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These proceedings were instituted by &n order of the
Commission dsted August 26, 1968 ("Order"), pursuant to Sections
15(b), 154, end 19(e)(3) of the Securities Exchsenge Act of 1934
("Exchange Act'") and Section 203 of the Investment aAdvisers act of
1940 ("Advisers Act") to determine whether the respondents named
in the Order had, as slleged by the Division of Treding and Markets
("Division"), wilfully violeted and wilfully sided end sbetted
violations of the snti-fraud provisions of the Securities Act of
1933 ("Securities Act") end of the Exchange 4ct and rules there-
under, and whether remedial ection pursuent to the provisions of
the Exchange £ct and Advisers Act is necesssry.

Prior to the commencement of the hearing, respondents
Merrill Lynch, Pierce, Fenner & Smith, Incorporated (''Merrill
Lynch'"), and fourteen of its officers and employees made offers of
settlement which, upon scceptence by the Commission and the issuance
of the Commission's Findings, Opinion end Order in November, 1968,
terminated these proceedings as to them.l/ At the outset of the
hearing on December 16, 1968 Anchor Corporstion was sdded &s s
respondent in this matter upon gpplication by the Division for en
smendment to the Order, snd respondent City éAssociastes, announcing

that the Commission had sccepted its offer of settlement, withdrew

1/ Merrill Lynch, Pierce, Fenner & Smith, Inc., Securities Exchange
Act Release No. 8459 (November 25, 1968).




2/
from further psrticipation in the hearing.—

In substance, the Division's ellegations sre thset during
the period from gbout June 20, 1966 through June 24, 1966, each
of the respondents sppeering snd participsting in the hearingé/
wilfully violeted and wilfully aided snd abetted violstions of
Section 17(s&) of the Securities Act and Section 10(b) of the
Exchenge Act and Rule 10b-5 thereunder in connection with the ssle
of common stock of Douglss Aircreft Co., Inc. ("Douglsas").
Allegedly, non-public meterisl information sbout lower esrnings
that Douglas would report for the first six months of its fiscal
year ("FY'") 1966 and about the reduction by the company of its
estimates of earnings for FY's 1966 and 1967 wes scquired by
Merrill Lynch end certsin of its officers and employees during
June 17, 1966 through June 22, 1966 by virtue of Merrill Lynch
being the prospective mensging underwriter of a Douglas convertible
debenture offering. It is further charged that prior to those
facts becoming public, respondents received informetion from Merrill
Lynch personnel gbout the lower esarnings end reduced estimates, and

4/
sold Douglas common stock without a disclosure of thsat informstion.

2/ Subsequently, the Commission issued sn order accepting the offer
of settlement. City Associstes, Securities Exchange Act Relesse
No. 8509, Investment Advisers Act Release No. 242 (January 31,
1969).

3/ Hereinsfter, unless otherwise indicsted, 'respondent(s)'" is not
a reference to Merrill Lynch or its officers or employees nor to
City Associstes.

4/ Fursuent to stipulstion, ssles of Douglas stock during the period
June 21 through June 23, 1966, executed on the New York (cont'd)



énswers filed by respondents to the Order denied the
alleged violaetions and, as one of the defenses, ssserted lsck of
Commission jurisdiction in these proceedings over respondents and
their activities. All respondents sppesred through counsel who

psrticipsted throughout the hearing.

4/ (Cont'd)
Stock Exchenge or otherwise executed by use of the meils and
of the meens end instrumentalities of transportation and com-
municstion in interstate commerce, were made by s respondent
or attributed to the recommendation of & respondent as follows:

Total
Shares Sold Frice
Respondent Dete Long Short trice (Nesrest $1,000C)

1. 1Investors Manage- 6/22 54,000 - 88%-90 $4,854,000
ment Co., Inc. 6/23 59,300 - 77%-88% 4,902,000

2. J. M. Hartwell 6/21 1,6C0 - 87 -87% 139,000
& Co.

3. Hartwell end 6/22 - 2,50C 90 225,000
tssocistes

4, Park Westlake 6/22 - 1,500 90 135,060
Assocliates

5. Ven Strum & Towne, 6/22 1,500 - 88 -88% 132,000
Inc.

6. Fleschner Becker 6/22 - 5,00C 89%-90 447,0Cc0
Associstes 6/23 - 3,500 87%-88% 307,000

7. Fairfield tartners 6/21 - 900 89%% 81,000

8. Burden Investors 6/23 7,100 - 844 -87 605,000
Services, Inc.

9. William A. M. 6/23 3,900 - 84%-87% 331,000
Burden & Co.

10. The Dreyfus 6/23 21,3C0 - 80%-81% 1,713,0C0
Corporstion

It also appeers uncontroverted that Medison Fund, 4.W.Jones &
Co. end A.W. Jones 4ssocistes executed sales of Douglss stock on the
New York Stock Exchange as follows:

11. Msadison Fund 6/21 6,00C - 87%-88% 527,000
12. 4. W. Jones & Co. 6/22 - 4,900 88 -90% 438,000
13. 2A. W. Jones 6/22 - 2,800 88%-89% 250,000

Associates



As part of the post-hesring procedures, successive filings
of proposed findings, conclusions, and supporting briefs were
specified. Timely filings thereof were msde by the psrties to
these proceedings.

The findings and conclusions herein sre based upon the pre-
ponderence of the evidence as determined from the record end upon
observation of the witnesses.él
RESFONDENTS

During 1966, Investors Management Compsny, Inc. ("IMC"),
then s wholly-owned corporate subsidiary of Anchor Corporstion
(""Anchor"), was the investment adviser to certain investment com-
panies, including Fundementsal Investors, Inc., snd Diversified
Growth Stock Fund, Inc. IMC lost its corporste identity in April,
1968 when it was absorbed by Anchor Corporation and becsme the
Investment Management Division of thet company.

Anchor, in addition to having been the parent of IMC in
1966 and successor to IMC's business in 1968, is and has been s
broker-dealer registered under the Exchange Act since March 21,
1968, and has been registered as an investment sedviser under the

Advisers Act since November 28, 1968,

S/ Respondents' contention that the quentum of proof required to

establish the &lleged violations is grester then s preponderance
of the evidence is rejected. Norman Pollisky, Securities Exchange
Act Relesse No. 8381 (August 13, 1968); Underhill Securities Cor-
poration, Securities Exchenpe Act Relesse No. 7668 st 6 (fugust 3,
1965).




Medison Fund, Inc. ("Madison") is and has been registered
es an investment company under the Investment Company Act of 1940
since September 14, 1941.

During 1966, J. M. Hartwell & Co. ("Hartwell & Co."), &
partnership whose business J. M, Hartwell & Co., Inc. ("Hartwell,
Inc.") succeeded lste in that yesr, wss registered ss sn invest-
ment adviser under the Advisers Act and in June, 1966 msnsged
investment portfolios for individuals, institutions, and two
investment compenies. A withdreawsl of Hartwell & Co.'s registre-
tion &8s an investment adviser became effective in September, 1967,
and Hertwell, Inc. beceme registered &s sn investment adviser on
November 23, 1966.

Hertwell and #ssocistes (named in the Order as '"Hartwell
Associstes'") is s partnership formed in 1964 for investment purposes,
end in 1966 cerried on its business as & "hedge fund."é/

Park Westlske Associstes ("Park Westlake'") is sn investment
pertnership formed in 1964 which has functioned ss 8 '"hedge fund"
since inception.

Van Strum & Towne, Inc., ("Ven Strum') has been registered

8s sn investment adviser under the Advisers #fct since fpril 6, 1958

6/ The term ''hedge fund" is frequently used to identify & private
limited partnership which carries on trading operaetions in the
securities masrkets by meens thsat customerily include the use of
borrowed money, options, snd short ssles.



end in eddition to offering investment sdvisory services to the
public, acts as investment adviser and supervises the investments
of seversl mutusal funds, including Chenning Growth Fund and
Channing Balsnced Fund.

Fleschner Becker Associates, A. W. Jones & Co. ("Jones &
Co."), 4. W. Jones Associstes ('"Jones Associetes") sand Fairfield
Pertners ("Feirfield") sare limited pertnerships and each cerried
on an investment operation as a "hedge fund,'" in 1966.

Willisem A. M. Burden & Co. ("Burden & Co.") is a psartnership
whose business in 1966 was the investing of funds of certain mem-
bers of the Burden family and of various trusts of which those
faemily members are either the beneficisries or trustees.

In 1966 Burden Investors Services, Inc. ("Burden, Inc.'")
performed bookkeeping, sccounting, and tex work for the Burden
family, snd slso ected ss investment sdviser to those members of
the femily who were not general or limited psrtners of Burden & Co.

The Dreyfus Corporstion was registered es & broker-desler
under the Exchenge Act from January 28, 1947 until July 5, 1968,
when its withdrawsl of registration became effective, and in 1966
was elso the investment sdviser and mensger of the Dreyfus Fund,

e mutusl fund.



JURISDICTION

7/
Thirteen of the respondents who sre neither registered

broker-dealers nor spplicents for registration ss such under
the Exchenge Act chsllenge the jurisdiction of the Commission
to tske remedial sction sgsinst them in an administrstive proceed-
ing pursusnt to Section 15(b) of that Act. These respondents
correctly point out that Section 15(b)(5) of the Exchsange Act
which authorizes sdministrative sction sgsinst "any broker or

8
desler" is not applicsble to them,—./but their further assertion
that Section 15(b)(7) does not confer requisite jurisdiction is

9/ 10/
contrery to the clear-wording, the legislative history, and

7/ IMC, Medison, Hartwell & Co., Hsrtwell, Inc., Hartwell fsso-
ciates, Poark Westlske, Fleschner Becker fssocistes, Jones &
Co., Jones /fssocigetes, Fairfield Psrtners, Burden, Inc.,
Burden & Co., and Dreyfus Corporsation.

8/ See Wellach v. SEC, 202 F. 2d 462 (D.C. Cir. 1953).

9 / Section 15(b)(7) provides thst certein conduct specified
therein constitutes s basis upon which:

The Commission mey, sfter sppropriste notice and oppor-
tunity for hesring, by order censure sny person, or bar
or suspend for & period not exceeding twelve months sny
person from being sssocisted with a broker or desler,

. . . (emphssis added).

10/ Hearings on S. 1642 Before the Subcommittee on Securities of
the Senste Committee on Banking and Currency, 88th Conp., lst
Sess. (1963) ("Senate Hesrings'); Hesrings on H.R. 6789, H.R.
6793, and S. 1642 Before the House Committee on Interstate
and Foreign Commerce, 88th Cong., lst Sess. (1963) ('"House
Heerings').
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11/
Commission interpretation of that section of the Exchange Act.

Respondents would have 'sny person'" gs used in Section
15(b)(7) tske on an entirely different complexion by limiting
the term to s class of persons who sre "registered broker-
dealers or to individusls sssociated with such broker-deslers."
Reading the term '"any person" in the context in which it is
used in Section 15(b)(7) sffords no warrant for rejecting the
accepted definition of those words end substituting that urged
by respondents. If the intent wss that the Commission receive
a lesser jurisdiction, other terms expressing such limitetion
were readily availsble snd, in fect, used in connection with
the 1964 smendments which brought Section 15(b)(7) into the

12/
Exchange ¢fct.

The legisletive history of Section 15(b)(7), slthough
not extensive, cannot be viewed as support for respondents'
contention. At the Senste Hesrings on the 1964 emendments the

13/

Commission submitted & Technical Statement which referred to

proposed smendment Section 15(b)(3), the now Section 15(b)(7),

11/ Normen kollisky, supras st 3.

12/ E.g. Section 3(8)(18) of the Exchenge Act defines the term
""person sssocisted with & broker or desler" for purposes of
the ict.

13/ Senete Hesrings at 364-65.



as 8 vehicle through which the Commission could "warn the
public end the broker-desler community of violstions" by proceed-
ing administratively 'sgsinst s person even though he hss not
been, and is not, sassocisted with & broker or deeler." Con-
trery to respondents' ststement, the Commission pursued the
ssme position with respect to Section 15(b)(7) st the House
Hearings, submitting &8 Technical Statement which steted that under
the proposed amendment "_ t}he Commission could proceed sgsinst
and bar, suspend, or censure & person even thoush he has not
been, and is not, sssocisted with s broker or desler. Such
action would, smong other things, wern the public and the broker-
14y

desler community of violetions."

Respondents argue, however, that before ensctment of the
1964 smendments the Commission backed sway from the indicated
position, snd that becsuse the House Committee in its Rigort

/

stated that Section 15(b)(7) "would in no wey overrule'

Wallech v. SEC, supra, the intention to limit the spplicstion of

Section 15(b)(7) to & person sssocisted with s repistered broker-

dealer is estsblished. The excerpts relied upon cannot carry

14/ House Hesrings at 227.

15/ House Report st 22-23.



respondents' a{gument. The testimony of former Commission

/
Cheirmsan Carey—— referred to by respondents is his review of
courses of action that could be followed by the Commission
upon ensctment of Section 15(b)(7) sgeinst e broker-desler snd
individuels essocisted with it, but nowhere is there an indi-
cation that such courses of action were to be the only ones thst
could be pursued, and nowhere is there testimony in which he
departs from or rejects the position tsken in the Commission's
Technical Statements. Nor does & construction of Section
15(b)(7) thet permits the Commission to proceed sgeinst respond-
ents do violence to the House Report and overrule Wsllech v.
SEC, supra. The Wsllach case would still be aspplicsble were the
Commission to follow its old procedure rether then thet now per-

17

mitted under Section 15(b)(7).

Further, the Commission has ruled thet its jurisdiction
under Section 15(b)(7) extends to "any person who wilfully violated
provisions of the Securities Act regardless of whether or not he
was associsted with & broker or desler es & salesmen or in eny

18/
other capacity when he committed those violetions." Respondents'

16/ House Hearings at 1219, 1221.

17/ 5 Loss Securities Repulstion, 3385-&6 (Supp. to 2d Ed. 1969).

18/ Normsen Pollisky, supra at 3.
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view thet the Commission did not in the Pollisky csese pass upon
the question now presented is rejected as being too narrow an
interpretation of the Commission's ruling therein.ig/

In view of the foregoing, it is concluded thet the Com-
mission has jurisdiction under Section 15(b)(7) over those
respondents who are neither registered broker-deslers nor sppli-
cants for registration es such, and has the right therefore to
proceed against those respondents administratively snd, if appro-
priate, to tske remedisl action pursusnt to Section 15(b)(7).

RECEIPT AND DISCLOSURE BY MERRILL LYNCH OF
INFORMATION CONCERNING DOUGLAS -

Douglas, now merged into McDonnell Douglas Corp., was
engaped in the serospsce industry in 1966, end was s leading
producer of commercisl trsnsport airplanes. Its common stock
was listed and actively traded on the New York Stock Exchange
and Pacific Cosst Exchenge.

in need of investment banking counsel early in 1966,
Douglas cslled upon Merrill Lynch, generelly considered the
largest securities firm in the United Ststes, which had previously
scted as Douglas underwriter and investment banker in 1957 and
1958. Conferences between Douglas msnsgement and Julius
Sedlmayr, New York bssed director of Merrill Lynch's Underwriting
Division and Dean Woodman, head of the West Cosst Depsartment

of the division, took plece in Merch, 1966 out of which srose s

19/ See 5 Loss, Securities Regulation, supra.




stand-by agreement dated April 12, 1966 by which Merrill Lynch
beceme managing underwriter in connection with the redemption
by Douglas of then outstanding convertible debentures. 1In addi-
tion, by letter of intent dated Merch 31, 1966 Merrill Lynch
indicated its willingness to become mansging underwriter of &
new Douglss convertible debenture offering which was to take place
following the redemption of the outstanding issue.

During the negotistions that led to the April 12 egreement,
Douglas furnished Sedlmeyr and Woodmen with bslance sheet informa-
tion end manegement's cash flow projections which included esrnings
projections %% $4 to $4.50 per share for FY 1966 end S8 to $12
for FY 1967.——/ In keeping with a then existing policy of commu-
nicstion with Merrill Lynch's Research Department in New York City,
Woodmen pessed on the Douglas earnings projections to Archsangelo
Cetapeno, then senior analyst covering the serospace industry.
Toward the end of April, 1966 while working on the registration
statement covering the new debenture offering, Woodman learned
thet Douglas mansasgement hed reduced its esrnings estimate to sgbout
$3.50 for FY 1966, end he informed Sedlmayr of the chenge. Woodmen
then gave Catapano the same informstion in order to have Catapano's
views on whether Merrill Lynch should proceed with the Douglas
underwriting and to keep Catapsno converssnt with Dougles develop-

ments. Around June 1, Woodman followed the same procedure of

20/ The Douglas fiscsl year wes from December 1 to November 30.



informing Sedlmayr end Cetapano, after hearing from Donald
Douglas, Jr., then president of Douglss, that easrnings estimates
for FY 1966 had been revised downwerd to a raenge of $2 to $3

and learning that forthcoming figures were expected to show that
the company broke even for the months of Merch and April, 1966.

He further discussed with Cetapsno the regsons given by the com-
pany for the lowered estimates, the corrective measures that
Douglas was contemplating to increase its rate of profitsbility,
and his own view, with which Sedlmeyr had agreed, that Merrill
Lynch should continue with the proposed Douglas financing.

