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tion exists.!” And the fact that a customer may have lost -money is
no reason for rejecting his testimony.18 In addition, it is clear that
whether a representation or prediction is fraudulent depends on
the facts and circumstances at the time it is made and not upon
subsequent assertedly successful developments.!® Fehr’s position
is not aided by his purchases of Sonics stock;2 a salesman’s
willingness to speculate with his own funds despite his knowledge
of adverse financial information cannot justify recommending the
purchase or retention of such stock by customers without disclo-
sure of that information so that the customers can make their own
informed decision.

Gladstone and Fehr also assert that their investigation of Son-
ics provided a reasonable basis for their representations and re-
commendations.?! and Gladstone and Paras assert that the cus-
tomers had confidence in respondents and were not interested in
the various factors considered by them in recommending the stock.
Gladstone, Fehr and Stutzmann state that the stock was analyzed
and recommended on the basis primarily of the future potential of
the company. Hanly, Stutzmann and Paras also assert that they
relied on information supplied by Gladstone and Fehr.

The investigation by Gladstone and Fehr furnished no support
or adequate basis for the representations we have found, and in a
number of instances the representations went beyond the informa-
tion made available to them and imparted to the other individual
respondents. In view of Sonics’ history of continuous operating

losses and the fact that its filter was commercially untried, respon-.

dents should not have based representations on the self-serving
and extravagant claims received directly or indirectly from Son-

17 See Charles P. Lawrence, 43 S.E.C. 607 (1967), affd 398 F.2d 276 (C.A. 1, 1968); Van
Alstyne, Noel & Company, 33 S.E.C. 311, 316 (1952).

Paras is not aided by Berko v. S.E.C., 316 F.2d 1387 (C.A. 2, 1963), afi’d Mac Robbins &
Co., Inc., 41 S.E.C. 116 (1962), which he cites. That case dealt with the duty of a salesman
engaged in a boiler-room sales campaign to investigate optimistic information concerning that
issuer furnished to him by his employer. Here, Paras was aware of Sonies’ poor financial con-
dition but did not disclose it to customers, made price predictions that were inherently fraudu-
lent, and made representations unsupported by the information he had received.

18 R. Baruch and Company, 43 S.E.C. 13, 19 (1966).

18 Cf. Heft, Kahn & Infante, 41 S.E.C. 379, 382 (1963); David T. Fleischman, 43 S.E.C. 518,
522 (1967). .

©Cf. A. T. Brod & Company, supra, at p. —; Shearson. Hammill & Co., Inec., 42 S.E.C. 811,
834 (1965).

2L No request was made by any of the individual respondents to registrant’s research
department to check on Sonics although, according to registrant’s senior partner, it was
eminently qualified to do so. Fehr testified that that department reported primarily on listed
and high-grade securities, and he did not believe that a company like Sonics was within its
sphere of knowledge or experience. Gladstone testified he felt he did not know its personnel well
enough to call them, did not know their fields of expertise, and thought they were too busy.
Stutzmann’s stated reason was that he relied on Gladstone and the report furnished by A. R.
Paras considered that the department would not have had the time to and could not obtain as
much information as he had.
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ics’ management.??2 In addition, respondents should have been on
notice in 1963, when most of the representations and predictions
were made to customers, that the report furnished by A. R. was
not a reliable document in view of the absence of financial state-
ments in the report and its uncertain authorship, highly optimistic
tone, and demonstrably false estimates of sales and earnings for
1962. And nothing in the statements by Sonics’ management or in
the report provided any basis for a representation that a licensing
contract with a domestic company had been or was certain to be
signed, or that a merger agreement was imminent. Moreover, a
customer’s reliance upon a salesman whom he trusts cannot excuse
false or misleading representations.2?

