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Introduction

By publication in Ohio Securi-
ties Bulletin 96:1 (April 1996), the
Ohio Division of Securities (the “Di-
vision”) officially promulgates the
following as “Guidelines for the Sale
of Securitieson Bank Premises” (the
“Guidelines”). Definitionscontained
inthe Ohio Securities Act,R.C. 1707
(the “Act”) and related administra-
tiverules, O.A.C. 1301 (the “Rules”)
apply to the Guidelines and related
commentary (notable is the defini-
tion of “bank” contained in R.C.
1707.01(0)). All other applicable
provisions of the Act and Rules ap-
ply to the sale of securities on bank
premises in addition to the Guide-
lines, which are intended to clarify
certain applicable provisions of the
Act and Rules.

Regulatory Background

In the late 1970s and early
1980s, the barriers between tradi-
tional retail banking and invest-
ment banking established by the
venerable Glass-Steagall Act,® be-
gan to erode as banks sought to
broaden and diversify the range of
financial products available to their
customers. In 1985, the Securities
and Exchange Commission (the
“SEC”) attempted to regulate this
burgeoning area by adopting Rule
3b-92 under the Securities and Ex-
change Actof 19343 (the “1934 Act™).
Rule 3b-9 provided thatbankswhich
offered certain types of brokerage
serviceswould nolonger be excluded
from the definitions of “broker” and
“dealer” in the 1934 Act. In effect,
the rule required banks that pro-

Continued on page 2

In re Columbus Skyline Securities:
Incorporating Federal Law into Ohio’s Anti-Fraud Standard

by Thomas E. Geyer, Esq.

As Ohio courts have noted, the
complementary state and federal
securities regulatory framework
shares the mutual purpose of re-
placing the concept of caveatemptor
in securities transactions in order
to protect investors from “the virtu-
ally limitless scope of human inge-
nuity, especially in the creation of
countless and variable schemes de-
vised by those who seek to use the
money of others on the promise of
profits.” The Ohio Supreme Court
recognized both the investor protec-

tion purpose and the complemen-
tary nature of state and federal se-
curities laws in its recent decision
in In re Columbus Skyline Securi-
ties,? where it upheld the constitu-
tionality of applying federal stan-
dards to determine fraudulent con-
duct under the Ohio Securities Act
(the “Securities Act”).® This article
will comment briefly on the devel-
opment of the complementary state
and federal regulatory system, ex-
amine the Ohio Supreme Court’s
reasoning in the Columbus Skyline
case and discuss the significance of
the decision.

Continued on page 7
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Guidelines
Continued from page 1

vided brokerage services to register
with the SEC, with limited excep-
tions. However, in 1986, the D.C.
CircuitCourtof Appealsinvalidated
Rule 3b-9, holding that the rule con-
travened Congressional intent, as
expressed in the 1934 Act, to ex-
clude banksfrom SEC broker-dealer
regulation.*

The SEC did not propose a new
or amended rule after the D.C. Cir-
cuit Court struck down Rule 3b-9.
Instead, between 1986 and 1993,
the SEC issued a number of No-
Action Letters which set out some
parameters for the sale of securities
onbank premises. During thissame
time, states began to regulate the
sale of securities on bank premises
as a part of blue sky regulatory
schemes.®

With its No-Action Letter
Chubb Securities Corporation® in
November 1993 (the “Chubb letter”),
the SEC announced thatitwould no
longer respond to no-action inquir-
iesregarding “networking” arrange-
ments between banks and securi-
ties dealers. The Chubb letter reit-
erated certain basic principles dis-
tilled from previous No-Action Let-
ters: that the networking agree-
ments must be in writing and pro-
vide that transactions in securities
be effected only by persons with
proper securities licensure; that the
bank must permit examinations by
securities regulators; that unli-
censed personnel perform only cleri-
cal and ministerial functions with
respect to securities transactions;
that the licensed securities sales-
person must disclose that the secu-
rities purchased are neither guar-
anteed by the bank nor insured by
the Federal Deposit Insurance Cor-
poration (“FDIC”); that securities
transactions mustbe undertakenin
an area that is physically separate
from the bank’s regular business
activities; and that any reference to
the bank must not be prominent in
literature advertising the securities
services.

While SEC No-Action Letters
addressed the securities side of the
issue, bank regulators issued vari-
ous policies, opinions and state-
ments to address the bank side of
the issue. These regulations were
consolidated by the “Interagency
Statement on Retail Sales of
Nondeposit Investment Products”
issued jointly by the FDIC, the Fed-
eral Reserve System, the Comptrol-
ler of the Currency and the Office of
ThriftSupervisionin February 1994
(the “Interagency Statement”). The
Interagency Statement set forth
general guidelines regarding: dis-
closure and advertising; settingand
circumstances; qualifications and
training; suitability and sales prac-
tices; compensation; complianceand
supervision by bank regulators.

Inaddition, in December 1994,
the National Association of Securi-
ties Dealers (the “NASD”) proposed
amendments to its Rules of Fair
Practice to adopt rules governing
“broker-dealer conduct on the pre-
misesof financial institutions.”” The
NASD received a substantial num-
ber of comments to the proposed
ruleand in response issued amended

proposed rules which were, in De-
cember 1995, submitted to the SEC
for publicationin the Federal Regis-
ter (the “NASD amended proposed
rules”). The NASD amended pro-
posed rules address the setting for
securities transactions, the content
of networking agreements, compen-
sation, disclosures and communica-
tion with the public.

Need and Purpose

Without question, the sale of
securities on bank premises is the
sale of securities in a special con-
text. Texas Securities Commis-
sioner Denise Voigt Crawford has
thoughtfully commented:

What is significant [about

the sale of securities on

bank premises] is that
banks are continuing to
find ways to benefit from

what may be the most im-

portant thing they still

have going for them —
trust. Surveys show that
people continue to have
more confidence in banks
than other financial insti-
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tutions. That trust, of
course, is rooted in one ba-
sicfact: money placedwith
abank comes with the fed-
eral government’s guaran-
tee that it will always be
there, even if the bank
fails. Although the gov-
ernment insurance does
not extend to investment-
related products sold on
bank premises, thatfactis
so often downplayed or
completely omitted that it
is not surprising that con-
sumers are confused.®

In January 1994, the National
Association of State Securities Ad-
ministrators (“NASAA”) inconjunc-
tion with the American Association
of Retired Persons (“AARP”) re-
leased the results of a national sur-
vey regarding the sale of securities
on bank premises.® Results of the
NASAA/AARP survey included the
following:

(1) The vast majority of bank
customers are unaware that mu-
tual funds, annuities and stock sold
at their bank are not FDIC insured:

= only 14% of customers knew
annuitieswere uninsured; only 18%
knew mutual funds were uninsured,;
and only 25% knew stocks were
uninsured; and

= alarmingly, about 40% of
customers thought annuities and
mutual funds sold at banks were
FDIC insured, while 35% thought
stocks sold at banks were insured.

(2) People who have actually
purchased mutual funds or annu-
ities at their banks are no better
informed about the risks associated
with such investments than are
other bank customers:

= over half of the people who
purchased a mutual fund (52%) or
annuity (55%) at a bank thought
that the purchase was FDIC-in-
sured; and

= more than one third of the
people who purchased amutual fund
(36%) or annuity (38%) at a bank
said noone talked to them about the

appropriateness, or “suitability” of
their investment.