Woodmen specifically told Cstapsno that the registration stsatement
Dougles intended to file with the Commission esarly in June would
disclose that the company's esrnings for the first five months

of FY 1966 were no more than for the first three months, and that
the prospectus to be filed would explsin the decreased rate of
profitability.gl/ Catapano acknowledged the help the informstion
provided in developing his knowledge and understanding of Dougles'
affairs, end sgreed not to discuss the informetion with enyone
outside of Merrill Lynch and with no one inside the firm except
Sedlmayr or Winthrop Lenz, Merrill Lynch's executive vice-president.
Ignoring his commitment to Woodman, Catspeno acqueinted his sssist-

ant, Carol Neves, and Phillip Bilbao, then head of Merrill Lynch's

21/ The Douglas registration statement covering e proposed offer-
ing of $75,000,000 of its convertible debentures was filed
June 7, 1966 and became effective July 12, 1966.
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Institutional Services Department,with the earnings dats. 1In
turn, Bilbao pessed that inside information to Merrill Lynch
institutional salesmen, as well as to Thomas Msrtin, president
of Ven Strum,and to Stephen Swid of Dreyfus Fund, before it became
publicly available. Ven Strum and Dreyfus Fund were two of a
few institutional accounts which Bilbso essisted in servicing
in addition to his other Merrill Lynch duties.

News of the filing of the Douglss registration ststement

on June 7 was carried in the June 8 Wall Street Journal. The

story announced the filing and that “{ tlhe debentures are to be
offered publicly through a group of underwriters led by Merrill
Lynch, Pierce, Fenner & Smith, Inc."

Sometime early in June, 1966 Douglas personnel work-
ing with Woodman on the registretion statement told him, snd he
in turn told Sedlmsyr and Catapeno a dey or two later, that plane
deliveries delayed in April hed been delivered in May aslong with
scheduled May deliveries, and that there wss a possibility that
Douglas had earned as much as 76¢ per share in the month of May,
although that rate of profitability wes not indicative of what
could be expected for the remainder of the year.zz/ However, the

profit picture represented to Woodman was entirely changed on

Friday, June 17,when he was told not only that the 76¢ figure was

22/ Under Douglas sccounting practices, the sale of a plane was not
reflected in 8 revenue account until the plane was delivered.
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out, but that Douglas, Jr. was so0 concerned about the indicested
Mey esrnings that he wes sending a speciael tesm to the aircraft
division headquarters to determine if some error had been made
in reports received from there. Woodman telephoned Sedlmeyr in
New York, and not reeching him et the office left & message for
him to the effect that Douglaes earnings for its first six months
were much worse than had been expected by Merrill Lynch, and
that Douglas wes sattempting to clarify the figures over the
week-end.

The sequence and substence of conversations during the
following week of June 20 are not as free from doubt as those
of the earlier weeks because of repested ingbility of witnesses
to recall dates and detsils of their conversstions. However, the
weight of the evidence establishes that Woodmsan relsyed Douglas
information he received from Douglas, Jr. in the morning of
June 20 to Sedlmayr and Catapsno, and that Cetapsno during that
week gave thsat information or the substance of it to sccount
executives in Merrill Lynch's Institutional Sales Office.

The critical informestion in question was given to Dougless,
Jr. early Monday morning, June 20, 1966 by the task force of top
company finencial and accounting men who had worked the previous
week-end to check on the results of Douglas operstions for its
first six months. They found and reported thet earnings for the

period were down to 49¢ per share, snd that estimates for the
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entire year's earnings renged between g profit of 40¢ and a loss
of 20¢ per shere, and for FY 1967 a profit of from $5.55 to
$5.87 per share.

Anxious about the impact of the reported figures upon
the proposed underwriting, Douglas, Jr. called Woodman, telling
him that it appeered that Douglas had lost money in May, snd that
estimgted earnings were down to 49¢ for the first six months,
ebout break-even for the yeer, and $5 to $6 for 1967, and asking
ebout Merrill Lynch's willingness to continue with the financing.
Woodman indicasted that the information raised & problem and
srranged to meet with Douglses, Jr., early next morning, June 21.
Woodman advised Sedlmayr of the conversstion with Douglas, Jr.
and they sgreed that & decision on the underwriting should be
delgyed until after Woodman's visit to Dougles headquerters the
next day. Although Woodmsn has no recollection of whether he
also spoke to Catspeno on June 20, he does not deny doing so, &nd
the evidence otherwise establishes that he did and that he
informed Catapano of the estimated 49¢ earnings for six months,
the bresk-even prospect for the entire year, and the projected
$5 to $6 earnings for 1967.

In the eerly afternoon of Tuesday, June 21, Catapano
acquainted Lawrence Zicklin, en institutional salesman for Merrill
Lynch, with at least the basic fact that Douglas wes estimating

that its earnings for six months would be less than its first
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five months of FY 1966. A little lster, at sbout 2:30 P.M.,

Lee 1dlemsn, snother Merrill Lynch institutional salesmean,
received 8 telephone call from Cetapano suggesting that Idleman
might be interested in Douglas informstion he had heard. Catepeno
went on to indicate that Dougles might have lost 36¢ per share
for the month of May ss sgeinst s profit of 31¢ for that month

in 1965, that Douglas profits for six months were 49¢ compared

to $1.50 for that period in 1965, and that earnings for FY 1066
would be zero, with the company possibly earning $5 to $6 1n

FY 1967 and $15 to $20 in the following yeer. In response to
Idleman's questions, Csteapano sttributed the anticipsted esrnings
performance to slippsge in Douglas commercial sircraft progrems,
behind schedule on DC-8 and DC-9 commercial jets and becoming
worse.

Realizing that the informstion received from Cstepant
would be of immediate interest to certain of their clients, Zicklin
telephoned his client "hedge funds," .Jones & Co., Citv Associstes,
Fleschner Becker Associates, and Fairfield, end ldleman called
Madison, Robert Edwerds of Menhettsn Fund, and Affiliated Func.
Each gave the gist of the informetion received from Castepeno to
his respective clients. Shortly after spesking to Medison,
Idleman received &an order from Madison to sell its holdines of
6,000 shares of Douglas common stock, which sale wes sccomplished
on June 21 prior to the close of the msrket on the New York Stock

Exchange.
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Between 2:30 and 3:30 P.M. on June 21, ldleman in a
group conversation with Zicklin and institutionsl sslesmen Elias
Lazor and Jsmes McCarthy discussed, at least in general terms,
the Dougles informetion in question. When McCerthy left the
group, having to his recollection heard thst the Douglss second
quarter would be lower then the first and the year as & whole
would be "flat,"and realizing thst those results were diseppointing,
he csalled his clients, Burden & Co. and Hartwell & Co., and geve
them the substence of his informetion on the Douglas earnings
and prospects. Lazor slso celled his client, IMC, immediately
after the group conversation, and advised Edward Button, IMC vice-
president and fund menager of Diversified Growth Stock Fund,
that Douglas earnings for its six months would be disappointing
eand that Dougles would bresk-even in FY 1966. 1t further appears
that the institutional salesmen intended to call other accounts
they were servicing and would heve done so except for the inter-
vention of Normen Heindel, Jr., their office manager, who directed
them to stop ectivity on Dougles until he could check on the
information being used.

Shortly after 9:00 A.M. on Wednesday, June 22, Lazor
asgain phoned Button of IMC to call his attention to a leed srticle

in the June 22 Wall Street Journsl that he considered "bullish'"

on prospects for the serospace industry, and elso spoke to Robert

Baines, vice-president of IMC and fund mansger of Fundamentsl
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Investors, for the same purpose, at which time Lszor slso told
Baines that Dougles esrnings for six months would be disappointing
end thet Douglas would bresk-even for the year. A few minutes
later, Lszor received & call from Robert Anderson, IMC's sero-
space analyst, who, without mentioning why he was doing so, asked
if Catapano would csgll IMC. Lazor took care of the request
through Heindel, who telephoned Catspano. However, during the
course of that cell, and without previous reference to Douglas,
Heindel handed the telephone to Lsazor to have him enswer Catapano's
question of what had been told IMC sbout Douglas. Lazor said he
had told IMC he had hesard that the six months esrnings would be
disappointing, but he made no mention of the fact he hed also

told Button and Basines thsat Douglas would breek-even for the vear.
# few ninutes later, in a conference call with IMC officers,
Catapano referred to IMC's swsreness of the problems Dougles was
having with 1ts production and ststed that the problems were con-
tinuing to have an adverse effect on earnings; he then estimated
Douglas earnings for FY 1966 et $2 to $3 and over & period cf 3

to 4 years g totel of $40 per shere.

The Well Street Journsl article on the serospace industry

also came into play in a conversation esrly in the morning of
June 22 when Idleman's reference to the article's optimism satisfied
2 telephone inquiry from Medison on why Douglas hed opened several

points higher that morning. It slso eppears that ldleman decided
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to mske certain of the eccurscy of his information by taking
the matter up with Bilbao. After discussing the substance of
Idleman's informstion on Douglas, Bilbeo indicated he would
attempt to verify it.

Also that morning Carol Neves, st Cstapano's direction,
reached Woodmsn by telephone at home following his return from
Douglas hesdquarters. In response to her inquiries, Woodmen told
her thst Douglas deliveries of DC-9's had slipped en additionsl
four planes, to & total of 19; that costs were increasing becsuse
of lebor shortages, materisl costs, end difficulties with con-
tractors; that the problems were ceused by the Viet Nem situstion;
thst earnings for Douglsés for six months would be 43C2§/and that
the outlook for the yesr wss for little or no profit, with the
following veer showing a profit of at lesst $6 per shere.

This informetion was repested to Bilbso by Cetspsno or
Neves shortly after its receipt. The seme dsy, June 22, Bilbso
sdvised Ven Strum by telephone of the informgtion that he hed
acquired on Dougles. The next day, June 23, Bilbso made & tele-
phone call to Swid, the analyst employed by the Drevfus Fund,

end spoke to two other accounts, in the course of which they werc

scquainted with the seme Douglas informaticn.

23/ The 43¢ wes piven bv Woodmsn instead of 49¢ in consequence of
en 1nedvertent error on his pert.
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Respondents' argument that no showing has been made that
Woodman transmitted information to Catapsno on June 20, 1966 is
contradicted by the record. While it is true that Woodman testi-
fied that his best recollection was thsat he did not spesgk to
Cetapano on June 20, his recollection of the events of that day
waes not sufficiently strong to allow him to deny that such con-
versation took place. Weighing the remainder of the evidence on
this question sgsinst what wes obviously not & clesr recollection,
it is found that the preponderance fevors & finding thet Woodmen
edvised Catapano on June 20 of the news concerning Dougles earn-
ings and prospects received that morning from Dougles, Jr. The
policies and prectices of Merrill Lynch in 1966 and Woodman's
personsl feeling towsrd and eerlier conversations with Catapsno
in connection with the Dougles underwriting sre persussive on
that point.

In connection with s proposed underwriting, it was the
policy of Merrill Lynch's underwriting division in 1966 not to
go forward until the views of the appropriate industry specislist
in the firm's resesrch division were obtained, end the practice
was for the senior men assigned to the desl to speak to the
research specialist. 1In the present instance, the policy end
practice caslled for Woodman to communicate with Catepano on
important Douglas developments and that he did, regarding Cetapenc

as & "partner' in whom he "had the utmost confidence &s to his
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professionsl judgment."

Commencing early in 1966, Woodmen kept Catapsno sbreast
of the changing earnings picture ss supplied by Douglas manage-
ment in connection with the underwriting. 1In early April, 1966
Woodmen informed Cetapano thet Douglas was estimsting its
earnings for FY 1966 at $4 to $4.50 per share, and $8 to $12
for FY 1967. When, several weeks later Douglas lowered its pro-
jection to $3.56 for FY 1966, Woodman discussed the downward revi-
sion and the impect of the new estimates upon the continued par-
ticipation of Merrill Lynch in the underwriting with Catapano.
Agein, toward the end of May, Woodman advised Catspeno thst
Douglas estimates had been further reduced to a range of $2 to $3
per share for FY 1966, snd did the same when the informstion became
availsble shortly before the Douglas registration statement weas
filed thet Douglas earnings for the first five months of FY 1966
were 85¢ per share and that Douglas had broken even in its fourth
end fifth month. In the early part of June, Woodman was
told by Douglas counsel with whom he had been working thet there
was 8 possibility that Douglas would earn 76¢ for May, 1966 but
that "it was a very, very tentative possibility." This information
was relayed to Cstapano within a day or two, with emphasis upon
the tentative cheracter of the information.

It is highly unlikely, in view of Woodmen's evidenced

concern sbout keeping Catapano sbreast of Douglas developments,



financial &nd otherwise, and the practice consistently followed
prior to June 20, thst Woodman would not have informed Catepano

on June 20 of Douglas, Jr.'s report thst Douplss fortunes had

taken & dramstic chaenge for the worse, with Douglss esrnings reach-
ing only 49¢ per shere for its first six months, an unfevorsble
comparison with the 85¢ five months esrnings, snd the year earnings
indicated et gbout break-even. Woodman apprised Sedlmsyr s8s soon
as he was &ble gbout the significent darkening in the esrnings
picture, and they sgreed thst the situation was serious enough

for Woodmsn to travel to Douglas headquarters to seek out the
trouble. Woodmsn's next logicel step in keeping with his previous
conduct and practice would have been to meke certein thet Cetarsno
heard the news without delay.

Respondents argue that Woodmen had ''no faith in the tente-
tive figures given him by Dougles, Jr." on June 20 end that such
informetion would not heve been transmitted to Catspsno. The short
snswer is that Woodmsn scknowledped thst he had advised Cetspano just
e few days esrlier of the "very, very tentative possibility" that
Douglas would esrn 76¢ in May. Moreover, much of the information
that Woodmen relayed in March, April, snd Mev was considerably more
speculetive then the Dougles, Jr. report on June 20.

The testimonv of Cerol Neves, Catspeno's assistent in 1966,
cited bv respondents to show that Woodmen did not speak to Catepano

on June 20 cennot preveil over the reasonsble inferences to be
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drawn from the remsinder of the record, and her testimony in
certsin respects cannot be given credence.

Her version of the purported "Kidder, Peabody telephone call"
received on June 20 which supposedly brought Catapsno's ettention
to the critical Douglss earnings situstion is rejected as being &
story concocted by Catapano and accepted by her, consciouslv or
otherwise, as an accurste reconstruction of events. Moreover, Miss
Neves' demesnor on the witness stand, her reactions and uncerteinty
in responding to criticsl questions, snd unexplained depsrtures
from conduct thsat would have normslly been expected on June 20
and succeeding davs, indicste thst s bias favoring Merrill Lynch
teinted her recollections.

1f, in fact, Cetapeno had asked Miss Neves on June 20, fol-
lowing & cell from Kidder, Pesbody, to find out from Woodman whether
Douglaes was reporting 49¢ for the first six months, it would be
passing strange,in view of the informstion that Woodmen hed
lately given to Catspano that Dougles might esrn 76¢ in May
alone,for neither Cstapeno nor Miss Neves to exhsust everv effort
to resch Woodmsn that day rather than to rest on uncompleted calls
to his office. Even more unlikely would be the lack of any further
sttempt to telephone Woodmsn until 2:00 P.M. on June 21, & failure
thet dey slso to try to reach him elsewhere, and then the next day,
June 22, to finally decide to try his home. Thet course of conduct

which is Miss Neves' recollection of the efforts to verify the purported
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extremely important "Kidder, Pesbody informstion' is simply
incredible. A further indicstion of a fsulty recollection by

Miss Neves is found in notes that she prepared in July, 1966
memorializing the '"stories on Douglas" during the week of June 20.
There is no entry in those notes indicating thst Kidder, Pesbody
called on June 20 with informstion that Douglas would be reporting
49¢ earnings for its first six months.

Testimony of Bilbso and Merrill Lynch sglesmen to the
effect that Catepano wes sttempting to contect Woodman to check
the information he had received does not rebut en inference that
the information came from Sedlmgyr and Woodmsn. The checking
indicated by thst testimony was taking place on June 21, and would
have been reasonable for Cstapsno to underteke in view of the
fact thst the informetion Douglas, Jr. had given Woodman on June 20
was in sharp contrast with earlier information, and wes subject to
possible change.

Also untensble is respondents' argument that if Catspano
had received the Douglas earnings informastion on June 20, he
would not have given contradictory information to IMC, & good
customer, on June 22. Under the circumstances transpiring at the
time Catapsno spoke to IMC on June 22, it is evident thsat he had
unexpectedly to fsce the choice of whether to confirm information
about Douglas that he hed just lesrned had been given to IMC by

Lazor. 1In fact, his adherence st thst moment of stress to the §2
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to $3 per shere esrnings estimste for Douglas is most telling
egeinst him for it discloses & realizstion that his most recent
date was inside information received from Woodmen end Sedlmayr
on June 20 and not from Kidder, Pesbody. Otherwise there should
have been no reluctance to give IMC the ssme informstion he hsad
confided to the salesmen on June 21. Further on the point, the
chilling of the personsl relationships that Cstepano initisted in
connection with the institutionsl sslesmen following June 21 clearly
shows Cataepeno's displesasure st their fsilure to protect him from
identificetion &s the source of their Douglas information.

