom Summers, a l s o ,  t e s t i f i e d  t h a t  l a r g e  q u a n t i t i e s  r a i s e  q u e s t i o n s .  - 
28/ E s s e n t i a l l y  respondents  procedure  f o r  de te rmin ing  t r a d e a b i l i t y  of  a  - 

s e c u r i t y  was t o  have t h e  c e r t i f i c a t e s  t r a n s f e r r e d  i n t o  s t r e e t  name 
and i f  t h i s  could be accomplished wi thout  r a i s i n g  ques t i ons  t h e  s t o c k  
was cons idered  t r a d e a b l e .  Thus,  t h e  two 100,000 sha r e  UAO c e r t i -  
f i c a t e s  rece ived  from Dawson on November 1 ,  1968, were s e n t  by 
r e g i s t r a n t  t o  t h e  t r a n s f e r  agen t  and t r a n s f e r r e d  i n t o  t h e  name o f  
r e g i s t r a n t  i n  two hundred 1000-share  c e r t i f i c a t e s .  

29 / - 

3G/ I n  1968 A l l e n ' s  l i c e n s e  t o  p r a c t i c e  was suspended i n  connec t ion  w i t h  - 
a f e e  d i s p u t e .  

31/ Rice  was t h e  salesman hand l i ng  A l l e n ' s  account  a t  Hagen & Co. - 



and Bob Summers, who a l s o  knew g e n e r a l l y  o f  A l l e n ' s  r e l a t i o n s h i p  t o  

Sound-Tronics.  T h e r e a f t e r  Al len nego t i a t ed  f o r  t h e  purchase o f  500,000 

UAO s h a r e s  from a  c e r t a i n  Bouchier  T r u s t ,  which he  intended t o  r e s e l l  

through r e g i s t r a n t .  Tom Summers had e a r l i e r  i n d i c a t e d  t o  Rice  t h a t  

any such s t o c k  should be pu t  i n t o  r e g i s t r a n t ' s  name t o  en su re  i t s  

t r a n s f  e r r a b i l i t y  , i n  keeping wi th  t h e i r  gene ra l  p r a c t i c e ,  b e f o r e  r e g i  s- 

t r a n t  would handle  i t .  When A l l en  found o u t  t h a t  t h e  Bouchier  T r u s t  

s t o c k  was r e s t r i c t e d  s t o c k ,  h e  went t o  s e e  Todd about  whether  t h e  

r e s t r i c t i o n  could be removed. Todd advised Al len  t h a t  h e  would n o t  remove 

t h e  r e s t r i c t i o n  on t h e  Bouchier T r u s t  s t o c k  bu t  t h a t  h e  could g e t  

Al len o t h e r  UAO s t o c k ,  o s t e n s i b l y  from a n o t h e r  sha r eho lde r ,  on t h e  same 

terms.  T h e r e a f t e r  Al len  rece ived  530,000 s h a r e s  of UAO s t o c k  d e l i v e r e d  

t o  him on a  Saturday by Ralph Powel l ,  one o f  Todd ' s  employees. A l l en  
32/ 

was t o  s e l l  t h i s  s t o c k  through r e g i s t r a n t  wi th   icea as t h e  salesman and 

pay f o r  it by c a s h i e r ' s  check t o  "W.H. Walker1', who turned o u t  n o t  t o  be  

a n o t h e r  sha r eho lde r  b u t  a  pseudonym o r  a l i a s  f o r  Todd. 

On t h e  fo l l owing  Monday, December 9 ,  1968, Al len  d e l i v e r e d  t o  

r e g i s t r a n t  t h e  500,000 s h a r e s  of UAO s t o c k ,  which were i n  r e g i s t r a n t ' s  
33/ - 

name i n  1000 s h a r e  c e r t i f i c a t e s .  R e g i s t r a n t  so ld  438,000 of t h e s e  

sha r e s  t o  o t h e r  b rokers  du r ing  t h e  per iod December 10,  1968, t o  December 

24,  1968. The ma i l s  and te lephones  were used i n  connect ion wi th  t h e s e  

t r a n s a c t i o n s .  

32/ Unknown t o  respondents ,  R ice  and Al len  had an  agreement t h a t  they - 
would s p l i t  t h e  prof i t s  from t h e  s a l e  of A l l e n ' s  UAO s h a r e s  w i th  a  
view t o  s e t t i n g  up t h e i r  own bro.ker-dealer  f i r m .  

33/ Rice  informed Tom Summers o f  t h i s  d e l i v e r y .  - 



S i n c e  A l l e n ' s  500,000 s h a r e s  of UAO were a c q u i r e d  by him from 
34/ - 

t h e  i s s u e r  w i t h  a  view t o  t h e i r  d i s t r i b u t i o n ,  A l l e n  became a  s t a t u t o r y  
35 / - 

u n d e r w r i t e r  w i t h i n  t h e  meaning o f  S e c t i o n  2 ( 1 1 )  of  t h e  S e c u r i t i e s  Act .  

When r e g i s t r a n t  t h e r e a f t e r  s o l d  438,000 of  such s h a r e s  a s  a g e n t  f o r  

Al len  i t  became a  sub "underwr i t e r "  and had a  " d i r e c t  o r  i n d i r e c t  p a r t i -  

c i p a t i o n "  i n  t h e  d i s t r i b u t i o n  of  such s h a r e s  w i t h i n  t h e  meaning of s a i d  

S e c t i o n  2 ( 1 1 ) .  F o r  r e a s o n s  d i s c u s s e d  above i n  connec t ion  w i t h  t h e  

Dawson s t o c k ,  t h e  exemption under  S e c t i o n  4 ( 4 )  i s  t h e r e f o r e  n o t  a v a i l a b l e  

t o  t h e  r e g i s t r a n t .  

As b e a r i n g  on s a n c t i o n s ,  i t  should  be noted t h a t  a l t h o u g h  

responden t s  were aware o f  A l l e n ' s  r e l a t i o n s h i p  t o  Sound-Tronics,  a  UAO 

s u b s i d i a r y ,  and t h a t  h e  had p r e v i o u s l y  g o t t e n  UAO s t o c k  i n  payment f o r  

l e g a l  s e r v i c e s ,  r e sponden t s  d i d  n o t  make t h e  n e c e s s a r y  i n q u i r i e s  t h a t  

would have d i s c l o s e d  t h e  t r u e  s o u r c e  o f  t h e  500,000 s h a r e s  o f  A l l e n ' s  

UAO s t o c k .  Under t h e  c i r c u m s t a n c e s  h e r e  p r e s e n t  i t  was n o t  s u f f i c i e n t  
36 / - 

i n q u i r y  merely t o  check w i t h  t h e  t r a n s f e r  a g e n t .  

Respondents p l a c e  much r e l i a n c e  on t h e  p r i v a t e  agreement between 

Rice  and A l l e n  t o  s p l i t  A l l e n ' s  p r o f i t s  from t h e  s a l e  of h i s  UAO s t o c k ,  

from which they  seek  t o  have t h e  Commission i n f e r  t h a t  any i n q u i r y  

responden t s  might have made would have been f r u i t l e s s .  T h i s  argument i s  

n o t  p e r s u a s i v e .  F i r s t  o f  a l l ,  r e sponden t s  made no i n q u i r y  a s  t o  t h e  

i d e n t i t y  o f  I 1 W . H .  Walker" t o  a s c e r t a i n  i f  he  was a  " c o n t r o l "  pe r son .  

34/  Todd was P r e s i d e n t  and a  c o n t r o l l i n g  person o f  UAO under  S e c t i o n  2 ( 1 1 )  - 
of  t h e  S e c u r i t i e s  Ac t .  

