SECURITIES & EXCHANGE COMM
MAILED FOR SERVICE ADMINISTRATIVE PROCEEDING

FILE NO. 3-7164
MAR 17 1993

FILE COPY

UNITED STATES OF AMERICA
ABefore the
SECURITIES AND EXCHANGE COMMISSION

-

In the Matter of

THE STUART-JAMES CO., INC.,

N N N s il Nt

et al.
INITIAL DECISION
Washington, D.C. ' Max O. Regenstéiner

Mareh—318,1993 , ‘ Administrative Law Judge
17 MAR 193 ol



ADMINISTRATIVE PROCEEDING
FILE NO. 3-7164

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

In the Matter of

THE STUART-JAMES CO., INC.,

et al.

INITIAL DECISION

e’ e’ Nt e e N N

APPEARANCES:

BEFORE:

Robert M. Fusfeld, James W. Nearen, Jr., David E.
Graven and Glenn D. Wilkinson, of the Commission’s
Denver Regional Office, for the Division of
Enforcement.

Donald T. Trinen and Christa D. Taylor, of Hart &
Trinen, for The Stuart-James Co., Inc.

Arthur F. Mathews and W. Hardy Callcott, of Wilner,
Cutler & Pickering, for C. James Padgett and Stuart
Graff. .

Burton H. Finkelstein, Bernard J. Barrett Jr. and
Lisa E. Boehley, of Finkelstein, Thompson &
Loughran, for Dirk Nye. -

David A. Zisser, of Berliner Boyle Kaplan Zisser &
Waltei, P.C., for John M. Beaird, Robert E. Gibbs,
Shaw P. Sullivan and John W. Sutton (Mr. Zisser also
represented Ronald J. Lasek until after conclusion of
the hearings, and then withdrew as his counsel. Mr,
Lasek made no post-hearing submissions.)-

Michael C. Czaja and Douglas P. Ward, pro se. (These
respondents were represented by counsel until after
conclusion of the hearings.)

Max O. Regensteiner, Administrative Law Judge.



I.

II.

Table of Contents

INTRODUCTION e e e s e e o ® 2 e
The Allegations - A Brief Summary. .
The Respondents . . . « « ¢ « « . &
The Firm . . « « o « o « o o o &
The Principals . . « « o « o« o &
Regional Vice-Presidents . . . .

Branch Managers . . « « o« o o o

Nature of Business and Structure of the Firm

Pricing and Bales Compensation Policies

Credibility of Witnesses, Meinders in Particular

MARRUPS. . . . &+ & ¢ « o o s s o o &
The Allegation . . . . . « ¢« ¢ « . .
Summary of Contentions . . . . . . .
Division. « « + & ¢ « o o o o
Stuart-James. . . . . .« « ¢ . .
Padgett and Graff . . . . . . .
Division Reply e e e e e s s
The UMBE Offering; First-Day Markets
Securities . . . . . . . . . .
The Find Offering; First-Day Markets

Securities . . ¢ ¢ ¢ ¢ e o o

‘Preparation for First-Day Trading. .

Conclusions. .« ¢ « ¢ ¢ o o o o e o .

in UMBE



Table of Contents

Page

III. SALES SCRIPTS. e o o o & o ® e e a4 o o o o o o = » 87
The AllegatioN. . « ¢ o o o o o o o o o s o o o o o 87

The Training Manual . . « « « « ¢ « o s « « « o« « o« 89
Sales Agents’ Use of Scripts. . . .« «. ¢« + ¢« « « « « 96
Culpability of Padgett, Graff and the Firm. . . . . 101

IV. NO NET SELLING. . . + o o « o s« o s o« o o s« o« o « « 106
The Allegation and Its Interpretation . . . . . . . 106
Findings and COnélusions.'. e B B §

The Evidence, Generally . . . . . . . .+ « « « 111
Statistical Evidence . . . . . . . . . . . . . 113

Beaird . . . . . . .+ ¢ v 4 4 4 4« 4 4 s & « & . 115

Sutton . . . . s c s st 4 e s e s e s s e« . « 118

SUllivan « ¢ « ¢« ¢ ¢« 4 e e e s e 4 e e e . 121

Meinders . . « o o o o o o o o o o s o o « o« o 124

GibbS. ¢ ¢ o & ¢« 4 o o ¢ o e o o o & e s « « o 128

LaseK., .« v « o ¢ o o &+ o o o« o o o + s+ o s « « 130

Ward and C2aja « « o« o &+ o o o ¢ o o o o o . .‘136

Ve TIE=INS. ¢ ¢ ¢ o o o o s o o o o o o o o o « o o o« o 14s
The Allegation and Its Interpretation . . . . . . . 146
Findings of Fact. . « « « & ¢ ¢« ¢ ¢ o« o o o o« o« « o 152
Statistical Evidence . . . . . . . . . . . . . 152

Beaird . . .« ¢ ¢ ¢ 4 e 4 s e s s e 4 e o « ¢ . 156

Sutton . . . . . . ¢ ¢ ¢ & ¢ ¢« 4 4 e s e e« o« o« 159

Sullivan .« ¢ ¢ ¢ ¢ ¢ ¢ e e o o o s o s e o o« « 163



VI.

VII.

Meinders.

Gibbs .
Lasek .
czaja .
Legal

SUPERVISION.

No Net Selling.

Tie-Ins

Stuart-James,

Nye

PROCEDURAL ISSUES.

Opportunity to Achieve Compliance.
Conclusion Within Reasonable

Miscellaneous Issues

VIII. PUBLIC INTEREST .

IX.

Padgett and Graff.

Stuart-James

The Branch Managers.

wWard . . . .
Nye. . . . .

ORDER. . . .

Table

of Contents

Padgett and Graff

iii -

Tiwe

Discussion and Conclusion

Page

. 167
. 171
. 175
. 180
. 184
. 186
. 190
. 192
. 193
. 197
. 200
. 200
. 202
. 205
. 205

. 206

‘. 210

. 211
. 214
. 215

. 216



I. INTRODUCTION

In these proceedings pursuant to Sections 15(b) and 19(h) of
the Securities Exchange Act of 1934 ("Exchange Act"), the issues
remaining for consideration are (1) whether The Stuart-James
Company, Inc. ("Stuart-James" or "the firm"), a registered broker-
dealer, C. James Padgett and Stuart Graff, the firm’s principal
founders and at relevant times its principal officers, Dirk Nye and
Douglas P. Ward, former regional vice-presidents, and John M.
Beaird, Michael C. Czaja, Robert E. Gibbs, Ronald J. Lasek, Shaw
P. Sullivan and John W. Sutton, who were branch office managers of
the firm, engaged in misconduct as alleged by the Division of
Enforcement, and (2) if so, what, if any, remedial action under the
Exchange Act is appropriate in the public interest. Another former
branch manager Thomas R. Meinders, was also named as a respondent,
but the proceedings as to him were disposed of by the Commission’s
acceptance of his settlement offer. 1/

Following lengthy hearings that resulted in an immense record,
the Division and those respondents who were represented by counsel
in the post-hearing stage successively filed proposedrfindings of
fact and conclusions of law and supporting briefs. Respondents
Padgett and Graff made joint submissions, as did” respondents
Beaird, Gibbs, Sullivan and Sutton. The Division filed a reply

brief as well as a reply to respondents’ proposed findings.

1/ Thomas R. Meinders, Securities Exchange Act Release No. 27927
(April 20, 1990), 46 SEC Docket 74.
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Réspondents Ward and Czaja, who were pro se in the post-hearing
stage, filed more informal responses to the Division’s initial
submission. Lasek, whose counsel had also withdrawn after
conclusion of the hearings, made no submission. 2/

The findings and conclusions herein are based on the
preponderance of the evidence as determined from the record and

upon observation of the witnesses. 3/

2/ The Division points out that of all the respondents, only
Padgett and Graff specifically addressed its proposed findings
and conclusions. Citing Rule 16(e) of the Commission’s Rules
of Practice, it urges that as to all other respondents those
findings and conclusions should be deemed unchallenged and
should be accepted. It is true that the rule provides that
"any counter statement of proposed findings and conclusions
must . . . indicate as to which paragraphs of the moving
party’s proposals there is no dispute." The rule does not,
however, spell out the consequences of noncompliance with its
terms. I am not prepared to adopt the drastic pcsition urged
by the Division, in 1light of the fact that. those other
respondents (with the exception of Lasek) have made
submissions vigorously contesting the Division’s arguments on
the merits of the issues. With respect to Lasek, the Division
contends that by making no post-hearing submission he has
conceded its case. While there is merit to this argument, I
have determined to base findings with respect to Lasek on my
review of the record. A factor in that determination is that
the allegation that other respondents failed reasonably to
supervise Lasek in any event requires findings based on the
record as to whether Lasek committed violations as alleged.

3/ Throughout these proceedings, I insisted that the Division
clearly specify against which respondents particular evidence
was to be or was being offered as well as the particular issue
or issues as to which it was to be or was being offered. I
imposed the latter requirement on respondents as well.
Various respondents complain that the Division has proposed
findings against them on the basis of evidence not received

against them or not received on a particular issue. In a
record as voluminous and complex as this one, it is difficult
to avoid a few errors of this nature. I do not agree,

however, with Nye’s assertion that "the sorting out of this
mass of evidence is now an impossible task." (Nye Brief at 38
n.18). I am reasonably certain that my findings in this

(continued...)
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The Allegations - A Brief Summary

Overall, the Division’s allegations cover the period from
about February 1984 to about October 1987. Certain of the
allegations relate to firm-wide conduct and charge violations of
antifraud provisions -- Sections 17(a)(1)-(3) of the Securities Act
of 1933 and Section 10(b) of the Exchange Act and Rule 10b-5
thereunder (referred to collectively hereafter as '"the antifraud
provisions") -- by the firm, Padgett and Graff. Thus, the Division
alleges that in the immediate aftermarket for two securities issues
that were underwritten by Stuart-James in 1986, the firm took
excessive undisclosed markups. The other firm-wide allegation is
that between August 1986 and October 1987, those respondents
distributed and encouraged the use of fraudulent sales scripts by
the firm’s sales agents. Other allegations chiarge the branch
manager respondents with violating the above antifraud provisions
by establishing so-called "no net selling" and "tie-in" policies
or practices in their offices at various times. The no net selling
allegation also includes Ward, who was a regional vice-pfesident.
Finally, Stuart-James, Padgett, Graff and Nye are charged with

failure reasonably to supervise persons subject to their

-

3/(...continued)
decision with respect to particular respondents are based only
on evidence received against them.

I have determined to deny requests for oral argument before
me made by Padgett and Graff and by Nye. In my view, the
issues can be adequately determined on the basis of the record
and the papers filed by the parties.
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supervision with a view to pfeventing the alleged no net selling
and tie—in violations.
The Respondents

The Firm

Stuart-James was founded in 1983. Throughout the period under
consideration, Padgett and Graff owned equal amounts of its stock,
totalling between 90% and 95%. A third founder was Marc Geman, a
lawyer with extensive securities experience, who became the firm’s
legal counsel and executive vice-president as well as a director
and had varying small ownership interests. The firm grew rapidly,
to the point where by 1986 it had more than 20 retail sales offices

and about 800 sales agents. 4/ At its peak in 1987-88, it had as

many as 56 offices and over 1,000 sales agents. Throughout its
existence, Stuart-James’ predominanc business <consisted of
underwriting and retail trading of low-priced, speculative

securities. In 1990, it ceased doing business. Subsequently, it
filed a Form BDW with the Commission; seeking to withdraw .its

registration as a broker-dealer. 5/ The firm is now in ligquidation

4/ The term "sales agents" is used in the order for proceedings
to describe Stuart-James’ registered representatives. My use
of it throughout this decision as an appropriate and
convenient term is not to be taken as a comment on the firm’s
position that its salespersons were independent contractors
rather than employees, a matter that is not at issue in these
proceedings.

5/ When a Form BDW is filed during the pendency of a proceeding
pursuant to Section 15(b) of the Exchange Act, the withdrawal
notice does not become effective "except at such time and upon
such terms and conditions as the Commission deems necessary
or appropriate in the public interest or for the protection
of investors." (17 CFR 240.15b6-1).
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under the supervision of a court-appointed bankruptcy trustee.

The Principals

Padgett has been in the securities business since 1968.
Immediately prior to the founding of Stuart-James, he was executive
vice-president of Blinder, Robinson & Co., where his primary
responsibility was in the corporate finance area. He was the
Denver-based presidént and a director of Stuart-James throughout
its existence, and he also became chairman of the board after Graff
left Stuart-James in 1989. Padgett is currently a controlling
person of. another broker-dealer. 6/

Graff started in the securities business in 1962 and, aside
from an interruption of 7 or 8 years, remained in that business
until he left Stuart-James in September 1989. Prior to the
founding of that firm, he was employed by Blinder Robinson as
regional vice-president for sales. At Stuart-Jdames, he was
chairman of the board and had primary responsibility for the sales
area. His office was in Boca Raton, Florida. When he left Stuart-
James, he entered into a 15-year consulting contract with the firm.

Regional Vice-Presidents

Nye was at relevant times (beginning in May 1985) Western
regional vice-president with supervisory responsibility over
approximately 12 branch offices, iﬁcluding offices in Colorado
Springs, Colorado, and Albuquerque, New Mexico. Branch office

managers subject to his supervision at various times were Gibbs,

6/  As requested by the Division and without objection by Padgett,
I have taken official notice of this fact, as reflected in the
Commission’s public files. (File No. 8-43367).
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Lések, Meinders, Sullivan and Sutton. Nye, who had also coﬁe to
Stuart-James from Blinder Robinson, was a branch manager before
becoming regional vice-president. Alone of the individual
respondents, he was not called as a witness by the Division, and
he did not testify in his own behalf.

Ward, who is not charged with supervisory deficiencies, at
relevant times was Southeast regional vice-president, with
responsibility for several Florida branch offices and certain other
offices. Prior to joining Stuart-James in 1983, Ward was a branch
office manager for Blinder Robinson. With Stuart-James, he was a
branch office manager before becoming regional vice-president in
about December 1984.

Branch Managers

The pertinent positions of the respondent branch managers were

as follows:

Beaird was manager‘of the Houston, Texas Post Oak office from
March 1985 until July 1989. - |

Czaja was manager of the Pompano Beach, Florida 5ffice from
April 1986 to April 1987.

Gibbs was manager of registrant’s Albuquerque office from
September 1985 to May or June 1986 and then became assistant
manager of the Colorado Springs Nofth Creek office.

Lasek was manager of the Albuguerque office from June 1986 to

March 1987.
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Meinders (who, as noted, is no longer a respondent) was
manager of the Colorado Springs downtown office from January to
August 1987.

Sullivan was manager of the Colorado Springs downtown office
from July 1986 to January 1987.

Sutton was manager of the Colorado Springs downtown office
from April 1985 to June 1986. He then became manager of the new
Colorado Springs North Creek office. 1In late 1985 he also became
an "area manager" responsible for Colorado Springs and Albuquerque.
The allegations against him are limited, however, to his conduct
as branch manager.

Nature of Business and Structure of the Firm

As noted above, Stuart-James’ business consisted predominantly
of underwriting and retail trading of low-priced, specu.ative
securities. During the relevant period, it was an underwriter, in
many instances sole underwriter, of some 30 initial public
offerings ("IPOs"). The bulk of its aftermarket business involved
securities that the firm had underwritten and in which it was also
a market maker in the National Association of Securities Dealers
Automated Quotation system ("NASDAQ").

Padgett and Graff jointly ran the firm on a day-to-day basis.
Padgett focused on administrative matters, whereas Graff
concentrated on the sales activities of the business. Each of the
firm’s branch offices had a manager who was responsible for day-
to-day supervision in that office. Certain branch managers were

designated as area managers with supervisory responsibility over
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" one or more branch offices in addition to their own offices. As
of early 1985, the Stuart-James hierarchy was expanded to include
the position of regional vice-president. Each of the regional
vice-presidents, among whom were respondents Nye and Ward, had
supervisory responsibility over a group of branch offices. The
compensation of the branch managers, in addition to commissions on
transactions of their own customers, was based on a percentage of
their offices’ gross commission. Area managers and regional vice-
presidents also received an override on commissions generated in
the offices under their jurisdiction. In addition, managers of
profitable offices, as well as area managers and regional vice-
presidents, shared in a profit pool.

Several times each year there were national managers’
meetings, held ‘either in Denver, where the firm’s corporate
headquarters and Padgett were located, or in Boca Raton, Florida,
where Graff had his office. Generally, these meetings were
attended by all braﬁch managers and those above them in the
hierarchy, including Padgett, Graff and Geman. In addi£ion, after
the position of regional vice-president was created, each Stuart-
James region generally had a managers’ meeting once a month,
attended by the regional vice-president, the managers of branches
within the region and occasionally‘by Padgett and/or Graff.

Pricing and Sales Compensation Policies

Under a pricing policy that was in effect from the inception
of the firm until about September 1986, branch managers and sales

agents had discretion to mark up the price on a customer buy
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trahsaction to 5% above the lowest NASDAQ ask quotation and to
impose a markdown of up to 5% below the highest NASDAQ bid on a
customer sell transaction. 7/ 1If a sales agent wanted to share
part of his or her commission, calculated under the Stuart-James
system as the difference between the firm’s "inside" bid or ask set
by the firm’s trading department (also referred to as the "strike
price") and the execution price, 8/ he or she could execute
transactions at prices more favorable to customers, even below the
NASDAQ ask or above the bid. Under a new pricing policy that went
into effect in or about September 1986, the discretionary aspect
was essentially removed. Transactions were to be executed at the
lowest NASDAQ ask quotation or the highest bid quotation,
respectively, regardless of what Stuart-James’ own NASDAQ
quotations were. 9/ There were some exceptions to the new policy.
The only one relevant here 1is that on a cross trade between
customers of the same sales agent, the buying customer was to

receive a 5% discount and the selling customer a 5% premium.

7/ While the Division maintains that the markups or markdowns
could be as high as 8% above or below the NASDAQ quotations,
the record indicates that as a general rule the limit was 5%.

8/ Stuart-James’ inside prices, which were used to determine
agents’ commission, are not to be confused with inside
quotations in NASDAQ, representing the best bid and asked
quotations of those inserted by market makers.

9/ Geman testified that the change in policy was prompted by
concern that the National Association of Securities Dealers
("NASD") would use the inside or strike price as the benchmark
from which to compute markups or markdowns, resulting in
markups or markdowns exceeding the NASD’s 5% guideline.
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Stuart-James’ compensation structure also has a bearing on
certain of the issues herein. Throughout the period under
consideration, with minor exceptions, it used a system involving
inside prices, under which, as noted, the sales agent’s gross
commission was based on the difference between the execution price
to the customer, either on the buy or the sell side, and the inside
price. 10/ The agent received 45% to 55% of the gross commission.
As a result of the way the inside prices were set by the trading
department, a sales agent realized a greater commission from a
crossed trade, i.e., principal sell and buy transactions in which
the sales agent had orders from both seller and buyer in hand, than
from a net sale, i.e., a simple sale to the trading department, or
even from a net sale and a net buy combined. By way of
illustration, on a NASDAQ stock quoted at $.10 bid and $.20 ask,
trading might set the inside prices at $.12 bid and $.16 ask. On
a customer net sell, assuming that the transaction took place at
the NASDAQ bid, the commission would be $.02 per share f(the
difference between the execution and inside prices). On a net buy,
the gross commission would be $.04. Thus, total per share

commission on the two transactions would be $.06. The remaining

-

10/ Padgett and Graff urge that the way in which Stuart-James
divided the bid-ask spread between itself and the sales agents
is irrelevant. They also object to the designation of the
portion received by the sales agent as a "commission,"
asserting that the firm did not charge a commission in the

normal usage of that term. However, the compensation
structure bears on certain of the issues. And, as Padgett and
Graff acknowledge, "commission" was the term used within

Stuart-James to describe sales agents’ compensation. In any
event, the name given to that compensation has no bearing on
resolution of the issues herein.
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$.04 of the spread would represent trading profit. On the other
hand, if the same trades were crossed, gross commission would
encompass the entire spread. 11/ In that situation, the firm
deemed its inside bid and ask prices to be midway between the
execution prices, or $.15 in this example. As a result, the
commission was $.05 each on the sell and the buy side, a total of
$.10, with no trading profit.

Credibility of Witnesses, Meinders in Particular

Respondents challenged the credibility of many of the former
sales agents that were called as witnesses by the Division, in many
instances asserting that those agents were biased against Stuart-
James and the individual respondents. In their brief, Padgett and
Graff argue that the time elapsed between occurrence of the facts
at issue and the hearing was so long that virtually all of the
witnesses had only dim or erroneous memories. They assert that
fhis factor made the witnesses susceptible to being "refreshed" by
the Division with recollections that weré& not true. And they urge
that I should therefore be wary of basing findings on festimony
elicited by the Division. (Padgett and Graff Brief at 143). The
Division points out that its witnesses were subjected to extensive
cross-examination, including examination concerning éontacts with
Division counsel in preparation for their testimony. It contends

that there is no evidence of improper coaching of witnesses, and

11/ There were some minor exceptions where the trading department
took a small part of the spread. This was the case on the
opening day of trading of Find SVP Inc., one of the securities
issues involved in the markup allegations, where trading took
1/2 cent per share or warrant on cross transactions.
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tﬁat, as a general rule, the testimony of particular witnesses was
corroborated by the testimony of others, contemporaneous notes, or
both. In making findings hereafter concerning the credibility of
various witnesses, I have given consideration to these arguments.