But even if the evidence were not found to esteblish that
Woodman spoke to Catapeno on June 20, it is still sufficient on
which to base & finding that either on June 20 or no later then
eerly June 21 Sedlmayr relsyed Woodmen's reported esrnings figures
and estimstes to Catapsno. The testimony of Sedlmeyr is thet he
did speak during the week of June 20 to Catsapano sbout the Douglas
esrnings figures in question, and did so not only to keep him
informed so that he would not give out false information to Merrill
Lynch customers, but also to determine if Cstapeno had & judgment
as to the effect sharply lower earnings would have on the market
for Douglas stock. Under all the circumstences it is ressonsble
to infer that the conversstion between Sedlmayr snd Csetspeno would
take place no lsater than g few minutes after Sedlmayr hed concluded

his unsettling conversation with Woodman which ended with e directive
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to Woodman to "go down to Los Angeles and find out what was
wrong.'!

Respondents' further contention that the decline in Douglas
earnings end the reasons therefor were common knowledge at the
time of the transactions in question is not borne out by the
record, st least not insofar as the inside informstion which is
here in issue. 1t is true, &s pointed out by respondents, that
there were rumors abrosd on June 21, 22,snd 23, 1966 regarding
Dougles esrnings for its first six months, and also true thst
serospace analysts during the first hslf of 1966 had indicated
pessimism concerning Douglas operstions by periodicslly reducing
their estimates on Douglss esarnings, but the sum of what was known
to the anelysts end what fell within the pale of common knowledge
was not that which was being conveyed to respondents by Merrill
Lynch personnel.

Two of the ansalysts who testified relied upon anslytical
ebility in resching conclusions that Douglaes problems required
successive lowerings of estimated earnings, end hed no access to
precise earnings information on which to bsse their predictions.
In fact, one of the analysts was completely surprised by the sub-
stential difference between his estimste asnd the Dougles esrnings
s relessed on June 24. A third snalyst did indeed learn the
substance of the Douglas inside informstion on June 22 from &
source & step removed from Merrill Lynch, and recognizing its sig-

nificance, telephoned a Douglas officer for confirmstion of the
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information. But when in the course of that conversation the
snalyst independently concluded thet the informetion wes sccurate,
the snelyst indiceted recognition of the non-public cheracter of
the date by advising the Douglas officer that '"the information
belonged on the [ Dow-Jones] broad tepe."

Neither does the market action in Douglas stock during
the week of June 20 establish that the Douglaes date hed been
effectively disclosed prior to respondents' ssles. Certeinly, the
volume of trading increased on June 21 and 22, end resched its
highest volume for the month of June, 1966 on June 23, at &
considerably lower closing price. But market action is only one
factor to be considered in determining whether respondents could
have ressonably believed that the Douglss information received had
become svailsble to the investing public st the time of their
transsctions. It may be noted that the trading of June 21 &nd 22,
1966 which closed on each of those days with the price of Douglas
stock up over & point, hardly indicstes that the investing public
was sware then of the poor esrnings of Dougles.

MARKET PERFORMANCE OF DOUGLAS COMMON
STOCK ON NEW YORK STOCK EXCHANGE

During 1965 Douglas stock actively traded on the New York
Stock Exchsnge at prices ranging from a low of 29-1/8 on Jsnuery 4

to & high of 83-1/4 reached on December 20.



The following tables relste to the trading sctivity of
Douglas common stock on thst Exchange by month during 1966, and

24/
to the daily sctivity during the week of June 20, 1966.

Price per Share

Date High Low Close Volume
January 92% 74% 91% 429,800
February 111% 88% 103 7% 699, 100
March 10814 781% 95?@ 713,600
April 107 95% 974 600,500
May 98% 77 857 610,600
June 90% 61 63% 1,538,200
July 68Y4 517% 52% 771,100
August 59% 47% . 51 576,000
September 55% 36% 36% 607,900
October 38% 30 34% 793,600
November 44 34% L4 644,500
December 49% 42% 45% 971,600
June 20 85 - 81% - 85 24,500
June 21 90 86 86% 66,200
June 22 90% 87% 87% 66,500
June 23 883 77583 783% 261,500
June 24 25/ 77 74% 76 211,100

Zﬁ/ Investment Statistics Laboretory, Division of Standerd & Poor's
Corp., ISL Deily Stock Price Index, New York Stock Exchsnge, 1966.

25/ A Douglas press release issued prior to the open?ng of the market
on June 24 reported & second quarter net loss of 66¢ per share, a
net profit for the first six months of FY 1966 of 12¢ per shsare,

and en estimate of nominsl, if any, earnings for the full FY 1966.
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APPLICABILITY OF ANTI-FRAUD PROVISIONS OF
SECURITIES LAWS AND REGULATIONS TO
RESPONDENTS' SALES OF DOUGLAS STOCK
AFTER RECEIPT OF INSIDE INFORMATION

Before detailing the circumstances surrounding respondents'
transactions in Douglas stock, consideration will be given to the
standards by which respondents' conduct should be judged. Sec-
tion 17(s) of the Securities Act, which the respondents sre chsrged
with violsting, was designed for the protection of investors, and,
in general terms, prohibits frsud, manipulation or deception of all
kinds in connection with the offer or sale of securitiesfgé/ Rule
10b-5, which is also slleged to hsve been violsted, was promulgated
pursuant to the asuthority reposed in the Commission by Section 10(b)

of the Exchange Act to define the menipulstive, deceptive, or other-

wise fraudulent devices or contrivances which that Section mede

26/ Section 17(a) of the Securities Act, 15 U.S.C. § 77q reads:

1t shell be unlgwful for any person in the offer or sale of any
securities by the use of any meens or instruments of transpor-
tation or communication in interstate commerce or by use of

the mails, directly or indirectly --

(1) to employ any device. scheme or srtifice to defrsud, or

(2) to obtsin money or property by mesns of sny untrue state-
ment of s material fact or any omission to state & materisl
fact necessary in order to mske the statements mede,in the
light of the circumstances under which they were made, not
misleading, or

(3) to engage in sny trenssction, practice, or course of busi-
ness which operates or would operate ss & fraud or deceit
upon the purchaser.
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unlawful. 1In adopting Rule 10b-5, the Commission borrowed, with
little chenge, the langusge embodied in Section 17(8) of the Secur-
27/
ities Act.
For the purpose of determining whether violations of these
anti-fraud provisions heve occurred, it is clear from the simi-
lerity of their lenguasge and the views set forth by the Commission

28/
in Cady, Roberts & Co., that for consideration of the present

issues the standards of conduct exacted by each of the provisions
are essentially the same. Narrowing the problem to the alleged
misconduct of respondents, the question becomes whether the
sllegetions, even if true, constitute violstions of the anti-
fraud provisions. The answer must be in the sffirmative.

Doubts gbout whether en insider has an obligetion of appro-
priste disclosure of inside information when he sells securities
affected by thst information were dispelled by the Commission's

decision in the Cady, Roberts case. There the Commission, describ-

ing the case as "one of signal importance in our administrstion of
the Federsl securities acts,” flstly rejected the concept that
"an insider's responsibility is limited to existing stockholders

and that he has no speciael duties when ssles of securities sre msde

27/ However, Section 17(s) of the Securities Act is spplicable to
"in connection with the purchase or ssle of any security."

28/ 40 S.E.C. 907 (1961).

only offerers or sellers of securities, wheress Rule 10b-5 epplies



- 32 -

29/
to non-stockholders." Cady, Roberts also made clear that the

specigl obligation of effirmative disclosure of materisl informa-
tion imposed upon insiders under the anti-fraud provisions is

not limited to those holding positions &s corporaste officers,
directors, and controlling stockholders, but fslls upon all persons
who "are in & specisl relastionship with a company and privy to

its interngl sffeirs, and thgreby suffer correlative duties in
trading in its securities."élj As put succinctly by the United
States Court of Appesls for the Second Circuit in SEC v. Texas

31/
Gulf Sulphur Co., at 848:

The essence of the Rule [ 10b-5] is that anyone who, trading
for his own account in the securities of & corporation has
"access, directly or indirectly, to information intended to
be availgble only for a corporete purpose end not for the
personal benefit of enyone” may not teke "advantage of such
information knowing it is unsaveilable to those with whom he
is dealing," i.e., the investing public. Metter of Cady,
Roberts & Co., 40 SEC 907, 912 (1961). 1Insiders, as direc-
tors or management officers are, of course, by this Rule,
precluded from so unfairly dealing, but the Rule is also
spplicable to one possessing the informastion who may not be
strictly termed en "insider" within the meaning of Sec.
16(b) of the [ Exchange] Act. Cady, Roberts, suprs. Thus,
anyone in possession of material inside information must
either disclose it to the investing public, or, if he is
disabled from disclosing it in order to protect a corporate
confidence, or he chooses not to do so, must abstain from
trading in or recommending the securities concerned while
such inside information remsins undisclosed.

29/ 1d. et 913.
30/ 1d. at 912.

31/ 401 F.2d 833 (2d Cir. 1968), cert. denied, 394 U.S. 976 (1969).
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As enunciated in the Cady, Roberts and Texes Gulf Sulphur

cases, the obligation of affirmative disclosure extends beyond those
who happen to hold traditionsl corporate insider positions or reles-
tionships. Encompsassed also under the rationele of those cases
are so-cslled "tippees" falling within the description of persons
who through an insider become aware of informstion which should be
used ""only for & corporate purpose and not for personal benefit
32/

of sanyone."

Rejected as too narrow is the concept advenced by respond-
ents that & continuing and close relationship must exist between g
corporation or the insider end the person using "inside" informa-
tion before s violation of Section 10b-5 or Section 17(a) can occur.

While such relstionship may well have been necessary in esrlier

yesrs, the emphasis of the Texes Gulf Sulphur decision is upon the

informetional equality of investors in the market place. Since the
avenues leading to that result are alternatively through "tredi-
tional fiducisry concepts . . . or on the 'special facts' doctrine

. . ..,"ggla “special relstionship™ of the kind urged by respondents
would not be essential under circumstances indicating that the

person using materiel inside information knew or should hsve known

its charscter and thet the insider from whom it was received wes

32/ See Kuehnert v. Texstsr Corporation, 286 F, Supp. 340 (S.D. Tex.
1968), aff'd,412 F.2d 700 (5th Cir. 1969).

33/ SEC v. Texas Gulf Sulphur Co., supre st B48.
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providing "unequel access" to corporate informstion. Such cir-
cumstances, of cource, might also be regarled ss sufficient resson
to impute the fiduciary obligation of the insider and & basis for
considering thsat & "<pecial relationship" did exist between the
recipient of the information and the insider.

Rejected also gs too limiting is respondents' suggestion
that & tippee must be shown to have actual knowledge of sn under-
lying breach of trust by the insider before the tippee's trading
on inside information can be found violative of Rule 10b-5. The

appropriste test indicsted by Texas Gulf Sulphur is whether the

tippee had actual or constructive knowledge that the company was
34
the source of the informant's knowledge.

The gauge for materiality of the information received is,
as pointed out by respondents, that of "whether & ressonsble man
would sttach importance * * * in determining his choice of action

3y
in the trensaction in question." However, in testing materislity,
the importance of reliability in terms of the underlying accuracy
of the information wanes as that sccorded to the charecter of the
information incresses. Thus, a company's earnings results and own

projections which are of manifest importance to investment judg-

ment fall nonetheless in the category of msterisl information though

34/ See also Bromberg, Securities Lew: Frsud -- SEC Rule 10b-5
§ 7.5(6)(c) et 190.16 (Supp. 1969).

35/ SEC v. Texas Gulf Sulphur Co., suprs at 849.
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subject to future adjustment or reconsiderstion. If, of course,
as respondents seem to suggest, informstion is so unrelisble thst
2 reasonsble person would refuse it credit, there would be no
regson to regsrd the information ss material.
As asserted by respondents, some relisnce in the sense of
use of inside informstion by & tippee must be shown before s
duty of disclosure of such information may be imposed upon him
in connection with treding in the affected securities. The prohibi-

tion of Cady Roberts and Texss Gulf Sulphur runs to a fsilure to

disclose informstion when the insider receives an edvsantege or
obtains personal benefit from such informstion. A tippee derives
neither advantage nor personal benefit from informstion which for
one reason or gnother he does not use. However, the Division's
view that use of the inside information msy be inferred from its
meteriaglity if not otherwise shown by the facts also sppesrs in

36/
accord with the principles leid down in Texes Gulf Sulphur.

Respondents fairly point out thet & definition of '"non-public"
informstion has not been undertsken by the courts or the Commission.
But it does not follow from the sbsence of a definition thet &
determination cennot be made whether particuler inside informstion
hes been sufficiently disseminated to the public to relieve & tippee

of his burden of disclosure in connection with a transaction

36/ 1d.
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in the affected securities. Thset issue may be resolved by a
consideretion of the circumstances existing st the time the order
for the questioned transaction was placed by the tippee. If it
sppears thst the tippee knew or should heve known that the infor-
mation received was not yet in general circulation with the
compsany credited es the source, then the tippee may be deemed

to heve acquired '"non-public" inside informstion requiring dis-

37/
closure.

Respondents further cleim thet the insider's duty of dis-
closure should not be imposed upon them because they were neither
insiders nor "even the immediste 'tippees' of such insiders."
They argue that such remoteness creates criticsl practicsal problems
that make the application of the disclosure rule extremely unfair
to them. 1In perticulsr they cite problems in determining whether
information is coming from sn insider and whether it is still non-
public. They refer also to problems which beset & tippee in
attempting to disclose inside informstion &nd in deciding when to
act on the information received.

While agreeing that tippees may be faced with difficulties
in resolving the problems reised by respondents, no perceptible
reason appears for accepting such problems as & predicate for g

blanket exemption from the disclosure requirement. Even less

37/ cf. Bromberg, Securities Law -- Frsud: SEC Rule 10b-5 & 7.5(6)(d)

et 190.17 (Supp. 1969).
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persussive are respondents' grguments when viewed in connection
with situations where persons such &s respondents, highly sophis-
ticated in finencial matters, are the tippees.

Moreover, it does not appear that the difficulties
assigned by respondents are overly burdensome in the present
instance. Respondents received their informstion directly from
Merrill Lynch, and the fact that employees within that firm may
have relayed it one to another does not csuse the end communice-
tion from them to take on the remoteness claimed by respondents.
Under circumstences where respondents either knew or should have
known thst Merrill Lynch was an insider, they could reedily
have taken reasongble sction to determine thsat the informstion
was ''‘non-public'" by asking direct questions of responsible officers
of Merrill Lynch or of Douglas, or by satisfying themselves thet
the anslysts whom they respected had not become sware of the
specific information. Reasonable action far short of the press
release viewed by respondents as impracticsl for them to prepsre
could well meet the obligation imposed. Disclosure to the world
is not required of tippees, only that there be equelity of infor-
mation with those with whom they trade.

Further, in balancing the equities between the tippee and
the person with whom he effects & transaction in the saffected

securities, protection should be sfforded the lstter in keeping
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with the purpose of the securities acts, the prevention of
inequiteble end unfeir practices.

It is manifest that the Douglss esrnings, estimstes, end
projections now in question were material facts thst would
directly affect the market vslue of Douglss securities. Equslly
clear is that the informstion wss made svsilsgble to Merrill
Lynch only becsuse of its position &s managing underwriter of the
propesed Douglas debenture offering, end that Dougles intended
and Merrill Lynch knew that the information should be trested as
confidential and used only for Douglas corporate purposes. For
the duration of that relstionship, Merrill Lynch becsme & Dougleas
corporate insider, and those who were sware of the cgpacity in
which Merrill Lynch was scting for Douglas may be deemed to hsve
had actual or constructive knowledge thset Merrill Lynch had
acquired the status of & Douplas insider.

1f, therefore, respondents obteined, directly or indirectly,
material non-public information sbout Douglss from Merrill Lynch,
end with actual or constructive knowledge of the non-public nature
of that information &and of Merrill Lynch's then relationship to
Douglas made use of the informstion in effecting or ceusing to be
effected sales of Douglas stock either prior to public disclosure
or without disclosure of thst informetion to the buyers of thst
stock, they may be held to account for violations of the anti-fraud

provisions of the securities lgws.
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SALES OF DOUGLAS STOCK BY RESPONDENTS
AFTER RECEIPT OF INSIDE INFORMATION

Investors Mansgement Co., Inc.
Anchor Corporstion

During 1966, IMC, then & wholly-owned subsidiary of
Anchor, mansged Fundamental Investors, Inc., Diversified Growth
Stock Fund, Diversified Investment Fund, and Westminster Fund, end
acted as the investment adviser of those funds. Within IMC,
individual fund menagers were designeted, snd esch of them was
responsible for recommendstions sffecting his respective fund
portfolio.

Investment possibilities which were conceived or received
by anyone in IMC were processed by the IMC research orgsnizstion,
which included not only s large group of industry specialists but
a network of outside brokerege firms snd & highly sophisticsted
computer progrem. The results of that processing were submitted
to the appropriste fund manager for use in msgking an investment
judgment. 1f he decided that & securities transaction should be
effected, he would prepare a recommendstion, snd submit it for con-
sideration by IMC's investment committee. 1f Robert Daniel, IMC's
president and & committee member, together with one other committee
member concurred in the recommendation, it would be forwerded in
writing to an officer of the affected fund for approvael end sction.