INADEQUATE SUPERVISION

We agree with the Division’s contention that, while registrant
had established supervisory procedures, it failed to discharge rea-
sonably its duties and obligations under those procedures with a
view to the prevention and detection of the violations we have
found, and had reasonable cause to believe that such procedures
were not being complied with. Although particularly close scrutiny
of the two recently opened branch offices, which were managed
and staffed by new personnel, was essential,¢ registrant ignored
red flags that should have prompted a thorough investigation of
the transactions in Sonies stock in those offices. In 1968, about 90
percent of registrant’s business was in securities listed on the
New York and American Stock Exchanges, and, according to re-
gistrant’s senior partner, everyone in the firm was aware that it
did not favor transactions in low-priced, over-the-counter securi-
ties. Moreover, registrant’s branch offices were not permitted to
purchase securities on a principal basis except to fill existing or-
ders, and it acted as agent in over 99 percent of its transactions.
Yet registrant’s partner who was responsible for advising the
firm’s compliance director of any unusual circumstances revealed
by his daily examination of blotters, showing all transactions by
each branch office, was not concerned by the substantial number of
over-the-counter transactions in the Sonies stock, many on a prin-
cipal basis.2?s

22 See J. P. Howell & Co., Inc., 43 S.E.C. 325, 329 (1967), aff’d sub mom. Vanasco v. S.E.C.,

395 F.2d 349 (C.A. 2, 1968); A. T. Brod & Co., 43 S.E.C. 283, 292 (1967).

23 On the record before us, we are unable to find, as charged in the order for proceedings,
that the individual respondents acted in concert in the conduct of the fraudulent activities
discussed above.

2% See Kamen & Company, 43 S.E.C. 97, 103 (1966); Sutro Bros. & Co., 41 S.E.C. 443, 464
(1963).

2 Between February 14 and 28, 1963, 10,600 shares of Sonics stock were sold to registrant’s

stomers on a principal basis.
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In May 1963, registrant was advised by the NASD of a com-
plaint received from a customer of one of the salesmen in the
Forest Hills office indicating that the salesman had represented to
him that Sonics stock would reach 12 or 13 in a few days due to a
merger of the company with General Instrument. Registrant’s
compliance director asked Gladstone for a letter of explanation by
him or the salesman or both. Thereafter, the compliance director
sent a letter signed by Gladstone to the NASD which advised that
the customer had received the same information on Sonics from
both Gladstone and the salesman, denied that the customer had
been told of a merger or a rise in price “in a few days,”” and stated
that Gladstone had told the customer that he was recommending
the stock “on its future,” and that Sonics had potential earnings
of over a dollar a share which would bring the price of the stock to
12 or 13. Gladstone’s letter characterized the customer as a “spec-
ulator” who wasg ‘“always looking” for a * ‘sure thing.’”

It does not appear that any meaningful questions were raised or
investigation conducted by the compliance director until after ad-
ditional complaints were presented by an attorney on behalf of
several customers in late September 1963 with respect to allegedly
false representations by Gladstone and Fehr, resulting in “very
substantial losses” to the customers. As we stated in Reynolds &
Co., “in large organizations it is especially imperative that the
system of internal control” not only be “adequate” but also effec-
tive and that ‘“‘those in authority exercise the utmost vigilance
whenever even a remote indication of irregularity reaches their
attention.”2¢

OTHER MATTERS

Gladstone and Stutzmann contend that they were denied due
process. They assert that the Division’s conduct of its investiga-
tion lulled them into the belief that proceedings would not be
instituted and that they therefore did not record customers’ recol-
lections or preserve documentary evidence in their favor. In addi-
tion, they claim they were prejudiced at the hearings by Division
counsel. They cite counsel’s statement, in a colloguy with an attor-
ney for one of the respondents, that A. R. had invoked the privi-
lege against self-inecrimination following a staff inquiry conecern-
ing certain of his activities unrelated to Sonics stock. They also

39 S.E.C. 902, 916 (1960). See also Shearson, Hammill & Co., 42 S.E.C. 811, 843 (1965);
Sutro Bros & Co., 41 S.E.C. 443, 463 (1963).

In 1963, registrant had eleven branch offices, including those in Forest Hills and Hempstead,
and 171 employees including 93 registered representatives.
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point out that counsel showed Gladstone a Commission litigation
release, prepared after the period covered by the order for pro-
ceedings, concerning injunction proceedings against one of Sonics’
backers, and asked Gladstone whether he knew that a company
whose securities he purchased pursuant to a customer’s order had
been enjoined from selling unregistered shares even though the
injunction was entered sometime after the purchase. Stutzmann
objects to the introduction in evidence of the action of the New
York Stock Exchange in censuring him for executing transactions
for customers on a discretionary basis without appropriate writ-
ten authorization. He notes that the censure was based on that
Exchange’s ex parte review of his testimony in arbitration pro-
ceedings between registrant and a customer to which he was not a
party and that despite such censure he was thereafter admitted to
membership on the American Stock Exchange.