Consistent with the results of
the NASAA/AARP survey are com-
plaints received by the Division over
the past several years. Most com-
plaints arise when the value of the
investment purchased atabankfalls
below the amount invested. In at
least one instance, the complain-
ants alleged that they were sold a
mutual fund investmentinresponse
to their request for an investment
“as safe as a certificate of deposit.”

Within the past eighteen
months, the Division has reviewed
networking agreements between
banks and licensed dealers and in-
vestigated bank premises where
brokerage services are offered pur-
suant to such agreements. With
respect to the agreements, many
provide for impermissible commis-
sionsharing between the dealer and
the bank; many provide that unli-
censed bank employeesconsummate
the sale of securities; and most failed
to address customer disclosure and
physical setting issues. With re-
spect to bank premises, the
Division’s investigation revealed
that conditions promoted customer
confusion through insufficient
physical separation between bank-
ing and brokerage services, woe-
fully inadequate disclosure regard-
ing the lack of FDIC insurance for
securities, and consummation of
securities transactions by unli-
censed bank employees.

Inaddition, over the pasteigh-
teen to twenty-four months, the Di-
vision has received numerous in-
quiries from both the banking and
securities communities. While
O.A.C. 1301:6-1-01 limits the ad-
vice that the Division may give, the
Division has attempted to point out
sections of the Act and Rules par-
ticularly relevant to the sale of se-
curities on bank premises.

The purpose of the Guidelines
is to set forth the Division’s inter-
pretations of certain provisions of
the Act and Rules applicable to the
sale of securities on bank premises.
As stated in the Introduction, the

Guidelines do not limit statutory
and administrative provisions ap-
plicable to the sale of securities on
bank premises. Instead, all perti-
nent provisions of the Actand Rules
apply in addition to the Guidelines,
which are intended to clarify cer-
tain applicable provisions of the Act
and Rules.

By providing public notice of
the Guidelines, the Divisionbelieves
it is in a better position to take
enforcement action based on its in-
terpretations of the Act and Rules
as set forth in the Guidelines. How-
ever, the Division encourages the
banking and securities communi-
ties to consider the Guidelines pro-
spectively in order to avoid possible
enforcement action.

In compiling the Guidelines,
the Division has reviewed SEC pro-
nouncements, the Interagency
Statement, the NASD’s amended
proposed rules and the various ex-
isting blue sky standards. The Divi-
sion believes that the Guidelines
are consistent with the regulation
imposed by these sources. The Divi-
sion further believes that the Guide-
lines impose no burdens in addition
to those established by the SEC's
standards, the Interagency State-
ment and the NASD amended pro-
posed rules.

Guidelines

I. Compensation

0O.A.C. 1301:6-3-19(A)(7)
(“Rule 19(A)(7)”) states:

No dealer or salesman shall...
Share any commission,
discount, or other remu-
neration from the pur-
chase or sale of a security
with any person not li-
censed asadealeror sales-
man in Ohio or in the ju-
risdiction where the pur-
chase or sale of the secu-
rity took place.

Continued on page 4
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Guidelines
Continued from page 3

A. Commission Sharing

Rule 19(A)(7) prohibitsadealer
from sharing commissions with an
unlicensed bank or unlicensed bank
employee.

The Division rejects the argu-
ment that the Rule 19(A)(7) prohi-
bition does not apply to banks be-
cause banks are conditionally ex-
empt from the definition of dealer
(assetoutinR.C.1707.01(E)(1)(e)),
and thus not required to be licensed.
The plain language of Rule 19(A)(7)
establishes a flat prohibition on the
sharing of commissions with any
unlicensed person, without regard
to whether the unlicensed person is
exempt from the definition of dealer
or otherwise not required to be li-
censed.?

The Division also rejects the
argument that R.C. 1707.03(J)
(“03(J)") permits banks to receive
commissions. First, the predeces-
sor to 03(J) was enacted in 1929,
before the Glass-Steagall Act’s pro-
hibition on banks acting as securi-
ties dealers.’* However, even as ini-
tially enacted, the predecessor to
03(J) expressly limited the two per-
cent profittoonly “where such bank
or trust company is not a regular
dealer in securities.”? Second, by
its current statutory location and
designation, 03(J) merely creates
an exempt transaction; it does not
authorize commission sharing.
Third, to the arguable extent that
03(J) permits a bank to receive com-
pensation by using the word “profit,”
the context surrounding the use of
that word clearly evidences the in-
tentto permitbanks to receive mark
up type remuneration in purchas-
ing and selling securities; there is
no indication that, contrary to Rule
19(A)(7),commissionsharingis per-
mitted.

Note thatRule 19(A)(7) broadly
prohibits the sharing of any “com-
mission, discount, or other remu-
neration from the purchase or sale

of a security.” In other words, the
sharing of any transaction-based
compensationisprohibited, whether
such compensation is on a fixed or
percentage basis.®

Further, compensation to un-
licensed persons in the form of a
referral fee, or remuneration for a
referral, is prohibited, evenifitisa
fixed amount paid regardless of
whether a securities transaction is
consummated. Under the broad
definition of “sale” set out in R.C.
1707.01(C), a referral leads to a
“sale” and compensation to the
referror would be “remuneration
from the purchase or sale of a secu-
rity” prohibited by Rule 19(A)(7).

The policy behind Rule 19(A)(7)
is to prevent unlicensed persons
from giving investment advice or
otherwise hyping the sale of securi-
ties by prohibiting them from hav-
ingaremunerative motivation todo
so. Thispolicycouldbeeasily flouted
in the context of sale of securities on
bank premises where a captive
group of customers face decisions as
to what to do with their money. If,
for instance, an unlicensed bank
employee, such as a teller, had a
financial motivation to encourage a
bank customer to purchase securi-
ties, the teller may be tempted to
promote the sale of securities with-
out contemplating suitability or
other considerations necessary be-
fore recommending the purchase or
sale of securities.

B. Lease Arrangements

The Division believes that a
strict lease arrangement, with a
fixed lease payment, is the best way
to avoid violating Rule 19(A)(7).
There is little reason why the total
value of the leased premises cannot
be computed and reflected in a fixed
payment. However, the Division
recognizes that the percentage or
adjustable-type lease is a commer-
cial reality. Subject to the follow-
ing, the Division views an adjust-
able lease as acceptable.

First, the adjustment mustnot
consist of a component of “commis-
sion, discount, or other remunera-
tion from the purchase or sale of
securities” prohibited by Rule
19(A)(7). However, an adjustment
consisting of reimbursement for ex-
penses actually incurred, such as
secretarial and related overhead-
type costs, is permitted.

Second, the more often the
lease payment is adjusted, the more
itappears that the lease payment is
an attempt to circumvent the Rule
19(A)(7) prohibition. A lease that is
adjusted on a semi-annual or an-
nual basis is more likely to with-
stand Division scrutiny than a lease
that is adjusted on a monthly or
even bi-monthly basis.

