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The 1991 takeover battle
between NCR and AT&T highlights
the recent reemergence of the
traditional proxy contest as a
potent hostile takeover teclinique.
Litigation resulting from that
takeover also provides guidance on
the way that the fiduciary duties of
the incumbent directors impact
their actions when confronted with
a proxy contest.

In NCR Corporation v.

American Telephone & Telegraph
Company (NCRv. AT&T), the
incumbent NCR board was blocked

in its attempt to implement an
employee stock ownership plan
(ESOP) as a chief defense against
the possibility of being unseated
by the AT&T proxy contest. The
ESOP defense, where a friendly
ESOP is formed to increase the
number of shareholder votes
favorably disposed to the mainte-
nance of the status quo, is one of
the most powerful defensive
weapons available to incumbent
management seeking to stay in
power. The advantages of an
ESOP are readily discernible in
that the interests in the ESOP and
the shares held by the ESOP are
controlled by the target
corporation’s employees. In most
instances, incumbent management
can be relatively confident that the
target's employees’ ESOP shares
will be voted in accordance with
management’s wishes.

The availability of the ESOP
defense as a legitimate anti-
takeover technique was upheld in
Shamrock Holdings Inc. v.
Polaroid. 559 A. 2d 257 (Del.Ch.
1989}, where the target
corporation’s establishment of an
ESOP in the face of a hostile bid
was affirmed by the court despite
its significant anti-takeover effects.

NCR v. AT&T illustrates that there
are still some limits on what

mhaont s, et e mwr A
incumbent manageiment may ao

when establishing an ESOP in the
face of a hostile offer.

The events leading up to
NCR'’s creation of the ESOP and
the NCRv. AT&T decision were
reminiscent of traditional takeover
battles, before the leveraged buy
out / junk bond era:

¢ In November, 1990, AT&T
actively commenced making
unsolicited aJfwoposals to NCR to
purchase all of NCR's outstanding
common stock in exchange for
AT&T stock. NCR's board of
directors rejected all of AT&T's
proposals.

* In late December, 1990,
AT&T launched a tender offer for
all outstanding shares of NCR
common stock. NCR's board
recommended that NCR share-
holders refuse the AT&T offer.
Despite that recommendation,
approximately 70% of NCR's
outstanding common stock was
tendered to AT&T by January 14,
1991.

e On January 21, 1991,
AT&T demanded that a special

NCR shareholders meeting be held;

AT&T's intent being to oust the
entire NCR board and replace
them with AT&T's slate of direc-
tors. Because the AT&T request
was valid and in full accord with
NCR'’s by-laws, the NCR board set
March 1, 1991 as the record date
for the special meeting and estab-
lished March 28,1991 as the
meeting date.

¢ On February 20,1991, nine
days before the March 1 record
date, NCR created an ESOP and
authorized the issuance of
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5,509,641.873 shares of preferred
stock to the-ESOP at a price of
$90.75 per share, an aggregate of
$500 million. Each new preferred
share was to be convertible into
eight tenths of a share of common
stock, but was to be entitled to ’
equal voting rights. The only
consideration to be recetved by -
NCR for the issuance of the
preferred shares was a $500-
million promissory note due in
2016 from the ESOP trustee.

¢As a consequence of special anti-

takeover provisions in NCR's
bvlawe  a suinermaioritvof 80% of
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the ouitstanding shares was
needed to oust the entire NCR
board at the special meeting.! As a
result, NCR needed only 20% of
the outstanding shares to either
vote with management or to
abstain. The shares issued to the.
ESOP amotnted to 8% of the
outstanding shares, or 40% of the
votes that NCR needed. The NCR
Board and management held
another 2% of the outstanding
shares. Assuming that AT&T
would hold on to all of the ten-
dered shares, AT&T would need
the affirmative support of a full
50% of the uncommitted NCR

shares upon implementation of the
P,

¢ Given the virtual certainty that
some NCR shares would not be
voted at all, AT&T believed the
ESOP to be a substantial impedi-
ment to its ability to have a fair
chance at ousting the NCR board
at the special shareholders meet-
ing. NCR sought a declaratory
judgment that its ESOP was valid
and enforceable and AT&T coun-
terclaimed seeking an injunction
to invalidate the ESOP. »

NCR relied upon the business
judgment rule both as a !ustiﬁca—
tion for adopting the P and as
a defense to AT&T's counterclaim.

Under Marviand corporate law

(NCR was a Maryland corporation),
as in most jurisdictions, the
business judgment rule creates a
rebuttable presumption that a
corporation’s directors have acted
in good faith. The NCR court
reasoned that the NCR directors
would be entitled to the presump-
tion of the business judgement
rule if it could be established (1)

2

that the directors believed they
were acting in NCR's best interests,
and (2) that their belief was reason-
able.

1. As to the question of whether the
directors acted with the belief that
their actions in adopting the ESOP
were in the company’s best inter-
est, the NCR court “hal[d] difficulty
in believing that NCR's outside
directors adopted the ESOP with
the subjective belief that they were
acting in a manner harmful to the
corporation or its common share-
holders.” 475 F. Supp. at 491. In
reaching that conclusion, the court
pointed to the following factors:

¢ the accomplishment and respect
of NCR'’s ten outside directors in
their various fields;

o the outside directors’ indepen-
dence from NCR’'s management;

¢ the lack of any personal gain that
would have accrued to the outside
directors individually by acting
improperly; and

« the statement of one outside
director who testified that the
board was acting on the assump-
tion that AT&T would be unsuc-
cessful regardless of whether or not
the ESOP was adopted.