There is no substance to these contentions. Gladstone and Stutz-
mann did not have a reasonable basis for assuming that the in-
stant proceedings would not be instituted. In any event, they have
not cited any specific inadequacies in the record resulting from
any such assumption. Further, there is no indication that the
hearing examiner, who is legally trained and judicially oriented,?’
was influenced by counsel’s references to A. R.’s claim of privilege
against self-incrimination and the two injunctive proceedings, and
we have not considered these matters in making our findings.28

The hearing examiner properly admitted evidence of Stutz-
mann’s censure by the New York Stock Exchange. We may con-
sider any such prior disciplinary action against a respondent in
determining the nature and extent of any sanction to be imposed
in the public interest.?? Stutzmann was advised by an attorney
with respect to the arbitration proceedings and censure action and
chose not to exercise his right of appeal from that action after
registrant’s counsel told him that such a course would entail addi-
tional cost and the risk of an increased sanction. And the fact that
Stutzmann’s application for membership on the American Stock

# See Marketlines, Inc.. 43 SE.C. 267, 275 (1967), afi’d, 384 F.2d 264 (C.A. 2, 1967), cert.
denied 390 U.S. 947; Clinton Engines Corporation, 41 S.E.C. 408, 411 (1963).

% We-also note that it is within the discretion of the hearing examiner to permit the use of
any document to refresh the recollection of a witness, w}-1ich was the purpose of the references
to the injunctions. See McCormick, Evidence, ch. 2, §9 (1954); II Wigmore, Evidence (3rd ed.,
1940), § 758; U.S. v. Ricardi, 174 F.2d 883 (C.A. 8, 1949); U.S. v. Ward Baking Co.,
224 F. Supp. 66, 73 (E.D. Pa., 1953).

® See Gibbs & Company, 40 S.E.C. 963, 965 (1962); Reynolds & Co. 39 S.E.C. 902, 918,
n. 31 (1960).
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Exchange was approved despite the censure does not affect the
admissibility of the evidence.3°

PUBLIC INTEREST

In view of registrant’s failure to exercise adequate supervision
and the individual respondents’ willful violations we must deter-
mine whether it is necessary or appropriate in the public interest
or for the protection of investors to impose sanctions upon them.

On September 1, 1966, after the completion of the hearings but
before the filing of the initial decision, registrant sold all of its
tangible assets and the leasehold improvements in its offices and
assigned all of its leases to X Co., a broker-dealer firm, requested
withdrawal of its registration, and ceased doing business.’! The
hearing examiner viewed the sale as a device for minimizing the
impact of anticipated Commaission action and as a basis for impos-
ing a sanction more severe than censure which he considered
might otherwise adequately serve the public interest. The Division
asserts that the branch offices where the violations occurred were
continued as substantially the same entities under X Co.’s owner-
ship and urges that, although it would be unfair to impose sanc-
tions upon X Co. itself, those offices should be suspended as the
“locus of infection.” X Co., which has filed briefs, stresses that it
is not alleged to have participated in any misconduct and is not a
party to these proceedings, and argues that we lack authority to
take any such remedial action.

We cannot agree with the staff’s position that the two branch
offices should be suspended, entirely apart from the existence of
our power to take such action. A broker-dealer is not prevented
from selling the tangible assets of its business to an independent
purchaser by the institution of disciplinary proceedings or even by
the suspension or revocation of its registration.’2 While a differ-
ent situation would be presented if the sale were merely a device

30 It additionally appears that approval by the American Stock Exchange of Stutzmann's
membership application was suspended pending the outcome of our staff’s investigation of his
transactions in Sonics stock.

Stutzmann has also complained that one of his customers was asked by the Division whether
Stutzmann had disclosed the censure to him, although the censure was not entered until after
his last conversation with the customer. However, although the censure was entered after the
conversation, Stutzmann had previously been notified of it by the New York Stock Exchange,
and he does not claim that such notification was suhsequent to the conversation.