IMC's interest was drawn to Douglas in late 1965 when it

became awasre that the new Douglas DC-9 sircraft program was likely
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to enjoy a substantisl success, end thet with other Douglas com-
mercial aircraft programs and militery business, sizesble earnings,
could be expected in future years. 1In Jaguary, 1966 following
consultation with the serospace snaslyst of one brokerege firm, &
meeting with another brokerage firm known for its familisrity with
the aerospasce industry, end internal considerstions, including an
enalysis of Douglas by IMC's serospsce anslyst, Robert Anderson,
IMC recommended purchases of 15,000 sheres of Douglas stock by
Diversified Growth Stock Fund and 100,000 sheres by Fundsmental
Investors. 1In identicsl letters dated Jenuary 19, 1966 addressed
to each of the two funds, IMC supported its Douglas "buy"' recom-
mendation by references, among others, to an expectation that
Douglas earnings would approach $5 per share in FY 1966 and to a
prospect of "a doubling or possible tripling of eernings" over the
next several years. Acting on IMC's recommendations, Fundemental
Investors purchased 100,000 shares of Dougles stock in Jsnuary,
196éand in the same month Diversified Growth Stock Fund acquired
15,00C shares, lster supplemented by & purchase of 6,000 Douglas
shares on April 13, 1966.

Shortly sfter the April purchase, IMC became sware of the

difficulties Douglas was encountering with parts suppliers and laber

38/ The record does not disclose the date Fundsmental Investors
scquired the other 3,000 sheres of the 103,000 share position
it sold out between June 22 and June 27, 1966,



- 41 -

problems but continued to believe that the troubles were temporary
until late May or early June, 1966 when IMC dropped its estimste
of Dougles eernings from $4.75 to $3.50 per shere for FY 1966.

A few days prior to June 7, 196632/Lazor, of Merrill Lynch,
leerned thet & Douglss finencing of $50,000,000 to $75,000,000 was
in the offing. Knowing that two of the IMC mansged funds held
Douglas stock, he informed Edward Button, vice-president of IMC
and its fund meneger for Diversified Growth Stock Fund, of the
prospective financing. Button indicsted unconcern gbout the possible
effect of the financing upon the funds' Douglas stock. After the
Dougles preliminsry prospectus came out and before June 20, 1966
IMC gave Lszor en unsolicited indicstion of interest in the forth-
coming debentures on behalf of Diversified Growth Stock Fund.

Lazor's telephone call to Button on June 21 ecqueainting him
with the news thsat Douglss would have disappointing earnings for
the first six months and would bresk-even for FY 1966, and the
similsr conversstion on June 22 with Robert Beines, enother vice-
president of IMC and fund msnager of Fundamentel lnvestors, pre-
cipitated & conference call from IMC to Catepsno. 1n & brief eerly
morning IMC anslysts' meeting preceding the call, the bullish

article on serospace sppearing in the Well Street Journsl was dis-

cussed, and the group wses advised by s member of the IMC trading

39/ The date of the preliminsry prospectus covering the $75,000,000
Douglas convertible debenture offering.
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depertment that & substantisl demand for Douglas stock could be
expected at the opening of the market. The group, which included
Daniel, &ll of the fund mansgers, Anderson, and some sssistant
fund mensgers, then adjourned to Daniel's office, where telephone
facilities permitted all persons in the office to participate in

a telephone conversstion. Anderson placed 8 call to Catspsno st
about 9:30 A.M., and various members of the group assked for and
received Catapano's views on the Douglss situation. Cstapano
referred to the Douglas production snd other problems of which they
were aslready swsre and indicated he expected Dougles esrnings for
FY 1966 in the range of $2 to $3 per share with an aggregate of
$40 per share esrnings over the next three or four years. 1In
response to the direct question whether he would buy Douglses stock,
Catspano gnswered in the negative.

Upon completion of the Catapsno csll, some of the group
remegined in Deniel's office discussing Douglas. The prevailing
sentiment was that Catapano had shed no new light on Douglas, and
Beines indiceted that he would prefer to dispose of Douglas stock
in view of the uncertainties. Bsaines also told Anderson efter the
telephone cell to Cataspsno that Catapeno could not or would not
"present the story s he knew it in a conference csll situation,"
and that "he was inclined therefore to believe the story given him

40y
by Mr. Lszor snd had decided to sell the stock."

40/ Division Exhibit 60.
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Shortly efter the meeting, and between 10:30 end 11:00 A.M.,
Baines advised Daniel of his recommendstion thst Fundamental
Investors sell its Douglas stock, as also did Button with respect
to Diversified Growth Stock Fund's holdings of thst stock. A few
minutes before 11:00 A.M., IMC's recommendations,duly authorized
by the respective funds, for the sele of 21,000 Douglas shares by
Diversified Growth Stock Fund and 103,000 shares for Fundamental
Investors were submitted to the Anchor trading department for
execution. By about 3:00 P.M. on June 22, the 21,000 Douglas shares
owned by Diversified Growth Stock Fund were sold, as were 33,000
shares of Fundamental Investors, end on June 23, &n sdditional
59,300 shares of Douglas stock were sold for Fundemental Investors'
account. Neither in connection with these sales nor the further
sales of Douglas stock effected on behslf of Fundemental Investors
on June 24 and June 27, 1966 did IMC disclose, directly or indirectly,
to any purchsser of that stock information of eny kind concerning
Dougles.

Before the Douglas stock sales commenced on June 22, Daniel
lesrned from Baines during the discussion following the Catspano con-
ference call that Merrill Lynch wsas the managing underwriter of the
Douglas debenture offering, and it is obvious that Button es well
as Baines had known of that fact prior to June 22, The weight theat
was given to the information received from Lazor in the telephone

calls to Button and Baines clearly shows that top officials of IMC
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knew thet IMC was a recipient of inside informstion. Under the
circumstances, IMC assumed the responsibility of an insider to
make a full disclosure of that informstion st leest to those who
purchased Douglas stock from IMC managed funds prior to June 24,
1966, the dete on which Douglas issued & press release disclosing
interim earnings for its second quarter end first six months, and
its estimate that earnings, if any, for FY 1966 would be nominal.
IMC having feiled to mske the necessary disclosure, it is
concluded that IMC wilfully violated, and wilfully sided &and
sbetted violations of Sections 17(e) of the Securities Act snd
Section 10(b) of the Exchange Act and Rule 10b-5 thereunder. In
addition, Anchor, by virtue of its being & broker-dealer &nd a
registered investment adviser and having been the parent end in
control of IMC during 1966, becomes subject to eppropriate remedisl
action pursusnt to Section 15(b) of the Exchange Act.ﬁl/and Sec-

42/
tion 203(d) of the Advisers Act.

41/ Section 15(b)(5) of the Exchange Act, inter alis, suthorizes

" remedial action apgainst a8 broker or desler where & 'person
associsted with a broker or deasler" has wilfully violated or
wilfully sided or sbetted violations of sny provision of the
Securities Act or Exchange Act. Section 3(a)(18) of the
Exchange Act provides:

the term '"person sssociated with a broker or desler"
mesns . . . or sny person directly or indirectly
controlling or controlled by such broker or dealer, » . .

42/ Section 203(d) of the Advisers Act provides, inter alis, that

" the registration of an investment adviser may be revoked where
"any person directly or indirectly controlling or controlled by"
that investment adviser has wilfully violsted or has eided and
abetted violations of the Securities Act or Exchange &ct or any
rule or regulstion under those statutes.
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Adding to the arguments that all respondents sdvance on
the law and the common facts, IMC and Anchor teke the position
that the informetion IMC received from Lszor is not shown to be
material corporate information. The contrary is found from the
review of the record.

The contention that "sll Lazor told IMC was that he 'had
heard thet Douglas Aircraft's six month eernings would be disap-
pointing,'' ignores the testimony of Anderson. On June 22,
according to Anderson, Basines stated thst both he and Button had
received cells from Lazor in which Lazor offered his opinion thsat
"Douglas would break even during fiscal 1966." That testimony,
coming from an IMC employee, and squaring as it does with the
information that Lazor hed received from ldlemsn, is accepted &s
evidence that Baines and Button received not only the information
that Douglss six month earnings would be dissppointing, but elso
that Douglas would have no earnings for FY 1966, While it msay be
srgued that Anderson's testimony indicates only that Lszor was
expressing a personsl opinion about the yesar's esrnings, the actions
that IMC took following Lazor's cells evidence IMC's understending
that Lszor was giving a tip on non-public corporate informstion.
Moreover, the disclosure thet Douglas six months earnings would be
disgppointing, which IMC concedes was received, was itself non-public

corporate information even though not reduced to specific figures.
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The argument that the Lazor information was not msterisl
appears inconsistent with IMC's statement that "[i]n the Spring
of 1966, Boeing end United Aircraft reported less then expected
quarterly earnings,'" which resulted in IMC's recommending '"substan-
tial reductions in the funds' holdings of both these companies."
Since IMC edmits that "the price of its [ Douglas] stock could be
grestly affected by 8 relstively minor chenge in its fortunes,"
it is not likely that information slerting IMC to & substantisl
change in the Douglas earnings picture would influence IMC any
less than did the eernings performance of Boeing and United
Aircraft esrlier in 1966. Further, it is conceded in the brief of
IMC and Anchor that $10,000 in commission business was directed by
IMC to Merrill Lynch in psart for ". . . Lezor's hsving pessed on,
in a very prompt and effective manner, the story he had heard and
which ultimately proved to be basically correct." 1In eddition, IMC
and Anchor admit that Lezor's informetion was one of the factors
entering into IMC's sell recommendation. That edmission is itself
very persuasive on the questions of materiaslity end use of the
Lazor informstion. 4s & factor sffecting IMC's judgment, it is
clear that the same information could well have affected the invest-
ment judgment of those who purchesed the Douglas stock from the
Anchor funds on June 22 end 23, 1966.

Also rejected is the proposed conclusion of law that the

Commission hes no jurisdiction over IMC, "which has not been in
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existence since April, 1968." 4As found earlier, jurisdiction
based upon Section 15(b)(7) extends to sny person, a term which
includes a corporation for purposes of the Exchange Act.fﬁy of
course, if IMC's existence wgs terminsted by corporate dissolution
in April, 1968 or theresfter, further considerstion would have

to be given t:aghether that action affected the Commission's
jurisdiction._~/ But the record does not reflect that the corpora-
tion waes dissolved, only that Anchor scquired sll of the business
and assets of IMC on April 1, 1968. 1In the sgbsence of proof to
the contrary, it is presumed thst IMC's corporate life has con-

tinuved, a stetus sufficient for purposes of Section 15(b)(7) of

the Exchange Act even though IMC is no more than a corporate shell.

Madison Fund, Inc.

As of June 1, 1966 Madison hed no portfolio position in
Douglas stock. It hed held that stock previously, end Rolsnd
Wilhelm, one of its vice-presidents and an serospace analyst, hed
kept abreast of Douglas developments. On June 7, 1966 Medison's
president, Edward Merkle, was told by Muriel Siebert, an serospsce
analyst and general partner in the brokerage firm of Brimberg &
Compsny, that she felt Douglas earnings for its second quarter and

for FY 1966 would be favorable. Upon the strength of Miss Siebert's

43/ Section 3(8)(9) of the Exchange Act.

44/ Cf. Peoples Securities Co. v. SEC 289 F. 2d 268, 275 (D.C. Cir.
1961).
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views, Merkle pleced an order the same day through Brimberg &
Company for 5,000 shares of Douglas stock.

Merkle also discussed Medison's investment in Dougleas
with Wilhelm, who had reservations sbout Douglss ability to show
esrnings in 1966 but feit that the market action of Dougles stock
indicated & possible rise in price. The decision arrived at wss
for Medison to tske & position in Douglss stock of 20,000 shares,
with 10,000 sheres to be purchssed immedistely. Implementing that
decision, & second 5,000 share order for Douglas stock was given
to Brimberg & Company in the afternoon of June 7, but only 1,000
shares of that order were acquired before the open portion was
canceled on June 8 because of the rise in price of Douglas stock.

No further Douglses stock was purchased by Madison before the ssgle
of its entire 6,000 share position on June 21, 1966.

Prior to Madison's purchasing Douglss stock in June, 1966
Wilhelm read that the company was proposing to make & convertible
debenture offering and early in June, 1966 learned thet Merrill
Lynch would be the msnaging underwriter. Wilhelm called Lee ldlemen,
the institutionel salesman with whom Medison deslt st Merrill Lynch,
and asked for the Dougles preliminsry prospectus when aveilable.

On June 13 Idleman telephoned Wilhelm to tell him thet the prelim-
inary prospectus was being sent, and Wilhelm then indicsted & possi-
ble interest, subject to price, of $1,500,000 to $2,000,000 of the

Douglas debentures. In memorasnda dasted June 14 and 16 addressed to
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Merkle, Wilhelm indicated that Madison would be showing en interest
of up to $2,250,000 in the $75,000,000 Douglas debenture offering
and that the underwriting was being headed by Merrill Lynch.

As noted before, Idlemen received informstion concerning
Douglas current and prospective earnings from Catepano in the
afternoon of June 21. Having in mind Madison's interest in the
Douglas debenture offering, 1dleman called Wilhelm to apprise him
of the information just received from Catapsno. The notes Wilhelm
made of that conversation reflect that Idlemsn indicated Douglas
expected to lose 35¢ per share for May, 1966 as compared to g
profit of 35¢ for May, 1965, to earn 50¢ per share for the first
six months of FY 1966 versus $1.50 for the same period of FY 1965.
Idleman also stated that Douglas would be "lucky to bresk even"
for FY 1966, snd that the estimate for FY 1967 had been reduced
to $5 to $6 per share from $10 to $12, and wes $15 for FY 1968.
Madison does not dispute that the information was materisl.

Immediately after 1dleman's cell,a brief meeting between
Wilhelm and Merkle ensued in which they discussed the 1dleman
informstion in context with other available facts on Douglas and
Wilhelm's previous reservations gbout the company. A decision was
quickly reached to sell Madison's 6,000 shares of Douglas stock, and
no more than ten or fifteen minutes elapsed from the time that
Idleman telephoned to the time thsat Wilhelm personeslly called Idlemsn

and placed the sell order. The order, placed st 3:04 P M. without
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price limitation, was executed on the New York Stock Exchange
through Merrill Lynch at 3:28 P.M., June 21, st prices reanging
downwerd from 88% for the first 1,500 shares to 88 for the next
700 shares, 87-3/4 for the following 300, and 87% for the last
3,500. No disclosure was made to purchasers of those 6,000 shares
of Douglas stock concerning the informstion thet Idleman had given
to Wilhelm & few minutes earlier.

The reasonable inference to be drawn from the record is
that Wilhelm and Merkle, knowing that Merrill Lynch was the menaging
underwriter for the Douglas debenture offering and privy to confi-
dential Douglas finenciel date, sold Madison's 6,000 sheres of
Dougles with the least possible delay sfter receiving Idleman's call
on June 21 because they believed they were beneficisries of material
inside informstion. There appears no other acceptsble explanation
for the immedigte reaction to the information relayed by Idleman on
June 21, nor for the unquestioning reliance plsced upon it at & time
coming less than two weeks after Merkle hed, in the face of Wilhelm's
doubts about Douglas, persisted in purchasing Douglss stock. It is
concluded under all the circumstences that Madison wilfully violated
Section 17(a) of the Securities Act and Section 10(b) of the Exchange
Act and Rule 10b-5 thereunder.

At the outset of its argument, Medison contends that the

principel issue involved is the integrity of Wilhelm and Merkle, and
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then appears to proceed on the assumption that & finding of a
wilful violation necessarily resolves that issue against them.
The flaw in thet epprosch is that "wilfulness" for purposes of
Section 15(b) of the Exchange Act does not require thst & person
know thaet he is breaking the law, but only that he intended to do
the act thet resulted in the violation.ﬁzl Measured by that
standerd, Wilhelm and Merkle could, as Madison contends, have
been "simply going about their ordinary business of meking invest-
ment decisions" and yet, as found herein, been responsible for
Madison's wilful violations of the securities acts. The fact
that the broad scope of Section 17(s) of the Securities act end
Rule 10b-5 mey have been unknown to Madison can be taken into
account in mitigation of its violation, but it cannot be deter-
minative of whether the violation occurred. As the Court noted

in Texas Gulf Sulphur, where insiders act "pursuant to a mistaken

belief as to the applicable law such an ignorance does not insulate
them from the consequences of their acts."éé/ That rule is equally
applicable to tippees.

Contrary to Madison's further argument, Wilhelm and Merkle

reacted to ldlemsn's informetion in a manner indicsating that they

had actual or constructive knowledge of its non-public corporste

45/ Tager v. SEC, 344 F. 2d 5 (2d Cir. 1965); Hughes v. SEC, 174 F.
2d 969, 977 (D.C. Cir. 1949); Churchill Securities Corp., 38 SEC
856, 859 (1959).

46/ 401 F. 2d at 852, n. 15.
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character. 1t is not slone the quick action tsken to dispose of
Madison's Douglas shares efter Idleman's cgll, but slso the sudden
loss of confidence in Muriel Siebert's recommendation of two
weeks eerlier, the failure to consult her on June 21, end the
unquestioning acceptence of ldleman's information that compel the
conclusion that Wilhelm and Merkle had reason to know that en
insider wes furnishing & tip. And the fact thet in the eyes of
Madison, Idlemsn was to be trusted as s person who would not sct
inconsistently "with his and his employer's unblemished reputstion'
cannot alter the foregoing conclusion where circumstences otherwise
indicste thet Wilhelm had notice that Idlemen wes relaying inside
information.