2. However, even though the NCR
court believed the board had acted
in good faith, the court did not find
the board's belief to.be reasonable.
Relying on Smith v. Van Gorkom,
488 A.2d 858, 872 (Del. 1982),
“there is no protection for directors
who have made an unintelligent or
unadvised judgment.” Id. Such
belief was not reasonable because
of an abundance of information
which was either not presented to,
considered by or even requested by
the board. Items that the NCR
board should have requested and
considered included:

¢ a fairness opinion of NCR's
investment bankers or other
financial experts as to the effect on
existing common shareholders of
issuing the preferred stock;

¢ the input of NCR's employee
benefits and human resources
departments to gauge employee
support for an ESOP;2
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e information as to the tax and
accounting implications of
adopting an ESOP, particularly in
view of a number ofp elatively
recent changes in the law on
those issues; -

e a “clean” legal opinion that the
shares issued to the ESOP were
validly issued, fully paid and
nonassessable;3

s the true cost of the ESOP to
NCR and the likelihood of being
able to refinance the ESOP in the
future; and

¢ an explanation of NCR's proxy
solicitor as to why the ESOP
shares would not affect AT&T's
ability to obtain the necessary
votes at the special meeting.

Accordingly, the presumption
created by the business judgment
rule was rebutted. The

directors’ good intentions were
not enough to offset their limited
information.

Despite the failure of the business
judgment rule, the court gave
NCR one last chance to validate
the ESOP under the “primary
purpose test”.

¢ Under established Maryland
precedent, the mere fact thata
stock issuance has the effect of
perpetuating management control
is not per se invalid. Instead, the
court applies a balancing test to
see if any legitimate business
purpose existed for the transac-
tion other than the self-interest of
the directors. If a legitimate
business purpose exists, then the
court must determine whether
that independent purpose was a
primary or principal one as
opposed to whether thie primary
object was to manipulate control .

¢ The NCR court had no doubt
that the ESOP had the effect of
perpetuating management
control, but it also determined
that the ESOP served a legitimate
corporate purpose in providing
incentive to NCR employees.
Nonetheless, the NCR court
concluded that the facts over-
whelmingly demonstrated that




“the primary purpose of the ESOP
was to entrench NCR management,
ln eontravenhon of the prlncipals

IDAL] Ul Corp PUJ. a.I.C uc1uut.1 dLy xu.

at 496.

' With all of NCR ‘s defenses de-

-feated, the NCR court had no
choice but to find the' ESOP invalid
and unenforceable, and to enjoin
the new NCR preferred shares from
voting at the March 28, 1991
special shareholders meeting.

The lessons of NCRv. AT&T are
many. Corporations cannot insu-
late their boards of directors from
scrutiny merely by loading up with
“big name, prestigious” directors
(although it certainty helps).
Outside directors of target corpora-
tions cannot blindly rely on infor-

nracantad ¢
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inside directors and other manage-
ment personnel. And, best of all for
lawyers, investment bankers and
other professionals, NCR v. AT&T
demonstrates the importance of
creating a detailed “independent”
record supportmg the actions of
the board.

! NCR’s directors otherwise served staggered
terms and only one-third of the directors would
normally be up for election at the annual
meeting.

2 To the contrary, the record showed that NCR’s
employee benefits personnel had previously
considered the establishment of an ESOP and
had concluded that an ESOP did not make sense
under normal circumstances.

3 The same opinion apparently could not have
been given under Maryland law because
Maryland does not recognize promissory notes
as valid consideration for stock issuances.

Richard G. Schmalzl is a partner in
the law firm of Graydon, Head &
Ritchey where he has practiced since
1986. His legal practice primarily
involves public and private offerings
of securities, acquisitions and sales
of businesses, corporate financing
transactions and general corporate
business law. Prior to joining
Graydon, Head & Ritchey, he prac-
ticed securities law.tn Washington,
D.C. with the law firm of Kirkpatrick
& Lockhart for four years. Mr.
Schmalzl received his B.S. degree
fromthe University of Pittsburgh, his
J.D. from the University of Virginia
and his L.L.M. from Georgetown Uni-
versity. He is amember of the Ameri-
can Bar Association {Section of Busi-
ness Law) and the Cincinnati Bar
Association.
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Rules Amendments

Effective January

Amendments to the rules of the Di-
vision, representing the first com-
prehensive amendment to the
Division’s administrative standards
in over a decade, were effective on
January 17, 1992.

Amendments to the Division Rules
appear throughout O.A.C. Chapter
1301:6-3 : 1301:6-3-01, De

tions; 1301:6-3-02, Exempt Securi-
ties; 1301:6-3-03, Exempt Transac-
tions; 1301:6-3-06, Transactions

Registered by Description; 1301:6-
3-08, Registration by Description;-

1301:6-3-09, Registration by Quali-
fication; 1301:6-3-15, Deaier Re-
sponsibilities; 1301:6-3-16, Appli-
cation for Salesman’s License;
1301:6-3-19, Deceptive Practices
and Good Business Repute; 1301:6-
3-23, Enforcement Powers; and
1301:6-3-391, Retroactive Exemp-
tion, Qualification or Registration.

Generally, the amendments follow
the form set out in Issue 91:3 of the
Ohio Securities Bulletin. Terminol-
ogy throughout the rules has been
changed to conform more closely to
standards established by the Legis-
lative Services Commission; provi-
sions of the rules have been relo-
cated so that Ohio Administrative
Code sections will be more closely
coordinated with Ohio Securities Act
section designation; and many
changes recommended by the Divi-
sion of Securities Advisory Commit-
tees have been incorporated in the
rules.