X Co. offered employment to registrant’s partners and employees, many of whom accepted
such offer. Registrant’s senior partner became one of 77 vice presidents but is no longer
associated with X Co. Fehr and Hanly became managers of the Forest Hills and Hempstead
branch offices, respectively, and Paras became manager of another branch office. Gladstone and
Stutzmann were no longer branch office. Gladstone and Stutzmann were no longer employed by
registrant at that time. Although, X Co. employed 101 registered representatives of registrant,
53 of whom are no longer in its employ.

32 See Marketlines, Inc., Order Denying Stay (File No. 3-227, April 11, 1968).
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to ensure registrant’s continuance in business, 32 nothing in the
record indicates that X Co.’s acquisition of registrant was not
bona fide, and the Division states that it is not alleging that X Co.
is the successor or alter ego of registrant. The impact of a suspen-
gion of the branch offices would fall on X Co. and its employees in
those offices, including those previously employed by registrant,
who have not been charged with any violations or failed to exer-
cise adequate supervision, and appropriate remedial action with
respect to the wrongdoers still employed in those offices can be
achieved without such suspension.

In considering the sanction to be imposed on registrant we have
taken into account as mitigating factors the improvements in re-
gistrant’s supervisory procedures made after the violations,3¢ and
that registrant’s prior record was good. Under all the circumstan-
ces, we conclude that it is appropriate in the public interest to
censure registrant and permit its withdrawal from registration.

The individual respondents variously urge, as mitigative fac-
tors, that with the exception of the censure of Stutzmann, they
have clean records, and that standards governing the securities
industry in 1962 and 1963 rather than at the present time should
be considered in determining the extent of any sanctions required
in the public interest, that any violations committed do not war-
rant imposition of a sanction, and that the lapse of time since the
violations should be taken into account. We consider the fraudu-
lent conduct of the individual respondents to be extremely serious
as well as unlawful under the standards embodied in the Securitieg
Acts since their adoption,3 and that the mitigative factors pre-
sented are insufficient to overcome it. Moreover, Gladstone, Fehr,
Hanly, Stutzmann and Paras have been in the securities business
since 1957, 1954, 1947, 1959 and 1955, respectively, and must have
been aware of the fraudulent nature of their conduct. We agree
with the hearing examiner’s determination that Gladstone should
be barred from association with any broker or dealer. Further, we
find that the sanctions which the examiner imposed on the other
individual respondents were inadequate in the public interest and

38 Cf. Batten & Co., Inc., 40 S.E.C. 997 (1963); Regal Knitwear Co., v. N.L.R.B., 324
U.S. 9, 14 (1945); Southport Petroleum Co. v. N.L.R.B., 315 U.S. 100, 106 (1942); N.L.R.B. v.
Herman Bros. Peét Supply, Inc., 325 F.2d 68, 69 (C.A. 6, 1963).

3 For example, registrant prohibited solicitation of purchases of seecurities, priced at less
than $5 per share, without the approval of a partner and an investigation by its research
department; adopted a poliey of consulting that department with respect to any seeurity sold in
large quantities; circulated memoranda dealing with important legal topics; and installed
automatic data processing systems.

% Cf. Alexander Reid & Co., Inc., 40 S.E.C. 985, 991 (1962), 41 S.E.C. 372 (1963).
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conclude that they also should be barred from such association.3s
However, in view of the limited nature of Fehr’s violations, we
will permit his return to the securities business after 60 days in a
non-supervisory capacity and upon an appropriate showing that
he will be adequately supervised.37

An appropriate order will issue.

By the Commission (Chairman COHEN and Commissioners
OWENS, BUDGE, WHEAT and SMITH).

3 The examiner concluded that Stutzmann and Paras should be barred with the proviso that
they may return to the securities business after five months upon a showing of adequate
supervision, and that Fehr and Hanly should be suspended from association for five and four
months, respectively.

37 The exceptions to the initial decision of the hearing examiner are overruled or sustained -

to the extent that they are inconsistent or in aceord with our decision.
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