The testimony of one witness, however, raises unusual
credibility issues that warrant separate discussion. That witness
is Meinders; Meinders first entered the securities business in
1976. In the ensuing 8 years, he worked for the most part for New
York Stock Exchange firms, until joining Stuart-James in 1984. He
remained with that firm until October 1988. During that time, he
served variously as manager of two different branch offices, as a
sales agent and as assistant manager of a third office. On April
20, 1990, the Commission accepted Meinders’ offer of settlement and
dismissed the proceedings against him with the proviso that, if he
failed to comply with specified undertakings, the proceedings
against him could be reinstituted. One of those undertakings was
his agreement to testify in these p}ocreedings "in substantial
conformity with his proffer tendered with his offer of séttlement."
The proffer was contained in two letters addressed to the
Division’s lead attorney in this proceeding.

Various respondents thereupon filed motions seeking, among
other things, to dismiss the préceedings against them- and to
foreclose Meinders’ proposed testimony. They asserted in support
of the motions that Meinders’ proffered testimony contradicted
investigative testimonyrthat was favorable to respondents, and they

argued that in accepting the offer the Commission had already
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decided to credit the proffered over the investigative testimony
and had therefore prejudged the case. The Commission denied the
motions. 12/ It rejected the notion that it had credited the
proffer, noting that in the first instance it was up to the
administrative law judge whether to credit Meinders’ testimony and
what weight to give it, and that upon review of an initial decision
it would evaluate Meinders’ credibility in light of the entire
record existing at that time. In the same vein, the Commission,
in rejecting the motion to bar Meinders’ proposed testimony, stated
that his credibility had yet to be assessed. The Commission went
on to state,

[tlhe fact that he may now seek to change his prior

investigative testimony does not, in and of itself,

establish which, if either, version is truthful. Whether

or not Meinders testifies in a manner consistent with his

proffer, respondents are free to impeach his creaibility,

refute his version of the facts, and offer whatever
rebuttal evidche they deem appropriate. A law judge

will hear Meinders’ testimony including his cross-

examination, observe his demeanor and determine his

credibility. Once made, the law judge’s determination
cannot lightly be overturned. Under the circumstances,

we see no basis for precluding Meinders from testifying.

48 SEC Docket at 28 (footnotes omitted).

Stuart-James, and Padgett and Graff, state that in order to
preserve the issue for subsequent review, they repeat their
objection to the use of Meinders’ testimony against them. Stuart-
James, as well as Nye, Beaird, Gibbs, Sullivan and Sutton, repeat

arguments pertaining to assertedly improper ex parte contacts

between the Division and the Commission and asserted Commission

12/ The Stuart-James Co., Inc., Securities Exchange Act Release
No. 28810 (January 23, 1991), 48 SEC Docket 19.
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pféjudgment in connection with the Meinders settlement. These
objections pertain to matters resolved by the Commission’s Order
and are therefore not in issue before me. However, Padgett and
Graff urge that to the extent I consider Meinders’ testimony at
all, I should not give it any weight. Their point is that under
the terms of the Order Dismissing Proceedings Meinders faced
reinstitution of the proceedings and a possible serious sanction
if he failed to testify in conformance with his proffer. Under
these circumstances, they‘ éssert, his "coerced inculpatory"
testimony cannot be credited. (Padgett and Graff Proposed Finding
306). The proffer was not offered in evidence and is not part of
the evidentiary record.

During extended cross-examination by counsel for various
respondents, 13/ only a handful of inconsistencies between
~Meinders’ hearing testimony and his investigative testimony, given
in 1987, were brought out. Indeed, Meindgrs stood by substantial
portions of investigative testimony thagAwere read into the recard.~
He did admit that in 1987 he had lied in certain respects relating
mostly to transmission of anticipated aftermarket prices to sales
agents in the Colorado Springs office when he was manager there.
In explanation, he pointed out that during his investigative
testimony he was represented by Geman and another Stuart-James
compliance attorney, and that he was ccncerned about being fired
and sought to protect himself. I had the opportunity to observe

Meinders closely during the six days that he testified, including

13/ Counsel for Stuart-James chose not to cross-examine Meinders.



- 15 -
cross—-examination extending over three days. He impressed me as
generally forthright and candid, as having good recollection of
most of the matters and events he was questioned about and, by
virtue of his intermittent status as manager and his lengthy
experience .n the securities industry, as having a broader
understanding of those matters and events than some of the sales
agents who testified.
ITI. MARKUPS

The Allegation

This allegation, which as noted names Stuart-James, Padgett
and Graff and charges violations of the antifraud provisions,
relates to two IPOs in 1986, for which registrant was the sole
underwriter on a firm commitment basis. The offerings involved
units consisting of common stock and warrants of UMb Equities, Inc.
("UMBE") and Find SVP Inc. ("Find"). It is alleged that in advance
6f aftermarket trading, sales agents were instructed (1) to solicit
IPO customers to agree to resell the securities they were buying
to Stuart-James on the first day of aftermarket trading at a
specified price and (2) to solicit other customers to agree to buy
those securities from the firm on that day at a higher price, both
prices having been established by Pédgett’and Graff. -The Division
further alleged that the scheme was in fact implemented on the
first day of trading in riskless transactions; that Stuart-James
failed to disclose the above arrangements and transactions to its

customers; that it dominated and controlled first-day trading in

the UMBE and Find securities; and that it charged excessive
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uridisclosed markups ranging from about 38% to 200%. According to
the allegation, Stuart-James acted at the direction of Padgett and
Graff.

In a More Definite Statement submitted by the Division, it
stated that "the transactions involving alleged excessive markups
are limited to those 1in which securities . were acquired from
customers at or about the opening bid price and then resold to
other éustomers in riskless principal trades at or about the
opening ask price."

Summary of Contentions

The basic issue raised by the markup allegation and the
parties’ contentions concerning it is the appropriate basis from
which markups are to be computed. As the Commission stated in

Alstead, Dempsey & Company, Incorporated, 47 S.E.C. 1034, 1035

(1984),

[a]s early as 1939, this Commission held that a dealer
violates antifraud provisions when he charges retail
customers prices that are not reasonably related to the
prevailing market price at the time the customers make
their purchases. The key issue in cases involving
allegations of unfair pricing has always been how to
determine the prevailing market price, on the basis of
which retail markups are computed. Once that price is
determined, we have consistently held that, at the least,
markups more than 10% above that level are fraudulent in
the sale of equity securities.

(Footnotes omitted). 14/ The Commission went on to state that by

- li4/ In other cases, the Commission has said that undisclosed
excessive markups violate the antifraud provisions. See, e.g.,
Paul C. Ferguson, 39 S.E.C. 260, 263 (1959). And that is the
wording of the allegation in this case. 1In a recent decision,
where it was argued that adequate disclosure was made, the
Commission, finding that disclosure was not adequate, stated

(continued...)
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"prévailing market price" is meant the current interdealer market;
that for a dealer not making a market, contemporaneous cost is the
best evidence of the current market, absent countervailing
evidence; and that, in the case of an integrated dealer, i.e., a
firm that both makes a market in a security and sells the security
to retail customers, markups may be computed on the basis of the
contemporaneous prices charged by the firm or other market makers
in actual sales to other dealers or, if no such prices are
available, on the basis of representative ask quotations. However,
where an integrated dealer dominates and controls the market to
such a degree that it controls wholesale prices, then the dealer
must use its contemporaneous purchase price. 15/

The Division contends that under these well-established
principles concerning domin:ited and controlled markets Stuart-

James’ markups should be computed on the basis of its

14/(...continued) _ }
that it did not have to address the issue whether excessive
markups, 1f fully disclosed, are fraudulent. Meyer Blinder,
Securities Exchange Act Release No. 31095 at 25 n.60 (August
26, 1992), 52 SEC Docket 1436, 1460 n.60.

In its recent decision in Kevin B. Waide, Securities Exchange
Act Release No. 30561 (April 7, 1992), 51 SEC Docket 323, the
Commission, in a limited context, departed from the principle
that the base price for computing the fairness of a retail
securities price is the wholesale market price. It held that
in a sale made on a riskless principal basis of stock obtained
in an arm’s length inter-dealer trade not involving a
concession, assuring a fair price for customers required that
a firm’s markups be based on a price no higher than its cost,
even if there was evidence that the market price was higher
than that cost.

15/ Alstead, Dempsey & Company, Incorporated, 47 S.E.C. at 1035-
37. See also Meyer Blinder, Securities Exchange Act Release

No. 31095 (August 26, 1992), 52 SEC Docket 1436.
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céntemporaneous cost in retail purchases. Respondents, on the
other hand, urge that markups should be calculated from prices
charged in contemporaneous interdealer sales or from representative
ask quotations in the NASDAQ system. The difference in result, as
discussed infra, is vast. What follows is a more detailed summary
of the parties’ contentions.

Division

During the first minutes of aftermarket trading in the UMBE
and Find securities, Stuart-James executed thousands of pre-
arranged, riskless cross trades, in which it took excessive,
undisclosed markups ranging from 38% to 200% over contemporaneous
cost and totalling almost $5.5 million. It dominated and
controlled this internalized market, arranging that customers would
trade with each other at arbitrary prices established by Padgett
and Graff and unaffected by normal market forces. Stuart-James
created the appearance of "hot issues," leading IPO customers to
believe that there was almost a guarantééd profit. Those custoﬁers\
were solicited to sell at a substantial profit when trading
started. Aftermarket buyers were encouraged to pay before trading
started. Customers who had given aftermarket indications of buying
and selling were not called back for confirmation when trading
started. The pre-arrangéd trades wére executed as soon as trading '
started. Aftermarket buying blocks were used to absorb excess
buying indications. In Find, Stuart-James was not yet a market
maker at the time it executed the retail trades in the internal

market.



Stuart-James

The Division’s position would deprive the firm of the spread
between the bid and the ask, which represents the usual reward of
a market maker for taking the risk of making a market. Market
makers’ markups are to be determined on the basis of interdealer
transactions or validated quotations and not on the basis of
contemporaneous cost. Because it was a market maker, Stuart-
James’ transactions cannot be viewed as riskless principél
transactions. In Find, it had been granted market maker status
before any retail transactions were executed. Stuart-James did not
dominate and control the market for UMBE or Find securities. It
determined opening prices based on anticipated supply and demand.
Prior to aftermarket trading, customers were not given specific
prices, only price ranges. It is also not :rue that Stuart-James
"locked" IPO customers into selling at the opening of aftermarket
trading, or that indications of interest were not confirmed before
trades were executed. Stuart-James did not unilaterally set
prices; those resulted from an active and competitive mafket. The
Division ignored the wholesale market which was far from
insignificant. Registrant’s share of that market for the four
securities (UMBE and Find stock and warrants) was éhly 22.5% to
39.7%. The firm reasonably relied cn the advice of Geman, who
Closely followed SEC and NASD pronouncements in the securities

pricing area.



Padgett and CGraff

Stuart-James did not dominate and control the market for UMBE
or Find securities. Even if it did, however, it would have been
required to calculate markups from prices in interdealer sales and
not from its own retail purchase prices. In the UMBE and Find
securities, there was a broad and active wholesale market on the
first day of trading, which was not controlled by Stuart-James.
No other indicia of control are present. The markup rule proposed
by the Division is economically irrational and would have an
adverse effect on the securities markets. Customers were not given
aftermarket prices, but only estimates, before trading began. IPO
customers were not required to sell out on the first day of
trading. The evidence does not establish that aftermarket order
tickets with prices were prepared in advance of trading or that

trades were executed without obtaining customer confirmations of
their indications of interest. Since Padgett and Graff are not
charged with selling their own securit{és, they can only be found
secondarily responsible. Thus, scienter must be provén against
them even where the primary violations would not require such a
showing. Because they reasonably relied on the advice of counsel
and for other reasons, there is no basis for finding scienter.

Division Reply

In reply to respondents’ contentions, the Division argues,
among other things, that (1) the interdealer market stressed by
respondents 1is irrelevant because the pre-arranged trades were

executed independently of that market and before that market
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developed and Stuart-James is not charged with dominating and
controlling the entire first day trading market, and (2) Padgett
and Graff directly caused the violations and are therefore
Vdirectly, and not secondarily, liable.

In the sections that follow I turn initially to findings,
largely undisputed, describing the UMBE and Find offerings and
outlining the retail and wholesale transactions as well as the
NASDAQ qﬁotations on the first day of trading. I then step back
chronologically to consider the sharply controverted issues
regarding preparation by the various Stuart-James offices for the
opening of trading. The markup section of this decision ends with
my factual and legal conclusions.

The UMBE Offering; First-Day Markets in UMBE Securities

UMBE, which had been incorporated in 1985, was a "development
étage enterprise" that intended to syndicate and participate as a
general partner in partnerships to develsp, own and manage various
types of medical buildings. As respondents point out and the
Division does not dispute, UMBE was not a shell company, but a
legitimate company with a real business. The same was true for
Find. The UMBE IPO consisted of 1,610,000 units to ge offered to
the public at $2.50 per unit. Each unit consisted of five shares
of common stock and two redeemable Class A common share purchase

warrants. Thus, the offering encompassed 8,050,000 shares of
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common stock and 3,220,000 warrants. 16/ No value was attributed‘
to the warrants for purposes of computing dilution; hence, the cost
of the common stock was computed as 50 cents per share.

The effectivé date of the offering was Friday, March 14, 1986.
Stuart-James sold the entire offering to its customers on that day.
Aftermarket trading began the following Monday, March 17. That
morning, Stuart-James entered the NASDAQ system as a market maker
for the common stock and warrants. 17/ In the course of the day,
it executed a tremendous number of retail transactions, most of
them at or near the opening of trading. Overall, it purchased
about 4.4 million shares of stock from IPO customers in some 2,200
transactions and sold 4.5 million shares to other customers in
some 2,800 transactions. It also purchased 1.4 million warrants
in some 1,700 transactions and sold approximately the same number
in over 900 transactions. Stuart-James’ opening NASDAQ quotations
| for UMBE stock were 1 1/2 bid and 2 1/4 ask. Its opening
quotations for the warrants were 7/8 bid and 1 1/2 ask. In e€ach
case, these quotations represented or equalled the high bid and the
low ask at the time they were entered. Even though the NASDAQ
quotations changed throughout the day, the bulk of the retail

transactions was concentrated at or near Stuart-James’ opening

qguotations. Thus, of the common stock purchases from customers,

16/ In addition, UMBE’S registration statement covered Class B
warrants that were to be issued to the shareholders of its
affiliate, Universal Medical Buildings, Inc. These warrants
are not pertinent to the issues herein.

17/ The units were also traded, but not by Stuart-James.
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stuart-James bought approximately 3.7 million shares from about
1,900 customers at $1.50 per share. 18/ It re-sold about the same
number of shares to more than 2,200 customers at prices ranging
from $2.25 to 2.375 per share, with the vast majority of the sales
taking place at $2.25. 19/ Of the warrant purchases, Stuart-James
bought approximately 1 million from more than 1,200 customers at
the price of $.875 (7/8) per warrant. It re-sold almost the same
number to 700 customers at $1.50 per warrant. The record shows
that although Stuart-James’ opening quotations represented the best
quotations for only a very short time, many transactions were
executed at the above prices even after those quotations were no
longer in effect. At least in part, this was attributable to the
failure of a system designed to speed the process of order
execution, that had been put in place for the first day of trading
in the UMBE securities. Under this system, instead of the branch
éffices calling in their orders ticket by ticket to the trading
department, where duplicate tickets were filled out, those offices
were to send in orders by "faxing" specially creatéd sheets
containing the same information as would normally be on order
tickets. The experiment proved to be a total failure, because some

-

offices could not get through to busy fax lines; some faxed

18/ A relative handful of purchases were effected at prices
somewhat below $1.50.

19/ At the time of the UMBE offering, sales agents were permitted
to mark up the price on customer purchases 5% above the lowest
ask quotation. The $2.375 price, representing a markup of
slightly more than 5% from $2.25, probably represented the
outer limit of that range.




- 24 -
iﬁcompletely filled-out order sheets or attempted to fax the order
tickets themselves; and some order sheets were faxed multiple
times. The fax system was abandoned after about half an hour. As
a result of the inability of the branch offices to get their
customers’ orders executed promptly, Stuart-James apparently
decided to honor the tickets that had been prepared at its opening
prices.

Under the markup approach urged by the Division, using
contemporaneous cost in Stuart-James’ retail purchases as the basis
for computation, the sale prices reflected markups of 50% and more
for the stock and 71% for the warrants. On the other hand,
respondents’ approach, under which Stuart-James’ opening ask
quotations would be the base price in the computation, yields
markups of mostly zero and almost none exceeding 5%.

I turn now to findings concerning the first day aftermarket
in the UMBE securities away from Stuart-James’ retail market. It
is respondents’ position that the interdealer market for the UMBE
securities was a free and competitive market iﬁvolving a
substantial number of market makers and other broker-dealers and
was not dominated and controlled by Stuart-James. The Division
points out that it has not charged Stuart-James with dominating and
controlling the entire first day tréding market, but with ereating

a dominated and controlled internalized market. It contends that
the interdealer market is irrelevant because the assertedly pre-
arranged trades were executed independently of that market and

before that market developed. While my conclusion essentially
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adopts the Division’s approach, I set forth below findings
regarding the interdealer market in the event these should be
considered material at a subsequent stage of these proceedings;
The NASDAQ market for UMBE common stock was opened by another
firm, with a bid of 1 and an ask of 3. About 1 1/2 minutes later,
at 9:38 Eastern time, Stuart-James entered its initial quotations
of 1 1/2 and 2 1/4. 20/ 1Its opening bid remained the best NASDAQ
bid for only 62 seconds and its ask quotation the best for only 81
seconds. 21/ 1In each case the better quotations were inserted by

another firm. 22/ 1In the course of the day, about ten broker-

20/ Findings regarding NASDAQ quotations for the UMBE and Find
securities are based on Division exhibits 3, 4, 6 and 7, which
are Market Maker Price Movement Reports prepared by the staff
of the NASD. While relying on these documents for certain of
their own proposed findings, Padgett and Graff object to the
Division’s reliance on information included in them on the
ground that the NASD employee through whom they were offered
was unable to attest to their accuracy or to explain certain

entries contained therein. I overruled similar objections
when I received the Reports in evidence and I find no reason
to question their accuracy now. It is clear that they were

printouts of information routinely maintained by the NASD on
a computer and were furnished at the request of the Division.

Where times at which certain quotations were entered are
noted, I have deemed it sufficient to cite hours and minutes

and to omit seconds. Because they are self-evident, I have
also not deemed it necessary to include the designations
"a.m." and "p.m." Except where otherwise indicated, all times

are Eastern time.

21/ The Division relies on these facts to support its argument
that the sales agents would not have had time to confirm
indications of interest with their customers once trading
began.

22/ Respondents assert that with the exception of Stuart-James’
opening quotations for the UMBE stock, none of the opening day
price changes for the UMBE or Find securities were initiated
by the firm. They contend that this demonstrates the firm’s

’ (continued...)
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dealers in addition to Stuart-James entered quotations for the
stock in the NASDAQ system and many additional broker-dealers
engaged in trades. Stuart-James sold 150,475 shares to other
dealers in 26 transactions, and it bought 5,000 shares from another
dealer in a single transaction. Its sales began at 9:39 with é
1,000-share transaction at 2 1/4; the purchase, at 2 3/16, took
place shortly after noon. 23/ By the end of the day, the spread
between the high bid and 1low ask quotations had narrowed
drastically, to 1/16. In the course of the day, the high bid was
generally above 1 1/2, closing at 2 3/16; the low ask, while
closing at 2 1/4, was at times below that figure. While Stuart-
James accounted for the overwhelming number of retail transactions,
including 100% of retail purchases, it accounted for less than a

quarter of the wholesale market. In terms of number of shares,

22/(...continued)

lack of control over the markets in those securities. The
Division, on the other hand, _claims that Stuart-James
initiated many price changes. My review of the Market Maker
Price Movement Reports indicates that, aside from its opening
guotations in the UMBE stock and warrants, Stuart-James
initiated ten price changes in those securities; it did not
initiate any price changes in the Find securities.

23/ The Division maintains that the times stamped on the trade
tickets (Div. Exs. 264m and n) represent Mountain time, not
Eastern time. Padgett and Graff assert that the record does
not support the Division’s - position. "No evidence was
presented specifically directed to this question. However,
comparison of the prices in the sales transactions with the
then current ask quotations indicates that the time stamps
probably reflect Eastern time. Even stronger evidence for
this view is the fact that bid and ask quotations written on
a number of the tickets match the inside quotations only if
the times on the tickets represent Eastern time. Moreover,
it seems logical that Stuart-James’ initial wholesale sales
would take place at about the time it entered its first
gquotations in NASDAQ and not two hours later.
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Stuart-James accounted for 100% of retail purchases, 1.4% of
wholesale (i.e., interdealer) purchases (consisting of the 5,000-
share purchase) and 92.5% of all purchases, wholesale and retail.
On the sell side, Stuart-James accounted for 95.9% of retail sales,
41.2% of wholesale sales and 92.1% of total sales. 24/ In terms
of the total trading market, however, the wholesale market
accounted for only some 724,000 shares (purchases and sales
combined) as compared to a retail market of over 9 million shafes.