One major change from the rules
amendments published inissue91:3
of the Ohio Securities Builletin is the
elimination of a proposed amend-

17th

ment to rule 19 to provide the Divi-
sion with the authority to enforce the
provisions of the federal “Cold Call-
ing” when violations of that rule oc-
cur in Ohijo. Despite the support of
the Securities Regulation Subcom-
mittee of the Corporations Section of
the Ohio State Bar Association and
the Division of Securities Enforce-
ment Advisory Committee, the
Division’s proposal was rejected by

" theJoint Committee on Agency Rule

Review.

In keeping with the opinion expressed
by the OSBA Securities Regulation
Subcommittee, the Division proposed
the rule amendment on the under-
standing that the federal “Cold Call-
ing” regulation, 17 CFR 240.15¢2-6,
already applies to all Ohio Broker-
Dealers, both interstate and
intrastate. The Division had sought
the rule in response to the expecta-
tion that the Securities and Exchange
Commission would not act in re-
sponse to cold calling abuses which
occurred in just one state, despite
the SEC's authority to take action.

The text of the rules amendments
will be published in the CCH Blue
Sky Law Reporter, and updates to
Howard Friedman’s Ohio Securities
Law and Practiceand Bank-Baldwin's
Ohio’s Securities Laws and Rules are
expected in 1992. For a copy of the
rules amendments, please send your
name and address and a check or
money order payable to the Division
in the amount of $5.00 to the atten-
tion of Donna Palsgrove at the Divi-
sion offices.

» William E. Leber
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1991 Ohio Securities Conference and

‘Advisory Committee Reports

The 1991 Ohio Securities Confer-
ence and Advisory Committee
Meetings were held on September
30, and October 1 at the Colum-
bus Marriott North. Apfproxi-
mately 140 members of the bar
and representatives of the securi-
ties industry attended the Confer-
ence seminar on Monday, Septem-
ber 30, and approximately 60
committee members attended the
Advisory Committee Meetings on
Tuesday, Ociober 1. The 1991
Ohio Securities Conference
represented the fourth consecu-
tive year that the Division and the
Ohio Securities Conference, Inc.

have sponsored a continuing legal

education program featuring
topics of interest to the securities
community in Ohijo.

The Conference topics on the
morning program included

“Ethical Considerations for
Securities Law Practitioners” and
“Due Diligence in Securities
Offerings,” and the afternoon
session dealt with “Broker-Dealer
Compliance in I.P.O.’s and Sec-
ondary Transactions™ and a ‘
Division panel discussing “Recent
Developments and Rule Enact-
ments in the Ohio Division of
Securities.” An additional one-
half hour topic on substance
abuse was added this year to
complement the program panel on
securities ethical considerations.

On October 1, the five Advisory
Comimittees met to discuss
securities regulation issues and
legislative and rule proposals -
relating to the interests of each
committee.

Enforcement Committee

The Enforcement Advisory Com- .
mittee was chaired by Joseph D.
Carney, of Calfee, Halter and
Griswold and Donald E. Meyer,
Attorney Inspector

The ﬁrst topic discussed was the
concept of excusable neglect for
late exemption filings. Various
options for providing more objec-
tive standards were discussed and
.many indicated a desire for the

adoption of standards proposed by
the Committee in 1989. Phillip
Lehmkul, of Squire, Sanders and
Dempsey, suggested that the
Division publish a case analysis in
an issue of theOhio Sectrities
Bulletin. -

The second topic was the
Division's interest in prosecutors
giving higher priority to criminal
violatjons of the Securitjes Act.
Mr. Lehmkul suggested the
Division should consider seeking
the authority to prosecute cases
directly. Mr. Carney suggested
either training programs or
conferences for prosecutors to
increase awareness and knowledge
of criminal securities issues. The
general comment was made that
practioners may contact prosecu-
tors directly when a criminal -
securities case arises to express
their interest in and desire that
Eriority be given to a case referred
y the Division.

The next topic discussed was the
proposal for an amendment to the
Ohio Securities Act to give the
Divisfon authority to impose fines
for violations of the Act. The
prevailing view was that fines are
a reasonable response for certain
violations that may not warrant
the suspension or revocation of a
license or criminal sanctions. A
subcommittee was formed, chaired
by Mr. Carney, to conduct a’
survey of the monetary penalty
provisions of other state securities
agencies, the NASD and the SEC.
The results of the survey will-be
distributed to the committee upon
its completion. .

The last topic discussed was the
possibility of developing outside

-time limits in the Division rule

regarding unreasonable delay in
the delivery of stock certificates.
William Jackson of the NASD
indicated that the NASD had no
time limits but that the question
was controlled by two other

‘mechanisms . One was that since

selling securities short directly
affected net worth, such practices
were controlled by their require-
ments on net worth. The second

mechanism was a requirement that
member firms are required to
borrow securities for short posi-
tions. The Division indicated that
late delivery of stock certificates
(sometimes extending to periods of
over one year} is a serious problem
and that the Division is endeavor-
ing to adopt a more explicit rule.
Suggestions on proposed ap-
proaches to a regulatory standard
for dealing with late delivery
dUube buuuxu UC ullCLLC\A LU uxe
Commissioner’s office. -

¢ Donald E. Meyer
Exemptions Committee

Sixteen members of the Exemp-
tions Advisory Committee met with
Committee Co - Chairs Susan
Brown of Vorys, Sater, Seymour &
Pease and Paul Tague, Deputy
Commissioner of the Division, to
consider a variety of issues.