35/  Quoted i n  f o o t n o t e  17 above.  - 
36/ Rober t  T. S tead  v .  SEC (C.A. 1 0 ,  No. 382-70,  dec ided  J u l y  2 ,  1971) .  - - 



T h i s  should  have been d o n e ,  i n  view p a r t i c u l a r l y  o f  t h e  l a r g e  b l o c k  of 
371 - 

s h a r e s  involved a s  w e l l  a s  t h e  o t h e r  c i r c u m s t a n c e s  p r e s e n t .  

Secondly ,  t h e  argument i s  i r r e l e v a n t  e x c e p t  on t h e  q u e s t i o n  of  

s a n c t i o n s  s i n c e ,  a s  d i s c u s s e d  above concern ing  t h e  Dawson s t o c k ,  due  

i n q u i r y  i s  p e r t i n e n t  o n l y  t o  a  c l a i m  under Rule  154 and such r u l e  i s  n o t  

a p p l i c a b l e  h e r e ' w h e r e  r e g i s t r a n t  made e x e c u t i o n s  n o t  f o r  a  c o n t r o l  

person b u t  f o r  a s t a t u t o r y  u n d e r w r i t e r .  

These  v i o l a t i o n s  of  S e c t i o n s  5 ( a )  and 5 ( c )  of  t h e  S e c u r i t i e s  Act 
38 / 

by t h e  r e g i s t r a n t  were w i l f u l  and t h e  v i o l a t i o n s  were w i l f u l l y  a i d e d  

and a b e t t e d  by responden t s  S t o n e ,  Tom Summers and Bob Summers. 

The record  a l s o  e s t a b l i s h e s  t h a t  whi l e  r e sponden t s  were p a r t i -  

c i p a t i n g  i n  t h e  above-found d i s t r i b u t i o n  of  UAO s e c u r i t i e s  they  were a t  

t h e  same t ime b i d d i n g  f o r ,  through p l a c i n g  quo tes  i n  t h e  N a t i o n a l  

Da i ly  Quota t ion  S e r v i c e ,  t h e  s o - c a l l e d  "pink s h e e t s " ,  and purchas ing  f o r  

t h e i r  own a c c o u n t ,  such s e c u r i t i e s .  T h i s  e s t a b l i s h e s  t h e  charged 
39 / 

w i l f u l  v i o l a t i o n s  of  S e c t i o n  1 0 ( b )  of  t h e  Exchange Act and Rule  10b-6- 

t h e r e u n d e r .  
4 0  - 1 

These  v i o l a t i o n s  were w i l f u l l .  

37/  See f o o t n o t e  27 above and t e x t  t h e r e t o .  - 

38 / - 

391 Bruns ,  Nordeman & Company, 40 SEC 652,  660 (1961) ;  J . H .  Goddard & Co., - 
I n c . ,  e t  a l . ,  41 SEC 964, 968 (1964) .  Rule l o b - 6  ( 1 7  CFR 240.10b-6)  
p rov ides  t h a t  i t  i s  a  m a n i p u l a t i v e  o r  d e c e p t i v e  d e v i c e  f o r  a b roker -  
d e a l e r  p a r t i c i p a t i n g  i n  a  p a r t i c u l a r  d i s t r i b u t i o n  of  s e c u r i t i e s  t o  
b id  f o r  o r  purchase  such s e c u r i t i e s  f o r  any accoun t  i n  which he  h a s  
a  b e n e f i c i a  1 i n t e r e s t  d u r i n g  t h e  c o u r s e  o f  t h e  d i s t r i b u t i o n .  

401 See f o o t n o t e  38 above.  - 



- 1 5  - 
The D i v i s i o n  u r g e s  t h a t  t h e  charged v i o l a t i o n s  o f  t h e  a n t i f r a u d  

p r o v i s i o n s  o f  S e c t i o n  1 7  of t h e  S e c u r i t i e s  Act  and S e c t i o n  1 0 ( b )  of t h e  

Exchange Act  and R u l e  l o b - 5  promulgated t h e r e u n d e r  a r e  e s t a b l i s h e d  by 

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

t o  whom i t  s o l d  t h e  Dawson and A l l e n  UAO s h a r e s  t h a t  (1) t h e  UAO s h a r e s  

were u n r e g i s t e r e d  s t o c k  t h a t  was n o t  s u b j e c t  t o  s a l e  o r  d i s t r i b u t i o n  

w i t h o u t  r e g i s t r a t i o n  and ( 2 )  t h a t  r e g i s t r a n t  was b i d d i n g  f o r  and p u r c h a s i n g  

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

It i s  conc luded  t h a t  u n d e r  t h e  c i r c u m s t a n c e s  h e r e  p r e s e n t  o m i t t i n g  

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

A 1  l eged  A n t i f r a u d  V i o l a t i o n s  I n v o l v i n g  T r a d i n g  i n  "She1 1" 
C o r p o r a t i o n s  

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

f u l l y  v i o l a t e d  and w i l f u l l y  a i d e d  and a b e t t e d  v i o l a t i o n s  o f  t h e  a n t i f r a u d  
41 1 - 42 1 - 

p r o v i s i o n s  o f  S e c t i o n  l O ( b )  o f  t h e  Exchange Act  and R u l e  l o b - 5  

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

i n  v a r i o u s  low-pr iced  s t o c k s  i n c l u d i n g ,  among o t h e r s ,  t w e l v e  named s t o c k s  

i n  which t r a d i n g  had been suspended by t h e  Commission f o r  p e r i o d s  b e f o r e  

o r  a f t e r  r e g i s t r a n t  t r a d e d  them and t h r e e  s t o c k s  whose i s s u e r s  (and 

o t h e r s )  had had permanent  i n j u n c t i o n s  i s s u e d  a g a i n s t  them e n j o i n i n g  them 

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

F e d e r a l  s e c u r i t i e s  laws a s  r e s p e c t s  such  s e c u r i t i e s .  The D i v i s i o n  con-  
4 3  1 - 

t e n d s  t h a t  t h e  r e g i s t r a n t ,  by t r a d i n g  t h e  s t o c k  o f  numerous l a s h e l l l l  

411 15 U.S.C. 7 8 j ( b ) .  S e c t i o n  1 0 ( b )  makes i t  u n l a w f u l  f o r  a  p e r s o n  by u s e  - 
o f  j u r i s d i c t i o n a l  means t o  " u s e  o r  employ, i n  c o n n e c t i o n  w i t h  t h e  p u r -  
c h a s e  o r  s a l e  o f  any  s e c u r i t y  . . . a n y  m a n i p u l a t i v e  or d e c e p t i v e  
d e v i c e  o r  c o n t r i v a n c e  i n  c o n t r a v e n t i o n  of  such  r u l e s  and r e g u l a t i o n s  
a s  t h e  Commission may p r e s c r i b e  . . . . I t  

421 R u l e  l o b - 5 ,  which p r o s c r i b e s  v a r i o u s  m a n i p u l a t i v e  and d e c e p t i v e  d e v i c e s ,  - 
p r o v i d e s  i n  p e r t i n e n t  p a r t  t h a t  i t  i s  u n l a w f u l  f o r  a n y  p e r s o n ,  d i r e c t l y  
o r  i n d i r e c t l y ,  i n  c o n n e c t i o n  w i t h  t h e  p u r c h a s e  o r  s a l e  o f  a n y  s e c u r i t y  
v i a  j u r i s d i c t i o n a l  means " ( 3 )  t o  engage  i n  a n y  a c t ,  p r a c t i c e ,  o r  c o u r s e  
o f  b u s i n e s s  which o p e r a t e s  o r  would o p e r a t e  a s  a  f r a u d  o r  d e c e i t  upon 
a n y  p e r s o n  . . . . I 1  

431 The t e r m  " s h e l l "  c o r p o r a t i o n  g e n e r a l l y  r e f e r s  t o  a  company t h a t  h a s  - 
e s s e n t i a l l y  no o p e r a t i o n s  and l i t t l e  o r  no a s s e t s .  