Third, the Division reserves
the right to examine the facts and
circumstances surrounding an ad-
justable lease to determine whether
the adjustable lease is intended to
circumvent the Rule 19(A)(7) prohi-
bition. The Division draws support-
ing authority from a 1988 Opinion
of the Attorney General, O.A.G. 88-
056, which addresses the analogous
situation of lease payments from an
insurance agency to a bank. Ohio
insurance laws have a similar pro-
hibition on sharing commissions
with unlicensed persons. Inconsid-
eringthe lease arrangementagainst
the backdrop of the prohibition on
commission sharing, the Attorney
General held:

[L]ease paymentshbyanin-

surance agency to a bank

... for lobby space that are

based on a percentage ...

may be deemed payments

of commissions if it is es-

tablished that such pay-

ments are intended tocom-
pensate the lessor for the
lessor's negotiating, or oth-
erwise procuring, placing,

or transmitting contracts

of insurance for the agency

in question, notwithstand-

ing that such payments

also serve asconsideration

for the fair market value

4

Ohio Securities Bulletin

96:1



of the agency’s leasehold
interest.*

I11. Conduct

O.A.C. 1301:6-3-19(B)(9)
(“Rule 19(B)(9)”) states:
No dealer shall ...
Fail to reasonably super-
vise salesmen or other per-
sons associated with the
dealer or to establish rea-
sonable procedures de-
signed to avoid violations
of Chapter 1707 of the Re-
vised Code or of Chapter
1301:6-3 of the Adminis-
trative Code by salesmen
orother persons associated
with the dealer.

A.“Clerical and Ministerial”
Functions

The Division interprets the
dealer’'s obligation to “reasonably
supervise... other personsassociated
with the dealer” to include ensuring
that unlicensed personnel perform
only “clerical and ministerial” func-
tions in connection with the sale of
securities.

The phrase “clerical and min-
isterial” first appeared in the ill-
fated Rule 3b-9. Subsequently, the
phrase was used by twelve of the
seventeen states that regulate the
sale of securities on bank premises
to articulate what an unlicensed
person could do in connection with
the sale of securities. The SEC also
recognized the “clerical and minis-
terial” standard in the Chubb let-
ter.

Without limitation, the Divi-
sion considers “clerical and minis-
terial” functions to include:

(1) referring interested persons
tothelicensed dealer or licensed sales-
man;

(2) disseminating literature re-
garding the licensed dealer;

(3) delivering blank forms, and
instructions, for use inopening a new
account with the licensed dealer;

(4) providing a mailer to send
materials to the licensed dealer;

(5) providing secretarial ser-
vices, including taking telephone
messages, for licensed salesmen; or

(6) assisting a bank customer
in accessing funds on deposit with
the bank, including causing appro-
priate debitor credittoacustomer’s
bank account.

Without limitation, the Divi-
sion considers “clerical and minis-
terial” functions not to include:

(1) soliciting or undertaking a
sale of securities;

(2) opening new securities ac-
counts, including assistance in com-
pleting new account forms;

(3) giving investment advice
or discussing the merits of any secu-
rity or type of security;

(4) determining suitability or
describing or answering questions
about investment vehicles;

(5) accepting customer orders
or transmitting customer orders;

(6) providingverbal or written
confirmation of a sale of securities;
or

(7) handling customer funds
or securities.

Banks should note that they
also have an interest in ensuring
that unlicensed personnel perform
only “clerical and ministerial” func-
tions. A bank’s exemption from the
definition of dealer in the Act (set
out in R.C. 1707.01(E)(2)(e)) is ex-
pressly conditioned on the proviso
that “all transactions are consum-
mated by or through a person li-
censed pursuant to section 1707.14
of the Revised Code.” Thus, to the
extent that unlicensed bank per-
sonnel engage in conduct that is not
merely “clerical and ministerial” in
nature, the securities transaction
may be “consummated” by that un-
licensed person and the conditional
exemption would no longer apply,
causing the bank to no longer be
exempt from the definition of dealer
and consequently no longer exempt
from the licensing and other dealer
requirements of the Act and Rules.

B. Supervision

The Division interprets the
dealer’'sobligation to “establish rea-
sonable procedures designed to
avoid violations of Chapter 1707 of
the Revised Code or of Chapter
1301:6-3 of the Administrative Code
by licensed salesmen or other per-
sons associated with the dealer” to
include the following:

(1) providing instruction to
unlicensed personnel that limits
their conduct to “clerical and minis-
terial” functions;

(2) conducting periodic reviews
on bank premises to ensure that
unlicensed personnel limit their con-
duct to “clerical and ministerial”
functions;

(3) providing compliance
manuals to licensed salesmen lo-
cated on bank premises; and

(4) monitoring and enforcing
the policies and procedures set forth
in the compliance manual.

Obviously, if a licensed sales-
man is located on bank premises,
the site is a branch office subject to
the relevant provisions of the Act
and Rules.

C. Disclosure

The Division interprets the
dealer’'ssupervisoryresponsibilities
toinclude requiringthatthe licensed
salesman, at the time a new securi-
ties account is opened, present a
verbal disclosure, and obtain asepa-
rate written acknowledgment
signed by the customer, that the
securities sold on bank premises:

(1) are not insured by the FDIC;

(2) are not deposits or other
obligations of the bank and are not
guaranteed by the bank; and

(3) are subject to investment
risks, including possibleloss of prin-
cipal invested.

The licensed salesman must
also verbally repeat these disclo-
sures in connection with each sale
of securities.

Continued on page 6
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Guidelines
Continued from page 5

D. Setting (Physical Location)

The Division interprets the
dealer’'ssupervisory responsibilities
to include conducting the sale of
securities on bank premises only in
a physical location (i) distinct from
the area where the bank’s retail
deposits are taken, and distinctfrom
where other FDIC insured products
aresold, and (ii) identified in aman-
ner that clearly segregates and dis-
tinguishes the sale of securitiesfrom
the FDIC insured activities of the
bank.

E. Advertising

The Division interprets the
dealer’s supervisory responsibility
to include ensuring that all adver-
tising and promotional materials
regarding the sale of securities on
bank premises:

(1) clearly and prominently
set out the disclosures required un-
der the “Disclosure” section of these
Guidelines;

(2) clearly and prominently
identifies the licensed dealer; and

(3) clearly and prominently
discloses that the bank and licensed
dealer are separate persons.

Conclusion

To reiterate, all other appli-
cable provisions of the Actand Rules
apply to the sale of securities on
bank premises in addition to the
Guidelines which are intended to
clarify certain applicable provisions.

The Division recognizes that
the sale of securities on bank pre-
mises is an exciting development in
capital formation: it permits banks
to offer a wider array of investment
products and it permits investors
easy access to capital markets.
However, the Division must also
consider the investor protection
purposes and the remedial nature
of the Act, which was drafted “to
protect the investing public from its

own imprudence as well as the chi-
canery of unscrupulous securities
dealers.”*®> The Division has pro-
mulgated the Guidelines inorder to
strike the appropriate balance.
The Division welcomes com-
ments onthe Guidelines. Comments
should be addressed to Thomas
Geyer, Staff Attorney, Enforcement
Section, at the offices of the Divi-
sion. Extra copies of the Guidelines
may be obtained from the Division.

Endnotes

1 Banking Act of 1933, 12
U.S.C. passim.

2 17 C.F.R. §240.3b-9 (1985).