The committee initially discussed
suggested changes to the proposed
rule amendments to 1301:6-3-
02{C)"(Eromissory notes and sale to
the public} and 1301:6-3-03(C)5
(employee plans). These two
proposals were initiated by the
committee for amendment to the
exempt securities and exempt
transactions sections. Certain
non-substantive changes to the
rule amendments were proposed.

A proposal was submitted to
amend OAC rule 1301:6-3-
391(B)(2) to permit the filing of a
Form 391/3-0 if all sales were
made to officers or directors of the
issuing company, and if applica-
tion is made within three years of
the earliest date of sale of the
securities sought to be exempted.
The committee favored the pro-
posed amendment, also being
considered by the Regjstration
Advisory Committee. In particular,
a suggested affidavit requirement
was discussed.

The statutory requirements for the
filing of the Form 3-O were also
discussed. The protection afforded
shareholder investors and the
regulatory purpose for the filing
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were reviewed. Interest was
expressed in studying possible
changes in the statute, Section
1707.03(0}, O.R.C., which might
limit or restrict the need for the
filing of Forms 3-O in certain de
minimus situations. An ad hoc
committee was named to prepare a

preliminary study of these issues.

A question was raised about using
Rule 144A as a basis for exemption
and whether an Ohio 144A exemp-
tion, if recommended by the
committee, could be adopted by
rule or if an amendment to the
statute would be required. A
proposal for an Ohio 144A exemp-
tion will be prepared in writing and
distributed to members of the
committee for comment.

The matfer of the resale of limited
partnership interests in the
secondary market was raised and a
general discussion followed with
respect to the issues involved in
the resale of exempt securities.
Further discussion concerned the
statutory interpretation of a certain
transaction within the definition of
“sale” in the Ohlio Securities Act.

» Paul Tague
Licensing Committee

The Licensing Advisory Committee
meeting was opened by co-chairs
James Francis of the Ohio Com-
pany and Dale Jewell of the Ohio
Division of Securities. Joyce
Cleary of the Division kept the
minutes. Discussion of proposed
amendments to the Division rules
focused on changes to O.A.C.
1301:6-3-15 and O.A.C. 1301:6-3-
16, and featured suggestions from
the committee members to make
the rules clearer and easier to
understand. Dwight Hurd of
Emens, Hurd, Kegler & Ritter
objected to the Division's proposed
standards for the sale of restricted
securities as defined in the rules
of the SEC.

* Dale Jewell
Registration Committee

Warren Udisky of Benesch,
Friedlander, Coplan & Aronofl and
Michael Miglets of the Division
convened the meeting of the
Registration Advisory Committee.
Mark Heuerman of the Division
kept the minutes of the meeting.

The main topic was a proposal
submitted by the Investment
Company Institute (ICI), a national

association representing the

investment company industry. The .

ICI proposed an amendment to
Ohio Administrative Code rule
1301:6-3-09(G)()(1) which prohib-
its an investment company from
investing more than 10% of its
assets in securities of issuers
which together with any predeces-
sors have a record of less than
three years of continuous opera-
tions orin securities which are
restricted as to disposition. The
ICI's position is that securities
which may be traded under Rule
144A of the Securities and Ex-
change Commission should not be
included in the 10% limitation
under the Division's rule. Rule
144A allows certain qualified
institutions to trade securities

which have not been registered
under the Securities Act of 1033,

STl auals St s aov

The Registration Advisory Commit-
tee was still concerned with the
issue of liquidity for securities
which may be traded under Rule
144A. The Committee decided the
Division should request more
information from ICI on the trading
volume and actual liquidity of
securities which are traded under
Rule 144A and on the NASD Portal
System before amending the
Division's current rule. The
Committee also noted that invest-
ment companies which wish to
invest in-excess of 10% of assets in
Rule 144A securities may still
register in Ohio provided the
prospectus contains additional
cover page disclosure and the
prospectus is delivered to the
investor prior to consummation of
the sale.

A suggestion was also made that
the Division publish an issue of the
Ohio Securities Bulletin containing
all of the current Division guide-
lines for registrations.

¢ Michael P. Miglets
Takeover Committee

James Tobin of Squire, Sanders &
Dempsey and Becky Robbins-
Penniman of the Division served as
co-chairs of the Takeover Advisory
Comumittee .

The committee had two major
topics on the agenda: the discus-
sion of new administrative rules
implementing the Control Bid
Statute, R.C. §1707.041, and
development of new a new form to
be used in filing pursuant to that
statute. The first part of the

discussion concerned the general
philosophy of the rulemaking
process, with the committee

members cuc;‘u}y EXpr caai.ﬁg the
belief that the rules should be as
narrow as possible and deal only
with specific problems. The .
members were concerned that the
evenhandedness of the current
statutory scheme embodied in R.C.
§1701.831, R.C. Chapter 1704,
and R.C. §§1707.041 and 042,
should not be impaired by overly
restrictive or burdensome rules. In
addition, it was suggested that
some issues could be dealt with by
an interpretive release by the
Division, rather than a formal rule.
A lengthy discussion ensued to
identify specific rule topics and
proposals where rulemaking is
considered necessary.

There was an exchange of ideas
regarding the Division’s ability to
consider information from sources
other than the bidder. The com-
mittee members felt that the
Division can and should request
and obtain information from any
source pursuant to the investiga-
tive powers contained in R.C.
§1707.23, and suggestions were
offered regarding factors the
Division might consider in regulat-
ing takeovers.

Enforcement of R.C. §1707.042 by
the Division was also discussed.
Definitional problems, such as
whether short term price move-
ments constitute “manipulation”,
were identified. More aggressive
enforcement of the section was
also suggested.