- 16 - 

c o r p o r a t i o n s  and t h e  s t o c k  o f  numerous o t h e r  c o r p o r a t i o n s  which was "of 

l i t t l e  o r  no value"  engaged i n  a  p a t t e r n  o f  t r a d i n g  o r  a  c o u r s e  of  

b u s i n e s s  t h a t  o p e r a t e d  a s  a  f r a u d  and d e c e i t  upon purchase r s  and p r o s -  

p e c t i v e  p u r c h a s e r s  of  such s e c u r i t i e s .  

Respondents defend a g a i n s t  t h e s e  a l l e g a t i o n s  on t h e  s t a t e d  g r o u n d s ,  

among o t h e r s ,  t h a t  under  e x i s t i n g  requ i rements  and s t a n d a r d s  t h e  t r a d i n g  

a c t i v i t y  complained o f  was e n t i r e l y  l awfu l  and t h a t  numerous o t h e r  b r o k e r -  

d e a l e r s  th roughout  t h e  c o u n t r y  s i m i l a r l y  t r a d e d  such s t o c k s  and s t i l l  

a r e  t r a d i n g  them; t h a t  t h e r e  i s  no a d e q u a t e  d e f i n i t i o n  of  a  " s h e l l t '  

c o r p o r a t i o n  p r e s c r i b e d  by law o r  r e g u l a t i o n  hav ing  t h e  f o r c e  and e f f e c t  

o f  law and no law o r  r e g u l a t i o n  fo , rb idd ing  t r a d i n g  i n  such s e c u r i t i e s ;  

and t h a t  t h e  D i v i s i o n ' s  t h e o r y  of  l i a b i l i t y  i s  a  nove l  one p r e d i c a t e d  

upon n o n - e x i s t e n t  s t a n d a r d s  of  a  k ind t h a t  could o n l y  b e  p r e s c r i b e d  by t h e  

Commission i n  a  ru le-making p roceed ing ,  i . e .  by promulgat ion of  a  d e f i n i t i o n  

of  " s h e l l w  c o r p o r a t i o n s  and a  r e g u l a t i o n  p r o s c r i b i n g  t r a d i n g  i n  t h e i r  

s e c u r i t i e s  . 

A t  t h e  o u t s e t ,  i t  should  be noted t h a t  t h e r e  i s  no c o n t e n t i o n  

t h a t  r e g i s t r a n t  t r a d e d  any s t o c k  w h i l e  t r a d i n g  t h e r e i n  was suspended by 

t h e  Commission o r  i n  v i o l a t i o n  of  any i n j u n c t i o n .  

Secondly ,  t h e  ev idence  does  n o t  i n d i c a t e  t h a t  r e g i s t r a n t  o r  t h e  

o t h e r  r e sponden t s  engaged i n  any manipu la t ion  of  t h e  p r i c e s  o f  any  o f  

t h e  s u b j e c t  s t o c k s  i n  which r e g i s t r a n t  t r a d e d .  Nor i s  t h e r e  proof o f  

any a f f i r m a t i v e  m i s r e p r e s e n t a t i o n  by responden t s  i n  connec t ion  w i t h  t h e i r  

making markets  i n  t h e  s u b j e c t  s e c u r i t i e s .  

T h i r d l y ,  t h e r e  i s  no s p e c i f i c  proof o f  any f r a u d u l e n t  scheme, 

d e v i c e ,  o r  p r a c t i c e  w i t h  r e s p e c t  t o  r e g i s t r a n t ' s  t r a d i n g  i n  any one  o f  



t h e  s u b j e c t  s e c u r i t i e s ,  t h a t  i s ,  i n  t h e  s e n s e  of  showing t h e  e x i s t e n c e  

of  some a f f i r m a t i v e  scheme t o  d e f r a u d  t h e  p u b l i c  by p r i c e  manipu la t ion  

o r  o t h e r  m a n i p u l a t i v e  d e v i c e .  

The g e n e r a l  t h e o r y  under  which t h e  D i v i s i o n  h e r e  seeks  t o  prove 

i t s  a n t i f r a u d  charges  was pe rhaps  b e s t  expressed  i n  a  "warning l e t t e r "  

of  November 24,  '1969, from t h e  Commission ' s Regiona 1 A d m i n i s t r a t o r  i n  

F o r t  Worth t o  t h e  r e g i s t r a n t ,  which among o t h e r  t h i n g s  t r a n s m i t t e d  c o p i e s  

of a  Commission r e l e a s e  on s h e l l  c o r p o r a t i o n s ,  t h e  p e n u l t i m a t e  pa ra -  

graph of which l e t t e r  s t a t e d  a s  f o l l o w s :  

'You should be aware  t h a t  a  p a t t e r n  o f  wholesa le  o r  
r e t a i l  t r a d i n g  o f  s e c u r i t i e s  of companies w i t h  l i t t l e  o r  
no a s s e t s  o r  o p e r a t i o n s  ( o r  l a c k  of  i n f o r m a t i o n  concern ing  
s u c h )  may be cons ide red  by t h e  Commission a s  c o n s t i t u t i n g  
a  c o u r s e  o f  b u s i n e s s  which o p e r a t e s  a s  a  f r a u d  i n  v i o l a t i o n  
of  S e c t i o n  1 0 ( b )  and Rule  lob-5  o f  t h e  S e c u r i t i e s  Exchange 
Act of  1934." - 44/ 

The D i v i s i o n  l a y s  c o n s i d e r a b l e  s t r e s s  on t h e  conceded . f a c t  
45 1 - 

t h a t  r e g i s t r a n t  d e a l s  predominant ly  i n  low-priced s t o c k s .  I t  u r g e s  

t h a t  i n  view o f  t h i s  f a c t  r e g i s t r a n t  had an o b l i g a t i o n  t o  be  " p a r t i -  

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

on t h e  theory  t h a t  penny s t o c k s  o f  i n d u s t r i a l ,  o i l  and mining companies,  

a r e  p e c u l i a r l y  s u b j e c t  t o  s h e l l  man ipu la t ion .  No r e g u l a t i o n  o r  

d e c i s i o n a l  a u t h o r i t y  is  c i t e d  i n  s u p p o r t  of  t h i s  p r o p o s i t i o n .  Nor 

does  l o g i c  s u g g e s t  any reason  why t h e  d e g r e e  of  v i g i l a n c e  r e q u i r e d  o f  

441 T h i s  "warning", of  c o u r s e ,  does  n o t  have t h e  s t a t u s  of  a  r e g u l a t i o n  - 
o f  t h e  Commission n o r  does  i t  s e r v e ,  as such ,  t o  add new d u t i e s  o r  
r e s p o n s i b i l i t i e s .  