With respect to the UMBE warrants, Stuart-James opened the
NASDAQ market at 9:39 on March 17 with quotations of 7/8 bid and
1 1/2 ask. Its bid was the best NASDAQ bid for only 56 seconds;
another firm raised the bid to 1. The 1 1/2 ask was raised by
Stuart-James to 1 5/8 some 8 1/2 minutes later, but other firms
stayed at the 1 1,2 level for a few more minutes after that. Here,
too, there were a substantial number of market makers in the NASDAQ
system and other broker-dealers who engaged in trades 1in the
warrants. In the course of the day, Stuart-James sold 46,800
warrants to other dealers, beginning with a 5,006—warrant
transaction at 9:39 at 1 1/2; it bought 500 warrants at 9:52 for

1 19/32 ($1.59375). 25/ By the end of the day, the spread between

24/ The above figures and the figures for the UMBE warrants market
on March 17 are based on Div. Exs. 237(a) and 237(b). Padgett
and Graff Ex. 95, although based on those exhibits, includes
some slightly different numbers. As far as I can determine,
the record does not 1indicate the reasons for these
discrepancies. In any event, they are not material.

25/ This transaction, involving a purchase from First Jersey,
looks like an aberration. At 9:52, the inside market was 1

3/8 bid and 1 19/32 ask. The low ask quotation was First
(continued...)
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the high bid and the low ask had narrowed to 1/8. In the course
of the day, the high bid was consistently above 7/8; the low ask
was above 1 1/2 for part of the day before closing at that figure.
As with the common stock, Stuart-James accounted for 100% of retail
purchases; it accounted for .5% of wholesale purchases (consisting
of the 500-warrant purchase) and 93.1% of all purchases. On the
sale side, Stuart-James accounted for 96.3% of retail sales, 44.9%
of wholesale sales and 92.9% of total sales. In terms of the total
trading market, the wholesale market accounted for some 209,000
warrants as compared to a retail market of more than 2.8 million
warrants. Stuart-James’ total wholesale market share in the
warrants was about 23%.

Taken together with the fact that the dollar amount of
interdealer trading in the UMBE securities on the first day of
aftermarket trading totalled in the hundreds of thousands of
dollars, respondents’ point that such trading was not insignificant
as measured either in volume or dollar amount is well taken. In
terms of the total trading market, however, it is appérent that,
as urged by the Division, the wholesale market was dwarfed by the

retail market.

N

25/{(...continued)
Jersey’s. Stuart-James’ own quotations were 1 and 1 5/8. It
is most unlikely that Stuart-James, which was the dominant
dealer in the market, would buy at the contra dealer’s ask and
far above its own bid. This becomes even more unlikely in
light of the fact that at 9:47 and again at 9:59 Stuart-James
sold warrants to other dealers at 1 1/2.
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The Find Offering; First-Day Markets in Find Securities

Find, which was incorporated in 1969, was engaged in the
development and marketing of information services and products.
The Find IPO consisted of 621,000 units to be offered to the public
at $7 per unit. Each unit consisted of 100 shares of common stock
and 25 redeemable common stock purchase warrants. Thus, the
offering encompassed 62,100,000 shares of common stock and
15,525,000 warrants. No value was attributed to the warrants for
purposes of computing dilution; hence the cost of the common stock
was computed as 7 cents per share. Stuart-James was sole
underwriter, on a firm commitment basis. The effective date of the
offering was Friday, October 31, 1986. Stuart-James sold the
entire offering to its customers that day. Aftermarket trading
began the fo’lowing Monday, November 3.

In the morning of November 3, Stuart-James entered the NASDAQ
system as a market maker for the common stock and warrants. On
that day it executed a very large number of retail transactions,
most of them at or near the opening of trading. Ovérall, it
purchased about 43.1 million shares of stock from IPO customeré in
some 2,500 trades and sold 42.3 million shares to other customers
in some 3,500 transactions. Stuart-James also purcﬂ;sed on that
day 9.3 million warrants in 2,300 transactions and sold about 9
million warrants in 715 transactions. Stuart-James’ opening NASDAQ
quotations for the stock were 1/8 bid and 3/16 ask. 1Its opening

quotations for the warrants were 1/16 and 1/8. In each case, these

quotations matched the high bid and the low ask at the time they
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were entered. However, the opening bid and ask quotations for the
warrants, by another dealer, had been 1/32 and 3/32. The bulk of
the retail transactions was concentrated at the best opening prices
or within 5% thereof. 26/ Thus, of the common stock purchases from
customers, Stuart-James bought approximately 33.3 million shares
from about 2,200 customers at 12 1/2 cents (1/8) or 13 cents per
share. It resold approximately 31.8 million of these shares to
about 2,500 customers at prices of 18 cents or 18 3/4 cents (3/16)
per share. With respect to the warrants, Stuart-James bought
approximately 7.6 million from almost 1,900 customers at prices
ranging from 3.125 cents (1/32) to 4 cents each. It resold
approximately 7.4 million to 561 customers at prices ranging from
9 cents to 9.375 cents (3/32) per warrant. Using the same markup
approach as with UMBE, the Division calcﬁlated markups of 38% or
50% to purchasers of the stock and 157% to 200% to purchasers of
' the warrants. The Division approached its markup calculations as
follows: Noting that at the time of -the Find offering Stuart-
James’ pricing policy provided for a 5% premium and discount,
respectively, where securities were crossed in a sales agent’s own
book, it assumed that customer sales of stock at 13 cents were
crossed with customer purchases at 18 cents, and that customer
sales at 12 1/2 cents were crossed with customer purchases at 18
3/4 cents. The latter series of transactions presumably involved

trades crossed between different sales agents. The Division’s

26/ By this time Stuart-James had a new pricing structure, under
which customers received a 5% break on a cross trade within
an agent’s "book."
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analysis for the warrants is similar. The analysis has not been
challenged and appears to be reasonable. As with UMBE, respondents
take the position that it is inappropriate to calculate markups on
the basis of contemporaneous cost.

I turn now to a description of the first day interdealer
market in the Find stock and warrants. The market for the common
stock was opened by another firm at 10:49 with quotations of 1/8
bid and 3/16 ask. Some eight other dealers matched those
gquotations within the next few minutes, prior to Stuart-James
entering its initial quotations, also at the same level, which were
then the best NASDAQ quotations, at 11:03. At 11:20 the best bid
was raised to 5/32, by another market maker. Stuart-James
increased its quotes to a bid of 5/32 and an ask of 7/32 at 11:25,
following the lead of severa. other market makers. At 11:29, these
became the best NASDAQ quotes. Unlike the situation in the UMBE
securities, the inside spread at the close of the day had not
narrowed over the opening spread. Some 15 other market makers
entered quotations for the stock in the NASDAQ system on~the first
day, and many additional broker-dealers engaged in trades. While
Stuart-James accounted for the overwhelming number of retail
transactions, including 100% of retail purchases, its wholesale
market share amounted to only about 24%. That share consisted of
sales of 662,000 shares, beginning with a sale of 50,000 shares at
11:01 at $.1875 (3/16). In terms of number of shares, Stuart-
James accounted for 100% of retail purchases, 0% of wholesale

purchases and 97.3% of all purchases, wholesale and retail. On the



- 32 =
sell side, it accounted for 98.5% of retail sales, 55.5% of
wholesale sales and 97.3% of total sales. 27/ In terms of the
total trading market, however, the wholesale market accounted for
only some 2.4 million shares as compared to a retail market of
almost 86 million shares.

With respect to the Find warrants, the market was opened by
another dealer at 10:50 with quotations of 1/32 bid and 3/32 ask.
One and a half minutes later, the high bid had increased to 1/16.
By the time Stuart-James entered its first quotations, at 11:12,
several other dealers had entered quotations and the market had
moved up to 1/16 and 1/8. Along with other dealers, Stuart-James
later increased its quotations to 3/32 and 5/32, and it remained
there to the close of the day, while the lowest ask went down to
1/8. The closing inside spread was 1/32, as against the opening
spread of 1/16. Here, too, there were a substantial number of
market makers in the NASDAQ system and other broker-dealers who
engaged in trades in the warrants. As with the common stock,
Stuart-James accounted for 100% of retail purchases; it made no
wholesale purchases and accounted for 91.8% of total purchases.
Oon the sale side, it accounted for 94% of retail sales, about 74%
of wholesale sales and 92.5% of total sales. 1Its wgolesale sales
totalled 616,000 warrants, beginning with a sale of .100,000
warrants at 10:55 at 1/16. In terms of the total trading market,

the wholesale market accounted for about 1.7 million warrants as

27/ The above figures and the figures for the Find warrants market
’ on November 3 are based on Div. Exs. 238(a) and 238(b) and on
Padgett and Graff Ex. 95.
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compared to a retail market of some 18.9 million. Stuart-James’
total wholesale market share was about 40%.

As with the UMBE securities, the record shows that the
interdealer market in the Find securities was not insignificant but
was dwarfed by the retail market.

Preparation for First-Day Trading

The most vigorously contested factual issues in the markup
area relate to the activities that took place in the various branch
offices in the days preceding the effectiveness of the UMBE and
Find public offerings and the commencement of aftermarket trading,
as well as contacts with customers or the absence thereof following
opening of the aftermarket. Among those issues are the following:
Were sales agents given specific aftermarket prices by their
managers well in advance of trading and, it so, did they use these
in soliciting indications of interest from their customers, also
in advance of trading? Or were the sales agents and their
customers given only estimated prices or ranges of possible prices,
as respondents contend? Did the sales agents, in advance of
trading and based on indications of interest, prepare sell and buy
order tickets which included execution prices? Were customers who
had given indications of interest contacted again after trading
began to confirm that they wanted to go through with the
transaction, or were they contacted only after transactions had
already been executed? As the Division sees the answers to these

questions, they add up to completely pre-arranged cross trades
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whose execution once trading began was essentially a formality.
Respondents, of course, have a different view of the evidence.

A vast amount of evidence was adduced from a multitude of
witnesses on these and related questions. Not surprisingly, there
are significant conflicts. In large measure, thése conflicts are
attributable to witnesses’ inability to recall specifically events
that had taken place years earlier. Because the IPOs brought out
by Stuart-James during the period 1985-1987 were handled
essentially the same way, those former employees who participated
in a number of offerings understandably had difficulty
distinguishing among them in their recollections. Generaliy
speaking, UMBE left a greater impression on the witnesses than
Find. In UMBE there was an unusually great demand for the
securities, the price projections kept increasing in the days
preceding the beginning of trading and the opening bid price was
'triple the IPO price. On the other hand, for most of the witnesses
the Find offering and aftermarket did not stand out from many other
IPOs. Although the UMBE and Find offerings included both stock
and warrants, the testimony for the most part was concentrated on
the stocks, which were the more wvaluable part of the units
packages. This is partly a result of the questions that were asked
and partly a result of witnesses having considerably 1less
recollection about the warrants.

In subsequent pages I undertake a detailed analysis of the
evidence regarding certain aspects of the activities leading up to

and on the first day of trading of the UMBE and Find securities.
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As éo some of those matters, the evidence is often less than clear.
However, the consistent testimony of the former sales agents who
testified, representing a number of branch offices, leaves no doﬁbt
that in certain basic respects the approach, during the period
under consideration, regarding preparation by the sales force for
the opening of trading was essentially the same throughout the firm
and for all issues brought out by the firm, including UMBE and
Find. Thus, I cannot credit the testimony of Padgett and Graff
that there was no firm-wide approach or training regarding such
preparation, and that every branch and sales agent probably handled
things a little differently.

Almost without exception, the issues underwritten by Stuart-
James were so-called '"hot issues," which opened for trading at a
premium above the offering price. Thus, the favored custoners who
were permitted to buy the new issues were provided with the
opportunity for immediate profits. In UMBE and Find, as has
already been noted, those profits were ve;y substantial. The basic
and common plan of the various branch managers, which was a logical
consequence of registrant’s pricing and compensation policies, was
to encourage sales agents (1) to encourage IPO customers to sell
their new issue securities as soon as trading started and (2) to
solicit other customers, also days or even weeks prior to the
openiﬁg of trading, to buy those securitiesz in the aftermarket at

still higher prices. 28/ To that end, generally beginning as soon

28/ An alternative plan recommended by at least some managers for
IPO purchasers who wanted to retain their IPO securities was
(continued...)
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as the sales agents began placing the new issue, the agents
obtained indications of selling interest from many of the IPO
purchasers and indications of buying interest from projected
aftermarket buyers. Many of the latter were told to get in checks
right away, well before trading began. The indications ripened
into actual sell énd buy transactions once trading began.
Respondents do not dispute that it was the goal and practice of the
branch offices to execute trades for which there were indications
as soon as possible after the market opened.

In UMBE and Find, the spreads between the prices at which the

IPO customers sold their stock and warrants and the prices paid by

aftermarket buyers - - reflecting for the most part Stuart—James'
opening bid and ask quotations - - were enormods: they are the
basis for _he markup allegations. As noted, under Stuart-James’

compensation structure the entire spread was treated as gross
 commission in the case of drossed trades. Thus, by crossing stock
from IPO purchasers to aftermarket buyers, sales agents as well as
managers and vice-presidents, who had their own customers and in
addition received a percentage of the agents’ commissions as an
override, could earn huge commissions. Additional commissions were
earned by causing the IPO customers to reinvest the proceeds of
their sales. Richard Evans, who worked as a sales agent in.Houston

and participated in a substantial number of new issues, testified

28/(...continued) ,
to buy additional amounts of the same securities at the
opening of the aftermarket, provided such securities were then
available.
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tha£ "the bulk of our business was . . . the new issue day." (Tr.
7498). Among evidence putting this in concrete terms is Meinders’
testimony that when he was manager in Colorado Springs in the first
half of 1987, the office’s gross commissions on days other than
first days of trading of new issue averaged about $7,000 or $8,000,
whereas commissions on first days of trading of new issue amounted
to $40,000 to $45,000. He further testified that this was typical
of the situation throughout the firm. Sullivan, who was Meinders’
predecessor as manager, testified that on some occasions the office
did more than $100,000 production on the first day of trading of
an IPO. Moreover, the fact that the allocation of subsequent new
issue to sales agents was based largely on prior production
provided added incentive to take advantage of the opportunity that
the first day of trading presented.

While Stuart-James generally went short on the first day of
trading of a new issue, the various branch offices did not know
until after trading began whether theymwould receive blocks 6f
stock from which buy orders could be filled, or whether such blocks
would be adequate to fill the demand. Thus, the IPO purchasers

were the only assured source of supply from which to gill purchase

orders. As one former sales agent put it, "the only source of
production you got for the opening market [was] . . . the IPO."
(Tr. 9285-86). While the manner in which IPO purchasers were

approached to sell out on the first day of trading varied, that

they were widely encouraged to sell is clear notwithstanding
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denials by some of the former managers. 29/ Even managers who
denied training their sales agents to encourage new issue clients
to sell at the opening of trading acknowledged that the commission
structure provided an incentive for the agents to cross new issue
at that point. For example, Beaird, who was manager of a Houston
office at relevant times, when asked whether he would encourage
sales agents to have their IPO customers sell to other customers
in cross trades on the first day of aftermarket trading, answered,

"I think that took care of itself. There’s obviously a big

commission advantage if they had buyers in the aftermarket." (Tr.
7022-23). Meinders testified that as manager in Colorado Springs

he did not require sales agents to arrange to cross the IPO
securities whén trading opened, but that he showed them what the
results would be if they did so.

In approaching IPO customers to sell as soon as trading
started, it was common for sales agents (and common for managers
to train their agents) to ask if the customers would sell or to
suggest that they sell if a certain percentage of profit could be
achieved. At the same time, buy indications were commonly
solicited by asking customers or prospective customers a question

-

such as the following: "If I can get you [the security] at ([x

29/ Padgett and Graff contend that IPO customers were not required
to sell out on the first day of aftermarket trading. But such
a requirement is not, as they claim, part of the Division’s
markup theory. Whether, as the Division alleges in the so-
called "tie-in" allegation, IPO customers of certain branch
offices were not simply encouraged to sell on the first day
of trading, but were required to agree to do so as a condition
of being permitted to buy the IPO securities, is the subject
of Part V of this decision. :
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priée] or better, how much are you good for?" For example, Lasek,
who became assistant manager of the Albuquerque office in March
1986 and manager in or about June of that year, testified that
before trading started on a new issue, he expected the sales agents
to line up selling indications of interest from the IPO buyers and
aftermarket buying indications from others, by asking the former
whether they wanted to sell if a certain percentage profit could
be obtained and the latter how much they would be interested in
buying if the security could be obtained at a certain price or
better. Certain former sales agents testified that by using a
figure substantially higher than the expected ask price, they would
then "look like a hero" when the purchase was actually effected at
a lower price.

The focus in the discussion that follows is on the questions
noted at the outset of this section, with reference to the way in
which the UMBE and Find offerings were handled. As to these
guestions, the pertinent evidence is not as clear or consistent as
it is with respect to the matters discussed above. Hencé, a more
detailed look at the evidence and more detailed findings are
necessary. My findings are based principally on the testimony of
(1) former sales agents who participated in one or both of those
offerings and who appeared to have a‘reasonably good recollection

about them or at least about routine practice in their offices; 30/

30/ I have not relied on the markup testimony, among others, of
Frances Dollen, who worked in the Houston Post Oak office at
the time of UMBE and Find. Dollen’s business was almost
entirely in 1listed securities, and she had no specific
recollection regarding UMBE or apparently of Find.
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(i) the respondents; and (3) a number of customers. Many of the
former sales agents testified at great length, some for several
days each, including very extensive cross-examination and
introduction into the record of portions of their investigative
testimony. The summaries that follow represent an effort to
distill the essence of their testimony focussed on the questions
noted above.

Graff testified that he and Padgett set Stuart-James’ opening
aftermarket bid and ask prices based on information received from
the firm’s vice~-presidents as to selling and buying indications at
various price levels. He testified that in terms of timing, the
"actual hard information with regard to indications on which we
determined the opening price level was received shortly prior to
the opening of the stock." (Tr. 644). Graff explained that by
"shortly" he meant half an hour or less. Padgett’s testimony was
to similar effect. Graff further testified that it was his
practice, when asked a couple of days or less in advance of trading
by a vice-president or manager as to his opinion of the épening bid
and ask, to give his opinion or his "best guess." (Tr. 658). He
insisted that he was more often wrong than right. Padgett
testified that when asked before trading started on a new issue,
he gave his opinion regarding a raﬁge of possible bid prices, but
never gave an opinion as to a specific price.

As has been noted, Stuart-James’ opening quotations for UMBE
stock on March 17, 1986 were 1 1/2 bid and 2 1/4 ask. These prices

coincided with figures given out by Graff at a regional vice-
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preéidents' or managers’ meeting on Saturday, March 15. 31/
According to Graff’s testimony, he told the attendees that he
believed the market would open at "“approximately around" those
prices. (Tr.656). Graff testified that he could not recall whether
he also gave anticipated prices for the warrants. It is clear that
the estimated aftermarket 6pening ask prices for UMBE stock and
possibly warrants changed upward more than once during the days
preceding the opening of trading, presumably in response to
indications of additional buying interest.

Jan Blair, who at the time of the UMBE offering was assistant
manager of an Atlanta office and at the time of Find was manager,
testified that iﬁ 1985 she was trained "in the opening of a new
issue,” and that she used the method that was taught in both of
those IPOs. (Tr. 702). The system involved (1) selling the IPO
securities to clients they felt would "work with the system” (tr.
706); (2) finding aftermarket buyers before trading began; (3)
lining up crosses; (4) writing up tickets and giving them to the
manager, still in advance of the opening of trading; and (5)
calling the customers after the orders had been executed and
encouraging the IPO customers to buy other Stuart-Jam?s securities
with the proceeds. With particular reference to. UMBE, Blair
testified that she was given openiné bid and ask prices several
days before the effective date and passed them on to the sales

agents so that they could solicit buyers and line up crosses. She

31/ Graff testified it was a regional vice-presidents’ meeting.
Ward, a regional vice-president, testified that it was a
managers’ meeting.
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further testified that in advance of the opening of trading she
received tickets from the agents, complete with execution prices,
and reviewed them, but that the ask price changed on Monday
morning, before trading began, with the result that buy tickets had
to be changed. Blair testified that customers were called only
after the transacfions had been executed. She testified that other
IPOs, including Find, were handled the same way. 32/

Anna Snook, who was employed as a sales agent 1in the
Albuquerque office from February 1986 to March 1987, testified that
the prices given by Gibbs, the manager, at which the sales agents
were to solicit aftermarket purchase indications of interest for
UMBE stock, gradually increased from $1.50 to $2 to $2.50.
According to Snook, on the night of Saturday, March 15, 1986, Gibbs
called a meeting of the sales agents for the following morning.
At the Sunday meeting, Gibbs wrote a series of numbers on the
blackboard concerning the UMBE offering. Snook, who was in the
habit of taking copious notes during office meetings, testified
that her notes that are Division Exhibit 27 reflect exactly what
Gibbs wrote on the board. As explained by Snook, figures under a
heading "Crosses" represented the opening aftermarket priées for

the common stock and the warrants. The figures were 1.50 and 2 1/4

32/ With respect to respondents’ attacks on Blair’s credibility,
including the facts that at the time of her testimony she had
pending a sex discrimination suit against respondents, and
that there were a few discrepancies in her testimony during
the four days she was on the stand, I am of the view, based
in part on my observation of her demeanor, that she testified
truthfully to the best of her ability.
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for"the common stock and 7/8 and 1 3/8 for the warrants. 33/ As
previously noted, Stuart-James’ opening NASDAQ quotations for the
stock were 1 1/2 bid and 2 1/4 ask for the stock (the same figures
written by Gibbs on the board); they were 7/8 bid and 1 1/2 ask for
the warrants (compared to figures of 7/8 and 1 3/8 written on the
board) . Snook testified that at the Sunday meeting the sales
agents prepared trade tickets using the above figures. She further
testified that early in the morning of Monday, March 17, before
trading opened, she called her aftermarket buying clients to tell
them that the price had changed. 34/ While Snook testified that,
as a novice in the securities business, she did not understand what
was going on at the time of the UMBE offering, and that as of the
time of her testimony '"that time [was] very vague" to her (Tr.