3 15 U.S.C. §§ 78a-78kk
(1981).

4 American Bankers Associa-
tionv. Securitiesand Exchange Com-
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Maine, Minnesota, Missouri, Ne-
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of Representatives, reprinted in
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(1994). Ms. Crawford delivered her
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addition to being the Texas Securi-
ties Commissioner, Ms. Crawford
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of Directors.

° Id.
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tered bank that is licensed by the
Division. Consequently, the Rule
19(A)(7) prohibition does not apply
and that bank is permitted to share
incommissions. However, thatbank
isalso subject to the additional regu-
lation of the Division.

11 See Friedman, Ohio Securi-
ties Law and Practice §9.11 (1993).

12 The Securities Law of Ohio
§ 6373-2.3.c. (1929).

B Similarly, the NASD
amended proposed rules prohibit a
dealer from providing compensation
to unlicensed persons. See subsec-
tion (C)(3) and related commentary.

¥ 0.A.G.88-056 (1988), sylla-
bus 116.

15 In re Columbus Skyline Se-
curities, 74 Ohio St.3d 495, 498
(1996); see also Bronaughv.R. & E.
Dredging Co., 16 Ohio St.2d 34, 45
(1968).
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Skyline
Continued from page 1

A security transaction is one
whose characteristics distinguish it
from the generality of transactions
so as to create a need for special
fraud procedures, protections and
remedies provided by the securities
laws.* Early in this century, state
legislatures recognized the need for
such special protections and rem-
edies and enacted state securities
regulation or “blue sky laws.” The
Ohio General Assembly enacted the
first Ohio blue sky law in 1913,5and
the United States Supreme Court
upheld the statute against constitu-
tional challenge in 1917.% After the
stock market crash in 1929, the fed-
eral government recognized the need
for such special protectionsand rem-
edies and enacted six related but
separate statutes,” including the
Securities Act of 1933 (the “1933
Act”)® and the Securities Exchange
Act of 1934 (the “1934 Act”).®

The federal legislation was the
first “uniform” treatment of securi-
ties regulation. Because of differ-
ences in both the substance and
enforcement of early state securi-
ties laws, promoters and salesmen
were able to operate interstate
schemes beyond the reach of state
authorities.’® State regulators ad-
vised Congress that supplemental
federal regulation was needed tofill
the jurisdictional gaps.'* Stemming
from the same policy as state regu-
lation, that of investor protection,
the federal acts, by regulating in-
terstate transactions, provided the
necessary complement to the lim-
ited jurisdiction of state securities
laws. Federal regulation further
complemented the merit regulation
of state securities laws by imposing
strictdisclosure requirements, regu-
lating secondary trading and estab-
lishing regular reporting require-
ments. Because of the common goals
and complementary nature of state
and federal securities regulation,
Professor Louis Loss, the principal
draftsman of the Uniform Securi-

ties Act, has written that he hoped
for “interchangeability” between
state and federal precedent.'?

In Columbus Skyline, the Ohio
Supreme Court not only recognized
interchangeability between state
andfederal precedent, butalso noted
the “goal of unifying securities
law.”13

Columbus Skyline Securities,
Inc. (“Skyline”), was a Columbus-
based intrastate securities dealer
that dealtprimarily in penny stocks.
In September 1992, the Division
revoked Skyline’s Ohio Securities
Dealer License for fraudulent con-
duct in the form of continued sale of
securities at a price that was an
unconscionable variation from the
existingmarket.!* The Division sup-
ported the revocation with evidence
that Skyline sold shares of
FiberCorp International, Inc.
(“FiberCorp”), to retail customers
at nondisclosed markups ranging
from 300 to 567% above the current
market price (“CMP”).

In calculating the CMP and
the markup, the Division used two
methods gleaned from federal and
Securities and Exchange Commis-
sion (“SEC”) case law.? First, the
Division presented evidence that
Skyline had purchased FiberCorp
shares from another dealer for $0.15
to $0.20 per share, and during the
same time sold FiberCorp shares to
retail customers for $1.00 per share,
resulting inmarkups of 400 to 567%.
Second, the Division presented evi-
dence that Skyline sold FiberCorp
shares to another dealer for $0.25
per share, while at the same time
selling FiberCorp shares to retail
customers at $1.00 per share, re-
sulting in a markup of 300%.

Skyline appealed the revoca-
tion to the Franklin County Court of
Common Pleas. In April 1993, the
Common Pleas court affirmed the
revocation. ¥ The court considered
the analogous federal and SEC case
law'” and the National Association

of Securities Dealers’ (“NASD”) 5%
markup guideline®® and noted that
although Skyline was notamember
of the NASD, “a comparison of the
5% guideline to [Skyline's] markup
of 300% or more should suggest to
[Skyline] that its markup was sub-
ject to challenge.”®

Skyline appealed the decision
to the Tenth District Court of Ap-
peals. The appellate court reversed
the trial court, concluding that the
Division’s reliance on federal
markup standards failed to give
Skyline adequate notice of what
markup standards applied and,
therefore, violated Skyline's sub-
stantive due process rights.?’° Spe-
cifically, the appellate court held
thatthe definition of fraud contained
in the Securities Act, setoutin R.C.
1707.01(J), was unconstitutionally
void for vagueness. R.C. 1707.01(J)
states:

“Fraud,” “fraudulent acts,”
“fraudulent practices” or “fraudu-
lent transactions” means anything
recognizedonor after July 22,1929,
as such in courts of law or equity;
any device, scheme, or artifice to
defraud or to obtain money or prop-
erty by means of any false pretense,
representation, or promise; and fic-
titious or pretended purchaseor sale
of securities; and any act, practice,
transaction, or course of business
relating to the sale of securities
which is fraudulent or which has
operated or would operate as afraud
upon the purchaser.

The Division appealed to the
Ohio Supreme Court, challenging
the appellate court’s finding of un-
constitutionally. The Supreme
Court framed the issue as “whether
R.C. 1707.01(J) gives...adequate
notice that federal case law may be
applied...to determine if the con-
duct of a dealer is fraudulent”.®
More importantly, the Court stated
“we answer that question in the
affirmative.”??

Continued on page 8
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Not surprisingly, the high
court began its analysis by stating
that “[i]t is well established that all
legislative enactments enjoy a
strong presumption of constitution-
ality,” and “in order to prove that a
statute isunconstitutionally vague,
the challenger must show that upon
examining the statute, an individual
of ordinary intelligence would not
understand what he is required to
do under the law.”?® The court also
noted the specific investor protec-
tion purposes of the statutes consti-
tuting the Securities Act, and com-
mented “the enacted statutes are
remedial in nature, and have been
drafted broadly to protect the in-
vesting public from its own impru-
dence as well as the chicanery of
unscrupulous securities dealers.”?*
The court concluded “[i]n order to
further the intended purposes of
the Act, the securities anti-fraud
provisions must be liberally con-
strued.”®

The Supreme Court next ex-
amined the plain language of R.C.
1707.01(J), emphasizing that it de-
fines fraud, in part, as “anything
recognized...as such in courts of law
or equity.”?® This examination led
the court to comment:

The General Assemblydid

not limit the source of the

definition solely to courts

of Ohio, or even to state

courts generally, as it eas-

ily could have done.

Rather, the legislation

broadly drafted R.C.