451 Most o f  t h e  s t o c k s  t r aded  by r e g i s t r a n t  s o l d  f o r  under  $5.00 a  - 
s h a r e  and a  good p o r t i o n  o f ' t h e m  were under  $1.00. About 90% 
of  t h e  s h a r e s  t r aded  were law-pr iced i n d u s t r i a l ,  o i l  and mining 
company s t o c k s .  



a  b r o k e r - d e a l e r  t r a d i n g  i n  a  s h e l l  c o r p o r a t i o n  o r  o t h e r  low-pr i ced  i s s u e  

shou ld  t u r n ,  i n  and of  i t s e l f ,  upon t h e  p r o p o r t i o n  o f  h i s  b u s i n e s s  t h a t  

i s  d e d i c a t e d  t o  such  a c t i v i t y .  L i k e w i s e ,  r eg i s t r an t tSconcen t r a t i on  on 
46 / - 

t r a d i n g  low-pr i ced  i s s u e s  d o e s  n o t  i n  and o f  i t s e l f  c o n s t i t u t e  a  

b u i l d i n g  b l o c k  i n  t h e  a l l e g e d  f r a u d u l e n t  I t cour se  o f  b u ~ i n e s s ~ ~ ,  a s  t h e  

D i v i s i o n  a p p e a r s  t o  imply .  

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

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

mat ion  o f  v a r i o u s  k i n d s .  F i r s t ,  t h e y  u r g e  t h a t  r e g i s t r a n t  had i n  i t s  

p o s s e s s i o n ,  i n  i t s  r e s e a r c h  f i l e s ,  " i n s i d e u  i n f o r m a t i o n  c o n c e r n i n g  s t o c k s  
Ll7 / ., . 

t r a d e d  which r e s p o n d e n t s  f a i l e d  f o  d i s c l o s e  t o  t h e  o t h e r  b r o k e r - d e a l e r y w i t h  

whom t h e y  had t r a n s a c t i o n s .  The D i v i s i o n  d o e s  n o t  s p e c i f y  what  I1 ins ide"  

i n f o r m a t i o n  t h e y  have  i n  mind. I t  i s  concluded t h a t  t h e  r e c o r d  f a i l s  t o  

e s t a b l i s h  t h a t  r e g i s t r a n t  was i n  p o s s e s s i o n  o f  any " i n s i d e 1 '  i n f o r m a t i o n  

conce rn ing  t h e  s t o c k s  t r a d e d  by i t  o f  a  k ind  p r o p e r l y  c l a s s i f i e d  a s  I1 ins ide1 '  
48  / - 

i n f o r m a t i o n  u n d e r  r e c e n t  d e c i s i o n s .  

4 6 /  R e s p o n d e n t ' s  v i c e  p r e s i d e n t ,  r e s p o n d e n t  Tom Summers, t e s t i f i e d  t h a t  - 
t h e y  f a v o r e d  t h e  low-pr i ced  i s s u e s  b e c a u s e  t r a d i n g  them invo lved  
less c a p i t a l  i n v e s t m e n t  and b e c a u s e  t h a t  was what cus tomers  seemed 
t o  want .  Respondents  and w i t n e s s e s  c a l l e d  by them t e s t i f i e d  t h a t  
t h e y  s e l e c t e d  s t o c k s  f o r  t r a d i n g  based upon c o n s i d e r a t i o n s  o f  s u p p l y  
and demand and a c t i v i t y  and l i q u i d i t y  and t h a t  a s  b r o k e r - d e a l e r s  i t  
was n o t  t h e i r  f u n c t i o n  t o  a t t e m p t  t o  a s s e s s  t h e  i n h e r e n t  wor th  o f  a  
s e c u r i t y .  R e g i s t r a n t  n e v e r  i t s e l f  i n i t i a t e d  t r a d i n g  i n  a  s e c u r i t y  
and n e v e r  g o t  i n t o  one  u n l e s s  4  o r  5 b r o k e r  d e a l e r s  were  a l r e a d y  i n  
t h e  p ink  s h e e t s  f o r  t h e  p a r t i c u l a r  s t o c k .  

4 7 /  R e g i s t r a n t  was p r i m a r i l y  a  w h o l e s a l e r .  See f o o t n o t e  49 below. - 

4 8 /  E.g. Texas  Gulf S u l p h u r  Co. ,  401 F.2d 833  ( C . A .  2 ,  19681,  c e r t .  - 
d e n .  394 U.S. 976 (19691; I n v e s t o r s  Management Go., I n c . ,  e t  a l . ,  
J u l y  29 ,  1971,  S e c u r i t i e s  Exchange Act  R e l e a s e  No. 9267. 



Second ly ,  t h e  D i v i s i o n  c o n t e n d s  t h a t  r e g i s t r a n t  was u n d e r  a d u t y  

t o  make known t o  anyone  w i t h  whom it t r a d e d  t h e  s e c u r i t i e s  t h e  s u b s t a n c e  

o f  p e r t i n e n t  Commission r e l e a s e s ,  e . g .  t h e  Commiss ionts  R e l e a s e  No. 8297 

unde r  t h e  Exchange Act  r e s p e c t i n g  Meter Maid,  I n c . ,  where in  t h e  Commission i n  

f a i r l y  t y p i c a l  l anguage ,  s t a t e d :  

" [ ~ I r o k e r - d e a l e r  f i r m s  shou ld  c o n s i d e r  c a r e f u l l y  t h e  
f i n a n c i a l  and o t h e r  i n f o r m a t i o n  c o n c u r r e n t l y  b e i n g  made by t h e  
company i n  c o n n e c t i o n  w i t h  f u t u r e  t r a n s a c t i o n s  i n  Meter Maid 
s t o c k s ;  and b r o k e r - d e a l e r s  should  b e  p a r t i c u l a r l y  m i n d f u l  o f  
t h e i r  o b l i g a t i o n s  u n d e r  t h e  Fede ra  1 s e c u r i t i e s  laws  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  t h e  s h a r e s  o f  Meter Maid." 

No th ing  i n  t h e  quoted  l anguage  o f  t h e  R e l e a s e  p u r p o r t s  t o  impose a n y  

new o r  a d d i t i o n a l  d i s c l o s u r e  r e q u i r e m e n t  upon b r o k e r  d e a l e r s .  The 

release i s  a  p u b l i c  document a v a i l a b l e  t o  a l l  b r o k e r  d e a l e r s  e q u a l l y  and  

i t  would have  made l i t t l e  s e n s e  f o r  t h e  r e g i s t r a n t  t o  a t t e m p t  t o  a d v i s e  
h9 / 

#,, - 
o t h e r  b r o k e r  d e a l e r s  w i t h  whom i t  t r a d e d  o f  i t s  c o n t e n t s .  Nor is  i t  

r e q u i r e d ,  n e c e s s a r i l y ,  t h a t  i t s  c o n t e n t s  b e  d i s c l o s e d  t o  a  re ta i l  

cus tomer .  Whi le  p a r t i c u l a r  c i r c u m s t a n c e s  may w e l l  c a l l  f o r  such  d i s c l o s u r e  

i n  a g i v e n  i n s t a n c e ,  t h e r e  h a s  been  no  p roo f  h e r e  o f  a n y  such  p a r t i c u l a r  

c i r c u m s t a n c e s .  