The committee also briefly re-
viewed drafts of a new Form 041.
It was suggested that a Certificate
of Service to the Subject Company
and offerees be added to the form,
and the committee pointed out
that the Division should be careful
when requesting additional mate-
rial pursuant to R.C.
§1707.041(A)(2)(h), because these
items must be sent to the offerees.
The members suggested that the
Division ask for information
pursuant to R.C. §1707.23 if the
materials, such as 10K filings, did
not need to be sent to offerees. In
addition, the members believed it
advisable to require an officer of
the Offeror to sign the form,
although verification was not
believed to be necessary.

» Sylvia Robbins-Penniman
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Churning: Formulas and Theories For
Establishing Excessive Trading

by ErwindJ. Dugasz, Jr.

Churning is generally defined as
an improper use of discretionary
authority by a salesman that .
results in unreasonable commis- -
sions or compensation to the

It i¢ a concern for

ap aS a Coaceiil Al

calecman
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investors and an enforcement
issue for regulatory agencies
because of the nature of the
typical compensation relationship
between licensed dealers or
salesmen and their clients. The
licensee’s compensation is gener-
ally based on activity in the
investor's account. As a result,
there is a natural pressure on the
licensee to maintain a high level of
activity in an investor's account: -
there is no economic benefit to the
broker to naintain the status quo
ina portfoho

The problem arises when a sales-
man buys or sells securities for.a
customer to generate excessive
commissions for himself or herself,
while ignoring the investment
objectives of the customer.!
However, despite the common
understanding of the meaning of
the concept, churning has been
difficult.to prove in the courts.

Churnlng has three elements.
First, the salesman must have had
“control” over the account; second,
the salesman must have acted
with scienter; and third, the
trading in the account, must have
been “excessive,” in light of the
customer’s investment objectives.
However, despite the commonly
accepted definition of the term |
{complicated as it is by the lack of
specificity found in regulatory
terminology), churning cases have
not been widely prosecuted, in -
great part because of the difficulty
of establishing what constitutes
“excessive” trading in an investor’s
portfolio. :

CONTROL: Churning cannot

6

occur unless the salesman, in
some way, controls the account of
the customer. A salesman can
acquire control over an investor’s
account through a contractual
arrangement which grants the
salesman discretionary authority to
make investment decisions in the
account. However, there are other
factors which are considered in
order to demonstrate that a sales-
man exercised control over an
account. Courts and regulatory
agencies have found control by a
salesman over an investor’s ac-
count by reviewing the age, educa-
tion, and investment experience of
the customer?, the ability of the
customer to read and understand
monthly statements, the nature
and extent of discussions between
the customer and salesman .
regarding trading strategy and -
objectives, the relationship between
the customer and salesman?®, the
length of time the account was
maintained, and the time and
manner in which the client became
aware, or suspiciotis, of potential
problems.

Conversely, a review of the
investor's actions also merits
special attention when determining
whether an account was controlled
by the salesman. If the investor
has made investment decisions
independently of the salesman’s
recommendations and was compe-
tent to make those decisions, the
investor should be considered to |
have controlled their own account*
In addition, a customer who is
intimately involved in the trading
activity by the salesman® or con-
sents to heavy tradin% in the
account® will also be found to
contro] their account. '

SCIENTER: In the federal context,
Ernst & Ernst v. Hochfelder,?
established that scienter is re- .
quired to be alleged and proven in
a chuming case. In an action
under federal securities Rule 10b-
5, scienter must be established by

showing that the salesman in-
tended to defraud or was acting in
willful and reckless disregard for
the customer's interests. Once
excessive trading and the
salesman’s control have been
established, the courts have
inferred scienter unless the

salesman could inehfy the actions

SaalS LT acuens

taken in the account.® If the
opposite is true, s¢ienter will not
be established.®

The Ohio Revised Code, however,
does not require that the same
high standard of scienter be met in
a securities fraud case. The Ohio
Securities Act calls for a negligence
standard.!® The difference between
the federal and Ohio standards
should be noted in any prosecution
in an Ohio administrative or )
criminal actxon

EXCESSIVE TRADING There is’
no single factor that detérminés
excessive trading; rather, several
factors working together must be
present to support the conclusion.
The account history must be
viewed as a whole, not as indepen-
dent, isolated, or successive
trades. Finally, high trading’
activity must have occurred
throughout the life of the account,
not just in an isolated instance.

1. Investment Objectives of the
Customer. The intended invest-
ment strategy of the customer
establishes the foundation for -
considering the question of
whether or not here has been
excessive trading. What type of
investment strategy did the cus-
tomer indicate for the account? If
a customer was interested in
short-term, speculative profits,
more activity should be expected!!
However, if the customer requested
that the salesman make conserva-
tive, long-term growth investments,
less activity should occur in the
account.!?

2. Turnover Rate Various




formulas have béen developed and
used to determined how many
times an account is “turned over™?
Although a turnover rate of six
times per year (once every two
months) may be considered exces-
sive!4, both the courts and the
Securities and Exchange Commis-
sion have found churning viola-
tions where the turnover rate was
substantially lower.!® -

One theory determines turmover by
the ratio of the total cost of the
purchases made for an account
during a given period of time to the
amount invested by the customer.
The Looper Formula, as it is
commonly known, is as follows:

TURNOVER =_$ PURCHASES
RATE $ AVG. NET EQUITY

Although a turnover rate of six |
times per year {once every two
months) may be considered exces-
sive!$, both the courts and the
Securities and Exchange Commis-
sion have found churning viola-
tions where the turnover rate was
substantially lower.!?