1707.01(J) to draw from

all securities case law de-

fining fraudulent conduct

in both state and federal

courts. Interpreting R.C.

1707.01(J) as not includ-

ing federal securities law

as a defining source for

“fraud” would require us

to modify the statute by

inserting the word “Ohio”

or “state” before the phrase

“courts of law or equity.”

We refuse todoso, forwhen

construing a statute, “it is

the duty of this court to
give effect to the words
used, not to delete words

or to insert words not

used.”?

The court did recognize
Skyline’s argument, stating “[w]e
acknowledge that R.C. 1707.01(J)
does not state the precise method
used to calculate current market
price of securities sold in Ohio.”?®
However, the court, noting the re-
medial purposes of the Securities
Act, remarked:

Recognizing the creativity

ofunscrupuloussecurities

dealers intent on defraud-

ing Ohio investors, the

General Assembly chose

not to create a specific for-

mula for calculating CMP
and determining fraudu-
lent conduct. Instead the

General Assembly drafted

R.C. 1707.01(J) so that

securities case law, both

stateand federal, provides
the appropriate stan-
dard.?®

The court explored two spe-
cificreasons that supported this “sa-
gacious”®® drafting of R.C.
1707.01(J). First, thecourtobserved
that securities markets are con-
stantly evolving, and by incorporat-
ing into the Securities Act a larger
body of law by which to define
fraudulent conduct, the legislature
provided for changes in the markets
that might otherwise require a re-
drafting of the statute. The court
concluded that “[t]his has the desir-
able effect of preventing Ohio secu-
rities law from developing in a
vacuum, and furthers the goal of
unifying securities law.”s! Second,
the courtnoted that the federal stan-
dardsfordetermining CMP are more
well developed than state standards
and provide a more extensive body
of law todrawfromin defining fraud.
This led the court to its holding in
the case, that R.C. 1707.01(J) pro-

vides constitutionally adequate no-
tice that federal law may be applied
for the purpose of determining
fraudulent conduct.®

The court concluded its analy-
sis by rejecting the claim that R.C.
1707.01(J) sets forth astandard that
is “impossible” to discern by stating
“[m]any federal securities cases ex-
ist that provide a clear and work-
able method of calculating CMP,
and set the standard for what con-
stitutes an excessive price markup
amounting to fraudulent conduct.”s?

The Columbus Skyline deci-
sion is significant because it truly
recognizes the “interchangeability”
of securities laws by actually incor-
porating federal standards into the
Ohio anti-fraud standard. As the
Columbus Skyline court noted, this
incorporation is supported by the
remedial nature of securities laws,
the goal of unifying securities laws
and “the central objective of all se-
curities legislation of providing pro-
tection for those unfamiliar with
market conditions from the dishon-
esty of those who do.”* Further, it
islogical toincorporate federal stan-
dards on the “anti-fraud side” of the
Securities Act since federal stan-
dards are incorporated in numer-
ous places on the “registration side”
of the Securities Act.%®

Of further significance is the
fact that the Columbus Skyline de-
cision is consistent with several
other recent decisions that incorpo-
rate federal standards into state
securities law. A strikingly similar
case is the decision of the Arkansas
Supreme Court in Selig v Novak.*®
Novak was a licensed securities
agent who had his license perma-
nently revoked by the Arkansas
Securities Commissioner for exces-
sive markups, unethical practices
and falsifying applications. Specifi-
cally, the evidence showed that
Novak sold to banks certain bonds
at a markup of 10 to 27%. On ap-
peal, Novak argued that there was
no Arkansas statutory provision
defining “fraudulently excessive
markup.” However, the court rec-
ognhized a number of federal cases
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“wherein it was held to constitute
fraud if an excessive markup was
exacted.”™” The court concluded:
We agree with [Novak]
that some of the violations
(for example, “markups”)
cannot be found spelled out
in the statutes. However,
those charges which can-
not specifically be foundin
the statutes are covered
by general language
(which we have quoted)
and reinforced by case law
which has been developed
over the years to protect
the public from unethical

conduct. We have dis-
cussed a number of those
cases.®

Another example of such judi-
cial incorporation is Brewster v.
Maryland Securities Commis-
sioner.*® Brewster was a licensed
securities salesperson who was sus-
pended and fined by the Maryland
Securities Commissioner for com-
mitting “dishonest and unethical
practices” in violation of section 11-
412(a)(7) of the Maryland Securi-
ties Act*® by recommending unsuit-
able securities and then encourag-
ing the customer to falsify the
amount of his net worth to complete
the transaction. Brewster’s primary
argument on appeal was that sec-
tion 11-412(a)(7) was unconstitu-
tionally vague because the standard
set forth in that section, “dishonest
and unethical practices” was not
defined in the Maryland Securities
Act.

In considering Brewster's con-
stitutional challenge, the Maryland
Court of Appeals recognized that
Article 111, Section 2 of the NASD
Rules of Fair Practice required a
securities salesperson to determine
whether a particular security issuit-
able for a customer.** The court
noted that Section 15 of the 1934
Act “provides for the creation and
promulgation of NASD rules,”?and
that “those standards embody the
ethical guidelines for the securities
industry.”® The courtalsodiscussed

the federal cases construing the
NASD rule.** From there, the court
reached its holding:

The absence from the Mary-
land Act of a definition of the phrase
“dishonest and unethical practices”
does not, as Brewster suggests, pre-
clude punishment for her conduct.
Section 11-412(a)(7) does not stand
as an independent, isolated proviso,
free and clear of all other provisions
of the securities law...The term “dis-
honest and unethical” has a mean-
ing referentinbusiness practice and
usage.

A final example of incorporat-
ing federal standards into substan-
tive state law is the 1991 SEC No-
Action Letter Edward A. Schrag,
Jr.* The letter of inquiry asked the
SEC staff to confirm that sections
15(c) and (g) of the 1934 Act, and the
rules promulgated thereunder, ap-
plied to broker/dealers that were
exempt from registering with the
SEC under the “intrastate” exemp-
tion set out in section 15(a)(1) of the
1934 Act. The staff confirmed this
position, noting that:

The intrastate exemption,

however, merely exempts

intrastate broker-dealers
from the registration re-

quirements of the [1934

Act], not other provisions

that apply to persons act-

ing as broker-dealers,

whether or not they are

registered with the

[SEC].%

This No-Action positionclearly
incorporates federal standards, sec-
tions 15(c) and (g) of the 1934 Act
and the rules promulgated thereun-
der, into state law.

Tobe effective, securities regu-
lation must keep pace with the “vir-
tually limitless scope of human in-
genuity.” The Columbus Skyline
court, by properly interpreting the
plain language of R.C. 1707.01(J),
recognized that the General Assem-
bly intended Ohio securities law to
keep pace by defining fraud as “any-
thing recognized...as such in courts
of law or equity.” As discussed, the
Columbus Skyline decision is con-

sistent with other recent decisions
that recognize the complementary
nature of the state and federal regu-
latory system. Incorporation of fed-
eral standards into state securities
laws is supported by the remedial
nature of securities laws, the goal of
unifying securities laws and “the
central objective of all securities leg-
islation of providing protection for
those unfamiliar with market con-
ditions from the dishonesty of those
who do.” Such incorporation per-
mits maximum enforcement, uni-
form application and the establish-
ment of an appropriate balance be-
tween investor protection and capi-
tal formation.
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Summaries of the Advisory Committee Meetings
held at the 1995 Ohio Securities Conference

Registration and
Exemption Advisory
Committee

by Mark Heuerman, Esq.