49 /  R e g i s t r a n t  i s  p r i m a r i l y  a w h o l e s a l e r ,  d e a l i n g  w i t h  up t o  200 o t h e r  - 
b r o k e r  d e a l e r s  i n  N e w  York C i t y ,  Los A n g e l e s ,  S a l t  Lake C i t y ,  a n d  
e l s e w h e r e .  The t e s t i m o n y  i n d i c a t e s  t h a t  d u r i n g  t h e  times h e r e  
m a t e r i a l  less t h a n  5% of r e g i s t r a n t  s t r a n s a c t i o n s  i n v o l v e d  r e t a i l  
c u s t o m e r s  and t h a t  o f  t h e  r e t a i l  t r a n s a c t i o n s  a b o u t  80% i n v o l v e d  
p u r c h a s e r s .  Al though r e g i s t r a n t  a t  one  p o i n t  had t h r e e  o r  more 
r e g i s t e r e d  r e p r e s e n t a t i v e s  s e r v i n g  r e t a i l  c u s t o m e r s  i t  h a s  had no  
such  r e p r e s e n t a t i v e  s i n c e  R i c e  l e f t  t h e  f i r m .  The  D i v i s i o n  h a s  
n o t  s o u g h t  t o  e s t a b l i s h  t h a t  p a r t i c u l a r  I t s h e l l t t  o r  o t h e r  s e c u r i t i e s  
i nvo lved  i n  t h e  i n s t a ' n t  c h a r g e  were  s o l d  d i r e c t l y  t o  r e t a i l  c u s t o -  
mer s ,  i t  b e i n g  t h e i r  p o s i t i o n  t h a t  r e g i s t r a n t  I s  s a l e s  t o  o t h e r  
b r o k e r - d e a l e r s  e v e n t u a l l y  found t h e i r  way t o  r e ta i l  c u s t o m e r s .  



L a s t l y ,  i t  i s  contended by t h e  D i v i s i o n  t h a t  r e sponden t s  f a i l e d  

t o  d i s c l o s e  t h a t  t h e  companies whose s e c u r i t i e s  they  were s e l l i n g  had 

" l i t t l e  o r  no a s s e t s  o r  income" and t h a t  r e sponden t s  were q u o t i n g  t h e  

s e c u r i t i e s  I1without any r e l a t i o n  t o  t h e i r  a c t u a l  v a l u e  . I 1  The D i v i s i o n  

c i t e s  no a p p o s i t e  a u t h o r i t y  s u p p o r t i n g  a  c l a i m  t h a t  r e sponden t s  had any 

d u t y  t o  a t t e m p t ' i n  e f f e c t  t o  "value1 '  t h e  s e c u r i t i e s  i t  was t r a d i n g  and 

t o  a d v i s e  i t s  customers  ( o t h e r  b r o k e r  d e a l e r s  o r  r e t a i l  cus tomers )  o f  

i t s  v a l u a t i o n  of such s t o c k s .  

Accord ing ly ,  i t  i s  concluded t h a t  r e g i s t r a n t  i s  n o t  p r o p e r l y  

c h a r g e a b l e  w i t h  any f a i l u r e  t o  d i s c l o s e  m a t e r i a l  i n f o r m a t i o n .  

The D i v i s i o n  i n t r o d u c e d  ev idence  e s t a b l i s h i n g  t h a t  on some of  t h e  

s t o c k s  t r a d e d  by t h e  r e g i s t r a n t  i t  had " inadequate"  o r  no i n f o r m a t i o n  
50/ - 

a v a i l a b l e  concern ing  t h e  company. The D i v i s i o n  contends  t h a t  t h e  

50/ The record  e s t a b l i s h e s  t h a t  a s  t o  many s t o c k s  t r a d e d  by i t  r e g i s -  - 
t r a n t  d i d  n o t  have a v a i l a b l e  i n  i t s  r e s e a r c h  f i l e s  c u r r e n t  a u d i t e d  
f i n a n c i a l  s t a t e m e n t s .  A s  t o  25 c o r p o r a t i o n s  r e g i s t r a n t  had a  f i l e  
c o n s i s t i n g  of t r a d i n g  i n f o r m a t i o n  on a n  index  c a r d  o r  a  page f rom 
t h e  "Na t iona l  Monthly S tock  Summary", b u t  no f i n a n c i a l  i n f o r m a t i o n  
o r  in fo rmat ion  concern ing  o p e r a t i o n s .  A s  t o  a n o t h e r  18  s e c u r i t i e s  
t r a d e d  by r e g i s t r a n t  i t s  f i l e s  r e f l e c t e d  " o p e r a t i o n s "  of  t h e  companies 
b u t  no s u p p o r t i n g  f i n a n c i a l  s t a t e m e n t s .  I n  i t s  b r i e f ,  pp.  1 5 ,  1 6 ,  
r e sponden t s  o f f e r e d  t o  produce a d d i t i o n a l  ev idence  through t h e  t e s t i -  
mony of  George Bishop t o  r e b u t  t h e  D i v i s i o n ' s  c o n t e n t i o n  t h a t  a s  t o  
some 193 companies t h e  responden t s  f a i l e d  t o  produce r e s e a r c h  f i l e s  
o r  Standard and Poor  Summary D i g e s t s ,  a l t h o u g h  p roduc t ion  t h e r e o f  
had been o rdered  under  subpoena.  T h i s  r e q u e s t  o f  r e sponden t s  t o  
adduce a d d i t i o n a l  proof i s  h e r e w i t h  den ied  on d u a l  grounds:  f i r s t ,  
t h e  record i s  c l e a r  t h a t  p r o d u c t i o n  of  a l l  r e s e a r c h  m a t e r i a l  on c o r -  
p o r a t i o n s  t r a d e d  between August 1968 through J u n e  1970 was demanded 
by subpoena and t h a t  r e s p o n d e n t s  had f u l l  o p p o r t u n i t y  t o  produce 
such i n f o r m a t i o n  p r i o r  t o  t h e  c l o s e  of t h e  h e a r i n g .  Second, t h e  
r e s e a r c h  f i l e s  were n o t  r e l i e d  on t o  d e t e r m i n e  whether  o r  n o t  t o  t r a d e  
a  s t o c k  o r  t o  inform p u r c h a s e r s  r o u t i n e l y  ( i n f o r m a t i o n  was g iven  pur-  
c h a s e r s  o n l y  i f  r e q u e s t e d ) .  Thus i t  does  n o t  a p p e a r  t h a t  t h e  d i s p o s i t i o n  
of t h i s  proceeding depends i n  any m a t e r i a l  way on whether  r e g i s t r a n t  
d i d  o r  d i d  n o t  have r e s e a r c h  f i l e s ,  o r  r easons  f o r  n o t  hav ing  them, 
a s  t o  t h o s e  s t o c k s  f o r  which r e s e a r c h  f i l e s  were n o t  produced a t  t h e  
h e a r i n g .  



t r a d i n g  of s e c u r i t i e s  wi thou t  hav ing  any in format ion  upon which a n  

i n t e l l i g e n t  investment  d e c i s i o n  could  be reached and t h e  p u b l i s h i n g  

of q u o t a t i o n s  on such s e c u r i t i e s  c o n s t i t u t e s  a  I tcourse  of b u s i n e s s  which 

o p e r a t e s  . . . a s  a  f r a u d  and d e c e i t  upon [ a ]  person i n  connec t ion  w i t h  
51 / 

t h e  purchase r  o r  s a l e  of  a  s e c u r i t y ' '  w i t h i n  t h e  meaning o f  Rule lob-5: 