One commentator has ranked -
turnover rates based on the Looper
Formula as follows'®: 2:1 demon-
strates an inference of excessive-
ness; 4:1 demonstrates a pre-
sumption of excessiveness; and
6:1 demonstrates a conclusion of -
excessiveness. However, the -
turnover rate formula has been
criticized because it measures
volume rather than cost.!®

3. Amourt of Compensation on
Profits Generated from the '
Account: This formula uses the
ratio of the commissions generated
by the account to the size of the
customer’s investment to consider
“excessive” trading.

As with the other formulas, there is
no exact percentage that will
separate churned accounts from
unchurned accounts. However,
some cases have held that when
the dealer’s annual commissions
reach 25% of the size of the
customer'’s account, the ratio
indicates churning® Note, how-
ever, that large commissions alone
will not prove churning.?!

In addition, an equation similar to
the Looper formula has been
developed which counteracts the
emphasis on volume in the turn-
over rate. The Goldberg Cost/
Equity Maintenance Factor deter-
mines the percentage of return on

" the customer’s average net equity
needed in order to pay stock broker

commissions and other expenses:

COST/EQUITY = _COSTS
MAINTENANCE AVERAGE NET
FACTOR EQUITY

The cost/equity maintenance factor
for Goldberg's formula has also
been quantified:?24:1 demonstrates
an inference of excessiveness; 8:1
demonstrates a presumption of
excessiveness; and 12:1 demon-
strates a conclusion of excessive-
ness. Although Goldberg's formula
is a variation on the turnover rate
formula, it has been used as a
separate factor to establish churn-
ing.®

4. Number of Trades, Frequency
of Trades and “In and Out”
Trading: Formulas which compute
the total number of trades effected
in the account (number of trades)
and the period of time within which
the trades were effected (frequency
of trades) have been applied with
some frequency in churning cases.
“In and out” trading consists of the
sale of all or part of the customer’s
account, with the money immedi-
ately reinvested in other securities.
Importance is placed on the period
of time that the securities are held
in the account before being sold.
For this formula, there are no
specific ratios that must be
reached before an account is said
to have been churned.

For example, in the case of Mihara
v. Dean Witter & Co.,?* during its
first year, the account had 50% of
its securities held for 15 days or
less, 61% of its securities held for -
30 days or less, and 76% of its
securities held for 60 days or less.
For the entire 30 months of its

‘existence, the account had 81.6%

of its securities held for 180 days
or less. In addition to these
figures, it was determined that the
account had high commission
ratios and suflered substantial
losses. With these factors, the
court held that the account was
churned. There are other cases
that have used the “In and Out”
Trading formula to establish
churning.®

There are instances, however,
where an “In.and Qut” formulation
may-not give an accurate picture.
In Horne v. Francis DuPont &
Co.,%¢ the court rejected a chum-
ing case presentecf by the customer
based exclusively on in-and-out
trading. The court found that the

customer was sophisticated, *~ - -
-controlled the account, 1nitialed t_he
transactions, and wanted to
speculate. This case clearly shows
how difficult'it is for a customer, .
who wanted short term profits to
prosecute a churning action.

5. Other factors. There are-some
less commonly known formulas
that have been used to indicate
churning. Factors such as the
ratio of losses in the account to the
equity in the account?’; cross
trading (where the salesman
matches buy and sell orders
between his clients accounts)?® and
the type and quality of security -
being purchased for the investor by
the salesman® are used in con-
junction with other factors and
formulas to establish churning.

- FEDERAL & OHIO LAW Churning

is not specifically defined in the
Ohio Securities Act, the federal
securities acts, or the rules
adopted under those statutes.
However, the administrative rules
for the Ohio Securities Act state
that a dealer may lack good
business repute if it, or its sales-
man, have engaged in a continuing
course of conduct that induced
“trading in a customer’s account

that is excessive in size of fre-

quency in view of the financial
resources of the customer or the
character of the account.”™®

A number of self-regulatory organi-
zations have suitability standards -
set forth in their by-laws or regula-
tions, commonly known as “know
your customer” rules® and have
used the theory as a foundation for
‘build ing a churning case. Ohio
also has its.own suitablhty stan-
dard.®2

In addition, Ohio Revised Code -
Section 1707.44(G) prohibits fraud
in the sale of securities. To the .
extent that churning constitutes
fraud under state or federal law,**
the Division could institute an
administrative or criminal action
against a salesman or dealer.
Courts have determined that
churning constitutes actionable
fraud®* within the meaning of
§10(b) of the Securities Exchange
Act of 1934% and rule 10b-5.3¢

Alternatively, the Division may
address churning violations by
refusing, suspending or revoking
the license of a dealer, salesman,
or applicant who has engaged in
chuming. Pursuant to O.A.C. Rule
1301:6-3-15(0)(2), (6), and (7), the

7
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Division may take action against a
licenses or applicant if the Na-
tional Association of Securities
Dealers, the Securities and Ex-
change Cominission or similar
agency has taken action against
an applicant or licensee for
chuming.