J. M. Hertwell & Co.

J. M. Hartwell & Co., Inc.

Hartwell Associsgtes
Park Westlgke Associsates

Willism Campbell is president and & 177 stockholder of
Hartwell, Inc., and John Hartwell (‘'Hertwell") is a director, port-
folio maneger, and owner of about 657 of the company's stock.
Hertwell, Inc., succeeded in November, 1966 to the business of
Hartwell & Co., a pertnership still in existence but inactive.
Hartwell snd Campbell formed Hartwell & Co. in 1964 for the purpose
of engaging in an investment counseling business which in 1966 con-
sisted of mansging on & discretionary basis around 200 individual

and institutional securities portfolios, mansging the portfolio of
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Hertwell end Campbell Fund, Inc. ("Hertwell-Campbell"), end furnish-
ing edvice pursuent to three investment advisory contracts. One of
the three contracts was with A, W, Jones & Co., which relied on
Hartwell & Co. for megnagement of & $2,000,000 segment of its port-
folio. Hertwell and Campbell in 1966 were also general psrtners of
Hertwell and Associstes, a hedge fund, end with s third general
psrtner managed the firm's investment portfolio. Perk Westlake is
another hedge fund in which Hsrtwell was & general psrtner in 1966 with
responsibility for investment decisions.

Hartwell & Co. had been & customer of McCsrthy of Merrill
Lynch for two or three years prior to June 3, 1966, the date that he
celled Campbell to inform him that a Douglas convertible debenture
financing of $50,000,000 to $75,000,000 by Merrill Lynch was forth-
coming. McCerthy also told Campbell in that conversstion, although
it was still four days until the Douglas preliminery prospectus
mede the information public, that Douglas earnings for the first
five months of FY 1966 were 85¢ per share compsred to $1.25 for tﬁé
same period of FY 1965. McCarthy slso disclosed to Campbell that
Douglas deliveries were 20 planes behind schedule for March end April,
1966 and thet earnings estimstes for Douglas were $2 per shere for
FY 1966 and $10 for FY 1967.

Hartwell and Cempbell had frequently discussed Douglass with
each other in 1966 as a prospective investment and Hartwell had

spoken sbout Douglas with aserospsce analysts. 1In June, 1966 he had
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become familiar with their viewpoints: Campbell at thet time had
doubts ebout the nesr term prospects for Douglas, end becsuse he
was skeptical sbout Douglas stock as an investment made certain
thet Hertwell received the notes on the McCerthy conversstion of
June 3 which reflected estimated Dougles earnings for FY 1966 of
$2 per share in contrsst with considerably higher earnings that
serospace snalysts were then forecasting. On the other hand,
Hartwell, the dominent partner in Hartwell & Co., was very inter-
ested in Douglas stock on & long-term basis. After spesaking on
June 6 to a highly regsrded aerospace snslyst who estimsted Douglas
earnings for FY 1966 at $3.25 to $3.75 per share and minimized the
importance of reduced esrnings for the current year, Hartwell on
June 9 purchased 1,000 shares of Douglass stock for Society of
Ethical Culture, one of the accounts msnaged by Hartwell & Co.,
and 400 shares for the portfolio of Hartwell-Campbell.

On June 16, 1966 Hartwell prepered e memorandum containing
his snalysis of the prospective market sction in Douglss stock,
and therein he concluded that the investment risk was high but
that the stock had the potentisl for & rise to 105 by Msy, 1967
and to 145 in 1968. 1n arriving at these projections, Hartwell
employed a price-earnings multiple of 12 which he selected ss sppro-
pPriste to apply to estimates of Douglas earnings through a compsari-
son with the past merket performance of Boeing stock. The next day,

June 17, Hartwell purchased 200 more shares of Douglas stock for
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Hartwell-Campbell holdings es & long-term investment.

Hartwell & Co. also considered the forthcoming Douglas
debentures as a possible investment vehicle, and gave McCsrthy an
indicstion of interest for around $1,000,000 of those bonds sometime
before June 21, the day that McCarthy called Campbell et ebout
2:30 P.M. to tell him of the poor earnings Douglas would be
reporting. After learning from McCsrthy that Douglss earnings for
its second querter would probably show & loss end for FY 1966 would
be "flat," Csmpbell immediately telephoned Hartwell, who happened
to be at the offices of the brokerage firm used by Hartwell & Co.,
eand releyed the McCerthy information to him. Hertwell assumed that
"flat" was intended to mean zero eernings, and indicated by his
response that he viewed the news as both important and contrary to
his expectations.

After no more than & few minutes reflection on the import of
Campbell's message, Hartwell caused his broker to sell the I,600
Douglas shares held by the Society for Ethicsl Culture and Hartwell-
Campbell before the close of the msrket. The next morning, June 22,

Hartwell reed the bullish Wall Street Journal article on the aerospace

industry, and received reports from brokers that an influx of buy
orders would probably csuse the merket to open higher then the pre-
vious close. Hartwell then decided to mske short sales of Douglas
stock for the eccounts of Hartwell and Associstes, Park Westleke, and

A. W. Jones & Co., and during the course of the day sold short 2,500
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shares, 1,500 sheres, and 2,000 shares, respectively, on their
behsalf st prices ranging from 89% to 90. No disclosure of the
information which was transmitted to Campbell by McCarthy on
June 21 was mede to the purchasers of the Douglas stock sold on
June 21 and June 22 for accounts managed by Hertwell.

There is no question concerning the materislity of the
informaetion thet Campbell received from McCerthy and psssed on
to Hartwell on June 21. The informstion, in Hertwell's words,
"cast real doubt on my estimate." The record glso establishes
that on June 21 Hertwell and Campbell knew of the underwriting
relationship between Merrill lynch and Douglss and were awere of
the fact that Merrill Lynch had access to inside informsetion;
McCarthy had earlier given them confidential Douglas earnings
informetion Merrill Lynch had obteined in the course of the under-
writing end they knew at the time they acted on McCarthy's informe-
tion of June 21 that it wes not availsble to the purchasers of
Douglas stock Hartwell sold on June 21 and 22. Hertwell snd
Campbell, therefore, knew or should have known that they were receiv-
ing inside information from McCarthy on June 21, and thet a disclosure
of that informstion to prospective purchasers was required by them
in connection with any sales of Douglas stock until the information
was generally public. The requisite disclosures not having been mede,
Hartwell & Co., Hertwell end Associastes, and Park Westlake, by the

actions and omissions of Hartwell and Cempbell, wilfully violated
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Section 17(a) of the Securities Act and Section 10(b) of the
Exchsnge Act &nd Rule 10b-5 thereunder. By virtue of the control
Hartwell and Campbell hsve over the affairs of Hertwell, Inc.,
their existing though inactive control over Hartwell & Co., end
their control of the other Hartwell respondents, it appesrs thst
Hartwell, Inc., is, within the meaning of Section 203(d) of the
Advisers Act, sn investment adviser directly or indirectly con-
trolling or controlled by the other Hartwell respondents, persons
herein found to have wilfully violasted provisions of the Securities
Act and Exchange Act. Accordingly, Hartwell, Inc., becomes subject
under the provisions of Section 203(d) of the Advisers Act to such
remedial action as mey be found sppropriate under that act.éz,
Neither Csmpbell's nor Hartwell's actions on June 21 end
22, 1966 sre consistent with the argument of the Hertwell respondents
that the sales of Douglas stock in question were not a result of
receiving what Cempbell and Hartwell knew or should hsve known was
inside information from McCarthy. 1If Campbell hed not recognized
McCarthy's cell as such, it would not have been reesonasble for him
to take pains to locate Hertwell in order to pess on the informetion

as quickly as possible, and if Hartwell hed not understood thsat

McCarthy had furnished an insider's tip, Hartwell's discarding of

47/ See n. 42, supra st 44.



- 58 -

his own careful personel enalysis of Douglas earnings prospects
after ten minutes or less of thought after learning of McCerthy's
call would be irrationsl.

Hartwell's short seles on June 22 confirm the certainty
that had been attached to the McCerthy information of the day
before. Hartwell testified that he expected the price of Douglas
stock to drop when the informetion he had received on June 21 weas
disseminated. Such testimony clearly indicstes Hertwell's appre-
ciation of the fact that he hed received hard information that
could be relied upon, not mere resesrch eneslysis. Further,
Hertwell's testimony establishes that he knew on June 21 and June 22
that McCerthy's informetion had not been effectively disclosed. The
extent that he believed information had be;n disseminated was no
further then to institutionsl customers, snd he sssumed that buyers
of the Douglas stock he sold did not have his informsation regarding
Douglas. The disclosure of the inside informastion assumed by Hertwell
to heve taken place at the time of his sales, and thst shown to heve
taeken place is insufficient by fer to excuse disclosure by the
Hertwell respondents.

The further arguments of the Hertwell respondents concerning
jurisdiction are also rejected. As earlier concluded, Section
15(b)(7) of the Exchange Act authorizes the Commission to proceed
ageinst any person for violations of the securities acts. Hsrtwell &

Co., Hartwell and Associstes, and Park Westlake are persons within
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the meaning of the Exchange Act accused of violations of the securi-
ties acts, and therefore fall within the smbit of Section 15(b)(7).
Hartwell, Inc., is in & different position by reason of not partici-
pating in the violations with the other Hartwell respondents. How-
ever, it too is properly a respondent by reason of its registration
under the Advisers Act and its control or being under control of
the other Hartwell respondents, violators of the securities acts.
The edditional contention that jurisdiction over Hartwell &
Co. was lost when the Commission permitted it to withdraw its regis-
tration e&s an investment edviser in September, 1967 without insti-
tuting proceedings under Section 203(d) of the Advisers Act is
without merit. The jurisdiction over Hartwell & Co. in the present
proceedings rests upon Section 15(b)(7) of the Exchange Act, an
entirely sepsrate and distinct statutory enactment providing en
alternstive course of action which msy be pursued by the Commission
independently of Section 203(d) of the Advisers Act. Unquestionably,
Hartwell & Co. became insulated agesinst any edministrative action
pursuant to the Advisers Act when the withdrewal of its registration
under that Act became effective, but that registration is not &
jurisdictional requirement under Section 15(b)(7) of the Exchange
Act. The withdrawsl of the registration, therefore, could not and
did not confer immunity upon Hartwell & Co. from proceedings insti-

tuted pursuant to the Exchange Act.
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Van Strum & Towne, Inc.

As investment &dviser to the Channing Balanced Fund, the
Channing Common Stock Fund, the Channing Growth Fund, the Chenning
Income Fund, &and the Channing Speciel Fund during 1966, Van Strum
mede the investment decisions for each of those mutusl funds. Inter-
nally, Van Strum appointed s fund manager for each fund, Thomas
Martin being fund maneger for Chenning Growth Fund as well as presi-
dent of Van Strum. Martin was also chairmen of the decision-making
investment committee whose membership included each of the other
fund menagers, and the msnaeger of Van Strum's department for invest-
ment counsel of individuals. 1In addition, Anthony Healey, Martin's
assistant in the msnagement of the Growth Fund, participsated as &
committee member in preparstion for sppointment as manager of thst
fund. 1In 1966 the investment committee held special as well as
regular weekly meetings in which & fund manager would present invest-
ment recommendations for considerstion and adoption. It wes also
possible for & fund manager to obtain approvel of a desired trans-
action by obtaining concurrence from a requisite number of the com-
mittee through conversations with individusl members by telephone
or visits at their respective offices.

Ven Strum's interest in Douglas as en investment was initially
aroused in 1965, but did not become strong until the early psrt of
1966 when verious public announcements revealed the rapid growth of

business snd esrnings of aircraft manufacturers. During that period
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Martin spoke to several highly regarded aerospace snelysts about
aircraft manufacturers, including Douglas. Among those consulted
were Bilbao, who serviced the Channing sccounts et Merrill Lynch,
and Muriel Siebert.

Lste in May, 1966 Martin ssked William altschuler, then
Van Strum's serospace anaslyst, to investigate the possibilities
of Douglas stock. Altschuler spent a day and a half reviewing
reports and other materisl on Douglas in the files of Van Strum
and talking to a number of analysts and other knowledgesble people
outside of Van Strum. He then reported to Martin thet on the
besis of svaileble information Dougles stock eppeared to be s good
long-term investment.

Eerly in June, Martin became aware that Merrill Lynch was
the managing underwriter of the Douglss debenture offering, and
also had a conversation with Bilbao who told him thst Dougles first
five months esrnings in FY 1966 were 85¢ per shere and that Merrill
Lynch had lowered its estimate to $2 to $3 for the year. Although
neither Martin nor Bilbao could recall whether the conversation
took place prior to June 7, the dete of the Dougles preliminary
prospectus which made the five-month eesrnings public, the fact that
Bilbao received his informgtion from Cstspsnoc on June 3, Bilbsgo's
belief that he was free to use the information without restriction,
and his recollection that he gave similar information to a Dreyfus

Fund snalyst prior to June 7, indicate that Mertin hed the benefit
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of then non-public informstion. On June 8, Bilbao sent a Douglas
preliminary prospectus to Martin which confirmed thst the five-
month earnings were 85¢.

A decision to purchase Douglas stock was mede by Msrtin on
June 10 with the expectation thet the stock would sppreciate as
its price began to reflect what he anticipsated would be Douglas
earnings over the next 18 months. In line with that decision, the
Van Strum investment committee thet seme deay approved purchase of
50,000 shares of Douglss stock for the Growth Fund, but for ressons
Mertin could not recsll, the planned purchsesse of Douglas stock was
not commenced until June 20, when 1,500 shares were bought for the
Growth Fund,

On June 22, 1966 while attending a8 luncheon for institutionasal
investors sponsored by Muriel Siebert's brokerage firm, Msrtin over-
heard remarks implying that Douglas would heve no earnings, or its
earnings would be down. No specific figures were used, nor was any
time period mentioned.

Upon returning to his office sfter the luncheon, Martin
called Healey and Altschuler to attempt to verify the accurscy of
the overheard remarks. He told Altschuler thet he had heard that
Douglas would have no earnings for FY 1966, snd asked for his opinion.
After Altschuler responded that such result was "possible but highly
improbable,"” and gave his reasons, Martin directed him to call and

discuss the question with g number of persons who were familiar with
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the aerospace industry. Altschuler then spoke to a highly
regaerded serospsce analyst who said he had heard the rumor sbout
Dougles earnings, and, et the conclusion of their discussion,
stated that he agreed that the rumor, though possible of truth,
was unlikely to be factusl. Altschuler returned to Msrtin's
office snd in the presence of Healey reported to Msrtin that he
remained of the ssme mind concerning the sccuracy of the luncheon
remarks. Martin then stated that he had spoken to Bilbao, end
that Van Strum should '"step aside" with respect to Douglas stock.
While Altschuler was making his calls, Martin telephoned
Muriel Siebert. She told him that she hed heerd from Robert
Edwards, s portfolio mansger at the Msnhattan Fund, that Dougles
lost 35¢ per share in May, that the first half of FY 1966 would
show earnings of 50¢, that Douglses would bresk even for FY 1966,
and that $5 per share was a reasonable estimate for FY 1967. Miss
Siebert glso told Martin that Edwards hed obtained that informstion
from Merrill Lynch, &snd in response to Martin's inquiry as to why
the Douglas figures had changed, said that she intended to call
Douglses to verify the numbers. Msartin then telephoned Bilbgo who,
repeating the news Neves had received from Woodman that morning,
told Mertin that Douglas would be reporting earnings of 43¢ for the
first six months, that the outlook for FY 1966 was little or no

profit, and that $6 per share was expected for FY 1967.



- 64 -

After speaking to Miss Siebert and Bilbao, and before
receiving Altschuler's report, Msrtin told Healey that in his view
Van Strum should discontinue buying Douglas stock and sell its
existing 1,500 share position. Healey concurred in thst view.
Approval for the sale of the Douglas stock was quickly obtained
end a few minutes before the closing of the New York Stock Exchange
on June 22, 1966 Van Strum sold the 1,500 shares of Douglas stock
thet had been purchased for the Growth Fund two days esrlier.

The next dey Miss Siebert called and informed Martin that
she believed the numbers that Edwards had given to her the day
before were besicaelly correct. Martin then told her thet Channing
had sold its Douglas stock after he had confirmed the informstion
she had given to him,

The record sufficiently establishes that Mertin and Healey,
8s agenté of Van Strum, knew at the time of the sale of the
Growth Fund's 1,500 shares of Douglas stock that Merrill Lynch was

managing undervriter of the forthcoming Douglas debenture offering

end that Merrill Lynch would heve access to inside information regard-
ing Douglas esrnings snd prospects. It is further evident that on
June 22 Martin turned to Bilbao of Merrill Lynch for the purpose of
obtaining confirmation of unverified material information sbout Douglas
earnings end prospects, and thet Van Strum sold the 1,500 sheres of
Douglas stock without disclosing to the purchssers thereof the infor-

mation that Martin had obtsined from Bilbso. The circumstances
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surrounding the purchase and sale of the 1,500 sheres indicsting,
es they do, that Ven Strum was a recipient and made use of inside
informetion on June 22, 1966 and knew or should have known the
quality of that information, it is concluded that Van Strum had

an obligation of disclosure at the time it sold the Growth Fund's
holding of Douglas stock. By feiling to disclose that msteriesl
inside information to the purchasers of the stock, Ven Strum failed
to meet its obligstion under the securities laws, thereby wilfully
violaeting end wilfully aiding and sbetting viclstions of Section
17(a) of the Securities Act and Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder.

On the criticel issue of whether Van Strum received inside
information on June 22 prior to its sale of Douglas stock, respond-
ent's argument in the negative is rejected. The weight of the
evidence strongly favors the findings set forth sbove.