T h i s  argument by t h e  D i v i s i o n  is a p p a r e n t l y  i n t e r r e l a t e d  w i t h  i t s  

f u r t h e r  argument t h a t  t h e  r e g i s t r a n t ,  a  b r o k e r - d e a l e r  ( p r i m a r i l y  a  

w h o l e s a l e r )  a l l e g e d l y  r e s p o n s i b l e  f o r  " p u t t i n g  i n t o  t h e  market p l a c e  

thousands of  s h a r e s  of w o r t h l e s s  s h e l l  s e c u r i t i e s I t ,  must b e  h e l d  r e s p o n s i b l e  
521 

under  a  concept  of  impl ied warranty  o f  merchantabi  l i t y  . 
The D i v i s i o n  c i t e s  no law, r e g u l a t i o n ,  o r  a p p o s i t e  d e c i s i o n a l  

a u t h o r i t y  i n  s u p p o r t  o f  e i t h e r  branch o f  i t s  argument ,  and none h a s  

been found. I f  t r a d i n g  i n  s e c u r i t i e s  i s  t o  b e  s u b j e c t  t o  t h e  p r i o r  

possess ion  by t h e  b r o k e r - d e a l e r  o f  p a r t i c u l a r  in fo rmat ion  concern ing  

t h e  i s s u e r ,  such requirement  w i l l  l i k e l y  have t o  come v i a  t h e  Commission's 
531 - 

rule-making p r o c e s s .  I t  would o f fend  due  p r o c e s s  t o  import  such a  

requirement  i n t o  t h i s  proceeding and app ly  i t  a g a i n s t  r esponden ts ,  

where none has  e x i s t e d  t o  d a t e ,  whatever  t h e  m e r i t s  o f  t h e  s i t u a t i o n  may 

b e  conceived t o  be.  The D i v i s i o n  n o t e s  t h e  absence  i n  t h e  o v e r - t h e - c o u n t e r  

511 See f o o t n o t e 4 2 a b o v e .  - 

521 The D i v i s i o n  u r g e s  t h a t  a s  a  minimum t h e  impl ied war ran ty  o f  m e r c h a n t a b i l i t  - 
ex tends  t o  a s s u r a n c e  t h a t  t h e  s e c u r i t y  i s  r e g i s t e r e d  ( o r  exempt from 
r e g i s t r a t i o n )  and t h a t  i t  i s  "a v i a b l e  e n t i t y  of  some va lue . "  

531 By o r d e r  o f  June  24,  1970, f i l e d  June  29, 1970, t h e  Commission gave  - 
n o t i c e  t h a t  i t  has  under c o n s i d e r a t i o n  a  p roposa l  t o  adop t  Rule 
15c2-11 (17  CFR 2 4 0 . 1 5 ~ 2 - 1 1 )  under t h e  S e c u r i t i e s  Exchange Act of 1934 
t o  p r o h i b l t  t h e  i n i t i a t i o n  o r  resumption of q u o t a t i o n s  r e s p e c t i n g  a  
s e c u r i t y  by a  b roker  o r  d e a l e r  who lacks  minimum s p e c i f i e d  f i n a n c i a l  
and o t h e r  in fo rmat ion  concerning t h e  s e c u r i t y  and t h e  i s s u e r .  F e d e r a l  
R e ~ i s t e r ,  Vol. 35,  No. 126, June 30,  1970, p. 10597. 



market of any l i s t i n g  requirements  comparable t o  t h o s e  of t h e  New 

York Stock Exchange and o t h e r  exchanges and urges  t h a t  because of t h i s  a  

b roke r -dea l e r  t r ad ing  OTC s tocks  must e x e r c i s e  c au t i on  i n  p o l i c i n g  h i s  

own a c t i v i t i e s  and no t  v i o l a t e  "a du ty  t o  keep h imse l f  informed and 
5  4 /  - 

provide a p p r o p r i a t e  r e s t r a i n t s  , I '  c i t i n g  Pennaluna & Co. , I n c .  v .  S. E.C.  

Unfor tuna te ly  f o r  t h e  D i v i s i o n ' s  c a s e ,  t h e  quoted language i n  Pennaluna 
55/ - - - 

was used i n  s wholly d i f f e r e n t  con t ex t  and a f f o r d s  no suppor t  f o r  

t h e  D i v i s i o n ' s  con t en t i on  he r e .  

Likewise ,  t h e r e  i s  no law, r e g u l a t i o n  o r  d e c i s i o n  suppor t ing  t h e  

D i v i s i o n ' s  con t en t i on  t h a t  by d e a l i n g  i n  a  s e c u r i t y  a  b roker  d e a l e r  

impl ied ly  wa r r an t s  t h a t  t h e  s e c u r i t y  i s  t h a t  of a  "v i ab l e  e n t i t y  of some 
56 1 - 

va l u e  . " Moreover, even i f  some such requirement  d i d  o b t a i n ,  t h e r e  

i s  no s a t i s f a c t o r y  proof i n  t h i s  record t h a t  any s p e c i f i c  s e c u r i t y  t r aded  

by t h e  r e g i s t r a n t  f a i l e d  t o  meet t h e  reputed minimum requirement  wh i l e  
571 - 

i t  was being so  t r aded .  

541 410 F.2d 861, 869 ( C . A .  9 t h ,  19691, c e r t .  d e n . ,  396 U.S. 1007. - - -  
551 For  one t h i n g ,  Pennaluna involved t h e  making of  a f f i r m a t i v e  misre-  - 

p r e s e n t a t i o n s  i n  t h e  knowledge t h a t  they  were f a l s e  o r  mis lead ing .  

561 The very vagueness of t h i s  language sugges t s  immediately s u b s t a n t i a l  - 
problems t h a t  would make i t s  a p p l i c a t i o n  a s  a  s tandard  d i f f i c u l t  i f  
n o t  imposs ib le .  Respondents con t en t i on  t h a t  more o b j e c t i v e  s t anda rds  
would be requ i red  has  m e r i t .  See f o o t n o t e 5 3 a b o v e .  

571 Thus, a l though  t h e r e  i s  some i n d i c a t i o n  i n  m a t e r i a l s  contained i n  - 
r e g i s t r a n t ' s  ' l r esearch l l  f i l e s  t h a t  v a r i o u s  companies whose s t o c k s  
were t raded  had been "dormant" f o r  some t ime ,  o r  had l i t t l e  o r  no 
a s s e t s ,  o r  were no t  i n  a  p o s i t i o n  t o  f u r n i s h  c u r r e n t  i n fo rma t ion ,  
t h e r e  i s  no s a t i s f a c t o r y  proof i n  t h e  record t h a t  t h e  company d i d  
no t  i n  f a c t  have "some va lueI t ,  o r  t h a t  i t  was no t  a "v i ab l e  e n t i t y . "  



Accordingly ,  i t  i s  concluded t h a t  t h e  charge t h a t  r esponden ts  

w i l f u l l y  v i o l a t e d  o r  w i l f u l l y  a ided  and a b e t t e d  v i o l a t i o n  o f  S e c t i o n  

lO(b1 of t h e  Exchange Act and Rule lob-5  the reunder  i s  n o t  e s t a b l i s h e d  
58 1 - 

by t h e  record .  

F a i l u r e  t o  Superv i se  

The o r d e r  f o r  proceeding i n c l u d e s  an a 1  l e g a t i o n  t h a t  r e g i s t r a n t  

and t h e  o t h e r  responden ts  f a i l e d  reasonably  t o  s u p e r v i s e  o t h e r  pe rsons  

under  t h e i r  s u p e r v i s i o n  w i t h  a  view t o  p r e v e n t i n g  v i o l a t i o n s  committed 

by such o t h e r  pe rsons .  