2086), I be.ieve the above testimony, which in important respects

33/ In 1987 investigative testimony, Snook stated that at the
Sunday meeting, Gibbs wrote examples on the board, maybe as
many as ten, "“of how to cross and where your crosses were
likely to run." (Tr. 2100). At the hearing, while stating
that her answers at that time were truthful, Snook testified
that the information reflected on Exhibit 27 was exactly what
Gibbs put on the board for all sales agents, and that only
later, after the more experienced sales agents had left,
Gibbs, for the benefit of the newer agents, erased that
information and put various "examples" on the board. (Tr.
2104).

34/ 1n her 1988 investigative testimony, Snook stated that on -
Monday morning Gibbs told the sales agents that the ask price
had changed again, and that as a result the tickets prepared
on Sunday had to be redone. At the hearing she could not
recall whether the prices on the tickets had to be changed
again on Monday, but stated that she "would have recalled it
better" in 1988. (Tr. 1943).




- 44 -
i; corroborated by other witnesses, to be essentially reliable. 35/

Kathleen McFadden, who was also a sales agent in the
Albugquerque office for most of 1986, testified that she began
soliciting aftermarket indications of interest from potential
buyers about 10 days before the UMBE effective date, using a range

of possible prices. 36/ She further testified that at the Sunday

35/ Respondents contend that many of Snook’s notes reflect her
lack of understanding of what was going on around her and are
therefore not reliable, and that she was unable to provide
independent recollection concerning the circumstances under
which the notes were written. (Padgett and Graff Proposed
Finding 305). However, the only notes specifically cited by
respondents are Division Exhibit 57. I agree that Snook
erroneously identified Graff as the speaker when those notes
were taken. However, there is no question that Division
Exhibit 27 reflects material written on the blackboard by
Gibbs.

Respondents make a broader attack on Snook’s credibility,
predicated on her asserted bias. That claim is based
principally on the fact that she was fired and then filed a
sex discrimination suit against Stuart-James and contacted
this agency as well as other federal and state agencies with
complaints against the firm. While it seems clear that Snook
is not favorably disposed toward Stuart-James, based on my
observation I believe that she conscientiously sought to
testify truthfully. (Cf. Gilbert F. Tuffli, 46 S.E.C. 401, 404
n.1l2 (1976) (the fact that a customer is suing the respondent
broker to recover money lost on his investment is no basis for
rejecting his testimony)). It should also be noted that her
notes were taken at a time when there was no question of bias.

36/ Padgett and Graff assert that McFadden and Deneen Cordova,
another former sales agent in the Albuquerque office, met with
each other before testifying to compare stories, and that I
should therefore find that any corroboration they offer one
another is the result of collusion rather than separate and
independent recollections. However, there is no factual
predicate for this argument. Each of these witnesses
testified, in my judgment credibly, that she did not discuss
her proposed testimony with the other, and McFadden, who
testified after Cordova, further testified that she had no
communication with Cordova after the latter’s testimony about
that testimony or the subject of her own testimony.
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meeting, Gibbs wrote bid and ask prices for the common stock and
the warrants on the blackboard, which were to be the opening
aftermarket prices. When shown Division Exhibit 27, McFadden
testified that if it was not exactly what Gibbs wrote on the board,
"it’s awfully close." (Tr. 6372). She further testified that the
sales agents, who had already prepared tickets on Friday using
prices of $1.50 for customer sales and $2 for customer buys,
changed the buy tickets to reflect the higher price of $2.25.
McFadden further testified that she believed that on Monday
mornihg, Gibbs instructed the new sales agents to confirm
aftermarket orders with customers, and that she did so.

Deneen Cordova was originally hired as a receptionist in the
Albuquerque office in late 1985, then assumed clerical and back
office functions prior to becoming a sales agent in October 1986. 37/
She testified that on Friday, March 14, she saw fully prepared
aftermarket order tickets on the desks of the sales agents, with
the crosses clipped together. When she arrived for work the
following Monday, she heard sales agents stating that they had been
called in for a meeting on Sunday because the price had changed,
and that they had had to contact their clients and redo their

tickets. She testified that at that point, before'trading had

37/ Padgett and Graff assert that because Cordova was not a sales
agent for much of her time with Stuart-James, including the
time of the UMBE offering, she was less likely to have paid
attention to matters involving sales agents, and that her
testimony should be discounted accordingly. I base no
findings concerning UMBE on Cordova’s testimony except to the
extent it is corroborated or reflects what she saw with her
own eyes.
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bégun, the tickets were in Gibbs’ office, fully made out and
initialled by Gibbs.

Gibbs, who was still employed by Stuart-James at the time of
his testimony, acknowledged that there was a strong possibility
that Snook’s notes (Div. Ex. 27) reflected what he had written on
the board on March 16. However, he characterized the figures as
"an example of possible projectiohs" (Tr. 6047) and stated that he
had given the sales agents "examples" using other figures on other
days as well, which were to be used in soliciting aftermarket
indications of interest. Gibbs further testified that he was
advised by Nye and/or Sutton on Sunday morning that "these [numbers
on Div. Ex. 27] might be parameters where the stock, in the event
it opened, might open. These were to be used as guidelines, as
examples, to our brokers." (Tr.6057). Gibbs also characterized the
figures provided by Sutton or Nye as "estimates." He further
testified that on Monday morning, before trading started, he had
the sales agents call customers who haa given them indication§ of
interest to confirm that those indications were still good. He
testified that if an indication could be "filled" when trading
opened, it was viewed as an order and executed, and the customer
was not called again until after execution. Gibbs maintained that
while the sales agents filled out portions of order tickets on
~ March 16, the boxes for execution price; strike price and
commission were left blank. He also testified that it was his
practice, which he shared with sales agents, to write on top of the

ticket the dollar amount the customer was willing to invest and the
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maximum price he or she was willing to pay. He denied seeing any
tickets with execution prices on them before UMBE opened for
trading or having tickets stacked in his office. He testified that
once trading started the sales agents put the prices on the order
tickets and brought them to him to be initialled. Gibbs admitted
that he did not call his own UMBE customers once trading started
until after their trades had been executed.

Richard Evans, who was a sales agent in registrant’s Houston
Post Oak office from September 1985 until July 1986 and then worked
a few more months in another Houston office of the firm, testified
that in UMBE, as in other new issues, his managers (in the Post Oak
office his manager was Beaird) did not give the sales agents
specific opening prices in advance of trading, but merely
indications of where they expected the opening prices to be. He
further testified that the indications were often wrong, but that
"most of them were very, very close." (Tr. 7525). He did not
solicit prospective aftermarket buyers in_terms of specifip priceé,
but in terms of a dollar commitment based on an approximate price.
As in Albuguerque, Beaird held a meeting on the Sunday before
trading in the UMBE securities opened, at which they "narrowed down
where the price of these stocks was coming out." (Tr. 7447). It
was his recollection that particular prices wefe discussed,
althoﬁgh he could not recall what they were. Evans further
testified as follows: He filled out his tickets in advance of the
opening of trading, but not the spaces for execution and strike

prices and commission. Because he could not be sure of the opening



- 48 -
prices, he did not fill in those spaces until trading began. He
did not call his customers back until after the transactions had
been executed. In that connection, Evans testified that the first
day of aftermarket trading was a very quiet day in the office, at
least for him, since he was not talking to his customers. "The way
we were going to trade was pretty much . . . pre-arranged. Unless
something totally out of the ordinary was going on with the stock,
I didn’t call them. Maybe I would call them . . . at the end of
the day, but not while all this was going on, not when the stock
came out.”" (Tr. 7440).

Beaird testified that in the UMBE situation he received no
estimate of opening prices from his superiors, that with UMBE it
waé particularly difficult to anticipate the opening prices, and
that he and the sales agents in his office solicited both potential
sellers and buyers by giving them an estimated range and taking
indications at different price levels. He disclaimed any
connection between the Sunday meeting and Graff’s increase of ‘the
estimated ask price the day before. According to his‘testimony,
the meeting took place "[b]ecause we all had no idea where UMBE was
going to open," and he and others at the meeting gave their
estimates of opening prices. Beaird further testified that he
wanted the sales agents to have their sell and buy tickets ready
for opening day, filled out except for the prices, but noting
dollar maximums and maximum price per share on buy tickets and

minimum price on sell tickets. He also testified that he believed
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he éid call back customers who had given him indications of
interest when trading opened.

Wilfred Lefebvre, who was a sales agent in the North Miami
office at the time of the UMBE offering, testified that a week or
so before the UMBE stock opened for trading, his manager (not a
respondent) gave the sales agents a "range" of prices, but that on
Friday, March 14, they were given specific prices of 1 1/2 and 2
and prepared order tickets based on those prices. According to
Lefebvre, on Monday morning, before trading began, the sales agents
were told that the ask price had been increased to 2 1/4, and they
had to revise the buy tickets accordingly. Buy tickets received
in evidence reflect an original execution price of 2 that has been
crosed out and 2.25 substituted. (Div. Ex. 273). Lefebvre
testified that he did not call his customers back before executing
the buy orders, and that he could not recall whether he had given
specific prices to them, but that it was his usual practice to
mention a higher price than the expected»ask so as to "look gooa"
to his customers. He further testified that he obtained
commitments from his customers to invest a certain amount, however
many shares that turned out to buy. 38/ .

Jason Kates, who worked in the same office, testified that the

sales agents received specific bid and ask prices for the UMBE

38/ Lefebvre acknowledged that he had told the staff of the
Commission that he believed the penny stock industry "should
be shut down." (Tr. 5910). While that could be taken as
evidence of bias against respondents, it was my observation
that his opinion on that subject did not color his testimony
or affect his credibility.
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stock the morning of the first day of trading, before trading
began, and filled out the tickets at that time. He did not call
his selling customers until after the sales had been executed.
Paul Joyce, a sales agent in the Boca Raton office at the time
of the UMBE offering, testified that generally on IPOs the manager
gave the sales agents specific bid and ask prices in advance of
trading, and that the agents in his office generally prepared order
tickets in advance. According to Joyce, the manager suggested
using a higher figure in soliciting aftermarket buy indications so
that the agent would then "look like a hero" when the purchase was
effected at a lower price. As to UMBE, Joyce testified that
because of the great demand "it was Jjust total chaos when that
stock opened." (Tr. 5746). And he indicated that in the UMBE
situation the sales agents were not given specific prices in
advance of the opening of trading. He did not £fill out order
tickets in advance. And in his investigative testimony, apparently
inconsistently with his trial testinony, he stated that‘ he
reconfirmed indications of interest with his customers once
aftermarket trading began before putting the orders through.
Ward, who as noted was vice-president for the Southeast
region, which included the Boca Ratqn office, testified that on new
issues, including UMBE, he gave ranges of bid and ask prices, but
notrspecific prices, to the managers under him in advance of
trading, and that these usually came from Graff. He further
testified that he wanted the sales agents to solicit indications

of interest, particularly buy indications, and that prospective
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buyers were asked how much they would invest if the security could
be obtained at a certain price or 1less. In addition, Ward
testified that he expected sales agents to contact their customers
when trading opened to confirm the indications, and that he did not
want trade tickets made out in advance of trading.

Thomas Brasley was a sales agent in the Colorado Springs
downtown office at the time of the UMBE offering, when Sutton was
the manager and Sullivan the assistant manager. He testified as
follows: Prior to the time trading began in UMBE, Sutton encouraged
the sales agents to solicit buy and sell indications and to cross
the securities when trading began. Sutton provided the agents with
approximate bid and ask prices, which changed as the effective date
approached. Brasley’s IPO allocation was bought by only one
cvstomer. He asked this customer if he would sell out if a certain
percentage profit could be achieved, using a figure below the
approximate bid. 1In using this percentage approach, he emulated
the approach he had observed Sutton and Sullivan using with their
customers. On March 14, the Friday before trading began on Monday,
he filled out sell tickets for the stock and warrants, but did not
fill out the execution price because he was not sure what the

prices would be when trading began. 39/ He did not call the IPO

39/ In its proposed findings, the Division cites Brasley as
testifying that when he prepared the order ticket on Friday
he filled out the execution price and left only the strike
price and commission spaces blank. (Div. Proposed Finding
1711). Brasley did testify on direct examination that the
sell tickets were complete with the exception of the strike
price. On cross-examination, however, he acknowledged that
he did not put the execution price on the tickets until

(continued...)
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cﬁétomer after trading began, before selling both the stock and
warrants on Monday. Brasley explained that he felt he had a limit
order and therefore did not need to call the customer to confirm.
He crossed the stock with another agent and net sold the warrants.
Although he ultimately decided not to have his customers buy UMBE
stock in the aftermarket, he had earlier solicited buy indications,
using the approximate ask price given by Sutton and asking
customers how much they would like to invest if the stock could be
acquired at a price of x or better.

Robert Rada, who was also a sales agent in the Colorado
Springs downtown office at the time of UMBE, testified in a similar
vein as Brasley: In anticipaticn of every IPO, Sutton encouraged
the sales agents to cross the IPO securities in order to maximize
commissions. The only offering that was "a little bit different
 because we had so many changes in prices, right up to the time of
trading" was UMBE. (Tr. 10223). Sutton generally gave the sales
agents "ballpark" or estimated prices ;where they felt the sﬁock
was going to trade on opening day." (Tr. 10224). In the case of
UMBE Sutton successively gave the agents two or three "ballpark"
prices reaching 1 1/2 bid and 2 1/4 ask by Friday, March 14. 1In

talking to IPO customers about selling at the opening of trading,

. 39/(...continued)

Monday. (Tr. 9755 and 9549). In fact, the order tickets that
were received in evidence as Stuart-~James Exhibits 199 and
200, which were apparently the sales agent’s (Brasley’s)
copies, are blank in the space for "execution price." When
asked about this, Brasley testified that "Denver" (presumably
referring to the trading department) put in the execution
price. (Tr. 9552).
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he ;poke in terms of a percentage of profit. And in talking to
prospective aftermarket buyers, his approaéh was to ask them how
much they wanted to invest if the securities could be bought at x
price or less. The x would be higher than the anticipated ask
price so that the agent would then "look like a hero." (Tr. 10247).
With reference to the tickets, he filled them out in advance except
for the execution prices which he filled in on Monday morning just
before trading began. 40/ And he did not contact either selling
or buying customers once trading began until after the trades had
been executed.

Sutton, who was still manager of the Colorado Springs North
Creek office at the time of his testimony, testified that prior
to trading in any IPO, including UMBE, Nye gave him "guesstimates"
of opening prices, which he passed on along with other estimates,
but that it was up to each sales agent to figure out "what price
they wanted to buy it up to, what price they thought their
customers might want to buy it up to." ETr. 8508). He pestifiéd
that, based on the issuer’s fundamentals and where they thought the
price might go, each agent was to determine "whatever they felt
that the price deserved to be." (Id.). Sutton te§tified that

tickets with execution prices were not to be made out before

40/ In fact, Rada’s UMBE tickets, like Brasley’s, have no price
in the execution boxes. He testified that the sales agents
did not put prices in the execution box and that "prices in
the execution boxes if there were ever any entered were done
by the trader within the office." (Tr. 10492). This reflects
an unexplained inconsistency with his earlier testimony that
he entered the execution price just prior to the opening of
trading.
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trading began, and that he expected the sales agents to call their
customers for confirmation after trading began. With particular
reference to UMBE, Sutton testified that he did not give any prices
to anybody before the stock opened, and that he could not recall
whether he gave any estimates of where it would open or what such
estimates might have been. Sutton further testified that after
trading began, the agents in his office called their customers to
confirm indications, wrote out order tickets, brought those order
tickets to him to initial and then brought them to the
administrative assistant to call them in to trading.

According to Sullivan, who was assistant manager of the
Colorado Springs office at the time of UMBE, as of the time trading
began he had only a general idea as to which of his IPO customers
wanted to sell and which of his customers wanted to buy in the
aftermarket, and at what price levels, and that the execution price
was not known until trading began.

At the time of UMBE, Meinders was a sales agent in a Denver
office managed by Nye. He testified that Nye gave‘the agents
specific bid and ask prices in advance of the opening of trading,
and that these changed as the opening approached. He did not
solicit any indications to buy UMBE securities in tﬁe aftermarket.
To his best recollection, he prepared his sell tickets before
trading began on Monday, March 17, using a price of 1 1/2 for the
stock that the sales agents were given by Nye that morning. Once
trading began, he did not contact his selling customers for

confirmation, but had the sales executed based on an understanding
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witﬂ them that he could sell if there was "a nice profit." (Tr.
11672-73) .

Curtis Haderlie, a sales agent in the Greeley, Colorado,
office at the time of UMBE, testified that he and his colleagues
were given specific prices in advance of the opening of trading,
but that in his dealings with customers he used a range of prices
so that even if the price changed he could execute transactions on
the first day of trading without calling them again. He testified
that at an office meeting on Sunday, March 16, they were told that
the projected ask price for the stock had increased from 2 to 2
1/4. Haderlie testified that he prepared tickets with execution
prices on them at or even prior to that meeting. It was brought
out that in his investigative testimony, which of course was closer
in time to the events in question, he had stated that usually
aftermarket buy tickets were prepared in advance, "everything
except the price because you never knew for sure until it actually
opened what the prices were going tow be." (Tr. 765@); He
reiterated, however, that in the UMBE situation, the tickets were
completely filled out on March 16. He further testified that he
did not contact his customers after trading opened until after the
trades had been executed.

Alan Bovee, who was a sales agent in the same office as
Haderlie, testified that at the Sunday meeting thc manager wrote
certain prices on a board. According to his recollection, the bid

prices for stock and warrants were 1 1/2 and 7/8, respectively; on

the ask side the manager gave ranges of 2 1/4 to 2 1/2 for the
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stock and 1 1/2 to 1 3/4 for the warrants. Bovee testified that
at the meeting the agents were instructed to prepare tickets and
to turn them in to the manager. He further testified that in
discussions with prospective aftermarket buyers, he did not give
them a specific price and asked them to commit a dollar figure.
Finally, he testified that on the opening day he called customers
only after the trades had been executed. 41/

Turning now to the testimony of customer-witnesses who bought
or sold UMBE stock or warrants on the first day of aftermarket
trading, customer H.A. testified that he purchased 400 units in
the public offering, and that Gibbs recommended he sell the
warrants and buy additional stock when trading opened. O©On Friday,
March 14, when Gibbs confirmed the purchase of the units, he told
H.A. that the stock would be an excellent buy if they could get it
at $2.50 per share or better and recommended a purchase of 40,000
shares. On the following Monday, H.A. authorized Gibbs to buy
40,000 shares at $2.50 or better. H.A. did not know whether
trading had started at that time. The actual purchasé price was

$2.375.

41/ Padgett and Graff assert that Bovee was biased against Stuart-
James and that I should be reluctant to credit his testimony.
It is true that Bovee, like a number of other witnesses, was
concerned about the propriety of certain of the firm’s
practices and that he contacted the Commission’s staff shortly
after UMBE began to trade to express his concerns. It is also
true, as pointed out by respondents, that he was unhappy
during his employment with Stuart-James and was not
financially successful. These matters do not, however, compel
a conclusion of bias. In my observation, Bovee was completely
candid in his testimony. While he had some problems with
recollecting the events of March 1986, in major respects his
testimony is consistent with that of Haderlie.
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h Customer J.T., who was an UMBE IPO purchaser through both the
Albugquerque office and one of registrant’s Denver offices,
testified that the agents in both offices established a "ground
rule” at the outset that if they gave him IPO allocations that he
wanted, he would have to follow the agents’ directions as to when
to sell. He further testified that on the weekend before trading
in the UMBE securities opened, he was told by the agents that his
IPO allocation, both common stock and warrants, would be sold at
the opening of trading at specified prices. 42/ These proved to
be Stuart-James’ opening prices, and the sales were effected at

those prices.
J.H., a customer of one of the Denver offices, was called by
a sales agent on March 10 and told that the UMBE stock should open
at $2 or less. At that time the customer committed to purchase
$2,000 worth. According to the customer’s recollection as well as
his contemporaneous notes, the next contact was on March 18, when
his agent called to say that UMBE stoc£ had been purcnased fér
J.H.’s account at $2.38 per share. Although the customer was
surprised and expressed concern concerning the price, the agent
assured him that it was still a good buy, and he "wenP ahead with

my purchase." (Tr. 2514).