The Registration and Exemp-
tion Advisory Committee held its
meeting directly after the 1995 Ohio
Securities Conference. Warren
Udisky, co-chairperson, called the
meeting to order. Mark Heuerman
agreed to act as co-chairperson in
the absence of Michael Miglets.

The first issue for discussion
was Securities Act Release No. 7185,
June 27, 1995. The Division is in-
terested in receiving comments as
towhether Ohioshould adoptasimi-
lar exemption from registration by
qualification as the exemption un-
der California Corporations Code
825102(n). The Securities Act Re-
lease would provide an exemption
from registration under Section 3(b)
of the Securities Act of 1933, pro-
posed rule 1001, if issuers meet the
California exemption. The Califor-
nia exemption is available for any
business entity organized in that
state provided certain conditions are
satisfied. Non-Californiaorganized
businesses must have at least 50%
of property, payroll, sales and vot-
ing securities within the state. The
offering may not exceed $5 million.
The exemption would be available
for salestoqualified purchaserswho
purchase for investment and not
redistribution i.e. restricted securi-
ties. Qualified purchasers most
notably includes any purchaser who
is purchasing $150,000 or more of
the securities and natural persons
whose net worth exceeds $500,000
or exceeds $250,000 if such persons
annual income exceeds $100,000.
Additionally, the total purchase may
not exceed 10% of the purchaser’s
net worth and the purchaser must
be able to protect his or her own
interests. Issuers are required to

provide a disclosure document five
days prior to any sale. The offering
permits a general announcement
which may be widely published and
circulated provided the announce-
ments meets the “test the waters”
conceptasinRegulation A. Anotice
filing is required to be made before
the general announcement and at
the completion of the offering. The
Division requests comments to be
sent to the Division as to whether a
similarexemption should be adopted
in Ohio. Details of the Securities
and Exchange Commission's pro-
posal may be reviewed in the re-
lease.

The Committee noted that a
rules hearing was scheduled for
December 12, 1995, at 10:00 a.m.
The Division noted that it had not
received any comments opposing the
proposed rule changes, and the Com-
mittee then discussed the general
nature of the amendments. Rule
1301:6-3-03(D)(6) of the Ohio Ad-
ministrative Code was amended to
delete the requirement of a licensed
dealer. The provision, which ex-
empts warrants and options to pur-
chase securities listed on a desig-
nated exchange, issomewhat incon-
sistent with section 1707.02(E)(1)
of the Revised Code which exempts
the securities listed on a designated
exchange. Prior to the amendment,
the rule required the security to be
sold by a licensed dealer although
section 1707.02(E)(1) does not re-
quire the sale to be made by a li-
censed dealer. The investment com-
pany rules will be changed which
will provide more consistency with
other states. The proposal to the
provision concerning illiquid secu-
rities pursuant to rule 1301:6-3-
09(E)(12) of the Ohio Administra-
tive Code was changed to exclude
rule 144A securities that have been
determined to be liquid by the board
of directors and commercial paper
rated investment grade. Anew rule
proposed by the Division, rule

1301:6-3-03(D)(8) of the O.A.C., ex-
empts credit enhancements sold in
conjunction with a security that is
exempt under section 1707.02(B) of
the Revised Code. Numerous in-
quires to the Division have been
made questioning whether the Ohio
Securities Act treats such guaran-
teeor creditenhancement as a sepa-
rate security and whether such se-
curity is exempt. The provision
should relieve counsel that if such
creditenhancement is deemed to be
a separate security that it is ex-
empt. Contrary conclusions could
require registration of a credit en-
hancement regardless of the exempt
status of the underlying security.
The Division does not want issuers
of these securities toavoidselling in
Ohio or dropping credit enhance-
ments because of the questionable
status of an exemption.

The Division commented that
itintends toadopt the North Ameri-
can Securities Administrators As-
sociation Guidelines for the Regis-
tration of Asset-Backed Securities.
The proposed Guidelines were
adopted by NASAA at its annual
conference in October 1995. The
guidelines will apply to public offer-
ings. The Division has informally
applied the Guidelines to asset-
backed offerings which would not
meet the current policy statement
requiring earnings to fixed charges
for at least 3 years. Many require-
ments will not apply to investment
grade offerings. The Division will
be publishing an article in an up-
coming issue of the Ohio Securities
Bulletin announcing the adoption
of the Guidelines and describing
their significant aspects.

Commissioner Holdermanpre-
sented brief remarks on the Fields
Bill. NASAA and industry repre-
sentatives believe thatactionon the
bill is not likely until later in 1996.
The original bill, H.R. 2131, would
preempt state regulation of most
registrationfilings and elimates pro-
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Committee Meetings
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spectus delivery unless requested
by the investor.

The Committee thendiscussed
several unresolved issues regard-
ing the confidentiality of disclosure
documents. Counsel for private
placement issuers have requested
that all or portions of confidential
information be sealed or not avail-
able for public inspection. Section
1707.12 of the Revised Code states
that these documents are public
records. The Division requires the
offering memorandum. While a
merit review is not conducted for
the private placement issuers, the
Division requiresthe offering memo-
randum for the records to check
remuneration and commissions and
for fraud upon further examination
by field staff or the enforcement
section. Another issue raised has
beenwhether the private placement
status of an offering has been lost
due to the filing becoming public
records. The Division is not aware
of a Form 3-Q or 3-W filing that has
lost the corresponding federal ex-
emption due to the filings becoming
public records.

Another suggestion to the Di-
vision was to make available to the
public examples of model disclosure
documents to filers. The Division
and investors benefit from a higher
quality of disclosure document.
Currently, the Division does not
volunteer disclosure documents of
particular issuers. Many issuers,
as stated earlier, wish to keep their
filings confidential. A suggestion
was made to allow issuers to volun-
teer their disclosure documents for
public reference.

The Division noted that it is
still considering adoption of some
form of Uniform Limited Offering
Exemption. The Division believes
that a statutory change would be
required for the exemption in Ohio.
Additionally, the Division requests
suggestions on whether the “com-
mission and other remuneration”

limitation should contain the 10%
standard under section 1707.03(Q)
of the Revised Code or 12% stan-
dard under section 1707.03(W) of
the Revised Code. The commission
standard has been the subject of
many lost exemptions or rescission
offers. Many private placements
refrain from offering in Ohio. The
Division currently requests filers to
satisfy their burden of proof under
section 1707.45 of the Revised Code
that the commission or other remu-
neration standard has been satis-
fied by the issuer.

The final topic of discussion
was the Division’s concern with of-
ferings over the Internet. Many
offerings, not registered or exempt,
are being offered over the Internet.
It was requested that the Division
actively review the Internet for
fraudulent offerings. Offerings be-
ing sold by issuers that do not in-
tend to consummate the sale of the
securities within Ohio may still run
afoul of the Ohio Securities Act.
Sale is broadly defined under sec-
tion 1707.01(C)(1) and may encom-
pass such an offering. Those offer-
ingsthat have alicensed dealer may
be excluded from the definition of
sale under section 1707.01(C)(4) of
the Revised Code.