The record h e r e i n  e s t a b l i s h e s  t h a t  respondents  S tone ,  Tom Summers, 

and Bob Summers a l l  f a i l e d  reasonab ly  t o  s u p e r v i s e  w i t h  a  view t o  p re -  

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

Act by Rice  and by t h e  r e g i s t r a n t  t h a t  have been found above,  a s  we l l  

a s  t h e  v i o l a t i o n s  of S e c t i o n  1 0 ( b )  of  t h e  Exchange Act and Rule  lob-6 

t h e r e u n d e r .  The ev idence  shows t h a t  d u r i n g  t h e  t ime such v i o l a t i o n s  

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

t h e  f i r m ,  came i n t o  t h e  o f f i c e s  on ly  2 o r  3 days  a  week, because  of  h i s  
591 - 

o t h e r  b u s i n e s s  a c t i v i t i e s .  S tone  was aware t h a t  t h e  f i r m  was 

t r a d i n g  t h e  UAO s t o c k  f o r  Dawson and f o r  A l l e n ,  and h e  f a i l e d  t o  t a k e  

t h e  s t e p s  t o  i n s u r e  t h a t  p r o p e r  i n q u i r y  was made. According t o  t h e  

tes t imony of  r e g i s t r a n t ' s  w i t n e s s e s ,  Stone shared s u p e r v i s o r y  r e s p o n s i -  

b i l i t y  o v e r  R i c e  abou t  e q u a l l y  w i t h  Tom Summers. Tom Summers, who 

581 In  view of  t h i s  r u l i n g  on t h e  m e r i t s ,  i t  i s  unnecessary  t o  c o n s i d e r  - 
responden ts '  motion t h a t  t h e  charge  of v i o l a t i o n  of  S e c t i o n  1 0 ( b )  
and Rule lob-5  be  dismissed because of a l l e g e d  prejudgment by t h e  
Commission. 

591 Stone i s  p r e s i d e n t  o f  P r o f e s s i o n a l  I n v e s t o r s  L i f e  Insurance  Co. - 



f u n c t i o n e d  p r i m a r i l y  a s  a  t r a d e r ,  was R i c e ' s  d i r e c t  s u p e r v i s o r  on a  

d a y - t o - d a y  b a s i s ,  and i n  h i s  a b s e n c e  Bob Summers, who a l s o  f u n c t i o n e d  

p r i m a r i l y  a s  a  t r a d e r ,  was supposed t o  s u p e r v i s e  R i c e ,  t hough ,  i n  f a c t ,  

- 
Bob Summers e x e r c i s e d  l i t t l e  r e a l  s u p e r v i s i o n .  F o r  t h a t  matter, 

s u p e r v i s i o n  by S t o n e  and Bob Summers was a l s o  minimal .  Both Summers 

b r o t h e r s  were aware  of  what R i c e  was d o i n g ,  and shou ld  have  p r o p e r l y  
60 / - 

s u p e r v i s e d  R i c e  t o  f o r e s t a l l  t h e  v i o l a t i o n s .  Whi le  Tom Summers' 

r e s p o n s i b i l i t i e s  i n  t h i s  r e g a r d  were g r e a t e r ,  n e v e r t h e l e s s  t h e  r e c o r d  
61 /  - 

shows t h a t  Bob Summers, t o o ,  had some d e  f a c t o  s u p e r v i s o r y  r e s p o n s i b i  l i  t y .  

R e g i s t r a n t  had no w r i t t e n  p r o c e d u r e s  g o v e r n i n g  s u p e r v i s i o n .  

Conc lus ions  

I n  g e n e r a l  summary o f  t h e  f o r e g o i n g ,  t h e  f o l l o w i n g  c o n c l u s i o n s  o f  

law a  re reached :  

( 1 )  Dur ing  November and December o f  1968 r e g i s t r a n t  w i l f u l l y  v i o -  

l a t e d  and Respondents  S t o n e ,  Tom Summers and Bob Summers w i l f u l l y  a i d e d  

The s t a t u s  o f  a l l  t h r e e  i n d i v i d u a l  r e s p o n d e n t s  as  o f f i c e r s  and 
major  owners of  t h e  r e g i s t r a n t  should  have  h e i g h t e n e d  t h e i r  
awareness  of  t h e  need f o r  d i l i g e n t  s u p e r v i s i o n .  T h i s  should  h a v e  
been p a r t i c u l a r l y  t r u e  s i n c e  a t  t h e  t i m e  t h e  r e g i s t r a n t  had no 
p a r t i c u l a r  ind  i v i d u a  1 whose d u t i e s  c e n t e r e d  upon a d m i n i s t r a t i o n  
and s u p e r v i s i o n .  George B i shop ,  who is c u r r e n t l y  v i c e  p r e s i d e n t ,  
a  d i r e c t o r ,  and a  p r i n c i p a l  i n  t h e  f i r m ,  and who now e x e r c i s e s  
p r imary  r e s p o n s i b i l i t y  o v e r  sa lesmen o f  t n e  f i r m  and o v e r  back- 
o f f i c e  p e r s o n n e l ,  i n c l u d i n g  r e s e a r c h ,  d i d  n o t  come t o  t h e  f i r m  
u n t i l  A p r i l ,  1969,  subsequen t  t o  t h e  S e c t i o n  5 v i o l a t i o n s  found 
h e r e i n .  

61  / The two b r o t h e r s  worked t o g e t h e r  c l o s e l y  a n d ,  g e n e r a l  l y  s p e a k i n g ,  - 
e i t h e r  could  t a k e  o v e r  t h e  d u t i e s  o f  t h e  o t h e r  t e m p o r a r i l y .  



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

by s e l l i n g  v i a  j u r i s d i c t i o n a l  means some 698,000 s h a r e s  o f  u n r e g i s t e r e d  

UAO s t o c k  bought from o r  s o l d  on b e h a l f  o f  Pau l  Dawson and C h a r l e s  I .  

A l l e n ,  f o r  which no exemption was a v a i l a b l e .  R e g i s t r a n t  and t h e  o t h e r  

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

l a t i o n s  of  S e c t i o n  1 0 ( b )  o f  t h e  Exchange Act and Rule  lob-6  t h e r e u n d e r  

i n  connec t ion  w i t h  such t r a n s a c t i o n s  i n  UAO. 

( 2 )  With in  t h e  meaning of  S e c t i o n  1 5 ( b ) ( 5 ) ( E )  of  t h e  Exchange 

Act  r e sponden t s  S t o n e ,  Tom Summers and Bob Summers f a i l e d  reasonab ly  t o  

s u p e r v i s e  R i c e  and o t h e r s  s u b j e c t  t o  s u p e r v i s i o n  w i t h  a  view t o  p r e v e n t i n g  

t h e  v i o l a t i o n s  o f  S e c t i o n  5 ( a )  and 5 ( c )  of t h e  S e c u r i t i e s  Act committed 

by Rice  and t h e  r e g i s t r a n t  and t h e  v i o l a t i o n s  of S e c t i o n  1 0 ( b )  o f  t h e  

Exchange Act  and Rule  lob-6  t h e r e u n d e r .  

( 3 )  The a l l e g a t i o n  t h a t  r e sponden t s  w i l f u l l y  v i o l a t e d  and w i l -  

f u l l y  a i d e d  and a b e t t e d  v i o l a t i o n s  o f  S e c t i o n  lO(b)  of  t h e  Exchange Act 

and Rule  l o b - 5  t h e r e u n d e r  by a  c o u r s e  of  d e a l i n g  i n  t h e  s t o c k  o f  v a r i o u s  

" she l l I1  and o t h e r  c o r p o r a t i o n s  i s  n o t  s u s t a i n e d  by t h e  r e c o r d .  

PUBLIC INTEREST 

The s t a t u t o r y  and r e g u l a t o r y  p r o v i s i o n s  found t o  have been w i l -  

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

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

i t  i s  a p p r o p r i a t e  t o  c o n s i d e r  t h e  c i rcumstance  t h a t  s i n c e  J u n e  11, 1970,  

t h e  r e s p o n d e n t s ,  pursuan t  t o  a s t i p u l a t i o n  between them and t h e  D i v i s i o n  

e n t e r e d  i n t o  i n  o r d e r  t o  o b v i a t e  a  h e a r i n g  on t h e  i n t e r i m - s u s p e n s i o n  

q u e s t i o n  r a i s e d  by t h e  o r d e r  f o r  p roceed ing ,  have been s u b j e c t e d  t o  



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

engage  i n  pend ing  f i n a l  d e t e r m i n a t i o n  of  t h e  i s s u e s  r a i s e d  i n  t h i s  
6 2 /  - 

p r o c e e d i n g .  These  l i m i t a t i o n s  have  e x e r t e d  a n  a d v e r s e  economic e f f e c t  

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

i t s  owners .  