42/ J.T. initially testified that he was told the sale price for
the units, but subsequently testified that he was not certain
whether he was given a unit sale price or prices for the stock -
and warrants that comprised the units. As noted, Stuart-
James did not deal in the units in aftermarket trading.
Hence, 1 consider it probable that the prices given the
customer related to the shares and warrants separately. This
is also consistent with statements in an affidavit executed
by J.T. in 1988. (Padgett and Graff Ex. 44).
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Customer D.M., who dealt with another Denver office, testified
that he contacted a sales agent on March 7 concerning a possible
purchase of UMBE stock. According to his testimony, the agent told
him that he thought the price would be $1.50 per share. On Friday,
March 14, the agent told D.M. that he thought trading would begin
the following week, and that the price would be $2.25. They
discussed the customer’s sending a check in payment, and he decided
to send in $7,000 which they figured would more than cover 3,000
shares. The following week, the agent advised D.M. that he had
bought 3,000 shares for D.M.’s account at 2 3/8 and that the
customer needed to send an additional check for $130.

W.T., a customer of one of the Denver offices at the time of
UMBE, made out a check for $25,000 to Stuart-James on March 9 for
the purchase of UMBE stock. He testified that the sales agent
indicated at that time that the stock would open between $2 and
$2.50 per share. On March 17, 10,500 shares were purchased for his
account at $2.375. It.was only later éhat the agent called hiﬁ to
tell him of the purchase.

J.Z2., a customer of the Boulder, Colorado office, testified
that on March 4, he was told by a sales agent that he could buy
UMBE stock at $2.50 per share. When J.Z. balked at the price, the
agent said he could have the stock for $2.38. He thereupon sent
in é check for $1,250. Thc purchase was made at $2.38 without
further contact.

Customer C.D. testified that as a result of being solicited

to buy UMBE stock on March 8, she sent a check for $1,500 to
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Stuért—James that day. The sales agent told her that the price was
$2.50 and that the amount she was investing would buy 600 shares.
She testified that he led her to understand that the purchase was
made at that point. The purchase was in fact made on March 17, at
the $2.50 price, without further communication between C.D. and the
agent.

Customer R.G., who dealt with the Houston branch office, was
solicited to buy UMBE stock on March 6 or 7. He testified that he
agreed to buy 650 shares at $2.25 a share and he sent in a check
for $1,500. The next communication he received from Stuart-James
was the confirmation of a purchase on March 17. With reference to
the difference between the amount of his check and the purchase
price of his shares ($1462.50 plus a $5 fee), R.G. acknowledged
that it was possible that the sales agent had been unable to give
him an exact price for the stock before it opened for trading or
said that the stock would be in "the $2.25 range." (Tr. 7376-77).

R.T. spoke with a sales agent froﬁmtﬁe Boca Raton, Florida
office on March 6 concerning a purchase of UMBE warrants. He was
told that the minimum investment was $500 and that this would work
out to about 300 warrants at about $1.50 each. R.T.'delivered a
$500 check to another Stuart-James office that day. The purchase
of 300 warrants was effected at'that‘price on March 17, leaving a
credit balance of $45 (after the $5 service charge).

J.C. bought 200 units on March 14 through the manager of the
Boca Raton office. He testified that to obtain the units he had

to’agree to sell the stock and warrants as soon as trading began.
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The stock and warrants were in fact sold on the first day of
trading for $1.50 and 87 1/2 cents, respectively, without the
customer having been called to confirm. While J.C. at first
testified that the manager had told him on March 14 that he would
get $1.50 a share for the stock part of the units, he acknowledged
that the manager may have referred to a range of $1.40 to $1.50.
He insisted, however, that as the outcome of their cénversations
and by the time he agreed to buy the units, he was certain that he
was going to get $1.50.

I turn now to Find. As noted, the registration statement
became effective on Friday, October 31, 1986, and trading began the
following Monday, November 3. Undated notes taken by Snook at a
sales agents’ meeting in the Albuquerque office that she testified
took place on October 14 or 15 reflect that Lasek, at that time the
manager, gave the following figures to the agents concerning Find:
"3/32 x 5/32 open, 1/8 x 3/16, 5/32 x 7/32." (Div. Ex. 58). Snook
testified that the first set of numbgrsmfepresented the anticipated
opening price of the warrants, the second set the énticipated
opening price of the common stock and the third sét the anticipated
first uptick on the stock. She went on to testify that based on
these numbers, she "set up [her] aftermarket buyers" as well as the
sales by the IPO customers. (Tr.v1693). She testified  that in
solicitingiaftermarket buyers based on the figufes that Lasek gave,
she rounded fractions off and spoke in terms of 18 cents or, where
she wanted to sell at the first uptick, 25 cents or better. She

further testified that she filled out order tickets completely
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several days before the Find securities opened for trading, and
that the transactions were subsequently executed at the prices
written on the tickets. Finally, she testified that she did not
call her aftermarket customers on the first day of trading until
after the transactions had been executed. Investigative testimony
given by Snook in 1987 raises seribus question, however, as to the
date of the meeting in which Lasek gave out the above figures as
well as concerning the meaning of those figures. Thus, Snook
testified at that time that (1) the notes were taken the day before
Find opened for trading and (2) the first set of figures
represented the opening prices of the stock, the second set the
opening prices of the warrants and the third set another possible
set of opening prices for the stock. As she put it at that time,
"they didn’t know if they were going to open it [the bid] at 5/32
or 3/32." (Tr. 2173). She added that by that night, "I would have
had exact prices." (Ibid.). On the question of the date when Lasek
gave out the figures, Snook indicated that she was clearer at tﬁe
time of the hearing in 1989 than in 1987. As to the meaning of the
figures, the investigative testimony 1lends some support to
respondents' contention that the three sets of figures, the second
and third of which each involved an increase of 1/32 on both bid
and ask sides, represented different possible opening quotationé
for the Find common stock.

According fo Cordova, who was in the same office, Find was the
first issue that commenced trading after she became a sales agent.

She testified that Lasek gave out prices of 12 1/2 cents (1/8) and
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lé 3/4 cents (3/16) for the stock (which proved to be the opening
quotations) before trading began and showed how he wanted the
crosses set up. She was insistent that Lasek put only one set of
prices, not three possible scenarios, on the board, and she further
testified that the sales agents prepared their tickets in advance
of trading.

Dirk Tinley, a sales agent in the Albuquerque office from May
1986 to January 1987, testified as follows: Several days before the
effective date of the Find registration statement, Lasek instructed
the agents to solicit aftermarket buyers and to prepare order
tickets, including execution prices which Lasek had provided. In
the case of the Find stock those prices were 1/8 bid and 3/16 ask.
Lasek also showed the agents that the crosses would be priced at
13 cents bid and 18 cents ask. When Lasek gave prices in advance
of trading for Find as well as other securities, he said that they
were not "etched in stone," (tr. 3879), but inevitably the
securities opened at the prices he gaﬁé.

Lasek denied that he ever gave the sales agents only one
projected bid or ask for a particular security. With reference to
Find, he testified that he gave them three different sets of
prices, including 1/8 by 3/16 for the stock. Lasek testified that
as one of several examples he told the agents that a cross could
be 13 by 18. Lasek insisted that he required the agents to call
their customers on the first day of trading, after trading began,
to reconfirm the transactions and that he did not expect them to

prepare tickets in advance of trading.
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" Evans, who had transferred to another Houston office by the
time of Find, testified that the sales agents received indications
of where the securities would open, but that the prices were not .
"carved in stone," although they were very close to the actual
opening prices. (Tr. 7481). Evans added that based on the record
of earlier offerings, "it was kind of easy to figure where the
aftermarket would be and you’re going to be off maybe 1/32."
(Ibid.).

Lefebvre, who worked in the North Miami office, testified that
in advance of trading the managerlgave the agents specific prices
where the securities would open.

At the time of Find, Brasley was a sales agent in the Colorado
Springs North Creek office, to which Sutton had also moved as
manager. On direct examination, Brasley testified that at a
meeting that took place a week to ten days before the effective
date, Sutton gave the agents "an approximate price of where the
stock would open." (Tr. 9277). It was his recollection that Sutton
gave prices of 12 3/4 cents bid (not 12 1/2 cents as statéd in the
Division’s Proposed Finding 1991) and 18 3/4 ask. However, his
testimony on cross-examination and his investigative testimony
indicate that he was in California preparing to open agother office
at that time and that he got those humbers from another Colorado -
Springs agent shortly before trading began.

Rada, who was also in the North Creek office at the time of

the Find offering, testified that although he could not recall the
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prices, the Find stock traded at the exact prices that Sutton had
given the sales agents in advance of trading.

Alice de 1la Torre,rwho was a sales agent in the Colorado
Springs downtown office, testified that Sullivan, who was manager
at the time of Find, gave the sales agents indications of where he
thought the stock would open, on both the buy and the sell side,
and that she used the indicated ask price in soliciting an
aftermarket purchase. Her testimony does not indicate the prices
given by Sullivan, but she testified that she believed the
indicated ask price was higher than the actual opening price. De
la Torre further testified that Sullivan indicated the price
indications were coming from Nye or Sutton, and that it was her
general practice (1) to prepare aftermarket tickets in advance of
trading, but without the execution price which she filled in when
the security started trading, and (2) once trading began, to
contact aftermarket customers only after the market had closed on
the first day of trading. -

Sullivan testified that in Find, as with other IPbs, he gave
the sales agents in his office his guesses as to what the opening
prices would be. He also insisted, among other things, that it was
the customers who suggested prices at which ;hey would be
interested in selling or buying and not the sales agents, and that
the agents were instructed not to pass on price estimates to
customers. Sullivan also denied that he ever encouraged sales
agents to have IPO buyers sell out when trading opened or that he

stressed crossing.
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" At the time of Find, Meinders was assistant manager of a
Denver office. He testified that the aftermarket tickets,
including execution prices, were in the manager’s office several
days before trading began. He further testified that a day or so
before trading began, the tickets for the stock were changed
because the projected bid and ask prices had gone up to 1/8 bid and
3/16 ask, and that subsequently tickets that were part of crosses
had to be further redone to reflect the 5% premium and discount,
respectively, under the new pricing policy.

Michael Czaja, manager of the Pompano Beach, Florida office
for about a year beginning in April 1986, testified that he did not
specifically recall the events surrounding the opening of trading
in the Find securities. However, he testified as follows
concerning the gerieral practice while he was manager: A few days
before trading began in a new issue, Ward gave him a range of
possible opening prices both for the bid and the ask, which he
passed on to the sales agents. These ranges proved to be
invariably accurate. Potential sellers and buyers were asked if
they wanted to sell or buy, respectively, if the security opened
within that range. When the security in fact opened within that
range, the trades were executed when trading bedén, and the
customers were called afterwards. To the extent agents prepared
order tickets in advance of trading, he instructed them not to put
prices on them, because those were not. known until trading began.
As many as possible of the aftermarket trades were executed at the

opening prices.
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When the Find offering took place, Haderlie had transferred
to the Salt Lake City office, where the manager’s name was Benjamin
Croxton. According to Haderlie’s testimony, the sales agents were
given specific prices in advance of the opening of trading.

Croxton, a defense witness, testified that everyone in the
office had his own guess as to opening prices, that he did not
discuss the subject with any superiors, and that his own estimates
proved to be totally inaccurate. He further testified that sales
agents in his office never filled out order tickets in advance of
trading.

Testimony was also taken from several persons who bought or
sold Find stock or warrants on the first day of aftermarket
trading. C.B. testified that on or about October 10, 1986, he was
told by a Stuart-James sales agent in Colorado Springs that he
could buy 3200 shares of Fina stock for $600, or $.1875 per share;
he agreed to do so. Since he had a credit balance in his account,
the agent told him to send in a check for $500, which he did. The
next communication was a confirmation that C.B. réceived on
November 11 and that showed a purchase at the above price.

About October 21, a sales agent in one of the Denver offices
recommended the purchase of Find stock to G.B. at 22 cents per
share. A week later, G.B. gave‘the agent a check for $2,205
(including a $5 service charge) to cover the purchase of 10,000
shares. The transaction was actually executed at $.21875 on

November 3.
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G.D. testified that on October 28 or 29 he made a payment of
$1,000 to open an account with the Albuquerque office, following
discussions with an agent in which the agent had indicated a price
of around 18 cents and that the customer’s investment would buy
5,000 shares, with something left over. The 5,000 shares were in
fact purchased for G.D.’s account on November 3 at 18 cents per
share.

On October 24, customer D.D. was offered Find stock at 22
cents per share by a Denver sales agent. He sent in a check for
$2,200 to purchase 10,000 shares. On November 3, 10,000 shares
wererpurchased in his account at .21875 per share. D.D. testified
that he was not contacted by anyocone from Stuart-James on November
3 to confirm that he still wrnted to buy the shares at the
specified price.

R.H. testified that a sales agent from the Boca Raton office
told him on October 15 that the price of Find stock was
approximately 18 1/2 cents per share. Tﬂ; customer sent in a cheék
for $1,505, figuring that that would buy between 7,500 and 8,500
shares. The next communication he had from Stuart-James was when
he received his November statement, which showed a, purchase of
8,000 shares at 18k3/4 cents.

On or about October 20, a sales agent in the Albuquerque
office, in discussing Find with M.P., told him that he expected the
stock to come out at around 16 cents per share. M.P. sent in a
check for $1,605, as payment for 10,000 shares. According to M.P.,

the next communication he had from Stuart-James was a confirmation
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sﬂowing the purchase of 9,000 shares at 18 cents per share, on
November 3.

Customer J.S. testified that a few days prior to the beginning
of aftermarket trading, a sales agent in the Pompano Beach office
told her that the price of the Find common would be 18 3/4. She
sent in a check in payment for 10,000 shares. After the
transaction was executed at the above price, the agent called to
say that the stock had been purchased.

According to customer D.W., on October 22 a Denver agent
quoted him an estimated price of 15 to 18 cents per share for Find
stock, and on October 27 he quoted a price of 18 3/4. He sent in
a check that day, and 10,000 shares were purchased in his account
at that price.

Conclusions

I return now to the factual issues set forth at the beginning
of the preceding section, in order to make further findings, based
on the testimony summarized above and ;ther record material, Qith
respect to those and related issues.

Oon UMBE, the preponderance of the evidence is that by March
16, 1986, the day before trading in its securit%es began, the
definitive opening prices had been determined by Graff and Padgett
and that by that day or at the latest by early the next morning,
before trading began, they had been communicated to the managers

throughout the firm and by them to the sales agents. 43/ While the

43/ Respondents contend that because the Snook notes (Div. Ex.
27) of the Sunday, March 16 meeting in the Albuquerque office
(continued...)
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record is less clear in the case of Find, the evidence again
preponderates in favor of the conclusion that, at least with
respect to the common stock, 44/ sales agents in a number of
offices received from their managers, well in advance of trading,
specific prices which were equal to the opening quotations. As is
evident, on these points I have given more credence to the former
sales agents’ testimony than that of the respondents or of Croxton,
who simply did not strike me as credible. 45/ Padgett and Graff

point out that in the case of Find there is no direct evidence that

43/(...continued)

show that the ask price for the warrants was given as 1 3/8
rather than the actual opening ask of 1 1/2, it indicates that
the prices given to the sales agents were still estimates and
is inconsistent with the Division’s argument that Gibbs had
received fixed opening prices. I agree with the Division,
however, that the fact that one of four prices was slightly
off is equally consistent with the possibility that that price
was incorrectly transmitted.

44/ The record is essentially devoid of evidence concerning prices
at which transactions in the Find warrants were solicited. As
previously indicated, the bulk of the warrant transactions was
executed at or near the opening quotations on November 3.
However, those were the quotations of another dealer, and
Stuart-James’ initial gquotations were at a higher level.
Assuming that the warrant transactions were solicited at or
about the prices at which they were subsequently executed,
that course of dealing does not fit the Division’s theory that
Stuart-James solicited aftermarket indications at arbitrary
prices and then selected opening gquotations conkistent with
those prices.

45/ It 1is my impression that the respondent managers and Ward
considered it to be against théir interests to admit that they
passed on specific aftermarket prices to the agents under
them. In this connection, I note Ward’s testimony that it was
brought to his attention that "the SEC was concerned with a
specific price on a specific security," and that as a result
he instructed managers under him not to use specific prices
in connection with soliciting aftermarket indications of
interest. (Tr. 4374).
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either one gave "estimates of possible opening prices" to anyone.
(Padgett and Graff Brief at 45). They also note that "the evidence
is equivocalias to whether [they) were even in the country" at the
time Find opened for trading. (Ibid.). However, even if they were
away at or around the time Find opened, 46/ there is no indication
that they could not and did not determine the opening prices.

It is true that in some offices the prices that were given out
were characterized by the managers as estimates or approximations.
In those instances, however, the opening prices were generally
equal to the prices given. And the only consequence was that
agents in those offices, unlike agents in offices where the manager
did not hedge, did not fill in the execution prices until trading
began.

The testimony of customers J.T. and J.C. (in the case of UMBE)
and customers C.B., J.S. and D.W. (in the case of Find), and
possibly a few others, 1lends support to the above-stated
conclusions. They were quoted spec;fic prices 1in ‘advancev of
trading, and transactions were effected in their accounts on the
first day of trading at the prices specified. The testimony of the
other customers is inconclusive. For example, most of the other
UMBE customers were contacted by, or spoke to, Stuart-James agents
between March 4 and March 10 concerning the aftermarket purchase
of UMBE stock or warrants. The prices for the stock quoted to them

ranged from $2 or less to $2.50. While some of these customers

46/ Blair’s testimony which respondents cite is to the effect that
Padgett and Graff were in England but flew back on the weekend
before aftermarket trading began.
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were given specific prices, in some instances the exact prices at
which stock was subsequently purchased for their accounts, those
were not prices at which the stock was projected at that time to
begin trading.

As previously noted, the testimony of the former sales agents
indicates that they commonly did not quote a specific price to
prospective aftermarket buyers, but asked for a dollar commitment
if the agents could get them the security at a specified price or
better. The specified price was often higher than the anticipated
ask price, to allow for possible price changes before trading began
or to enable the agent to "look like a hero" when the purchase was
effected at a lower price. Thus, even if, as respondents claim,
customers were approached in terms of estimates or price ranges,
this is rot at all inconsistent with the agents having been given
specific prices by their managers in advance of trading. For the
same reason, I do not attribute significance to the fact that sums
remitted by customers in advance of trading were often not in the
exact amount of their pufchases, leaving them with credif or debit
balances. Because of the way they were solicited, it was natural
for customers who paid in advance to send in a round amount to buy
‘whatever number of shares or warrants the amount wouid cover when
trading began.

The evidence is overwhelming that customers were not called
back on the opening day of the aftermarket before transactions were

executed in their accounts. Almost every former sales agent and

every customer who testified on the subject testified to that
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effect. The agents considered that there was no need to call back,
on the theory that customers had given them limit orders or that
it was otherwise within the scope of the authorization given by
customers to execute orders for them. The Division cites as
further support the fact that Stuart-James’ initial quotations
remained the best for only a brief time, in the case of UMBE stock
for little more than a minute, arguing that it would have been
physically impossible for the agents to call the many customers to
»confirm orders within that time. Respondents, on the other hand,
assert that because of the large number of Stuart-James’ sales
agents, this was not an impossible task. Respondents also assert
that it would have been perfectly proper for agents to confirm
indications of interest once the registration statements became
effective on the Friday before trading opened and to take firm
- market orders or limit orders at that time.

The argument about the time available for reconfirmation on
opening day loses much of its impact when considered in light of
the fact that, as noted below, transactions were ekecuted at
Seuart—James’ opening quotations long after those quotations were
no longer in effect. With reference to the argument concerning
possible reconfirmations between the effective and epening dates,
it is 1likely that in UMBE, where the opening ask price for the
stock was increased on the weekend, firm market or limit orders
were taken from some buying customers who were contacted again as

a result of the price increase. There is no evidence whatever to

support this thesis with respect to UMBE stock sellers or with
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respect to UMBE warrants or Find stock or warrants. Clearly, when
trading began, the trades were executed without further contact
with customers. 47/

Reference has already been made to the fact that the "faxing"
system used in UMBE at fhe opening of trading substantially delayed
execution of orders. Despite the.fact that the best bid and ask
quotations changed during this time, Stuart-James executed a huge
number of transactions at the opening quotations. There is also
evidence in the record, with respect to aftermarket trading in
Stuart-James IPOs generally, that trades which had been arranged
to be crossed when trading opened were executed at Stuart-James’
opening quotations even 1if the "box prices" (the best NASDAQ

quotations) had moved bv the time the trades were executed. (See,

for example, Ward’s tescimony at Tr. 4397, Geman’s_testimony at
Tr. 12451-52 and Tinley’s testimony at Tr. 3921-22).

I turn now to the conclusions that follow from the findings
previously made. The Division originally took the position thét

Stuart-James not only created and controlled an artificially priced

internal market, but dominated and controlled the entire first day

trading market in the UMBE and Find securities. (See, e.q., its
Brief at 24). Respondents addressed their arguments largely to

47/ Padgett and Graff point out that according to notes taken by

: Blair at a national managers’ meeting on December 13, 1986,
subsequent to the UMBE and Find offerings, Graff said, "make
sure broker contacts clients on opening day to reconfirm that
client does want to buy this aftermarket stock." (Padgett and
Graff Ex. 4). Graff testified that this had always been the
firm’s policy, while Blair testified that it was a new policy.
Even if it was an existing policy, however, the record shows
that the agents did not abide by it.
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tﬁis contention and argued, with some justification, that Stuart-
James, while it may have dominated the UMBE and Find markets on the
first day of trading, did not control those markets. 48/ The
Division subsequently receded from its broad position, urging that
the interdealer market was irrelevant and that the focus should be
on the internalized market in which pre-arranged trades were
executed. (See e.dqg., Reply Brief at 5-6). I agree with the
Division that at least as to the UMBE securities and the Find
stock, 49/ Stuart-James created an internal market insulated from
normal market forces and dominated and controlled by it. 50/ The

opening prices were pre-arranged, and the transactions were simply

48/ Respondents’ arguments focussed on the entire first day of
trading. Those arguments are much less persuasive, however,
if the focus is limited to the firs: hour or so of the
aftermarkets when the crossed trades were being executed. The
domination and control cases cited by respondents do not deal
with analogous circumstances. It should also be noted that,
contrary to respondents’ assertion, Stuart-James did initiate
several price changes in the UMBE securities. (See supra, note
22). Hence, respondents’ reliance on the asserted absence of
what they characterize as a primary indicium of control is not
well grounded.