That Martin spoke to Bilbao on June 22 and received confir-
metion of the rumors gbout Douglas he had heerd at the Brimberg
luncheon can readily be pieced out from the record exhibits and
testimony. Altschuler's testimony was unequivocal with respect to
Msrtin's statement on June 22 prior to Van Strum's sale of Douglas
stock that he had spoken to Bilbao, and the notes kept by Bilbso
of his telephone conversations relsting to Douglas on June 22 and
23 also indicste that Bilbso telked with Martin on June 22. The

disinterested testimony of Muriel Siebert thet Msrtin told her on
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June 23 that Channing had sold its stock efter confirming the
information that she hed given him on June 22 also supports the
finding that Bilbao and Martin spoke to each other on June 22.
This part of her testimony also resolves the ambiguity in her
later response that Martin "said that he had talked to someone at
Merrill Lynch on Thursday [ June 23]," meking it evident that she
was referring to the fact that on June 23 Martin told her that he
had spoken to someone at Merrill Lynch prior to spesking to her.

Inasmuch as Martin could not have confirmed Miss Siebert's
informaetion except through Merrill Lynch or Douglas, and did not
receive any information from Douglas, it follows from Miss Siebert's
credible testimony thst the confirmation came from Merrill Lynch
prior to Martin's decision to sell the Douglas sheres held by Growth
Fund. Further, since Miss Siebert had disclosed to Martin thst
Merrill Lynch was the indirect source of the specific data she had,
it is only reasonable to assume that he would immediately turn to
Bilbao for the confirmation he sought.

That the confirmation that Martin received from Bilbso on
June 22 involved both material and non-public corporste information
is readily appsrent from Martin's desire to have the Brimberg lunch-
eon rumors and Miss Siebert's information confirmed. Until spesking
to Bilbgo, Mertin hed no more than unverified informstion on which
he could not act. He needed the sssurance that only Bilbso could

give, and having received it, immedistely sold the Growth Fund's
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Douglas stock.

Additional evidence that Mertin received and used inside
informetion in deciding to sell Douglas is the admission of
Altschuler in November, 1966 while attending an aerospace confer-
ence in Californis. He there told enother analyst that Channing
hed sold its entire Douglas position on June 22, 1966 end that the
decision was based on information from the "Merrill Lynch under-
writing department thet Douglas would have no earnings in fiscal
1966." That admission is neither "incompetent triple hearsay" nor
"otherwise unreliable and without probative value,"” as contended
by Ven Strum. It has considerable probative velue, coming es it
did from a person in a position of responsibility in the Van Strum
organization, and reinforces the conclusion thst Msrtin had access
to Douglas inside information on June 22,

The foregoing is also dispositive of Ven Strum's srgument
that it was ignorant that the information in question might have
emanated from an insider. While knowing thet Merrill Lynch wes
the proposed underwriter of the Douglas debentdfe issue would not,
standing alone, suffice to show actual or constructive knowledge
of the charscter of the informstion being furnished by & member
of that brokerege firm, such is not the case here. Not only wss
Mertin sware of the underwriting relationship but slso of the non-
public nature of the information that he received from Bilbao.

Further, he knew that Altschuler and independent aerospace snelysts
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were not satisfied that Douglas earnings hed suffered the rumored

decline. Those fects, taken with the decision to sell the Douglas
holdings which had been so lately purchesed, are enough to warrent
8 finding that Ven Strum knew or should have known that it had

become a beneficiary of inside information.

Fleschner Becker Associgtes

Melcolm Fleschner and Willism Becker are the general
partners in the limited pertnership of Fleschner Becker Associetes
which was formed in April, 1966 for the purpose of investing monies
of members of the Fleschner and Becker families. The partnership
operated in 1966 ss a hedge fund under the supervision of Fleschner
and Becker. They were solely responsible in 1966 for the investment
decisions and transactions of the partnership.

Prior to June 7, 1966 when the preliminsry prospectus
on the Douglas debenture offering becsme aveileble to the public,
Lewrence Zicklin, the Merrill Lynch representative servicing the
partnership account, discussed the Douglas esrnings reflected in the
prospectus with Becker. Zicklin informed Becker that Douglss earn-
ings would be bad, with the first five months esrnings 85¢ per share.
On June 8 or 9, Fleschner read the Douglas preliminery prospectus
end advised Zicklin that the partnership would heve en interest in
ebout $2,000,000 of the Douglas debentures.

After giving the indication of interest, Fleschner sand Becker

spent additional time stydying the Douglas prospectus, reading
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aerospace research reports relating to Dougles, and discussing
the company with sbout ten people, including analysts, who were
familiar with Douglas end the aircraft industry. One of the
research reports read by Fleschner on or gbout June 16 estimated
Douglas esrnings for FY 1966 in the neighborhood of $3 per shsre
end mentioned that the snalyst would "consider eny weakness in the
stock as a result of near-term esrnings disappointments, & buying
opportunity.”

In the afternoon of June 21, Zicklin telephoned Fleschner
and told him that Douglas earnings would be disappointing, that its
six month earnings would be less than for the first five months.

Next morning Fleschner and Becker read the bullish eerospace
industry article thast appesred in the June 22 edition of the Well

Street Journal. Having Zicklin's information, they decided that if

Douglas stock opened higher as a result of that erticle, they would
sell short 3,000 sheres of Douglas stock. At the time of meking
that decision Fleschner and Becker were sware that Merrill Lynch was
the managing underwriter of the Douglas debenture offering, end in
reaching their decision took into account Zicklin's information of
June 21.

When the broker for Fleschner Becker Associstes reported
about 10:00 A.M. on June 22 that the market for Douglss stock would,
as they had enticipsted, open higher, Fleschner placed the order to

sell short 3,000 shares of Dougles stock. A deley in the opening
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of trading in Douglas stock on June 22 because of an influx of buy
orders held up execution of the short sale until 10:58 AM., at
which time the shares were sold st a price of 90. Fleschner and
Becker then decided to sell short another 2,000 shares and srranged
that sale off the New York Stock Exchange with a Celifornis broker-
age house at about 11:30 A.M. The next day, June 23, Fleschner
Becker Associates sold an additional 3,500 shares of Dougles short
at prices ranging from 87-3/4 to 88-1/2, end later that day covered
& part of its short position by purchasing 3,000 Dougles shares at
84%. On June 24, the day that Douglas issued its press release,
Fleschner Becker Associates covered its remaining short position of
5,500 shares with purchases at prices of 75 to 76X%.

Prior to the first short sale of Dougless stock on June 22,
and at the time of Zicklin's call on June 21, Fleschner and Becker
knew that Merrill Lynch wes mansging underwriter of the Douglas
debenture offering and knew that Zicklin hed provided inside infor-
mation gbout Douglas five-month esrnings before those esrnings
became public on June 7, 1966. Wwhen Zicklin thereefter relsted the
information he had sbout Douglas esrnings to Fleschner on June 21,
Fleschner and Becker knew, as the short sales of Dougles on June 22
and 23 indicsete, that they were again receiving inside information.
Their action in selling short further indicetes thet they were well

aware of the importance that attached to Zicklin's disclosure, as
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48/
does the $3,000 give-up which Fleschner Becker Associstes directed

to Zicklin's credit on June 28 in recognition of his assistance on
Douglas. Additionally, the inferences drawn from the succession

of short sales and the $3,000 give-up are supported by Fleschner's
own admission that Zicklin's informstion was one of the factors con-
sidered in reaching their decision to sell Dougles short.

Under the circumstances, Fleschner Becker Associstes is
found to be a tippee required under the securities laws to mske &
disclosure of the informetion received from Zicklin on June 21 in
connection with its sales of Douglas stock on June 22 and June 23.
The appropriste disclosure not having been made to the purchssers
of the Douglas stock that it sold on those days, it is concluded
that Fleschner Becker Associates wilfully violated Section 17(a)
of the Securities Act &nd Section 10(b) of the Exchange £ct and
Rule 10b-5 thereunder.

Respondent's assertion that on June 21 Fleschner was told
only that Zicklin had heard Douglas earnings for six months could be
less than for the five month period is inaccurate. While the limit
of Zicklin's recollection was to that effect, Fleschner on cross-
examination testified thet Zicklin elso in effect told him that

Douglss esrnings would be disappointing, & statement which necessarily

48/ A give-up is in effect a splitting of the commission received by
the executing broker with enother broker designeted by the customer
to receive a certein portion of that commission.
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would cerry considereble weight in assessing the probable reaction
of the investment community once the earnings becsme known.

The suggestion that Zicklin's information wes merely rumor
already known to Fleschner from other sources cannot be accepted.
There is considerable evidence thst Douglas problems were well
known and that serospace analysts were successively lowering their
estimates of Douglas earnings during the éirst half of 1966, but
those were simply estimates of outsiders and there is no evidence
thet any one of them hed concrete information from Douglas regarding
its six-month esarnings or whether the earnings to be reported would
be regarded as disappointing. Respondent's reliance on the reports
of aerospace gnslysts as evidence that Zicklin did not provide
information not previously known is, therefore, misplaced.

Moreover, the record indicates thet Fleschner recognized
the difference between the rumors and snslysts' views on the one
hand end Zicklin's informstion on the other, realizing that Zicklin
was giving them not only confirmation thet Douglss wes in trouble but
that troubles were far more serious than had been generally expected.
The short ssles of respondent on June 22 end 23 depending upon & drop
in the price for s profit, reflect more clearly then anything else
how confident Fleschner was in Zicklin's informstion. Such confidence
can be ressonsbly attributed only to an appreciation that Zicklin had
received and wss relsying to customers who could make use of it,

inside information that had been received by Merrill Lynch through
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its underwriting relationship with Douglas. It mey well be, es
respondent suggests, that the short sales would not heve teken

place absent the bullish Well Street Journal article of June 22

on the serospsce industry, but accepting that proves nothing more
than that respondent found itself with the opportunity that made
profit from use of Zicklin's information & certainty. Without

the appearance of the Wall Street Journal article with the resulting

higher opening of Douglas on June 22, Fleschner and Becker might
well heve considered the risk of a short sale too grest to sssume
in view of the general pessimistic attitude on Douglss' future, but
the rally in serospace stocks on June 22 cannot be tsken as evidence
that the tip provided by Zicklin was not used to respondent's adven-
tage. Nor is the fact that respondent covered psrt of its short sales
by purchases on June 23 at odds with the conclusion that the sales
of Douglss stock were made on the basis of inside information.
Respondent had @ substantial profit at the time it began covering
its short position, and as Fleschner testified, 'We thought we would
book some of that profit and reduce our short position." Such cov-
ering purchase, when considered in the light of respondent's subse-
quent short sales on the same day, is no more than evidence of &
conservative assessment made in regard to the impact that Zicklin's
news when published would have on the Douglas merket.

Additionally, the $3,000 give-up directed by respondent on

June 28 to Merrill Lynch for Zicklin's benefit supports the conclusion
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that Zicklin had been of material service. As respondent points

out, the give-up did not carry with it an identification of the
service rendered. Nevertheless, s fair inference to be drawn from
the size of the give-up and its timing is that recognition was

being given to the substantial role thst Zicklin's cell of June 21
played in respondent's decision to sell Douglas stock short, a

move that brought respondent an $81,000 profit within three dsys.
The explanation of the June give-up offered by respondent to the
effect that the give-up represented compensation at a rate of
$50,000 for 1966 for Merrill Lynch services and to establish & good
relationship with Zicklin cennot be credited under the circumstences.
Further, the uneven monthly amounts shown in respondent's schedule of
direct commissions and give-ups as credited to Zicklin during 1966
belie the claim thst respondent had decided on or before June 28 to

49/
allot & total of $50,000 to Merrill Lynch in 1966.

A. W. Jones & Co.
A. W. Jones Associsates

Jones & Co. and Jones Associates, each & limited partnership
operating during 1966 ss s hedge fund, hed identicael general partners
but differed as to their limited partners. Individuals heving lower

tax brackets were in Jones & Co., which was more likely to take short-

49/ Direct commissions end give-ups directed in 1966 to Merrill Lynch
for Zicklin's credit were:

Apr. May June July Aug. Sept. Oct. Nov.  Dec. Total
$1,050 12,600 4,650 1,100 4,900 2,300 2,000 2,000 16,250 $46,850
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term gains than Jones Associstes. Banks Adams was an sssociate
maneging partner, equivelent to a junior general partner, in both
partnerships and during 1966 his primary responsibility was the
management of & $5,200,000 segment of the partnership equity in
Jones & Co. and & $3,600,000 portion of Jones Associstes. Other
managers, including Hartwell & Co., were designated by the partner-
ships to menage other portions of varying smounts. As a regular
practice the msnagers present in the partnerships' offices would
hold & daily morning meeting at which investment possibilities,
smong other topics, would be discussed, but each manager decided
for himself the transactions which would be effected in his particular
segment. An element of competition amongst the managers was intro-
duced by 8 method of compensation that was calculated in part upon
the performance of one msnager as compered with thet of the others.

Adams had followed the performance of the aircraft menufac-
turers for sbout two years prior to June, 1966 chiefly through reading
research reports put out by various brokerage houses and speaking to
two aserospace snalysts on a fairly reguler basis. One of the com-
panies Adams became acquainted with in that fashion was Douglas, end
in June, 1966 he knew that the first half of a Douglas fiscal yesr
ended as of May 31.

About June 15, 1966 Adams read the preliminary prospectus on
the Douglas debenture offering and became aware thst Merrill Lynch

wes managing underwriter. Around that time Adems indicated to Zicklin



- 76 -

that the partnerships were looking at the offering but had not
reached any decision.

The afternoon of June 21 Zicklin called Adems on the direct
wire that had been instslled between their desks s year or so
earlier and geve him the news that Douglas esrnings would be disap-
pointing and thst the first six months of FY 1966 would show earn-
ings of less than the reported five-month period. Adems reelized
et the time he concluded his conversation with Zicklin that the
information when published would adversely effect the merket price
of Douglas stock, and he decided to exploit his advence knowledge
by making short sales of Douglas stock before the market discounted
the poor earnings. Shortly before noon, June 22, he placed orders
to sell short 2,000 shares of Douglas stock for the account of
Jones & Co. and 2,000 shares for Jones Associates, which were executed
at prices from 88-7/8 to 89-1/4,

It is clear from Adems' own testimony thst the informstion
Zicklin furnished would have meterial bearing upon investment judg-
ments exercised in connection with Douglss stock, and elso that Adams
knew Zicklin's information sbout Douglas esrnings had not become
publicly known st the time he effected his short sales on June 22.
While Adems denies awsreness that Zicklin hed given him inside infor-
mation on June 21, the knowledge Adams had that Merrill Lynch ss a
managing underwriter of the Douglas debenture offering would have

sccess to non-public corporste financisl dsta, and the swift action
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that Adams took to teke adventege of the Zicklin informetion, indi-
cate otherwise. 1t is concluded thst Adams knew or should have
known that he was the beneficiary of inside informstion on June 21,
and that the partnerships through him thereby had the duty of &
Douglas insider to disclose the inside informetion in connection
with the sale of Douglas stock effected on June 22. Since the
requisite disclosure was not mede, it is further concluded that
Jones & Co. and Jones Associates, by Adams' actions, wilfully
violated Section 17(a) of the Securities Act and Section 10(b) of
the Exchange Act and Rule 10b-5 thereunder.

The afternoon of June 22, William Fissell, another portfolio
msnager of Jones & Co. and Jones Associstes, also attempted to sell
short 2,000 shares of Douglas stock, but succeeded only to the extent
of selling 900 shares for the account of Jones & Co., snd 800 shares
for Jones Associates., There is an absence of evidence of sny commu-
nication of inside information about Douglas to Fissell prior to the
sales that he effected, and in the light of the competitive factor
existing between portfolio managers and of Fissell's denial that he
heard anything about Douglas from Adams on June 21, it is ressonable
to credit his testimony that his sales were based upon his snalysis
of the market action of Douglas stock.

Since Fissell lacked knowledge of the inside information
Adams had received, the partnerships cannot be found to have effected

the Fissell sales of Douglas stock on the basis of inside information.
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1t follows, therefore, that slthough the knowledge of Adams, &
general partner of both Jones & Co. &and Jones Associates, may be
imputed to the partnerships, they did not in connection with the
Fissell sales derive personal benefit from the inside informetion.
Since neither Section 17(s) of the Securities Act nor Rule 10b-5
requires a tippee to disclose his inside information where no
advantage is taken of that information by the tippee, it is con-
cluded thet the Fissell seles of Dougles stock on June 22 did not
involve & violation of the securities laws.égl

The srguments of Jones & Co. and Jones Associates are
found too stringent with respect to the essential elements needed
to establish & violstion of Rule 10b-5 and unpersussive in regard
to the weight of the evidence.

As noted esrlier, neither & speciel relstionship with a
corporate inside source of a kind advocated by respondents nor
actugl knowedge of an underlying breech of fiduciary duty by Merrill

Lynch is required in order to find that Rule 10b-5 has been violated.