Licensing Advisory
Committee

by Joyce Cleary

The Licensing Advisory Com-
mittee first discussed a proposal to
amend the Division’s regulation of
the non-delivery of securities.

Thomas Geyer, a Staff Attor-
ney in the Division’s Enforcement
Section, presented for discussion the
following proposed amended admin-
istrative rule:

O.A.C. 1301:6-3-19(A) - No
dealer or salesman shall:

(1)(a) Fail to deliver proceeds
from a sell transaction to a
customer or a customer’s account
within thirty (30) calendar
days of the trade date.

(b) Fail to either (i) deliver
securities to the customer's ac-
count, or (ii) take steps necessary to
effect physical delivery of the stock
certificate, within thirty (30) calen-
dar days of receipt of the customer’s
funds or the close of escrow.

(c) If the time period for com-
pliance with section (a) or (b) has
not been met, the dealer or sales-
man shall deliver written notice to
the customer and the Division within
seven (7)calendar days of the date
required for compliance with sec-
tion (a) or (b). Such written notice
shall indicate the steps taken to-
wards compliance and the reasons
for noncompliance. Any failure to
provide written notice under this
section (c) shall be an additional
violation of this rule.

Mr. Geyer stated that one pur-
pose of the amended rule was to
clarify the existing rule, which
states:

(A) No dealer or salesman
shall:

(1) Engage in any pattern of
unreasonable or unjustified delay
in the delivery of securities sold.

Mr. Geyer noted that the prob-
lem of non-delivery of securitieswas
not limited to penny stock dealers.
He noted that several other states
set a time limit on the delivery of
stock certificates and proceeds. As
examples, Mr. Geyer cited
Minnesota's 20 day requirement,
Idaho’s 60 day requirement and the
“willful delay” provisions of Ne-
braska and Wisconsin.

Committee members ex-
pressed serious concerns about the
proposal and discussed examples of
where a 30 day turnaround may not
be possible, such as the resale of
restricted or “Rule 144” securities.
Committee membersalso noted that
a dealer will not pay out until the
transaction is cleared through the
transfer agent. The Committeesug-
gested that the language, “take steps
necessary” be used with both deliv-
ery of proceeds and delivery of secu-
rities.
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A number of Committee mem-
bers stated that the amended rule
was unnecessary. They believed
non-delivery to be a penny stock
problemand now believed tobe gone.
According to some, the Division has
the authority to take steps against
this already.

A vote was taken from the in-
dustry members only. One felt the
rulecould be changed by using “take
steps necessary” and notimposing a
time limit or filing a written notice.
The remainder felt the rule did not
need to be changed.

The next item for discussion
was the Fields Bill. Dale Jewell re-
ported that the bill was getting
mixed reviews.

The final item on the agenda
was a discussion of the proposed
record keeping requirements putout
by NASAA. The proposal will be
discussed at the NASAA Spring
Conference. Mr. Jewell asked that
comments be submitted to the Divi-
sion.

The SIA comment letter to the
record keeping proposal was dis-
cussed. Mr. Jewell will send a copy
of that draft to all members of the
Committee.

Particular issues discussed
included the proposals regarding in-
vestmentobjectives, record keeping
of oral complaints and the require-
ment that new account forms be
sent to the customer for signature
and returned to the dealer.

Enforcement Advisory
Committee

by Lynne Greenler

William H. Jackson, Jr., Co-
Chairman of the Enforcement Advi-
sory Committee called the meeting
to order. Also presiding was Co-
Chairman Caryn A. Francis.

The Co-Chairmen stated that
new businesswould be the firstitem
on the agenda since several com-
mittee members were attending the
first part of the Licensing Advisory
Committee meeting. The Co-Chair-

men opened the discussion with
NASAA's proposed legislation re-
garding Record-Keeping Require-
ments for Broker-Dealers. The Com-
mittee raised a few concerns. Co-
Chairman Francis pointed out that
there are many steps to be taken
before a proposed regulation would
be considered for adoption as a rule
and, of course, there is always a
public hearing prior to the adoption
of any new rule.

The second issue for discus-
sion pertained to proposed legisla-
tion permitting continued jurisdic-
tion following a license withdrawal.
Discussion took place regarding the
various states and their similar
rules. Two committee members felt
the legislation to be a good idea if it
would, for example, weed out the
problem salesmen for dealers. Sev-
eral concerns however were raised.
One concern being that this pro-
posal, if adopted as a rule, may con-
flict with Ohio Revised Code chap-
ter 119. Co-Chairman Francis
pointed out that no time frame had
been set for this legislation. The
Division's purpose for raising this
issue was to receive feed back from
the Committee. Such legislation
would need industry support; more
researchwould needto be completed,;
a third party would need to get in-
volved; and legislative hearings
would need to be held.

Oldbusiness was the next topic
ontheagenda. At the 1993 Enforce-
ment Advisory Committee meeting,
a subcommittee was formed to ad-
dress the proposal of statutorily
granting fining authority to the Di-
vision. The subcommittee consisted
of Phil Lehmkuhl, Greg Seeley, Alan
Blue, Jamie Zitsman and Daniel
Malkoff. For the benefit of the new
committee members, Mr. Lehmkuhl
gave background information on
how this proposed rule originated.
The proposed rule went through
some changes in 1994 and most of
those affected 1707.371 (i.e. how
the money could be used). The sub-
committee suggested a few changes
to the 1995 redrafted proposed rule.
After discussion by the Committee,

Co-Chairman Jackson made a mo-
tion to present the proposed legisla-
tion to the Commissioner of Securi-
ties. The motion was seconded with
no objections.

The last topic for discussion
was on the proposed amendment to
0.A.C.1301:6-3-19(A). After return-
ing from the Licensing Advisory
Committee meeting, Thomas Geyer
reported that the Licensing Com-
mittee strongly objected, notonlyin
theory, but to the additional filing
requirement imposed by the pro-
posed rule. The Licensing Commit-
tee felt that there is currently
enough control on the federal level
andthatthe fewcomplaintsreceived
do not justify a rule at this point. A
discussion regarding the proposed
rule took place after Mr. Geyer’s
report. Several questions and con-
cerns were raised. Co-Chairman
Francis thanked the members of
the Committee for all of their input
and reminded them that should any
rule be proposed, there would be
additional opportunities for com-
ment at the required public hear-
ing.

The meeting closed with the
nomination of the 1996 Enforcement
Advisory Committee Co-Chairman.
Mr. Robert Rapp was nominated
and the Committee unanimously
agreed.

Takeover Advisory
Committee

by William Leber, Esqg.

The Takeover Advisory
Committee met briefly to consider
the revisions to the rules of the Di-
vision and the relative lack of take-
over activity. During 1995, only one
Control Bid, Form 041, was filed
with the Ohio Division of Securi-
ties.