49/ With respect to the Find warrants, see supra, note 44. While
it seems unlikely that these securities were treated
differently from the others discussed in the text, the record
is simply inadequate to make findings concernlng preparation
for trading them.

50/ Respondents are not aided by the testimony of Padgett and
Graff’s expert witness, Daniel Fischel, a renowned authority
in the application of economics to 1legal and regulatory
problems. As part of his testimony concerning the economics
of IPUs, Professor Fischel testified, among other things, to
the normality of the premiums, spreads and volume of trading
of the UMBE and Find securities on the first day of trading
and the undesirability of denying a sole or dominant market
maker the same spread as other market makers. He did not
address the kind of internal market that existed here, which
was not only dominated but controlled by Stuart-James.
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executed at those prices when aftermarket trading began. That is
not to say that prices were plucked out of the air or were
completely unresponsive to forces of demand and supply. Indeed,
as noted, in UMBE the projected opening prices were increased more
than once in apparent response to an indicated heavy demand. And
the Division itself has argued that Padgett and Graff "decided
opening prices in an effort to match buying and selling
indications." (Reply to Padgett and Graff Proposed Finding 111).
The fact remains that there was no market when the prices were
established. Analytically, the case is no different than if the
transactions had been executed the day before the market even
opened.

This is, as far as I can determine, a case of first
impression. But the principle that a dealer who dominates and
controls the wholesale market for a security must compute markups
on the basis of contemporaneous cost applies with even greater

force in the present setting. 51/ Here, the only contemporaneous

51/ Padgett and Graff assert that to the extent customer purchases
were not completed because of the "faxing debacle" before
Stuart-James’ opening ask price for the UMBE stock changed,
the customers got a better price than the prevailing market
price. Specifically, they assert that, "far from charging the
buy-side customers an impermissible markup," some of the
purchasers who paid $2.25 in fact got a lower price than other
dealers were paying in interdealer trades at the same time.
Even if factually correct, this argument would have no bearing
on the size of the markup. It does not appear to be factually
correct, however. The record shows that the best ask
quotation was initially lowered, not increased. It remained
below 2 1/4 for several minutes and later that morning was

again lower for about 44 minutes. Moreover, the best bid
quotation went up steadily and was above 2 almost the entire
day.
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cost to which reference can be made is the cost in Stuart-James’
retail purchases. As noted, the firm’s only wholesale purchase of
UMBE stock on the first day of trading took place after noon; it
made no purchase of either of the Find securities; and the price
at which the UMBE warrant purchase was effected was an aberration.
My conclusion that markups should be computed from the firm’s
retail cost further rests on the finding that the crossed
transactions were, as the Division contends, riskless principal
trades. As the Commission pointed out in a recent decision, when
a firm buys only to fill orders already in hand and immediately
"books" the shares it buys to its customers, as was the case with
the cross trades here, it does not risk its capital and provides

no liquidity to the interdealer market. (Kevin B. Waide, 51 SEC

Docket 323, 328). Those statements were made with respect to a
dealer which was not a market maker. Respondents take the position
that by definition a market maker is always at risk and therefore
cannot effect riskless transactions, pointing to the exclusion of
market makers from the confirmation disclosure requireménts of Rule
10b-10(a) (8) under the Exchange Act (17 CFR 240.10b-10(a) (8)).
However, as urged by the Division, Rule 10b-10 only relates to
disclosure. And, as discussed below, the Commissi;n has in fact
indicated that there is no inherent inconsistency between being a
market maker and engaging in riskless transactions.

Rule 10b-10 requires a dealer other than a market maker

engaging in a riskless principal transaction to disclose in
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confirmations the amount of any markup or markdown. 52/ In its
release accompanying the adoption of amendments to Rule 10b-10
which among other things added the disclosure requirement for
riskless transactions, the Commission explained the exemption of
market makers from this requirement on the basis that inclusion of
market makers might create substantial compliance problems for
them, in determining whether a particular set of transactions
constituted riskless principal trades. More recently, the
Commission, in explaining the exemption of market makers from a
portion of Rule 15g-4 under the Exchange Act (17 CFR 240.15g-4),
one of Vthe "Penny Stock Disclosure Rules," requiring pre-
transaction disclosure of the dealer’s compensation in riskless
transactions, relied on the same reasoning. (Securities Exchange
Act Release No. 30608 (April 28, 1992), 51 SEC Docket :L.i7). As the
rule was originally proposed, it provided no such exemption.
(Securities Exchange Act Release No. 29093 (April 25, 1991), 48 SEC

Docket 1168). 53/ -

52/ The rule does not use the term "riskless transaction," but
refers to a situation where a dealer, after having received
an order to buy from a customer, purchases the same security
from another person to offset a contemporaneous sale to such
customer, or vice versa. That description fits the crossed
trades in this case.

53/ Stuart-James points to Professor Fischel’s testimony to the
effect that crossing of stock is part of a market maker’s
normal function of linking buyers and sellers. Moreover,
Professor Fischel compared the market maker’s function in
crossing stock to that of a real estate broker in finding a
buyer for a seller. He noted that the broker is not making an
investment, but is still performing a valuable service. That
description also fits a riskless transaction.



- 78 -

In Meyer Blinder, supra, 52 SEC Docket at 1451 n.39, the

Commission pointed out that matched customer sell and buy orders
present very limited market risk to the dealer because it does not
hold the securities in inventory. There is also pertinent language
in an 1981 NASD markup decision that Padgett and Graff themselves
cite, though for other reasons. In a proceeding against Blinder
Robinson, Padgett and others, a District Business Conduct Committee
noted that the Blinder firm, which was a market maker in a
security, engaged in offsetting buy and sell transactions submitted
at the same time by the same representative. 54/ In language that
applies equally well to the instant facts, the Committee noted that
"in such instances there is no apparent element of risk to the
[dealer] which could justify it in taking a market-maker’s spread
on those transactions." (Committee Decision at 14). The Committee
~went on to hold, however, that because Blinder Robinson held itself
~out as a market maker and carried significant inventory positions,
it was "in an overall risk position" which entitled it to take a
market maker’s spread on all principal transactions. In my view,
the Committee was right when it found an absence of risk. Its
explanation for backing away from this position in }ts conclusion

is not persuasive. 55/

54/ District Business Conduct Committee No. 3 v. Blinder
Robinson, & Co., Inc.,et al., Complaint No. D-465, October 13,
1981.

55/ In explaining the policy under which customers in a cross
trade got a better price, Geman stated that this was because
"the transaction had more of a riskless nature to it than a
straight purchase or a straight sell.” (Tr. 12394). He added,
however, that in his view a market maker was always at risk.
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As noted, the Division has another theory with respect to the
Find securities, namely, that Stuart-James was not a market maker
until it entered its first quotations for the stock and warrants
at 11:03 and 11:12, respectively, and that many tickets for retail
transactions were time stamped before then. At that point Stuart-
James was not a market maker. Respondents, on the other hand,
citing Division Exhibit 6, the NASD’s Market Maker Price Movement
Report, assert that Stuart-James applied for and was granted market
maker status for Find common stock even before the NASDAQ system
opened at 9:30. That Report shows, at the time the firm first
entered quotations in NASDAQ at 11:03, a time of 9:28 under the
heading "Time of Last Update Entry." Respondents can point to
nothing comparahle with respect to the warrants, where the earliest
time referred to under that heading is 11:10. Division counsel
explained on the record, and Geman (the witness at the time)
agreed, that this type of entry meant that at the earlier time
Stuart-James "enter[ed] on the screen ig‘. . . name only," i.e;,
without submitting quotations. (Tr. 12446). Whether this is
equivalent to being '"granted market maker status" is not clear to
me. It does seem to me that a firm is a market maker for markup
purposes only when it is actually acting as such (with the
attendant risks) and that its status aé a market maker does not

.depend on whether NASDAQ may have conferred "market maker status." 56/

56/ See Century Capital Corp. of South Carolina, Securities
Exchange Act Release No. 31203 at 3 n.5 (September 17, 1992),

52 SEC Docket 2023, 2025 n.5: "In order to be treated as a
marketmaker for markup purposes, a dealer must be engaged in
(continued...)
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However, the evidence conéerning the time when retail transactions
were executed is simply not clear. With reference to the tickets
referred to by the Division in note 190, page 62 of its brief, in
most instances the trading copies of the tickets have a different
and much later time stamped on them than the branch office or
agents’ copies to which the Division points. That may be the time
when the transactions were actually executed. Even some of the
branch office or agents’ copies have different times stamped on
them.

Padgett and Graff have called my attention to certain
Commission decisions issued since they filed their brief, two of
which deal with issues of markup computation. However, I cannot
find in these decisions the support for their positions that

respondents claim to find. Kevin B. Waide, 51 SEC Docket 323,

involved a dealer that engaged in riskless principal transactions
in 1983. The NASD, in finding that the dealer’s markups were
excessive, used contemporanecus cost as the basis for ‘its
computations. On appeal, the Commission found thatfthere was
countervailing evidence demonstrating that the current market price
was higher, and it accordingly set aside the NASD’s findings. It
went on, however, to enunciate a new approach to détermining the
propriety of markups in retail sales dn a riskless principal basis.

The -Commission pointed out that a riskless principal transaction

56/(...continued)
actual wholesale trading activity in the security in question,
i.e., regularly or continuously buying the security from other
dealers at or around its bid quotation and selling it to other
dealers at or around its ask quotation."
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isrhthe economic equivalent of an agency trade," since "a firm
engaging in such trades has no market making function" and
essentially "serves as an intermediary for others who have assumed
the market risk." It held that "for this limited role, a firm is
adequately compensated by a markup over its cost." The Commission
went on to hold, however, that the language of the NASD’s Mark-Up
Policy did not sufficiently put applicants on notice that the
prices charged would be improper. 57/ Hence, the new approach
would only be applied prospectively.

Padgett and Graff urge that the decision is important because
(1) it "illustrates the importance of the Division’s error" in
referring to the trades at issue in this case as "riskless
principal" trades rather than as trades by a market maker, and (2)
it demonstrates that markup law and regulations in 1986 were
uncertain and did not give respondents adequate notice of what was
proper. However, in my view respondents are not aided by Waide.
For the reasons already stated, in the ;ross trades Stuart—Jamés
was not acting as a market maker and was in fact engaged in
riskless principal trades. Its role as a market maker was separate
and apart from its role in these transactions. The'Commission’s
comments in Waide regarding uncertainty of markup law related only

to the specific issue addressed there.

57/ The Commission noted that not only did the NASD Mark-Up Policy
include language from which it could be concluded that a
market price test would apply even to riskless principal
transactions, but that dicta in Commission opinions appeared
to confirm the implications of the NASD’s language.
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The other recent decision dealing with markup computation,

also on appeal from an NASD decision, is Meyer Blinder, 52 SEC

Docket 1436. There is no need to set out the facts of the case.
Padgett and Graff point to the Commission’s statement that
"prevailing market price" 1is "the price at which dealers are
willing to, and do, buy and sell securities." They assert that in
this case, large amounts of interdealer trading in the UMBE and
Find securities occurred at or about the NASDAQ ask price, the same
price at which Stuart-James retail customers purchased the
securities during first-day aftermarket trading. From this factual
premise these respondents conclude that the retail purchases
occurred at the prevailing market price, not at an impermissible
markup. The record, while reflecting the prices of interdealer
transactions, does not indicate, other than for Stuart-James, the
times of those transactions. Moreover, the characterization of
interdealer trading as involving "large amounts" is arguable. Even
accepting the premise, however, the critical market here was the
internal, pre-arranged retail market. For that reasén, another
argument that respondents base on Blinder is also beside the point:
that is the argument that the factors that led the Commission in
that case to find that the dealer controlled the market lead to the
opposite conclusion here. It merité noting, however, that language
' used by the Commission to explain "control" fits the nature of the
internalized market here: "A firm that controls a market exercises

a substantial influence over the price of the stock such that, as



- 83 -
a practical matter, the firm, and not competitive market factors,
determines the price of the stock." (52 SEC Docket at 1441 n.15).

I further find that the excessive markups were undisclosed.
As the Commission said in the Blinder case, "[a]déquate disclosure

must provide a public customer with sufficient information to make

an informed decision about whether to buy . . . securities at the
dealer’s price." (Id. at 1460). Clearly, no such disclosure was
made here. Graff testified that it was firm policy to advise .

customers of inside bid and ask prices and of the fact that "a
mark-up or a mark-down commission”" was built into the price, but
that sales agents should not volunteer information concerning the
commission on a particular transaction and should "not necessarily"
disclose inside prices. (Tr. 666-69). Respondents do not even
contend, howaver, that any of the customers who bought UMBE or Find
securities on the first day of aftermarket trading were told the
prices at which Stuart-James had acquired those securities on the
other side of crossed transactions. While some customers may have
been advised of bid and ask quotations and were thus madé aware of
the loss they would sustain upon an immediate resale, none was
advised that the very large spreads also reflected the firm’s
markups. Although it is not necessary to decide thé point, even
such disclosure might not have been‘adequate. While the case of
Norris & Hirshberg, Inc., 21 S.E.C. 865 (1946) is factually
distinguishable, language used in the decision is applicable here

as well:

Each of respondent’s sales carried with it the clear -
though implied -~ representation that the price was
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reasonably related to that prevailing in an open market

(citations omitted). Without disclosure fully revealing

that the ’‘market’ was an internal system created,

controlled, and dominated by the respondent that

representation was materially false and misleading.
(Id. at 882).

The remaining questions on the markup issue relate principally
to scienter and to the basis for imposing responsibility on Padgett
and Graff. It is well established that scienter must be found as
a predicate to finding a violation of Section 10(b) of the Exchange
Act and Rule 10b-5 thereunder as well as Section 17(a) (1) of the
Securities Act, while no " such finding is required to find a
violation of Sections 17(a)(2) and (3) of that Act. Padgett and
Graff contend that they cannot be found 1liable for primary
violations of the above antifraud provisions in connection with the
markup charges, since they are not charged with selling their own
securities and had no contact with customers. Accordingly, it is
argued, their liability, if any, must be predicated on an aider and
abetter theory. And, as they correctlinpoint out, the pommission
has held that that requires a finding of scienter, even where the
underlying violation does not. Stuart-James, as well as Padgett
and Graff, urge that there was no scienter here, and Fhat, in fact,
there was not even negligence.

In the markup allegation Padgett and Graff are charged with
vprimary violations of the antifraud provisions. Any findings
against them must be confined to what is charged. However, these

respondents take too narrow a view of the circumstances under which

a primary violation by the principal officers of a broker-dealer
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can be found. This is illustrated by a case they themselves cite,

First Pittsburgh Securities Corp., 47 S.E.C. 299, 307 (1980). 1In

that case, the Commission found a direct markup violation by the
president (in addition to the firm), noting that he was responsible
for the firm’s pricing policies. Here, it was Graff and Padgett
who were responsible for Stuart-James’ pricing policies, not (as
claimed by them) Geman. 58/

The Cbmmission, relying on federal court decisions from
throughout the country, has repeatedly held that scienter is
established by showing that a respondent acted intentionally or
recklessly. Most recently, it so stated in the Blinder case, 52
SEC Docket at 1460. Respondents assert that they reasonably relied
on the advice of Geman, who was an experienced securities lawyer,
kept abileast of developments in the law regarding markups, and kept
Padgett and Graff advised. Among other matters, Geman was familiar
with the Alstead decision and was of the view that the

circumstances under which the Commission had found domination and

control with respect to one of the securities involved there were

58/ See also, e.q., Joseph Elkind, 46 S.E.C. 361, 363 (1976)
(president who also served as cashier and bookkeeper and
checked all order tickets held primary violator “of antifraud
provisions by reason of excessive markups). Universal
Heritage Investments Corporation, 47 S.E.C. 839 (1982), cited
by respondents, does not aid their position. 1In that case,
involving an appeal from NASD disciplinary action against
Padgett, who was executive vice-president of the Universal
Heritage firm, and others, the Commission set aside, as
unsupported by the evidence, findings that Padgett
participated in the firm’s misconduct including the charging
of unfair prices. It found him responsible for deficient
supervision. The decision in no way supports respondents’
argument that there can be no findings of direct violations
against Padgett and Graff on the markup allegations.
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clearly distinguishable from those present in the markets in which
Stuart-James was a market maker. Geman was of the opinion that
accordingly Stuart-James, as an integrated dealer, was entitled to
use the inside ask price as the basis from which markups were to
be computed. Respondeﬁts dlso note that on the first days of
trading of the UMBE and Find securities, they had no way of knowing
how much trading was being done by other dealers or what percentage
of frading was being done by Stuart-James. On the other hand, they
point out, they did know that many other market makers and dealers
were buying from Stuart-James and that other market makers were
changing quotations, and they assert they therefore had reason to
believe that these were active and competitive markets.
Respondents’ "arguments simply do not address the internal
markets in which fhe pre-arranged cross trades were executed.
Graff and Padgett were responsible for the creation of those
>markets and for the prices at which transactions were executed.
Geman’s advice did not deal with the kihd>of markets in question.
Based on the above, I find that Stuart-James, Pédgett and
Graff willfully violated the antifraud provisions by charging

undisclosed excessive markups. 59/

»

59/ The Commission has consistently held that willfulness means
no more than intentionally committing the act. which
constitutes the violation. (See, e.q., First Pittsburgh

Securities Corporation, 47 S.E.C. 299, 304 n.19 (1980)). and
a finding of scienter encompasses a finding of willfulness.
(Ibid.). Respondents contend that this standard is no longer
tenable in light of recent Supreme Court decisions. Padgett
and Graff have also called my attention to a recent Commodity
Futures Trading Commission decision adopting a more stringent
willfulness standard, roughly equivalent to scienter, and urge

(continued...)
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IITI. SALES SCRIPTS

The Allegation

The Di?ision of Enforcement alleged that Stuart-James, Graff
and Padgett, from about August 1986 until about October 1987,
willfully violated the antifraud provisions by distributing and
encouraging the use of telephone solicitation scripts by the firm’s
sales agents "in connection with solicitation of purchases of
securities by retail customers." The use of the scripts was
allegedly fraudulent in that (a) the agents were encouraged to use
them in connection with all stocks underwritten by Stuart-James,
without regard to the nature or merits of the particular
securities, and (b) the scripts called " for agents to make
predictions of unfounded specific gains which could be expected
from investing in the securities.

In response to certain motions and to an order issued by me
requiring further clarification, the Division clarified and to some
extent narrowed the allegation. In a ﬁmtion for more definite
statement, Padgett and Graff claimed that it was not alleged that
the scripts were actually used and urged that, if the scripts were
not used in connection with actual purchases or sales, no
securities‘law violation was alleged. The Division responded that
the evidence would show that certain scripts in the Stuart-James

Training Manual ("the Training Manual" or "the Manual") and similar

59/(...continued) :
me to apply such a standard. This is an argument more
appropriately addressed to the Commission, in view of its long
and consistent adherence to the above-noted standard.
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scripts were used in a fraudulent manner. (Reply to Motions to
Dismiss or For More Definite Statement, May 3, 1989, at 3). In
responding to a further motion by respondents, the Division urged
that the allegation did charge that the scripts were used.
(Division of Enforcement Opposition to Motion to Reconsider Order
Denying More Definite Statement, May 16, 1989, at 2). Finally, in
response to my order requiring a "clear and definitive statement"”
regarding the scope of this and other allegations (Further Order
Regarding Delineation of Issues, June 29, 1989), the Division
stated the following:
The evidence will prove that scripts contained in the
Stuart-James sales agent training manual were
fraudulently used in connection with the solicitation of
sales of securities to Stuart-James customers in two
respects. First, all the scripts in the manual were used
generically for all Stuart-James underwritten stocks
without regard to the merits of particular securities.
Second, certain scripts called for sales agents to make
predictions of unfounded specific gains which would be
expected from making the recommended investment. The
Division will limit its evidence to scripts contained in
the training manual and those which were closely and
substantially derived from such scripts.
(Division’s Summary of Allegations and Evidence, July 7, 1989, at
2-3). 60/

To make its case on this allegation, it is not sufficient for

the Division to prove that the scripts were misleaéing, although

60/ The scripts allegation was the subject of a motion to dismiss
by Padgett and Graff, filed at the close of the Division’s
case in chief. I deferred a ruling on the motion until after
conclusion of the entire hearing. In their briefs, Padgett and
Graff and the Division incorporated by reference their
submissions on the motion.
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that is an essential element, 61/ or that sales agents made
unfounded price predictions. Rather, it must demonstrate that
misleading scripts contained in or derived from the Training Manual
were in fact used by agents in the offer or sale of securities. In
addition, of course, it must show culpability on the part of the
respondents. The Division maintains that respondents are liable
because they had actual knowledge that the Manual contained
fraudulent scripts, or that, alternatively, they were reckless in
distributing and promoting use of a manual containing fraudulent
scripts. Respondents deny responsibility on either theory.
The Training Manual

During the period under consideration, Stuart-James had a
manual entitled "Training Program for New Brokers." The focus here
- is on a chapter entitled "Telemarketing” and a section in the
chapter entitled "Making Presentations, " where the scripts at issue
are found. In an introduction to that section, the Manual advocated
use of a "good script" to help the agent guide the conversation in
the direction in which he wanted it to go. It urged the use of a
three-call method for selling securities that was designed to allow
"the prospect sufficient time to become interested and eager to do
business with you." (Div. Ex. 188, Telemarketing at 17). Sample

scripts were provided for each of the three calls. Agents were

61/ Stuart-James is incorrect in stating that the Division claimed
that the mere dissemination of documents that could, standing
alone, be misleading is sufficient to establish securities
fraud.
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encouraged to pick out "stuff" they liked and to develop their own
scripts to suit their individual styles. (Id. at 19).