R e g i s t r a n t  h a s  n o t  committed any  p r i o r  v i o l a t i o n s ,  n o r  h a s  r e s p o n d e n t  

S t o n e  o r  Bob Summers. Tom Summers was e n j o i n e d  i n  1965 on a  c o n s e n t  

d e c r e e  from a i d i n g  o r  a b e t t i n g  F. R. Burns & Company f rom v i o l a t i o n s  of 

R e g u l a t i o n  T and t h e  Net C a p i t a l  Ru le .  On t h e  b a s i s  o f  S t o n e ' s  s t a t u s  

as t h e  t h e n - o n l y  p r i n c i p a l ,  and Tom Summer's g r e a t e r  knowledge o f  

R i c e ' s  a c t i v i t i e s ,  i t  i s  concluded t h a t  S t o n e  and Tom Summers had p r imary  

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

f a i l u r e  t o  h a v e  t a k e n  o t h e r  s t e p s  t o  a v o i d  t h e  v i o l a t i o n s ,  b u t  Bob 

Summers, t o o ,  s h a r e d  some o f  t h a t  r e s p o n s i b i  l i t y  . 
On t h e  b a s i s  o f  t h e  f o r e g o i n g  c o n s i d e r a t i o n s  and on t h e  b a s i s  o f  

a l l  m i t i g a t i v e  f a c t o r s  urged and o f  t h e  e n t i r e  r e c o r d ,  i t  i s  concluded 

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

suspend r e g i s t r a n t  f o r  seven d a y s  and t o  suspend r e s p o n d e n t s  S t o n e  and 

Tom Summers e a c h  f o r  30 d a y s  and t o  suspend re sponden t  Bob Summers f o r  

1 5  d a y s .  

A motion by r e s p o n d e n t s  t o  .modify t h e  s t i p u l a t i o n ,  on which o r a l  
a rgument  was hea rd  on  March 26,  1971,  was d e n i e d  by o r d e r  o f  A p r i l  
1 6 ,  1971,  b u t  j u r i s d i c t i o n  was r e t a i n e d  t o  r e c o n s i d e r  t h e  mot ion  
i n  t h e  c o u r s e  o f  i s s u a n c e  o f  t h e  i n i t i a l  d e c i s i o n .  On t h e  b a s i s  
o f  t h e  f i n d i n g s  and c o n c l u s i o n s  made h e r e i n  i t  i s  concluded t h a t  
i n t e r i m - s u s p e n s i o n  o f  t h e  r e g i s t r a n t ' s  a c t i v i t i e s  pending f i n a l  
d e t e r m i n a t i o n  o f  t h e  i s s u e s  ( o r  . t h e  p a r t i a l  s u s p e n s i o n  o r  c u r t a i l -  
ment e f f e c t e d  under  t h e  s t i p u l a t i o n )  i s  no l o n g e r  n e c e s s a r y  i n  t h e  
p u b l i c  i n t e r e s t .  A c c o r d i n g l y ,  t h i s  d e c i s i o n  w i l l  p r o v i d e  f o r  
r e v o c a t i o n  o f  t h e  s t i p u l a t i o n .  



ORDER 

Accord ing ly ,  IT I S  ORDERED a s  f o l l o w s :  

(1) The r e g i s t r a t i o n  a s  a  b r o k e r  and d e a l e r  o f  Stone Summers & 

Company is hereby  suspended f o r  a p e r i o d  o f  seven ( 7 )  d a y s  and 

r e g i s t r a n t  i s  a l s o  suspended f o r  t h e  same per iod  from membership i n  

t h e  N a t i o n a l  ~ s s o c i a t i o n  of  S e c u r i t i e s  D e a l e r s ,  I n c .  

( 2 )  Respondent Alexander  J .  S tone  i s  hereby suspended from b e i n g  

a s s o c i a t e d  w i t h  any b r o k e r  o r  d e a l e r  f o r  t h i r t y  ( 3 0 ) d a y s .  

( 3 )  Respondent Thomas E. Summers is  hereby suspended from 

be ing  a s s o c i a t e d  wi th  any b r o k e r  o r  d e a l e r  f o r  t h i r t y  ( 3 0 )  d a y s .  

( 4 )  Respondent Bobby Layne Summers i s  hereby suspended from 

b e i n g  a s s o c i a t e d  w i t h  any b r o k e r  o r  d e a l e r  f o r  f i f t e e n  ( 1 5 )  d a y s .  

IT IS FURTHER ORDERED t h a t  t h e  s t i p u l a t i o n  between t h e  D i v i s i o n  

and t h e  r e s p o n d e n t s ,  d a t e d  J u n e  1 1 ,  1970,  r e l a t i v e  t o  c e r t a i n  i n t e r i m  
63/ - 

r e s t r i c t i o n s  on r e g i s t r a n t ' s  a c t i v i t i e s ,  i s  he reby  revoked.  

T h i s  o r d e r  s h a l l  become e f f e c t i v e  i n  accordance  w i t h  and sub- 

j e c t  t o  Rule 1 7 ( f )  of t h e  Commission's Ru les  of  P r a c t i c e .  

P u r s u a n t  t o  Rule 1 7 ( f ) ,  t h i s  i n i t i a l  d e c i s i o n  s h a l l  become t h e  

f i n a l  d e c i s i o n  o f  t h e  Commission a s  t o  each p a r t y  who h a s  n o t  w i t h i n  

f i f t e e n  ( 1 5 )  d a y s  a f t e r  s e r v i c e  o f  t h i s  i n i t i a l  d e c i s i o n  upon him 

f i l e d  a  p e t i t i o n  f o r  review o f  t h i s  i n i t i a l  d e c i s i o n  pursuan t  t o  Rule  

1 7 ( b ) ,  u n l e s s  t h e  Commission pursuan t  t o  Rule  1 7 ( c )  d e t e r m i n e s  on i t s  . 
own i n i t i a t i v e  t o  review t h i s  i n i t i a l  d e c i s i o n  a s  t o  him. I f  a  

- -- -- 

63/  See f o o t n o t e  62above .  - 



p a r t y  t imely  f i l e s  a  p e t i t i o n  f o r  review, o r  t h e  Commission t a k e s  a c t i o n  

t o  review a s  t o  a  p a r t y ,  t h e  i n i t i a l  d e c i s i o n  s h a l l  no t  become f i n a l  w i t h  
64/ - 

r e s p e c t  t o  t h a t  p a r t y .  

Hearing Examiner 

Washington, D .  C.  
August 27, 1971 

64/ To t h e  e x t e n t  t h a t  t h e  proposed f i n d i n g s  and conc lus ions  submit ted - 
by t h e  p a r t i e s  a r e  i n  accordance w i th  t h e  views h e r e i n  they a r e  
a ccep t ed ,  and t o  t h e  e x t e n t  they a r e  i n c o n s i s t e n t  t he r ewi th  they 
a r e  r e j e c t e d .  C e r t a i n  proposed f i n d i n g s  and conc lus ions  have been 
r e j e c t e d  a s  no t  r e l e v a n t  o r  a s  n o t  necessa ry  t o  a  p roper  de te rmina-  
t i o n  of t h e  i s s u e s  p resen ted .  