The "essence of the Rule" is a prohibition against anyone's using
inside corporate informstion for personsl benefit, and the traditionsl
fiduciary concept is but one route, the "special facts" doctrine

being the other, by which anyone may be brought within the purview

30/ Cf. SEC v. Texas Gulf Sulphur Co., supra at 848.
Bromberg, Securities Law Freud -- SEC Rule 10b-5, § 7.5(6)(f) at
190.18 (Supp. 1969).
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51/
of the Rule. While Adems' reliance upon Zicklin as a continuing

source of information would not satisfy the Rule, that fact, in
conjunction with Adams' knowledge of Merrill Lynch's relationship
with Douglas and his sales of Douglas stock suffices for & conclu-
sion thet Adems knew or should hsve known that he had received
inside information from Zicklin on June 21. Such actusl or construc-
tive knowledge may be deemed to have imposed 8 fiduciary obligstion
upon the Jones respondents to the degree required for Section 17(a)
of the Securities Act and Rule 10b-5 to become applicable. The fact
that the Jones respondents had direct telephone lines to other brokers
end the fact that Adams spoke to a number of them on a daily basis do
not indicate that Adams did not heve reason to believe thst Zicklin
was giving him an insider's tip. Each facet of Adams' conduct and
relationship with Zicklin over the relevent period viewed seperately
may be insufficient premise for a finding of actual or constructive
knowledge of the nature of Zicklin's informetion, but collectively
considered support such finding.

Moreover, the testimony of Adems tends to refute the ergu-
ments that he was unaware of the nature snd importance of Zicklin's
information. When asked for his opinion of the effect thet the

Zicklin information would have on Douglss stock, Adams stated that

51/ SEC v. Texas Gulf Sulphur, supre at 848.
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it would adversely affect the price. 1In further testifying, he
affirmed that one of the factors in his selling short was to take
advantage of Zicklin's information before the merket had discounted
that information. 1In the light of that testimony it is difficult
to understand how the Jones respondents can seriously srgue that
the information was not msterial, was not non-publie, and wes not
relied upon by Adams. It is quite obvious that if Adams felt that
Zicklin's informetion would adversely affect the price of Douglas
stock, that he must have attached importance to it in reaching his
decision to effect short sales of that stock on June 22. 1t is
equally obvious that Adems knew that the Zicklin information wes
non-public, for he wished to take adventage of it before effective
disclosure of that information csused the market to discount it.
Adams' opinion of the non-public nature of the informstion is, of
course, sffirmed by other evidence indicating that effective dis-
closure had not taken place on June 22.

In sum, the only sres in which the facts permit substantial
srgument is that concerning whether Adems knew or had reason to
believe that Zicklin was furnishing inside information. On thet
question, the prepondersnce of the evidence weighs sagainst the

Jones respondents.
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Fairfield Partners

The limited partnership of Fairfield Partners was formed
in 1965 to operate as 8 hedge fund and in 1966 managed sbout
$31,000,000. Richard Radcliffe and Barton Biggs, two of the five
general partners, were the portfolio managers for the psrtnership
in 1966, with joint suthority over investment decisions. Customsrily
these decisions were reached through discussions between Radcliffe
end Biggs but on occasion, if Biggs were absent from the office,
Radcliffe could end did meke independent investment decisions.

By 1966 Radcliffe had followed Douglas fortunes for some
years, and in 1965 had developed skepticism about Douglas' gbility
to improve its earnings. This skepticism persisted and on March 31,
1966 the partnership commenced to take & short position in Douglas
stock with & sale of 1,000 shares. During April the partnership
incressed its short position to 3,500 shares and then covered sll
but 1,000 shares of the position between May 13 and 17, when the
market on Douglas dropped.

Around the middle of May, Radcliffe became convinced from
his reading of research reports that serious delays in deliveries
of engines and lending gesr to Boeing and Douglas would occur and
that Douglss would be the more seriously affected because of the
assembly line nature of its production. 1In keeping with this view,
the partnership resumed its short selling of Douglas and by June 2

reached a short position of 7,100 shares after a short sale of 600
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that day.

Between June 2 and June 20, 1966 Feirfield Psrtners had no
further transactions in Douglas stock, but Biggs placed an order
on June 6, which was not executed, to sell short 2,000 shares of
Douglas at & price of "about 80," a direction that geve the broker
discretion to sell et a price 1/2 to 3/4 above or below 80. The
attempted short sasle on June 6 and that eccomplished on June 2
were partially induced by & conversation late in May between
Radcliffe and an analyst who had lowered his esrnings estimate for
Douglses upon returning from a visit to the company. Another fsctor
discussed between Radcliffe and Biggs prior to placing the June 6
order was an sarticle published that dey in Barron's which Biggs
felt indicsted Douglas earnings were "falling apart and that financing
was imminent."

Further information about Dougles earnings was received by
Radcliffe when Zicklin of Merrill Lynch telephoned sbout June 15,
1966 to inquire if the partnership hed an interest in the Douglas
debenture offering. Radcliffe told Zicklin that the partnership not
only had no interest but that they didn't like the offering. Zicklin
nonetheless read sloud the five-month esrning figures appesring in
the preliminary prospectus and suggested that other informsetion in
the prospectus would be of interest. Radcliffe asked thet & copy of
the prospectus be sent, snd it wes sent and received within & day or

so gfter the request.
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The next and criticel question bearing upon the issues is
whether Zicklin informed the partnership sround 1:30 to 2:00 F.M.
on June 21, 1966 of the information sbout Douglas earnings that
he had received & few minutes earlier from Catepano. Zicklin
recalled that he did telephone Fairfield Partners st that time
and gave thet information to someone in the partnership's office.
Although he was unable to recall to whom he spoke, Zicklin custom-
erily spoke to either Redcliffe or Biggs whenever he wished to
convey investment information. Radcliffe could not recall a
conversation with Zicklin on June 21, snd when pressed, denied
that he spoke to him on that date. Weighing Zicklin's testimony
egeinst that of Radcliffe's in the light of the latter's short
sale of 900 shares of Dougles stock within minutes after the time
Zicklin would have called, the absence of sales or orders to sell
Douglas stock during the intervening period after June 6, and the
give-up of §2,800 directed by Fsirfield Partners for credit to Zicklin
on July 15,1966, it appears that Redcliffe's recollection of the
events of June 21 wss faulty.

The record establishes thet Zicklin celled Feirfield Pertners
a bit after 1:30 P.M. on June 21 and told Redcliffe thst Dougles
earnings for six months would be less then for its first five months.
Upon hearing that news, Radcliffe turned on his office ticker tape
covering transactions on the New York Stock Exchange. At close to

2:00 P.M., he observed s string of trades in Douglas stock at prices
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higher than those eerlier reported, and celled the partnership's
broker. Radcliffe inquired sbout the activity in Douglas stock,
lesrned that trading had been halted for a time but had resumed,

and without discussing the matter with Biggs other than to mention
Dougles wes up & couple of points, plsced an order to sell short
900 shares st 89-1/2, the price last noted on the ticker tape.

The order, pleced at 2:09 P.M. on June 21, 1966 was executed spprox-
imately seven minutes later at & price of 89-3/4. 1In the sale of
that stock, no disclosure was made of the informstion Radcliffe

had received & few minutes before from Zicklin.

The evidence educed eand the reasonable inferences drawn
therefrom establish that prior to June 21, 1966 Redcliffe beceme
aware of the fact thet Merrill Lynch was the maneging underwriter
of the Douglas debenture offering, and st the time of Zicklin's csall
on June 21 fully reslized the implications of that relationship to
be thet Merrill Lynch had access to inside informstion about Douglas
financisl results and that information ebout Dougles operstional
results coming from Merrill Lynch was as factual as if the company
hsd spoken. 1t is concluded that Radcliffe knew or should have
known thet Zicklin had given inside information sbout Douglas on
June 21, end that the informetion, if generally known, would have
materislly snd adversely sffected the market price of Douglas stock.
The failure by Fsirfield Partners to disclose the inside information

received from Zicklin in connection with its ssle of 900 shsres of
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Douglas stock on June 21 was unfair to purchasers who were without
access to the same informstion, and a wilful violation of Section
17(8) of the Securities Act and Section 10(b) of the Exchange act
and Rule 10b-5 thereunder.

Fairfield's srgument that the discarding of its Dougleas
research file in 1967 cannot be regsarded as & deliberate destruction
of demaging evidence is sccepted. There is no indication thsat
Fairfield had resson to believe in 1967 that the Division was con-
ducting an investigstion involving possible violations by the part-
nership nor had it been requested by the Division to preserve docu-
ments in its files relating to Dougles. Radcliffe's explanstion
for the disposal of the Douglas file to the effect thsat filing room
was needed, and that becsuse of the Dougles merger with McDonnell
the resesrch materisl on Douglas waes of no further use is credited,
end no inference is drawn from Feirfield's disposal of the Douglas

52/
file.

52/ Fairfield considers that the Division's proposed finding that
Fairfield destroyed its file on Douglas knowing thst the Division
was investigating Fairfield's sales of Douglas suggests that the
Division viewed Fairfield ss & prospective respondent in 1966.
Fairfield therefore resubmits in its Brief in Support of Proposed
Findings and Conclusions of Law & motion to dismiss thet was denied
in the course of the prehearing conference held in this matter.

The motion reises questions of the fairness and due process accorded
Feirfield in the course of the Division's investigation thst pre-
ceded the institution of these proceedings. The questions were
decided adversely to Feirfield's contentions on the besis of the
information then aveilable for considerstion, and the proposed find-
ing in question is not viewed as additionsl evidence werranting a
reversal of the denisl.
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But Fairfield's contention that Fairfield did not receive
information from Zicklin prior to its sale of Douglas stock is
contradicted by the weight of the evidence. 1ts further argument
that the record contains & ressonable explanstion for the short
sale in question sbsent receipt of the Zicklin informetion is slso
rejected.

As urged by respondent, Fairfield's pessimism gbout Douglas
was of long standing and its views hed support in the information
aveilgble during April to June, 1966 in finsencisel publicetions
and from respected serospace analysts. The continuing pessimism
is slso reflected in the short ssles of Douglas stock which were
effected by Fairfield in 1966, but it is significant thet the lest
before the June 21 sale in question wses on June 2, nearly three weeks
egrlier.

Feirfield's bearish view of Douglas prospects does not suf-
fice to explain the decision to mske a further short ssle of 900
shares on June 21. Redcliffe testified that his decision was trig-
gered on that day by Douglas trades he happened to see being reported
about 2:00 P.M. on the New York Stock Exchange ticker in Fsirfield's
office, but he had no explanstion of why he did not act during the
period of June 10 to June 20 when Douglas stock was trading st prices
substantielly higher than the 80 level at which he believed Dougleas
stock to represent & good short sale. Nor did Radcliffe have an

explenstion for his unilateral decision to effect the June 21 short
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sele, & deperture from the usual practice of Radcliffe and Biggs
to arrive st investment decisions in joint discussions.

Of course, the questions rsised sbout the credibility of
Radcliffe's testimony would not be enough without evidence that
Zicklin hed celled Radcliffe on June 21 before he ordered the short
sale. As pointed out by Fairfield, there is no direct testimony
regarding the precise time on June 21 that Zicklin telephoned
Feirfield to relay the news gbout Douglss, but from ressoneble
inference, it is concluded that Zicklin spoke to Redcliffe shortly
before 2:00 P.M. and conveyed the informstion received fron Catapéeno.
Unlike Radcliffe, Zicklin had & recollection that he had called and
spoken to someone at Feirfield after spesking to Cetapeno on June 21
end so reported to his superior in the late sfternoon of the same
day. Zicklin testified thet his practice was to spesk to either
Radcliffe or Biggs regerding investment information, thset it wes
efter he hed returned from lunch on June 21 that he talked to Catepano,
that the lstest he would have returned from lunch wes 2:00 P.M., and
that he considered the information he received from Cstapeno important
enough to transmit to his hedge fund customers ss quickly as possible.
These circumstances, added to Redcliffe's recital of the occurrences
at the partnership offices at about 2:00 P_M. on June 21, indicate
that the key to Redcliffe's otherwise inexplicable sudden sgle of
Douglss stock on June 21 is the receipt of Zicklin's call. With

that in the picture, it would have been normal for Radcliffe to look
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at the ticker for Douglas trades, check with the psrtnership's
broker to find out what wes happening in Douglas, and without more
than & brief comment to Biggs, order & sale of the 900 shares of
Dougles stock. Further, the June give-up of $2,800 which the
partnership directed to Zicklin's credit on July 15, 1966 tends to
indicete from its size thet Fairfield had been rendered valusble
service by Zicklin, and suggests, in the absence of sny evidence
indicating the services rendered or the method of computing the
appropriate compensstion to be paid Zicklin, that in the give-up
was a recognition of the value of the informstion given to Fairfield
on June 21.

William A. M. Burden & Co.
Burden Investors Services, Inc.

The portfolioc of Burden & Co., & limited psrtnership formed
in 1949 to invest monies of certain members of the Burden family,
was sctively maneged in 1966 by Robert Barker &snd Donald Morierty,
two of the generel partners, essisted by John Holmen, then & salaried
associate. Moriarty and Holman were also vice-presidents and directors
of Burden, Inc., & corporation which scted in 1966 es investment
adviser to members of the Burden femily not general or limited pertners

53/
in Burden & Co.

53/ The identification "Burdens" will be used to refer to Burden & Co.
and Burden, Inc., collectively.
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The consistent objective of the Burdens has been to find
and meke long-term investments in compsnies having above-averasge
growth, and considerable time has been spent by them in assessing
growth prospects of various industries with a8 view of concentrating
investments in those best meeting the Burdens' objective. Sources
of information consulted by Barker, Moriarty, and Holmen in resech-
ing an investment decision include economic experts, political
analysts, company menagements and their reports, trade journals
and other publications, brokerage firm and investment banking house
reports, and any other information availeble.

The Burdens followed the sircraft industry for some yeers
prior to 1966 and were thoroughly familiar with its background &nd
with that of Douglas, which they had under considerstion &s an
investment possibility for at least six months prior to June, 1966.
The Douglas debenture offering ceme to Holmen's ettention early in
June, 1966 and in the week before June 14 he received and studied
the preliminary prospectus covering that offering. Holman also
discussed Douglas with Barker and Morisrty several times during
that week and on June 14 gll sgreed that the Burdens should indicate
an interest of $5,000,000 in the Douglas debenture offering.
Morisrty then telephoned McCerthy of Merrill Lynch, known by the
Burdens to be the mansging underwriter, and told him of the Burdens'®

interest in the debentures.
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Six deys later, June 20, Melvin Seiden, president of the
brokerage firm of Seiden & de Cuevas, Inc., hed a fifteen minute
conversation with Holman at & dinner sponsored by Seiden's firm.
Seiden voiced the opinion thet Dougles was & good speculstion
end told Holman that Dougles had & '"tremendous backlog of orders,"
that the smell equity capitslizetion of the company provided great
leverage, end that snticipated plane deliveries indicated large
profits in FY 1967. Seiden further pointed out that interest
in the Douglss offering was very high and that he suspected that
many persons unable to purchase the quantity of debentures desired
would buy Douglas stock, with the result that the stock price would
go higher. He suggested that a hedge sgainst dependency on price
end sveilebility of Douglas debentures would be an immedisete pur-
chase of Douglas stock.

Influenced by Seiden's views, Holman cslled & meeting next
morning, June 21, which Moriarty attended initially and which con-
tinued between Holman snd Barker after Morisrty hed to lesve to keep
an appointment. Holman, concerned about the possibility that the
Burdens might not be sllotted 2 full $5,000,000 of Dougles deben-
tures, presented Seiden's resgsoning to Berker and Moriasrty, and
expressed his own opinion thst investor interest in Douglas and the
rising price of its stock indicsted thst s purchsse of Douglas stock
was desirable. Barker felt Holmsn's recommendation mede sense, but

Moriarty was not in favor of such investment. However, after
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Moriarty left the meeting, further discussion with Holman led
Barker, the senior pertner, to agree that the Burdens should buy
$1,000,000 of Douglas stock. Holman placed the Burdens' order
with Seiden that morning before 11:00 A .M., end during the course
of the day 7,100 sheres of Douglas stock were purchased at
prices from 86-3/8 to 88-5/8 per share for accounts serviced by
Burden, Inc., and 3,900 shares at prices of 86-3/4 to 88 were
bought for Burden & Co.

When Morisrty returned to his office around 2:30 P_M.,
Barker informed him that Holman's arguments had been persuasive,
and that it hed been imperstive to proceed with the purchase. A
few minutes later the call from McCsrthy ceme to Moriarty advising
him that Dougles earnings for Mey were very disappointing, that
Douglas second quarter esrnings would be lower than those of its
first quarter, and that its earnings for FY 1966 would be "flat."
Shortly thereafter Morisrty called &n informsl meeting at which
he advised Barker and Holman of the information from McCerthy.
Both Barker eand Holman greeted that news with surprise end disbelief.
Holman, the more knowledgeable about Douglas, slso viewed the infor-
mation, if true, as reising the possibility that Douglss would have
no esrnings for FY 1966, and as being unfsvorsble to the point of
representing a disaster. Becsuse of their doubts sbout the infor-
mation, the three agreed that the plsusibility of the McCarthy infor-

mgtion should be explored through conversation with outside aerospace
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analysts.

One of the consultants relied upon by the Burdens was
Dr. Robert Christensen, an officer of a technological consulting
firm retained by the Burdens, who made a presentation of & report
on Boeing Aircraft Corporation at the Burden offices on the morning
of June 22. Neither he nor either of two aerospace snslysts,
Benjamin Rosen of Coleman and Company and Stusrt Feick of Baker
Weeks & Co., with whom Morisrty end Holman telked, gave the Burdens
the same information given by McCarthy. At noon, Morierty left
the Christensen briefing to sttend the luncheon for institutionel
investors sponsored by Brimberg & Co. where he overheard, and lster
repeated to Barker end Holmen, rumors to the effect that Dougleas
earnings were going to be very disappointing.