The purpose of the first call was stated as "get[ting] the
lead interested and to make sure he is qualified to be a client."
(Ibid.) The first call scripts introduced the firm and the agent
to the prospect and inquired as to the amount of money the prospect
was able to invest. One of the scripts had the agent stating that
he or she was "currently following a company [the agent] believe[s]
looks excellent.” (Id. at 20). Another stated that the agent was
not calling to seil anything, but wanted to know if the prospect
would like to hear about "the next interesting opportunity [that]
develops." (Id. at 21).

The second call was designed, among other things, to build
rappor:. with and get information about tae prospect. Second call
scripts emphasized that the agent was watching stocks closely and
was just waiting for the right price. One type of script stated
that the agent did not have an investment recommendation to make
that day but was following several "promising” or "interesting"
situations. (Id. at 31-32). One script had the agent telling the
prospect that he was recommending a compaﬁy and instructed the
agent "do not name company, just hot news or some exciting action."
(Id. at 27). This script also stated that "[o]f the other issues
I am following now, I don’t know when they will make a move into
prime buying positions, but in anticipation of these moves, I am
building a list of people to get back to. Tell me, would you like

‘to be on this 1list?" (Ibid.).
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The purpose of the third call was to get the order. One script
referred the prospect to a previou§ call when the agent had told
the prospect that he would call "when something great came up."
(Id. at 37). The script then stated that "it came up." Another
suggested close was the "A.B.C. Close," in which the prospect was
told that by taking a position in a stock, as recommended, he had
the opportunity "to take a 50% short-term gain on 1/2 of your
holdings and keep the rest of the stock for long-term performance."
(I4. at 38). The third call segment of the Manual also included a
series of "power phrases," among them that in the recommended
"situation," the prospect had "the potential of seeing a return of
25-100% within 6 to 12 months." (Id. at 39).

In the "Making Presentations" section, another segment,
entitled "Handling Objections," set forth suggested responses to
prospects’ objections. For example, if the prospect stated that he
or she was not interested, part of the suggested response was
"[w]ould the possibility of getting a 30% return on your money be
of interest to you?" (Id. at 47). Other responses to various
hypothetical objections included statements such as that "you can
make 50, 100, 500, even 1000% on your money" in penny stocks (id.
at 55), and that Stuart-James specialized in underwriting emerging
growth companies "with the potential of explosive growth of 20% to
50%." (Id. at 49).

The Training Manual was prepared and used because senior
management felt that the fjrm had reached a size where it needed

a formal training program. While the Division asserts, and
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respondents dispute, that distribution of the Training Manual began
in May 1986, reliable evidence of when it began to be used 1is
‘reflected in the Minutes of Western regional managers’ meetings of
June 16 and July 19, 1986. (Div. Exs. 108 and 109). At the earlier
neeting the managers were told to use "the new Stuart-James
Training Manual"; at the subsequent meeting it was stated that use
of the Manual was to begin the following Monday. There is no
indication that the situation was different in the other regions.
It is therefore probable that by August 1986, the beginning of the
period specified in the order for proceedings, the Manual was in
use throughout the firm. It continued to be used (with the
deletions noted below) well beyond October 1987, the end of the
period specified in the Division’s allegations.

In addition, there is no doubt thac the scripts "rere intenced
to be used by the sales agents. Ward, a regional vice-president,
testified that he recommended to personnel in his region that the
scripts be used as a guideline for new_agents. As noted, the Manual
specifically encouraged agents to use the scripts as-.-a basis for
developing their own scripts. This concept was also reflected in
a Stuart-James internal newsletter of November 12, 1986, included
in the Training Manual, which recommended the use- of scripts and
discussed how they should be used:

The Stuart-James Training Manual contains exampleé of

basic scripts that can be used as guidelines. By design,

this Manual does not contain pre-prepared presentation

scripts. Management believes that in order to insure

product knowledge, brokers need to create their own sales
text. Thus, whenever brokers compose their own script,

they are able to polish their skills, enhance the quality
of their presentations and reduce the possibility of
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inadvertently making misleading statements. Because
people are different, no "script" will suit all of your
needs or all of your clients’ needs. Realistically,
there are individuals who should not be in our market
(low-priced, speculative issues). However, there are
also many other individuals who are able to participate.
Remember that it is important to tell it 1like it is.
(Div. 183 at bates 1466).
Many of the scripts were materially misleading. In decisions
issued well before the events at issue here, the Commission held
that the making of predictions and representations which are

without a reasonable basis violates the antifraud provisions. (See,

e.d., M.V. Gray Investments, 44 S.E.C. 567, 571 (1971)). A

subsidiafy concept of this broad principle, frequently enunciated,
is that prediétions of specific and substantial increases in the
price of speculative securities (such as those marketed by Stuart-
James) within a relatively shnrt time are inherently fraudulent and
cannot be justified. (See, e.q., Irving Friedman, 43 S.E.C. 314,

320 (1967). See_also Lester Kuznetz, 48 S.E.C. 551, 553 (1986):

"Predictions of specific and substantial increases in the price of
a security that are made without a reasonable basis are
fraudulent.").

This principle was reflected in the Training Manual’s
Compliance chapter, where it was stated that "indications [to
customers] of where a stock may open, prices it may reach from time
to time, either short or long term specific price projectioﬁs, etc.
are the hallmark of fraud in our industry. Any salesman heard
making specific price projections or unwarranted statements

regarding a stock’s performance will be terminated." (Div. Ex. 188,
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Compliance at 5). This was an abbreviated and somewhat different
version of a September 1985 compliance memorandum from Geman to the
sales agents, that was included in Stuart-James’ Compliance Manual.
The memorandum referred to the 1long-established rule that a
specific price prediction of a security and its performance in the
aftermarket is fraudulent unless there is a reasonable basis in
fact, and stated that, generally, there are almost no circumstances
where a reasonable basis will exist. "Therefore, it is the policy
of [the firm] that specific price predictions cannot be made with
respect to the market activity of any security." (PG Ex. 6 at 2).
The use of opinions, on the other hand, was endorsed by the
memorandum.

Inconsistently with these instructions and counter to the
above-noted lega’. principles, scripts in the Manual predicted
substantial price increases. Moreover, certain of those scripts,
if used generically, i.e., 1in connection with all stocks
underwritten by Stuart-James, without regard to the nature or
merits of the particular securities, had the potential to be
misleading because the statements in them would not have a
reasonable basis.

Padgett and Graff attempt to distinguish the -.statements made
in the Training Manual from those at issue in Commission decisions
involving price increase predictions, on the bases ‘that the
securities underwritten by Stuart-James were all listed on NASDAQ;
some of the firm’s earlier IPOs had appreciated very substantially,

‘thus providing sales agents with a reasonable basis for asserting
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that other securities might have similar returns; and, unlike prior
cases, the agents had access tovextensive due diligence files
including financial information. However, these factors cannot
justify the kinds of predictions of price increases contained in
the scripts. And while Iadgett and Graff point to the fact that the
scripts were phrased in terms of the possibility or potential of
certain returns rather than firm predictions, they acknowledge that
the Commission has held that stating predictions in the form of
opinions or potential returns "does not automatically insulate
those statements from liability." (Brief at 78). 62/ Moreover,
contrary‘to Padgett and Graff’s argument, the Commission has held
predictions of ranges of price increases to be fraudulent. 63/
Contrary to their further contention (see Response to Division
Proposed Findings 973-974, which apparent®: was intended to be
directed to Proposed Findings 971-972), the script in the "A.B.C.

" Close" does not merely refer to selling 50% of one’s holdings, but

predicts a 50% appreciation in the price of the securities within

62/ The case they cite, Armstrong, Jones & Co., 43 S.E.C. 888, 896
(1968), actually held that predictions of specific and
substantial increases in the price of a speculative security
were inherently fraudulent, and that it was "irrelevant that
such predictions were couched in terms of opinion . . . ."

63/ See, e.q., Alfred Miller, 43 S.E.C. 233, 235 (1966), where
representations to customers that the salesman "anticipated
a rise in the price of the stock to about 50 cents - 80 cents"
and that the stock "had a chance of going up to $1 or $1.50
by the end of the year'" were found to be fraudulent.

While the scripts allegation 1is couched in terms of
"predictions of unfounded specific gains," I do not consider
the ranges of predicted gains included in the scripts, which
represent a prediction of a specific gain of at least the low
end of the range, to be outside the allegation.
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a.short time. Padgett and Graff’s further argument that predictions
and scripts similar to those at issue here are standard in the
securities industry is without merit. The predictions to which they
point relate to the securities of well-established and substantial
corporations not comparable to the speculative securities sold by
Stuart-James, and they appear to be based on specific research. The
scripts to which they point are simply not comparable to those in
the Stuart-James Training Manual.

Sales Agents’ Use_of Scripts:

As previously noted, the mere existence of deceptive scripts
does hot of 1itself provide a basis for finding antifraud
violations. To warrant such a finding, it must further be found
that the sales agents actually used the scripts in the Training
Manual, or scripts "closely anc¢ substantially derived from such
scripts," in connection with the offer or sale of securities.64/
It is of course probable that, since the scripts were presented to
the sales agents to be used, they were in fact used. But that

general conclusion does not enable findings to be made concerning

64/ Surprisingly, respondents have not focused on that issue.
Padgett and Graff’s emphasis is on the question whether the
scripts were inherently fraudulent, although they do cite
customer testimony tc the effect that sales agents discussed
with the customers the specific merits of the particular
security under consideration and the absence of any such
testimony regarding generic use of scripts. Stuart-James
simply asserts that the Division produced no evidence that the
scripts were fraudulently used by sales agents in connection
with any actual transaction during the relevant period. (Brief
at 97). In fact, the Division produced extensive evidence on
the subject. Whether that evidence supports its position is
the subject of my findings in the text.
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the manner in which they were used or the portions that were used. 65/
Moreover, it is not sufficient for the Division to show simply that
agents, with or without using scripts of their own, made price
predictions to customers, even predictions using numbers similar
to those in the Manual. A link to the Manual must be shown. The
Division could simply have alleged that Stuart-James sales agents
made unfounded price predictions in violation of the antifraud
provisions. It chose instead to limit the allegation, and therefore
findings based on the allegation, to representations inclﬁded in
the scfipts. Oon the other hand, if other terminology was taken from
a scripf in or derived from the Manual, the fact that different
figures may have been used would not take the representation
outside the allegation.

-everal former sales agents testif ed that they used cripts
in the sale of securities. Some of their testimony related to use
"of scripts that was not shown to have occurred during the period
of the alleged violations or to scripts that were not in the Manual

or shown to have been derived from scripts in the Manual. 66/ The

65/ Many of the Division’s proposed findings on the scripts
allegation relate to allegedly improper sales practices that
do not fall within that allegation. I have given no
consideration to them in making my findings. ~

66/ For example, Snook, who began working for Stuart-James in
February 1986, testified to using certain scripts given to

. sales agents by Lasek and that those scripts were exactly the
same as scripts in the Training Manual. However, she received
these scripts in March 1986, and the record does not indicate
whether she used them during the relevant period. She also
testified to preparing a script for Sutton’s approval at the
outset of her employment (Div. Exs. 52 and 35), based on
lectures by Sutton, Gibbs and John Roylance, a sales trainer,
(continued...)
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testimony of certain agents, however, supports the Division’s
position. Daniel Ibanez, who worked at the downtown Colorado
Springs office from January to October 1987, testified that he
prepared scripts based on the scripts in the Manual. In particular,
a script that he prepared and used, Div. Ex. 213, inclu@es almost
verbatim the "A" and "B" parts of the "A.B.C. Close." As noted, in
the "B" part (which stood for "Benefit to Client") the prospect was
told that taking a position of 50,000 shares "gives you the
opportunity to take a 50% short-term gain on 1/2 of your holdings
and keep the rest of the stock for long-term performance."

Méry Kim, a sales agent in the same office from June 1986 to
January 1987, testified that she used parts of different scripts
in the Manual and other scripts circulating in the office to
generate her own scripts. She further testified that she prepared
about five scripts, using essentially the same selling points for
every security. She identified portions of scripts in the Manual

that she used. Among these were the following: that the prospect

66/ (...continued)
and using it in her solicitation of customers. Although
several passages in the script are substantially similar to
scripts that were in the Manual, and while Snook testified
that she used the script many times, the record does not show
whether she still used it during the relevant period, when she
was a relatively experienced agent.

Blair, who at various times was a sales trainer and assistant
manager, testified that beginning in 1985 Roylance and another
sales trainer included scripts in their training that were
similar to or in some instances identical to scripts that came
to be in the Manual, and that she trained sales agents to use
those scripts, observed agents using them and used them
herself. The record does not indicate, however, whether such
use occurred within the period of the allegation.
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had the "potential of seeing a return of 25-100% within 6 to 12
months" (Div. Ex. 188, Telemarketing at 39); that Stuart-James
specialized in underwriting emerging growth companies " with the
potential of explosive growth of 20% to 50%" (Id. at 49); and that
"you can make 50, 100, 500, even 1000% on your money" in penny
stocks." (Id. at 55). 67/

David Bethany, a sales agent in the Pompano Beach office from
September 1986 to January 1987, testified that Czaja, his manager,
and some of the "producers" in the office advised him to prepare
his own scripts based on the scripts in the Training Manual. (Tr.
4812-13). 68/ He further testified that most of the agents in his
office used scripts, and that those scripts consisted of "pieces

of the [Manual] scripts that were put together," rather than

67/ I reject Padgett and Graff’s unsupported contention that the
above testimony by Kim was biased and therefore not credible

Nassir Midani, who was employed in the Colorado Springs
downtown office from October 1986 to October 1987, testified
that he used parts of page 47 of the Telemarketing chapter in
developing his sales presentation. When asked whether he used
a specific return, like the "possibility of getting a 30%
return" referred to on that page, he answered: "A range of
return, yes, I used that." (Tr. 9051). His further answers
indicate that he was referring to material citing the Stuart-
James "track record" showing appreciation of other securities
underwritten by Stuart-James over the IPO prlce. Hence, his
testimony does not support the allegation.

68/ Respondents assert that Bethany was not a reliable witness,
citing, among other things, his admitted desire, at the time
-he left Stuart-~James, to assist in "bring[ing] the firm down"
because he considered its business methods to be dishonest
(tr. 4964), and a tendency toward exaggeration in -his
testimony. It is clear that Bethany was antagonistic toward
respondents, and it is true that his testimony frequently
tended to be exaggerated or glib. Nevertheless, I consider his
testimony on the scripts issue to have been straightforward
and believable.
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scripts taken verbatim from the Manual. (Tr. 4813). Bethany
testified that he did not like working from scripts. His testimony
is based essentially on his observation of the use of scripts by
his fellow agents. Among segments of the Manual scripts that he
testified were substantially similar to portions of the séripts
being used in his office were the following (page references are
to pages of the Telemarketing section): "I am currently following
a company that I believe looks excellent" (20); "the reason I
called was to tell you that there are several stocks that I 1like
very much and am watching very closely" (28); "you have the
potential of seeing a'return of 25-100% within 6 to 12 months"
(39); "if an opportunity came along that I felt would give you a
return of 30%, 40%, even 50% on your investment, would you be
interestec?" (48) (but the scripts that were used referrea to
substantially higher percentages); and (in response to a
hypothetical prospect’s objection that a penny stock investment was
too risky) "That’s what penny stocks are all about. That’s why you
can make 50, 100, 500, even 1000% on your money." (55).

The record thus supports a finding that sales agents, in the
offer or sale of securities, used scripts in the Manual, or scripts
closely and substantially derived from such scripts, and that the
scripts were materially misleading in predicting specific gains
from investment in the securities being promoted by thé Stuart-

James agents. 69/

69/ With respect to the generic use allegation, Padgett and Graff
assert that the scripts were mostly used in the first two
(continued...)
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Culpability of Padgett, Graff and the Firm

As noted, the Division asserts that, notwithstanding their
denials, Padgett and Graff knew that the Manual contained the
misleading scripts at the time it was distributed. Alternatively,
it contends, they were reckless in distributing the Manual without
knowledge of its contents. Respondents, on the other hand, claim
that it was only in September or October 1987 that they became
aware of the scripts in question and that then they immediately
ordered their removal from the Manual. They deny that they acted
recklessly. I turn now to an examination of the pertinent evidence. 70/

When it was decided to develop a Training Manual, Stuart-

69/(...continued)

calls, wher the agent ordinarily did not attempt to sell a
security, and that the thirc-call scripts presupposed a
detailed, non-ygeneric presentation concerning the specific
security being recommended. Actually, the price predictions,
including those used by sales agents, came from the third call
and "Handling Objections" segments of the Manual. It is not
clear from the record, however, whether those predictions were
used generlcally or whether other material representations
concerning partlcular securities, based on the Manual scripts,

were made in a generic way.

Padgett and Graff correctly note that the scripts allegation
did not charge that the use of the three-call method as such
was inherently fraudulent. .

70/ Padgett and Graff contend that there is no basis for finding
a primary violation by them, since neither one of them made
any misrepresentation or failed to speak when there was an
affirmative disclosure obligation. As I pointed out in dealing
with a similar argument on the markups issue, the principal
officers of a broker-dealer can be found to be primary
violators of antifraud provisions regardless of the absence
of direct contact with customers, where they are responsible
for policies or practices that lead to violations. Here
Padgett and Graff are charged with responsibility for
distributing, and encouraging the use of, the scripts that
were used by sales agents in a violative manner.
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James retained a Dr. Paul Guglielmino, a professor of business and
economics, to prepare it. With the assistance of various Stuart-
James personnel, he did so. According to Padgett, at a regional
vice-presidents’ meeting those present reviewed a draft of the
Manual. It was suggested that the Telemarketing section should
include scripts that were currently being used in the branch
offices. Guglielmino was asked to work with R. J. Renneker, a
regional vice-president, to compile a sampling of those scripts.
The record indicates that the scripts that ended up in the Manual
came from materials kept in the branch offices, including materials
that had been brought there by sales trainers. Thus, Geman
testified that the materials in the Telemarketing section were "no
different than the materials that were on the shelves in the branch
managers’ offices contaired in telemarketing textbooks and in the
telemarketing tapes." (Tr. 12698). And Blair was able to relate
scripts pages in the Manual, including pages containing misleading
material, to her notes of lectures that had been given in her
office by sales trainers.

Graff and Padgett both testified that they did not see the
scripts section before the Manual in its final form was distributed
to the branch offices. Padgett testified that he read and reviewed
the final draft in its entirety before distribution, including the
Telemarketing section, but that at the review meeting it was
suggested that "some additions be made to the script portion." (Tr.

362). He then identified the entire scripts section as material
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that he did not see before distribution. In explaining why he did
not do a further review, Padgett testified that

[w)le had been working on the manual for a number of

months. We kept telling people it was coming.

Particularly the branch managers wanted a version and .

copy of it so we did tell Paul Guglielmino once he got

that section together to get it out to the branches as .

quick as he could.

(Tr. 367). Graff testified that he "skimmed" most of the Manual,
did not read any of it thoroughly and did not read the
Telemarketing section. (Tr. 676). He further testified that he
expected Renneker to clear the Manual with the compliénce
department, but later learned that this was not done. Padgett
testified that the scripts in the Manual should have been reviewed
by that department. Geman, who was responsible for compliance,
testified that while he saw portions of the Manual, he did not see
the scripts section before it was distributed. He attributed this
to the fact that an "outside source" (Guglielmino) was involved in
‘the process. (Tr. 12692).

Padgett and Graff testified thaf they firsf saw the scripts
section of the Manual at a regional managers’ meetiné in about
September 1987. According to their testimony and that of Geman,
one or two of the managers expressed the view that certain scripts
were inappropriate. Padgett, Graff, Geman and otﬁérs thereupon
reviewed the material indicated and agreed that those pages brought
to their attention should be removed. Graff directed Péter
Gadkowski, the senior vice-president of compliance, to call the

branch offices to have those pages removed from the Manual. A

memorandum of October 2, 1987 from Gadkowski to regidnal vice-
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presidents and branch managers stated that he was confirming the
previous day’s oral instructions to remove nine specified pages
from the Telemarketing section of the Manual. Among pages that were
not removed was the page containing the "A.B.C. Close" and its 50%
price increase prediction.