Other State Securities Laws: Most
states have defined churning in
their statures and codes in lan-
guage similar to O.A.C. Rule
1301:6-3-15(A)(2), 1301:6-3-
19(A)(5) or 1301:6-3-19(D}.*".
Churning is considered by these
states to be either a viclation of a
statute prohibiting dishonest or
unethical business practices, or is
considered to be a type of fraudu-
lent bustness conduct. A few
states have found the problem so
pervasive that they issued policy
statements on the matter.3®

For all the statutes, rules and
interpretations, however, there are
few reported cases where state
securities agencies prosecuted
dealers and salesman who churn
accounts.®

CONCLUSION: Despite the
appearance of quantitative objec-
tivity presented by the various
formulas and theories for estab-
lishing “excessive” trading in a
churning case, the issues involved
in proving a churning case are not
capable of being encapsulated in a
single mathematic calculation.
The various formulas may provide
a guide to the issues, but it is still
more difficult to prove churning
than it is to identify it.
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Examination Section
Report:

Books and Records of
Broker-Dealers

Ohio Administrative Rule 1301:6-

- 3-15(F)(1) requires that “Every
dealer shall keep and maintain
books and records which shall be
adequate to enable the division to
determine at all times the financial
condition of such dealer.”

Fn"r\nrlnn‘ is a listi

the items that we wﬂl expect to see
to determine the financial condi-
tion of the broker-dealer. This
listing is not intended to be all-
inclusive as the particular busi-
ness activities of individual dealers
will determine the full scope of
records maintenance responsibili-
ties, but this article is intended to
give dealers and their compliance
staff an idea of the basic books
and records that the Division's
examination staff expects tobe
readily available on every dealer
field examination.

nf some nf

It is important to keep in mind
that good records and record-
keeping by a dealer benefits both
parties to a Division examination.
When necessary information is
readily available and clearly
presented, the examiner can
complete an exam without dis-
rupting the dealer’s office routine,
and the potential for misunder-
standings about the accounting
procedures or financial condition
of the dealer is minimized.

On a field exam, the examiner
generally looks at the balance
sheet first. As a result, it is
important that supporting docu-
mentation for all significant
balance sheet items be on hand
and current. For example:

Cash: For any fleld exam, a
dealer should expect that the
Division’s examination staff will
review bank statements and
reconciliations of the bank
statement balance to the general
ledger balance. It is helpful to
have a separate general ledger
account for each bank account.

10

The division considers accurate
and timely reconciliation of cash

. balances to be extremely impor-

tant.

Accounts Receivable: We gener-
ally look to see details of who
owes money to the broker-dealer,
how long the money has been
owed, and the nature of the
transaction creating the receiv-
able. We also evaluate the
collectibility of the receivables.
One of the tests we apply to
receivables is to determine how
long the money has been owed.
Although not always required, it
is helpful to set up separate
general ledger accounts for
receivables from customers,
other dealers, and employees:

Notes Receivable: Copies of any
notes are important verification
of the balance sheet entries. If
the notes are secured, we will
need to see information showing
the fair market value of the
collateral pledged.

Inventory: The Division's exam-
iner will generally ask to see the
detail of the securities in inven-
tory. We may perform a physical
count of securities on hand and
reconcile securities on hand with
the amounts shown on the
general ledger. We will need to

e able to verify the unit prices
the securities are carried at in
inventory. A security position
record, showing the location of
all securities on any given day is
helpful. We are also interested in
similar verification of the short
position.

Fixed Assets: Invoices to verify
the cost of fixed assets should be
available and up-to-date. Be-
cause of differing treatments for
net worth purposes, it is helpful
to maintain separate cost ac-
counts-and accumulated depre-
ciation accounts for furniture
and fixtures, machinery and
equipment, leasehold improve-
ments, and vehicles.

Liabilities: Dealers should expect
the Division's examiners to
review information supporting
the liabilities shown on the
balance sheet to determine that .
they are properly stated and to .

determine if the broker-dealer is
having trouble paying bills as

. they become due The examiner
will also need to have copies of
any subordination agreements in
effect.

As noted above, this list is not all-
inclusive. We will need to see
detail support for any other signifi-
cant items on the balance sheet to
determine proper treatment for net
worth purposes and to assure that
the books and records are ad-
equate for us to have confidence in
the information contained in those
books and records.

¢ Richard Pautsch

Enforcement Section
Report:

Criminal Cases

Kenneth Jackson ,

On December 9, 1991, Kenneth A.
Jackson was indicted by the Wayne
County Grand Jury on 79 felony
counts. The indictments included
1 count each of aggravated thetft,
theft, perjury, and 76 counts of
passing bad checks. The charges
relate to his activities with his
Wooster-based companies, Blazo
Corporation, of which he was
President, Chairman and Chief
Executive Officer, and Vision
Television Network, Inc., of which
he was President.

On December 10, 1991, Jackson
was arrested and was released the
next day on a $50,000 bond. He
was arraigned on December 18,
1991, at which time he pleaded not
guilty to all the charges. Assistant
Wayne County Prosecutor John
Williams was assisted in the
preparation of this case for presen-
tation to the grand jury by Karen
Terhune, Assistant Manager of the
Enforcement Section.

Enforcement Section
Division Orders

Fortune Exploration Corporation
and Caldwell Joint Venture 18-A
On November 20, 1991, the
Division issued Division Order 91-
152, ordering Fortune Exploration
and Caldwell Joint Venture, both of




Irving Texas, to cease and desist
from future violations of the Ohio
Securities Act. In the Notice of
Opportunity for Hearing, Order No.
91-139, provided Fortune and
Caldwell with an opportunity for a
hearing to contest the allegation by
the Division that Fortune and
Caldwell violated the Securities Act
by offering an unregistered interest
in an offset oil and gas well located
in Texas by means of an unlicensed
telelphone solicitation to a Division
employee . Fortune and Caldwell
consented to the Final Order. The
case was prepared by William D.
Henry, Enforcement Section - Staff
Attorney. ’