About 9:30 A.M. on June 23, Holmsn had an unannounced visit
from Seiden. He was anxious to give the Burdens his reaction to
a remerk made by Gersld Tsai, president of Manhettan Fund, regsarding
Douglas. Earlier that morning Seiden had met Tsai for breakfast and
before they sat down or hed any preliminary conversation on the
subject, Tsai suggested that if he were Seiden he would "really check
into this Douglas situation." Without disclosing Tsei's identity,
Seiden informed Holmen that a source worth listening to had cseused
him to be very worried about Douglas. Holmen and Seiden discussed
various aspects of Douglas for another half hour, at which point

Holman asked Seiden what he would do. Seiden, reversing his
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recommendation of June 20, replied that he would sell the Douglas
stock.

The Seiden discussion was reported by Holman to Berker
and Morisrty & few minutes later in 8 meeting in which the informa-
tion and opinions that the Burdens had gethered from Rosen, Feick,
end Christensen were 8slso reviewed. After the meeting had gone
on for sbout an hour, Barker made the decision to sell the Douglas
stock purchased on June 21, and this was accomplished before the
close of the New York Stock Exchange on June 23 at prices ranging
from 88 down to 84-1/4. The Burdens admit that no disclosure of
the informstion received from McCarthy on June 21 was made to
purchaesers of the Douglas stock sold by them on June 23.

The evidence marshasled on the issues affecting the Burdens
establishes thst the Burdens knew or should have known that "eaccess,
directly or indirectly,to information intended to be available only
for a corporate purpose" had been obtained by them through McCarthy's
tip on June 21 regarding Douglas unreported esrnings and its esrnings
prospect for FY 1966. Any doubt that may have been present in the
minds of Barker, Moriarty, and Holmen on June 21 gbout the "plausi-
bility" of McCarthy's informstion must have been dissipated by
Seiden's visit to Holmen on June 23, and the realization certeinly
brought home to them that McCarthy had given them the benefit of
inside information Merrill Lynch had received as & msnaging under-

writer. Having received inside information about Douglas, the Burdens
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as tippees acquired and then failed to discharge the responsibility
imposed upon them to disclose that information to those purchasing
Douglas stock from them. It is therefore concluded that the
Burdens wilfully violated and wilfully aided and sbetted violstions
of Section 17(a) of the Securities Act and Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder.

The Burdens' position thet the record is insdequate to
prove that they received inside information required to be disclosed
in connection with their sales of Dougles stock on June 23 cannot
be accepted. As of the time thet those sales were made, the
Burdens knew or should have known thst McCarthy had given Moriarty
e tip on Douglas non-public corporste information. Such sctusl or
constructive knowledge is enough to impose an obligstion of sffirma-
tive disclosure of the information received in connection with the
Burdens' ssles of Douglas stock without & showing of a greaster
"special relationship" between Merrill Lynch eand the Burdens.éﬁ/

To require more would be to defeat the intent of Section 17(s) of

the Securities Act and Rule 10b-5 that '"all investors . . . have
55/

relatively equal eccess to materisl information, . . . ."
The further argument that the McCarthy information wes not

material is rebutted not only by the actions tsken by the Burden

54/ See SEC v. Texes Gulf Sulphur Co., supra.

55/ 1d.
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managers to verify the McCarthy informstion, but by Holmen's
reaction to that informetion. 1t is true that the evidence does
not reflect that the Burdens received specific figures for the
Douglsas second quaerter or six-month earnings, but Moriarty was salso
told that "the year as a whole would be flat." That the term "flat"
was considered by the Burdens a&s mesning zero earnings is reflected
by Holmaen's description of McCarthy's informstion as s "disaster."
Holman's view clearly reflects an immediete recognition of the
materiaelity of McCarthy's information, as does Moriarty's testimony
that it caused the Burdens to reevaluste the Douglas situation.
Realization of the impact of the McCarthy informestion upon their
investment judgment slone can sccount for & need to review the
carefully considered decision to purchase $1,000,000 of Douglas
stock reached by the Burdens but hours earlier.

Nor does the record sustsin the Burdens' assertion that
"“"the entire financial community by June 23 knew more'" then the infor-
mation McCarthy provided. The opposite is the fact. By June 23 &
portion of the financial community, primarily & smell number of insti-
tutional investors, had the benefit of surmise and speculstion about
the drop in Douglas earnings end its prospects, but even that had
not been so widely disseminated es to be considered effective dis-
closure of the inside information in question. 1Indeed, the serospace
analysts that Holman end Moriarty spoke to on June 21 and 22 spparently

had no inkling of the "disaster" that the McCarthy information
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represented, end it wes not until the morning of June 23 that the
Burdens received an indicetion from Seiden that others were aware
of the ssme informetion they had. But the fact that & few in
the financial community had the seme knowledge is not the effective
disclosure of corporste informstion that is required before a
tippee is excused from his obligation of disclosure.

The Burdens' contention that McCarthy's telephone call of
June 21 was not a factor in their decision to sell their Douglas
stock on June 23 is also rejected. The materiality of the informs-
tion McCarthy gave was recognized immediately and considersble
effort made to obtsin what Holman referred to as '"documentetion"
of it. The only reasonable inference that can be drawn from the
circumstances is that the McCarthy informetion was & factor that
played & materisl role in the decision of the Burdens to sell their
Douglas stock on June 23. Holmen and Morisrty's testimony to the

contrary is not credible.

The Dreyfus Corporstion

The Dreyfus Corporation has been for & number of yeers the
investment adviser of The Dreyfus Fund, an investment company regis-
tered under the Investment Compeny Act of 1940. The net asset
value of the Fund wes approximately $1.5 billion in 1966, end dur-
ing that year hundreds of decisions sffecting the Fund's portfolio

were made by six investment officers who had the responsibility for
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attaining the Fund's objective of long-term cepital geins. Two

of the Fund's investment officers st that time were Allan Prett

and Howard Stein, the latter slso being president and & director
of Dreyfus Fund end president of The Dreyfus Corporation.

A steff of securities analysts was employed by Dreyfus
Fund to assist the investment officers by supplying them with infor-
mation and analyses on s spectrum of investment aress. Stephen Swid
wes one of the Fund's junior snalysts in 1966, with responsibility
for following certein high technology industries, including air-
craft manufacturers.

In February, 1966 Swid recommended that the Dreyfus Fund
take a position in Douglaes stock, and that recommendation, which
entailed & long-term investment of §$5,000,000, was reviewed by three
of the investment officers and then epproved. Purchsses of Dougles
stock pursuant to Swid's recommendation commenced on May 9, 1966;
three days later Stein ordered buying to ceaese when he learned from
a partner of Coleman and Company that Douglas was having problems.
Because of his understanding that the problems might be temporary,
Stein decided that the Fund should retain the 21,300 sheres it hed
acquired, but a few deys later, following discussions with other
serospace experts, he decided thest the Fund should not e&dd to its
Douglas stock holdings.

When the Douglas debenture offering was ennounced in late

May or esrly June, 1966 Swid, in the sbsence of Prett, advised Bilbeo
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of Merrill Lynch that Dreyfus Fund had an interest in those
debentures. A few days leter and before publicetion of the eernings
figures in the Douglas debenture prospectus of June 7, Bilbao
informed Swid that Douglas had earned 85¢ per share in its first
five months. 1In the same conversation Bilbeo also disclosed that
the estimate on Douglas earnings for FY 1966 had been reduced to

a range of $2 to $3 per share, with Merrill Lynch leening toward

the $2 figure, and gave Swid other information sbout Dougles pro-
duction problems.

Swid attended the June 22 luncheon that Brimberg & Co.
sponsored for institutional investors, end while there overheard
comments about Douglas having production problems gnd not being
able to meet its delivery schedule. He then questioned the airline
executive, the principal spesker at the luncheon, sbout the Douglas
delivery schedule of airplenes to the speaker's company for the
latter half of 1966 and early 1967, and was told thet Douglss had
not revised its schedule.

Not satisfied with the answer given by the luncheon speaker,
Swid made further ettempts when he returned to his office to check
on whether Douglas was heving delivery problems. He first called
the offices of United Aircraft Corporation, the supplier of the jet
engines for Douglas aircraft, end using a dissemblgnce that concealed
his actual interest in Douglas, learned from a United Aircraft officisl

that deliveries of engines to Douglas were not on schedule but would
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improve in the last half of 1966. Swid next spoke to Lawrence
Vlsun, an aerospace analyst at the brokerage firm of Auchincloss,
Parker & Redpathi receiving nothing in the way of factusl informs-
tion from him, Swid then placed a call but could not resch Melvin
Scott of Dougles.

In hopes of spesking to Scott, Swid waited until after
5:00 P.M. on June 22 before deciding to talk to Stein about Douglas.
He csalled Stein at home, related the rumors he hed heard st the
Brimberg luncheon, spoke sabout his inability to obtein information
about the rumored production difficulties except to the extent of
his conversation with United Aircreft, and recommended that Dreyfus
Fund sell its Dougles stock. Stein's response was that comments
about Douglas production problems had been circulating for a month
or so, and that Swid should do more work on the situation. Next

morning, June 23, Swid noted in the New York Times that 50,000

shares of Douglas had traded on the Pacific Coast Exchange &t a
price higher than its closing on the New York Stock Exchange, and
persuaded Pratt to relay thst informstion to Stein. Stein, unim-
ﬁressed by the trade, had Pratt tell Swid to continue with his
checking.

The confirmation Swid was seeking came to him leter in the
morning of June 23 when Bilbao repeated in & telephone conversation,
the information that Cetapano had acquired from Woodmsn the day

before to the effect that Douglas had lost money in May end in its
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second quarter and would have little, if eny, profit for FY 1966.
Convinced that Douglss stock would decline when those earnings
were publicized, Swid bypassed Pratt to agsin call Stein at home.
Without disclosing that he had received inside information on
Dougles from Bilbso,Swid insisted that his recommendation to sell
Douglas stock be accepted, and went so fer &8s to state thst if his
advice were not taken, he should not be working for Stein. After
that conversation, Stein received s call at about 1:00 P.M. from
the Dreyfus Fund trader slerting him to the fect that Douglas stock
had dropped substantielly during the morning. Stein consulted a
chart of the price movements on Douglas stock, sew thet the chart
indicated & probability of & severe decline with a breskthrough of
8 support level st & price of 83 or 84, and having in mind Swid's
call of the previous dey &s well as earlier knowledge that Douglas
was encountering difficulties, decided to sell the Dreyfus Fund's
holdings of Douglas stock. An order to sell Dreyfus Fund's 21,300
shares was placed at 2:19 P.M., a few minutes after Stein advised
Pratt that the Douglas stock should be sold, and that afternoon the
stock was sold at prices of 80-1/4 to 81-3/4.

The thrust of the charges against The Dreyfus Corporation
is that inside informetion regarding Douglas was unfairly used to
obtain an adveantsge over purchesers of the 21,300 shares of Dougles
stock sold for Dreyfus Fund's sccount on June 23. While it is clear

from the evidence that Swid received msaterisl inside informetion
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sbout Douglas earnings and its prospects during his telephone
conversation with Bilbao on June 23, the Division has failed to
prove that Swid acquainted Stein with that same informstion. 1t
is found, therefore, that elthough on June 23 Dreyfus Corporation
possessed inside corporate information regarding Douglas earnings,
no use wags mgde of that information in connection with the ssale
that dey of the Dreyfus Fund's holdings of Daugles stock. Dis-
closure of inside information not being required of e tippee unless
some use is made of that informstion, it is concluded that Dreyfus
Corporation did not commit the violstions cherged and that these
proceedings against it should be dismissed.

The Division's contentions thset Swid passed on to Stein
the inside information received from Bilbao and that Stein was in
possession of inside informstion informstion et the time he caused
the sale of the Fund's 21,300 shares of Douglas stock are not sus-
teined by the record. As recognized by the Division, its conten-
tions rely upon inferences to be drawn from the actions of Swid and
Stein. But contrary inferences which appesr more reasonable are as
readily drswn from those actions. Thus, Swid might well, as the
Division argues, not have called Stein a secomd time unless he had
something significant to report, but it does not follow that he would
have passed on Bilbao's informstion. Swid appesred on the witness
stand to be & person who would not hesitste to withhold that news

es & means of leading Stein to believe that the extremely timely "sell"
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recommendation evidenced superior enalytical sbility. Swid had
no hesitation in resorting to deception to achieve his ends when
spesking to United Aircraft, end it is unlikely thet he would
have more scruple in edvancing his interests in talking to Stein.
Moreover, Swid's misjudgment of en investment situstion on an
earlier occasion indicetes that he had need to reestsblish his
ability in the eyes of Stein by giving the sppesrance of cslling
the decline on Douglas with precision. Under the circumstances,
Stein's denisls thet he had received information on June 22 or 23,
1966 concerning Douglas esrnings and prospects of the nature
received by Swid from Bilbao, and his testimony regarding the
bases upon which he ordered the sale of the Douglas stock on June

23 are credited.

PUBLIC INTEREST

Pointing to the record as justification for stern remedial
action, the Division urges that those respondents not registered
with the Commission under the Exchange Act or Advisers Act be barred
from association with a broker or desler, and that the registrations
of the registered respondents be permanently revoked. Respondents,
on the other hand, argue that sanctions are not required in order
to serve the public interest. In support, they refer to the novel
issues presented in these proceedings, the surrounding circumstances,

respondents' stste of mind at the time of the sales in question,
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the remedial purpose of Section 15(b) of the Exchange Act, and
the prior unblemished records of the respondents together with
their cooperation with the Division during the investigation which
led to the institution of these proceedings.

While the sanctions advocated by the Division are found
to be inappropriste as too severe, the position of the respondents
that no sanctions be imposed is also unacceptsble. Under all the
circumstances, it is concluded that censure is necesssry and
appropriste in the public interest as to respondents other than
Anchor, Hsrtwell, Inc., end Dreyfus. with respect to the lsgtter,
it does not appear that remedial sction asgainst Anchor end Hertwell,
Inc., is required in the public interest, and as noted earlier, the
proceedings should be dismissed with respect to Dreyfus.

Consideration hes been given to the mitigating factors
advanced by respondents, but the fact that these proceedings are
the first in which tippees have been charged with violations of the
securities laws does not excuse the commission of those violations,
nor can they be condoned. The concept of unfairness inherent in
fespondents‘ sales of Douglas was not novel in 1966; neither was
the condemnation of the use of corporate information for personal
benefit unstated; nor the aim of Section 17(a) of the Securities
Act and Rule 10b-5 to place investors trading in securities on &
relatively equel footing unknown. The respondents' blindness towerd

their obligstions to the investing public must be sttributed to
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undue self-interest.

Mitigating respondents' offenses is the fact that the
record does not evidence deliberate intent by respondents to flout
the law for financisl gein, nor does it appear that respondents
engaged in previous misconduct. Moreover, as respondents suggest,
the unusual amount of publicity attendant upon the institution
and lster stages of these proceedings and that which will probsbly
further attend until final determination of these issues will serve
8s 8 further sanction and, in like manner to that found in Cady,
Roberts.éézinduce a more careful observance of the requirements
of the anti-fraud provisions in the ares in question."

With respect to aAnchor and Hertwell, Inc., there appears
no need to impose sanctions simply because of their control relation«
ship to persons found to have wilfully viclated Section 17(a) of the
Securities Act and Rule 10b-5. Anchor was not ecting in a super-
visory cepacity in its control of IMC in 1966, and the public inter-
est does not require imposition of senctions sgainst Anchor for
violgtions srising out of IMC's conduct. Similerly, it does not
appear necessary to impose sanctions agsinst Hertwell, Inc., which
did not come into existence until after the Dougles ssles in question

51/
had been effected by the other Hartwell respondents.

56/ Supra at 917.

57/ All proposed findings snd conclusions submitted by the parties

" have been considered, as have their contentions. To the extent
such proposals snd contentions sre consistent with this initial
decision, they are accepted.
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Accordingly, 1T 1S ORDERED thst Investors Management Co.,
Inc., Medison Fund, Inc., J. M. Hartwell & Co., Hartwell and
Associates, Park Westlske Associstes, Van Strum & Towne, Inc.,
Fleschner Becker Associates, A. W. Jones & Co., A. W. Jones
Associates, Fairfield Partners, Burden Investors Services, Inc.,

end William A. M. Burden & Co. be, and they hereby are,censured;

IT IS FURTHER ORDERED that these proceedings be, &nd they
hereby are, discontinued 8s to Anchor Corporetion and J. M. Hartwell

& Co., Inc.; and

IT IS FURTHER ORDERED that these proceedings be, and they

hereby sre, dismissed with respect to The Dreyfus Corporation.

This order shall become effective in accordance with and
subject to the provisions of Rule 17(f) of the Rules of Practice.

Pursuant to Rule 17(f) of the Rules of Prectice, this
initial decision shall become the finasl decision of the Commission
8s to each party who has not, within fifteen deys after service of
this initial decision upon him, filed a petition for review of this
initial decision pursuent to Rule 17(b), unless the Commission,
pursuant to Rule 17(c), determines on its own initiative to review

this initial decision as to him. 1f a party timely files a petition
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for review, or the Commission taskes sction to review as to &
party, the initisl decision shall not become final with respect

to that party.

Wotrere & i)

Warren E. Blair
Hearing Examiner

Waeshington, D, C.
June 26, 1970