Considering Padgett’s and Graff’s hands-on approach and the
facts that they were very much on top of what was going on
throughout the firm, were closely involved in the process of
creating the Manual and considered it an important tool for
training sales agents, and that telemarketing was a critical aspect
of the firm’s business, their testimony that they did not know of
the fraudulent scripts at the time the Training Manual was
distributed or for more than a year after that puts some strain on
my credulity. I do not conclude, however, that this circumstantial
evidence and certain other factors cited by the Division are
sufficient to warrant the conclusion that their testimony was false
and that in fact they did know. 71/ In this connection, the'fact
that most of the offending pages were removed from the Manual in

1987 supports respondents’ version of the events at issue.

-

71/ The Division asserted that since the scripts were to be drawn
from material existing in the branch offices, Padgett and
Graff were familiar with them. While admitting familiarity
with sales training materials in the branch offices, Graff
testified that to the best of his knowledge, the pages that
were removed from the Manual in October 1987 were not derived
from materials in the branch office libraries. Although, as
noted, those were not the only pages containing misleading
material, the record is simply not clear as to the scripts
with which Padgett and Graff were familiar.
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I am also not persuaded that their conduct was reckless, so
as to provide the scienter component for a finding that they, and
the firm, violated Section 10(b) of the Exchange Act, Rule 10b-5
thereunder and Section 17(a) (1) of the Securities Act. In asserting
that Padgett and Graff were reckless, the Division points to their
failure to review the entire Manual before it was distributed or
to insure that at least the compliance department did so. It also
points, among other things, to their failure to review the
presentations of sales trainers in the various branch offices or
the materials left there by the trainers. As noted, the evidence
indicates that scripts in the Manual, including some I have found
misleading, originated with the trainers. In my judgment, Padgett
and Graff were clearly negligent in not assuring that the entire
Manual was reviewed by Geman or compliance persornel subject to his
supervision efore it was sent out for use by the branch offices,
particularly in light of the fact that they failed to monitor or
provide for review of the sales trainers’ presentations. While it
is a close gquestion whether their cogduct crossed the line'to
recklessness, I find that it did not. 72/ However, based on their
negligent conduct, I find that Stuart-James, Padgett and Graff

willfully violated Sections 17(a) (2) and (3) of the Securities Act.

72/ Recklessness has been defined as "[i]nvolving not merely
simple, or even inexcusable negligence, but an extreme
departure from the standards of ordinary care. . . "

Sundstrand Corp. v. Sun Chemical Corp., 553 F.2d 1033, 1045
(7th Cir.), cert. denied, 434 U.S. 875 (1977).
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IV. NO NET SELLING

The Allegation and Its Interpretation

Each of the branch manager respondents, as well as Ward who
was a regional vice-president, is charged by the Division with
violating the antifraud provisions by establishing "a policy or
practice whereby, without disclosure to customers, for various
periods of time and as to various securities, é market was
established in which customers were not permitted to sell selected
securities previously underwritten by [Stuart-James] and for which
[Stuart-James] was a market maker unless and until that customer’s
sales agent, or another sales agent in that office or region,"
found a customer to buy those securities. According to the
allegation, this policy or practice was known as "no net selling."
‘fhe firm, Padgett, Graff and Nye are charged with failing
reasonably to supervise the above individuals (in Nye’s case, of
course, only those branch managers within his region) with a view
to preventing the violations. B

In a More Definite Statement, the Division specified the
branch offices where and the time periods when the policy or
practice was allegedly iﬁ effect. As further clarified during the
hearings (tr. 2814-17), it took the position that at certain times
the alleged policy or practice extended to all securities for which
the firm was a market maker, while at other times it exténded only

to particular, specified securities. Unlike the evidence presented

on the markup and tie-in issues, the evidence presented by the
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Division on this issue relates principally to events and
transactions subsequent to the first day of aftermarket trading.

At the outset, the Division’s briefs and respondents’
responses present a basic question regarding the meaning and scope
of the :.llegation. Taking the words in their ordinary meaning, the
alleged policy or practice involved a flat prohibition of net
sales, i.e., sales to the firm’s trading account. This view of the
allegation was confirmed in the More Definite Statement which
referred to net selling in specified securities being "prohibited"
in the specified offices during the specified periods; It was
further confirmed at the prehearing conference where Division
counsel, when asked to state the Division’s legal theory, stated:
"[I]t’s our position that it’s a material nondisclosure not to tell
a custom<r when they’re buying securities that they may not be able
to sell those securities or will not be able to sell those
securities unless and until another customer and (sic) that same
agent can find a buyer." (Tr. 19). Si@ilarly, in response to my
order requiring a "clear and definitive statement" regarding the
scope of this and other allegations (Further Order Regarding
Delineation of Issues, June 29, 1989), the Division stated that in
the offices and during the times in question, "a general patfern
and practice was implemented to obstruct the rights of customers
to freely sell securities . . . customers were unaware that they
"Wwere generally not allowed to sell securities underwritten by

Stuart-James unless and until another customer agreed to purchase
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those securities.”" (Division’s Summary of Allegations and Evidence,
July 7, 1989, at 3-4).

In his opening statement at the hearings, Division counsel
referred to "customers who wanted to sell their Stuart-James stocks
[being unable] to do so unless a customer could be found to buy
those stocks, a no-net selling policy" (tr. 138), and to "a policy
where customers who wanted to sell stock couldn’t do it unless
another customer could be found to buy the stock." (Tr. 145).
Foreshadowing an effort to broaden the allegation, counsel also
stated, however, that customers were exposed to an undisclosed
market risk that their orders would not be "promptly executed,"
that the evidence would show that in the offices and at the times
in question, net selling stock was the "absolute last resort," and
that the "goal” was to sell to cnother customer in order to
maximize commissions. (Ibid.)

In its brief, the Division stated a revised version of the
allegation: That the market establishgd by the respondent managers
and Ward was one in which customers were not permitted "to promptly

sell unless and until efforts were made to find another customer

to purchase the securities.” (Div. Brief at 75 (emphasis added)).
According to the brief, "[t]his was known as no net selling." The
brief goes on to state that the evidence showed that each of the
chgrged respondents "routinely encouraged or required the sales
agents to delay prompt execution of customer sell orders in order
to find buyers for the éecurities." (Ibid.). The brief also

introduced an additional legal theory, namely, that it is
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fraudulent not to disclose to a seller that his or her order will
not or may not be promptly executed.

Various respondents urge that the position taken in the
Division’s brief represents a new theory that was not alleged, and
that it therefore cannct be the basis for findings against them. 73/
Beaird, Gibbs, Sullivan and Sutton ("Beaird et al."), and Padgett
and Graff characterize the original theory as a "workout market"
theory and the theory put forth in the brief as involving a delay
of execution or a failure to provide best execution. 74/ In its
reply brief, the Division denies that it changed its theory. It
states that its opening brief is "nothing more than an explanation
of why the charged and proven violations constitute a material non-
disclosure and therefore a fraudulent practice." (Reply Brief at
46) . The Division conteads that its openir: statement clearly
stated what it would prove, and that the manner in which
‘respondents tried the case demonstrated that there was no surprise.

The reply brief, however, fails_ to explain the apparent
discrepancy between the allegation in the order for proceedings and -

the way in which it is restated in the Division’s opening brief.

73/ Against the contingency that I would disagree with them,
respondents address the bulk of their arguments to the
Division’s "new theory."

74/ As described by these respondents, a "workout market" is one
in which a broker-dealer accepts customer sell orders for a
security only if it can find matching customer buy orders.

Beaird et al. and Nye also contend that the Division’s new
theory does not state a violation of the antifraud provisions.
While I disagree with that contention, under my view of the
allegation it is not necessary to reach it. '
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As there restated, the allegation would be changed from a policy
or practice prohibiting net sales to one simply requiring some
effort by a sales agent to find a matching buyer for a sell order,
with some resultant delay. I agree with respondents that this would
represent a material departure from the allegation. After
essentially adhering to the terms of the allegation in written and
oral prehearing submissions, the Division for the first time
suggested a broader position in its opening statement. What its
counsel there stated, however, did not go nearly as far as the way
in which the Division expressed the allegation in its brief.
Moreovér, it is not clear that, as the Division claims,
respondents’ conduct during the hearings demonstrated their
" understanding that the Division was taking a broader view of the
allegation. In any event, how:wer, the terms of the allegation
could not be superseded or expanded (as distinguished from
clarified) by an opening statement or by the manner in which the
issues were tried.75/ The proper and only way to do that was by
amendment of the order for proceedings.76/ No such amendment was

sought by the Division.

-

75/ An earlier version of the Rules of Practice that was in effect
many Yyears ago included a provision that findings could be
made with regard to any issues that were tried by express or
implied consent of the parties, even if they were not raised
in the order for proceedings. (See Earl J. Knudson & Co., 40
S.E.C. 599, 600 n.4 (1961)). There is no such provision in the
current Rules of Practice.

76/ It was also not appropriate for the Division to introduce a
' new legal theory in its brief.
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Having said that, I nevertheless consider that it would be
unduly technical to construe the allegation as not encompassing a
scenario where a manager announced a policy that there was to be
no net selling and implemented that policy by requiring extended
efforts at finding e matching buyer, even though after extended
delay (of more than a day) he ultimately permitted net sales to
occur. Such a policy may reasonably be viewed as tantamount to a
prohibition of net sales, as alleged. That is not true, however,
for the situation contemplated in the Division’s brief where agents
were requiredbmerely to make some effort to find a matching buyer
and, if unsuccessful in that endeavor, were able to net sell after
a relatively brief delay in execution. I realize that the 1line
between the two situations 1is not clear-cut, but it appears
reasonable to draw it in that fashion.

Findings and Conclusions

The Evidence, Generallv

As has been previously noted, under;Stuart—James’ compensation
policies it was advantageous for sales egents and for their
managers to croes transactions rather than to net sell. Customers
could also benefit, particularly under the new pricing policy
instituted in the fall of 1986, which required a 5% break for both
seller and buyer in a cross transaction involving customers of the
same agent. The record shows that each of the respondentsAcharged
“with no net selling violations strongly encouraged the agents under
him to cross sell orders within their own "books," or at least with

customers of other agents in the same office, and discouraged them
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from net selling the securities. In some cases, the managers were
satisfied if the sale was matched with the reinvestment of the
proceeds through purchase of another security by the selling
customer. With respect to unsolicited sales, managers also
instructed agents to try to talk customers cut of selling.77/ At
various times and places, explicit orders were given that there be
"no net selling™ with respect to particular securities, or
generally. Where agents could not or did not want to sell
securities to their own customers, procedures were used to
facilitate buying by other agents, such as posting sell orders on
office blackboards. Agents were encouraged to "build [their] books"
and to "support the stocks [for which Stuart-James was a market
maker]." While Padgett and Graff assert that these concepts (and,
for that matter, the encouragement of agents to cross stock) had
nothing to do with forbidding customers from selling, it is true
that they tended to encourage crossing rather than net selling.
However, even in the context where "no net selling" directives had
been given, the record shows that in most instances sell orders
were executed by the end of the day, even where a buyer could not
be found. Of course, even relatively brief delays in the execution

of sell orders created risks of a price decline far sellers. But,

77/ That approach, of course, does not fit the Division’s
contention that conduct in the various offices was driven only
by the goal of maximizing commissions. Even a net sale
produced more commission than no sale. The discouragement of
sales rather suggests a desire to maintain the price level of
securities.
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as stated above, that is not enough to bring such practices or
conduct within the scope of the allegation.

The discussion that follows, after a brief detour to consider
certain statistical evidence relied upon by respondents, includes
findings based on the parties’ contentions and the evidence
regarding each of the respondents charged with no net selling
violations. In light of the possibility that the Commission, on
review, may take a broader view than mine of the allegation, that
discussion is fuller than it would otherwise be.

Statistical Evidence

Stuart-James and Padgett and Graff claim that certain
statistical evidence disproves the allegation that sales agents
were required to cross rather than net sell. They interpret that
evidence (particularly SJ Exs. 71(a) and (b)) as demons-rating that
net sells were freely permitted. Although, as noted, it is the
-Division’s position that at times, in the specified offices, the
no net selling policy or practice extended to all securities for
which Stuart-James was a market maker, the exhibits are limited to
the specific securities identified by the Division. Exhibit 71 (a)
and the first part of 71(b) track trading activity in those
securities for every agent in the specified offices during the
specified periods. Exhibit 71(a) shows, for each of the 234 agents
in these offices at the relevant times, by security and for each
-day on which there was activity, total customer buys and sells.
Where there is a difference between the two figures, it is treated

either as a net buy or net sell day. Where the figures are the
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same, the assumption is that the securities were crossed. Exhibit
71(b) totals the number of days on which each agent engaged in
transactions in the specified securities, the number of those days
on which he or she was neifher a net buyer or net seller, and the
percentages that the second number represent of the first. Under
respondents’ analysis, the exhibit indicates that virtually none
of the agents routinely érossed their securities, with the median
agent doing so on less than 12% of the days he or she traded.

The second part of Exhibit 71(b) tracks each of the specified
securities on a branch-wide basis for each of the charged offices.
Respondents point out that this analysis reflects as crosses not
only those within an agent’s own book, but crosses with other
agents in the same office. The exhibit shows that on virtually
every business day each office had a net change in position and
that only on very few days, ranging from 4.6% to 29.2% for
different offices, were all of the specified securities crossed
within the office. Each office was often a net seller. The'last
two parts of exhibit 71(b) show that the firm’s overall inventory
in the designated securities was constantly changing. Respondents
interpret this as demonstrating that transactions were not all
being crossed. .

The Division asserts that respondents’ analysis is misleading
in counting trades as crosses only where the daily totals of buys
and sales exactly match. It points out that on days where there
were both buys and sales, but in different quantities, it is likely

‘that the sales were crossed to the extent of the buys. This
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approach, of course, yields a far higher percentage of crossed
sales transactions.78/ Even under it there were a great many net
sales. In any event, these exhibits are simply not dispositive of
the issues.

Equally inconclusive are commission runs of individual sales
agents that were introduced as exhibits by various respondents to
demonstrate that net selling occurred on a large scale. The
Division correctly points out that these exhibits only reflect
transactions by customers of a particular agent and do not reflect
instances where sell orders were crossed with customers of other
agents. In addition, they do not indicate the extent of the delay,
if any, in the execution of sell orders.

Beaird

During the relevant period (May 1985 through October 1987),
Beaird was manager of the Houston Post Oak office. When a second
Houston office opened in the summer of 1986, Beaird became area
manager for both offices. The Division contends that the testimony
of former sales agents who worked in the Post Oak .office is
consistent that there was a general prohibition against net
selling. As indicated in the following summary of that testimony,
however, the record does not support that contention.

Richard Evans worked in the Post Oak office from September

1985 to July 1986 and then in the second Houston office until

78/ The Division also asserts that Exhibits 71(a) and (b) have
significant errors that greatly reduce their reliability.
Since I do not rely on the exhibits in reaching my
conclusions, there is no need to address that assertion.
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December 1986. He testified that, particularly subsequent to the
UMBE offering, Beaird "highly discouraged" net selling, but that
there was‘not an "absolute prohibition." (Tr. 7471). Elaborating,
he testified that agents were encouraged to find a buyer either in
their own book or through another agent, and that in some cases
sell tickets were posted in the office in an effort to find a
matching buyer before the end of the day or before the net sell was
made. According to Evans, he was concerned that failure to abide
by the policy would affect his new issue allotment, and that
accordingly he made efforts to cross sell orders. Occasionally, he
would ask customers to give him a little time to see if he could
find a buyer and explained that he might thereby possibly secure
a better price for them. Evans further testified that Beaird
explainred as a basis for his policy that it was necessary "to
support the stock" in order to avoid the price going down. (Tr.
7470). On cross-examination, Evans reiterated that Beaird, while
discouraging net sales, let him net sell for his customers when a
cross could not be lined up.

Frances Dollen, an agent in the Post Oak office from February
or March 1986 to January 1987, testified as follows on direct
examination: While net sellingAwas never "appreciated" during her
tenure, beginning in the second half of 1986, Beaird used the
ph:ase "no net selling,” and "you could not net sell." (Tr. 7077).
‘When a customer wanted to sell, the agent would either cross or try
to talk the customer out of it. She recalled an incident where the

brother of a formervagent wanted to sell stock, and Beaird would
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not let him do it. More than once, she saw Beaird tear up a sales
ticket. She could not recall any specifics, however. On cross-
examination, she testified as follows: With respect to the agent’s
brother, Beaird ultimately directed that the stock in question be
delivered to the customer. In investigative testimony, she
testified that if an agent could not talk a customer out of
selling, "they" called the regional vice-president who would let
the transaction go through as a net sale. No net selling was "said
to be prohibited. . . . Generally it was very discouraged." (Tr.
7249).

Roger Hubbard, who was an ageht in the Post Oak office for
about three months beginning in November 1986, testified that it
was frequently stated by the assistant manager and others that
there was no net selling, and that in one instcz.ace he observed
another agent being upset because a net sell ticket had been
‘rejected. He further testified that it was the office’s goal to get
all stock crossed. Hubbard himself never wrote a sell ticket. He
testified that if a customer wanted to sell, the agent was to try
and talk him or her out of it or to cross it. He acknowledged that
he knew no specifics about the sell ticket that was rejected- and
could not say whether it was rejected because it was-a net sell or
for other reasons.

Beaird himself denied that he, or anyone in his pfesence,
told agents in his office that he did not want net selling, to try
to talk customers out of selling or that net selling was a last

resort. He also denied telling agents that  net selling of a
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particular security was not allowed, or discouraging such net
selling. He acknowledged that he urged them to "build their books"
and to "support the stocks," which could be done only by customers
buying.

The Dollen and Hubbard testimony regarding incidents where net
sell tickets were assertedly rejected is not specific enough to
warrant a finding that net sales were prohibited within the scope
of the allegation. The testimony of Evans, whom I consider among
the most reliable witnesses, establishes the contrary.

Sutton

Sutton was manager of the Colorado Springs downtown office
from April 1985 to June 1986 and thenrbecame manager of the new
‘Colorado Springs North Creek office. At about the time he opened
that office, he also became area manager for Colorado Springs and
Albuquergue. The no net selling allegations as to him cover the
period from July 1985 to October 1987 and are limited to his
service as branch manager. B

The Division’s contentions regarding Sutton may be summarized
as follows: He admittedly encouraged sales agents to cross their
sell orders, and he refused to sign sell tickets unless and until
all efforts to cross had failed. Whenever a sales agent could not
cross a sell order in his or her own book, it was posted in the
office and other sales agents were encouraged to have their
customers buy the securities. Sell orders were routinely delayed
in order to attempt to locate buyers. On specified occasions,

Sutton told sales agents in December 1985 that there would be no
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net selling and that every pink (sell) ticket should be accompanied
by a blue (buy) ticket; told the Albuquerque agents that there
would be no net selling of Find;79/ and told his sales agents that
there would be no net selling without legitimate reasons. 1In
addition, before new issues traded, he told the sales agents to get
"new money for new issue," prohibited net selling and told the
agents they were not allowed to net sell any stock to finance the
purchase of new issue.

Although the proposed findings cited by the Division in
support of its contentions reflect only snippets of testimony, some
of which are out of context, it appears that the record as a whole
supports those contentions. However, with the possible exception
of the first two of the specified incidents and the asserted
prohibitior before new issues traded, they do not add up to -.
prohibition of net selling, as alleged in the order for
‘proceedings. The instructions to the Albuquerque sales agents refer
to testimony by Snook that such a statement was made either_by
Sutton or Nye; it therefore cannot be the basis of .a finding
against either one. With respect to the December 1985 incident,
the Division cites Proposed Finding 2349, which states, citing
certain testimony by Brasley (at that time a sales agent), that at
a due diligence meeting in December 1985, Sutton advised the

Colorado Springs sales agents that there would be no net Selling

79/ It 1is the Division’s position that Sutton’s activities
encouraging no net selling in offices that he did not manage,
in his capacity as area manager, make it more likely that he
engaged in similar conduct in his own offices. Evidence of
this nature was received on that basis.
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allowed, that every pink ticket should be accompanied by a blue
ticket, and that the agents should raise new money for new issue.
The cited testimony is that prior to a due diligence meeting with
Padgett, the agents had a meeting with Sutton in which
"[bJasically, we went over the no net selling policy and the new
money for new issue, bring me a pink ticket with a blue ticket
(sic), support your stock." (Tr. 9344). In other testimony, Brasley
stated that Sutton used the phrases "no net selling" and "bring me
a blue ticket with that pink ticket," and that Sutton did not
accept a sell ticket unless the agent had made "quite an effort"
to cross it, but that he did eventually accept and process net sell
tickets, after delays ranging from 15 minutes to several hours.
(Tr. 9289-90). At another point Brasley testified that sell tickets
were always executel at least by the end of the day.

For its argument regarding no net selling directives before
new issues traded, the Division relies principally on the testimony
of former sales agent Rada. He testified that Sutton usually'used
the phrase "no net selling" prior to an IPO. According to Rada,
Sutton wanted the agents to get "new money for new issue," in that
he did not want them to sell a security in a client’s account to
raise capital for a new issue. However, the "new money for new
issue" concept did not involve the maximizing of commission income,
the asserted rationale for a no net selling policy, since it was
just>as applicable to sales that were crossed as to net sales. Rada
also testified that there were periods of time when the agents were

not permitted to net sell on the opening day of trading of IPOs.