Sheldon Strauss

On December 10, 1991, the Division
issued Division Order 91-077,
ordering Sheldon Strauss of South
Euclid to cease and desist from
future violations of the Ohio Securi-
. ties Act. In the Division Order, to
which Strauss consented, the
Division ordered Strauss to comply
with the provisions of the Ohio
Securities Act. The Division's order
arose out of activity reported earlier

in the Ohio Securities Bulletin, where |

the Division alleged that Strauss,
while employed by Shearson
Lehman Hutton, Inc., made misrep-
resentations in the sale of securities
and knowingly engaged in illegal, -
fraudulent and prohibited practices
in such sales. ' Additionally, the
order found that Strauss executed
trades on behalf of customers
without authority to do so, exercised
discretionary power in affecting
transactions without obtaining
consent from his clients, and
recommended trades that were not
suitable for some of his clients. The
case was prepared by Mary Spahia,
Enforcement Section Staff Attorney.

Marvin Beckwith and United -
American, Inc.

On December 12, 1991, the Division
issued Division Order 91-157,
ordering Marvin Beckwith and
United American, Inc.to cease and
desist from future violations of the
Ohio Securities Act. In the Division
Order, the Division alleged that
Beckwith and United American
violated the Securities Act by selling
unregistered stock to Ohio residents
without a license to do so.
Beckwith, of Birchway, Washington,
and United American, of Custer,
Washington consented to the
Division’s findings embodied in the
order. The Case was prepared by
Mary Spahia, Enforcement Section

Staff Attorney. @

12/31/91.
12/31/90
12/31/89
12/31/88
12/31/87

12/31/86

DEALER & SALESMAN

LICENSES - YEAR-END

TOTALS

60 000

Registration Statistics

12/31/31  12/31/90 9/30/91 9/30/90
02B 400] 234] 331] 309
02E 0 0 0 0
030 2,531} 2,572{ 2,579§ 2,633
030" 301 2711 293] 308
03W 41 36| 35l 30
04 1 0 0 1
041 1 1 1 0
05A 0 0 1 0
06A7 451 58] 50] 54
06A2 21 15 15 18
06A3 12 9 ] 5
06A30G 0 1 0 0
06A4 13 12 23 11
09 128] 480 415] 416
090G 1 0 0 0
091 666 266 289 286
39 31 301 TZEITTTRR
391/30 189]  212] 195! 189
391/3Q 46 421 34 30
391/3W 0 0 2 3
391/06A 1 -0 0 1 1
391/06A2 0 0 1 0
391/06A3 0 1 0 2
391/06A4 0 1 0 0
391/060G 0 0 0 0
391/09 1 1 0 0
391/091 1 1 0 0
totals 4429 4243] 4299] 4322
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OHIO DIVISION OF SECURITIES
TELEPHONE LIST
All listings are area code (614)

ADMINISTRATION

Information and Form Requests: 644-7381
Mark V. Holdermman, Commissioner: 644-7381
Paul Tague, Deputy Commissioner: 644-7463
William E. Leber, Counsel: 752-8727

BROKER DEALER
Information: 466-3466
Dale Jewell, Supervisor: 644-7465

RECORDS MANAGEMENT
Information: -466-3001
Debra Chafin, Supervisor: 644-7449

TATCIANAT  AATNTSTANTY

FIOCAL Urricrn
- Information: 644-7453
Nick Caraccilo, Manager: 644-7455

ENFORCEMENT

Information: 466-6140

Don Meyer, Attorney Inspector: 644- 7421
Karen Terhune, Assistant Manager: 644-7411
Carol L. Barnum, Staff Attorney: 644-7373
Greg Betchkal, Staff Attorney: 752-9186
Melanie Braithwaite, Staff Attorney: 466-6140

Erwin Dugasz, Jr., Staff Attorney: 644-7419
Bill Henry, Staff Attorney: 466-1082

D. Michael Quinn, Staff Attorney: 644-7293
Sid Silvian  Staff Attorney: 6844-7380

A0 DAVIAL, i ALl

Mary Spahia-Carducci, Staff Attorney: 644-7395
Nancy Benton, Inquiries: 644-7385

EXAMINATION

Information: 644-7467

Richard A. Pautsch, CPA, Administrator: 752-9448
Joyce Cleary,Inquiries: 644-7467

Don Hershberger, Examiner: 644-7417

Everett L. Toland, Examiner: 466-4826

Ron Wheatley, Examiner: 466-3611

REGISTRATION

Information: 466-3444

Michael Miglets, Attorney Examiner - Administrator:
644-7295

Jo Chapman, Forms 3-0: 644-7429

Mark Heuerman, Attorney Examiner - Partnerships
Forms 3-Q & 3-W: 644-9529

Jim Hunt, Attorney Examiner - Forms 3- Q & 3-W:
644-7433

Bill Lively, Form 2(B): 644-7459

Gordon Stott, Forms 39 & 391: 644-7427

Kathy Veach, Mutual Funds: 644-7423

James Warneka, Oil and Gas: 644-7433

B In order for the Ohio Division of Securities to continue to offer the Ohio Securities
B Bulletin without charge to subscribers, it will be necessary for us to confirm that
# subscribers want to continue to receive the Bulletin and that our mailing list is still
@ accurate. Ifyou wish to continue to receive the Ohio Securities Bulletin, complete

3 this form or a photocopy of the form and send it to:

OHIO SECURITIES BULLETIN
OHIO DIVISION OF SECURITIES

77 SOUTH HIGH STREET - 22ND FLOOR

COLUMBUS, OH 43266-0548

NAME

~ FIRM

ADDRESS

CITY / STATE / ZIP CODE