Ohio Securities Bulletin 96:1
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Division Enforcement Section Reports

Administrative
Orders

Midwest Video
Wholesalers Limited
Partnership; Midwest
Video Wholesalers, Inc.;
Andrew Spry

OnJanuary 12,1996, the Divi-
sion issued a final Cease and Desist
Order, Division Order 96-003 to
Midwest Video Wholesalers Lim-
ited Partnership, Midwest Video
Wholesalers, Inc.,and Andrew Spry
(collectively, “Respondents”). Mid-
west Video Wholesalers Limited
Partnershipisan Ohio limited part-
nership; Midwest Video Wholesal-
ers, Inc. is an Ohio corporation; and
Andrew Spry is the president, di-
rector and shareholder of Midwest
Video Wholesalers, Inc. and a resi-
dent of Columbus, Ohio.

On May 19, 1995, the Division
had issued to Respondents Division
Order 95-024, a Notice of Opportu-
nity for Hearing, alleging the sale of
unregistered, non-exemptsecurities
in Ohio, in violation of R.C. section
1707.44(C)(1). In response to the
Notice, counsel for Respondents re-
quested that an administrative
hearing be held on the matter. An
administrative hearing was held on
August 17, 1995, at the offices of the
Division. However, neither Respon-
dents nor counsel for Respondents
appeared at the hearing. The hear-
ing proceeded with the Division pre-
senting evidence and then the Hear-
ing Officer closed the record.

On October 2, 1995, the Hear-
ing Officer issued her Report and
Recommendation, recommending
an order to Cease and Desist be
issued. The Final Order approves
the recommendation of the Hearing
Officer and orders that the Respon-
dents cease and desist from future
violations of the Securities Act.

Kinlaw Securities
Corporation

OnJanuary 24,1996, the Divi-
sion issued Division Order 96-014,
a Final Order of Revocation of the
Ohio Securities Dealers License of
Kinlaw Securities Corporation of
Dallas, Texas. The Division found
that Kinlaw Securities was not of
“good business repute” and revoked
its license under the authority of
R.C. section 1707.19.

0O.A.C. Rule 1301:6-3-19(D)(2)
provides that in determining “good
business repute” the Division shall
consider whether the dealer “has
been the subject of any cease and
desist order, permanent or tempo-
rary injunction, or consent order.”
In addition, O.A.C. Rule 1301:6-3-
19(D)(7) provides that in determin-
ing “good business repute,” the Di-
vision shall consider whether the
dealer has “been the subject of any
suspension, expulsion, revocation,
censure or other disciplinary action
by any professional association
granting disciplinary or regulatory
authority by state or federal law,
any association of securities sales-
men or dealers, any recognized se-
curities exchange or any state or
federal agency.”

The Division found that on or
about August 2, 1995, Kinlaw en-
teredintoaconsentagreementwith
the Securities and Exchange Com-
mission (“SEC”) pursuant to which
the SEC obtained a permanent in-
junctionagainst Kinlaw and revoked
Kinlaw’s broker/dealer registration.
The action was based on evidence
that in connection with the offer,
purchase and sale of securities in-
volving interestsin oil and gas drill-
ing ventures, Kinlaw operated a
boiler room sales operation inwhich
material misrepresentations and
omissions of material facts were
made. In addition, between August
and November in 1995, the states of
California, Nevada, Arkansas,
Maryland, lowa, Illinois and the

NASD, all
licensure.

On December 21, 1995, the
Division issued and mailed to
Kinlaw, Division Order No. 95-098,
an order captioned “Suspension of
Ohio Securities Dealer License/No-
tice of Intent to Revoke.” The sus-
pension order was properly served
upon Respondent by certified mail;
however, Kinlaw failed to request
an administrative hearing on the
matter. Consequently, the Division
issued the final order revoking
Kinlaw's Ohio securities dealer li-
cense.

revoked Kinlaw’s

Ruth M. Cohn

On March 26, 1996, the Divi-
sion issued Division Order No. 96-
045, a Final Order to Deny the Ap-
plication for an Ohio Securities
Salesman’s License of Ruth M. Cohn
of Chicago, Illinois.

R.C.1707.19 permits the Divi-
sion to refuse an application for a
securities salesman’s license if the
applicant is not of “good business
repute.” On December 7, 1995, the
Division had issued to Cohn Divi-
sion Order No. 95-094, a Notice of
Opportunity for Hearing, which set
for the Division’s allegations that
Cohn was not of “good business re-
pute.” Specifically, the Division al-
leged that Cohn failed to meet the
good business repute standards set
outin O.A.C. 1301:6-3-19(D)(7) and
(9),based on, among other things,
an NASD fine and censure and the
factthatin 1980 Cohnpleaded guilty
to conspiacy to commit murder and
was sentenced to six years incar-
ceration by an lllinois state court.

The notice order was properly
served on Cohn, but she did not
request an administrative hearing
on the matter as permitted by the
notice order and R.C. Chapter 119.
Consequently, the Division issued
the final order, which denied her
application for an Ohio securities
salesman'’s license.
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Danos S. Tiano

On March 27, 1996, the Divi-
sion issued Division Order No. 96-
050, a Final Order to Cease and
Desist to Danos S. Tiano of Dublin,
Ohio. In connection with the Cease
and Desist order, the Division and
TianoenteredintoaConsent Agree-
ment, in which Tiano consented,
stipulated and agreed to the issu-
ance of the final Cease and Desist
order.

Tiano was employed as a li-
censed securities salesman by
Dublin Securities, Inc., from Au-
gust 1988 to December 1992. In
May 1992, Tiano sold to Ohio resi-
dent Miles L. Barrere 6,000 shares
of Lifeline Shelter Systems at $3.50
per share. In selling the securities,
Tiano did not provide Barrere with
disclosure documents and made rep-
resentations about Lifeline’s poten-
tial growth and ability to be listed
on the NASDAQ exchange within
12 months. Inaddition, Tiano failed
to disclose that only $1.00 of the per
share purchase price went to Life-
line, while the rest was retained by
Dublin Securities; that Lifeline had
lost money throughout 1991; that
Dublin Management, Inc., an affili-
ate of Dublin Securities, had pur-
chased a large block of Lifeline
shares at approximately $.01 per
share; and that the Lifeline shares
were speculative and involved ahigh
degree of risk.

On May 25, 1995, the Division
issued to Tiano Division Order No.
95-026, a Notice of Opportunity for
Hearing, alleging that the forego-
ing misrepresentations and omis-
sions constituted violations of R.C.
1707.44(B)(4) and (G). Tiano re-
guested an administrative hearing
on the matter, but entered into the
Consent Agreement before the hear-
ingwas held. The Final Order found
that Tiano had violated R.C.
1707.44(B)(4) and (G) and ordered
Tiano to cease and desist from fu-
ture violations of the Ohio Securi-
ties Act.

Victor E. Steinfels, 111

On March 29, 1996, the Divi-
sion issued Division Order No. 96-
051, a Final Order to Cease and
Desist to Victor E. Steinfels, 11, of
Dublin, Ohio. The Final Order fol-
lowed an administrative hearingon
the matter, which had been held on
September 7, 1995.

Atthe administrative hearing,
the Division presented evidence that
Steinfels had violated R.C.
1707.44(B)(4) by making false rep-
resentations of material facts in the
sale of alimited partnership unitin
Vesmont Partners Limited to Steven
A.Miller,an Ohioresident. Steinfels
presented evidence attempting to
show that the representations made
were not false and/or not material.
However, the Hearing Officer rec-
ommended that an order to cease
and desist should be issued against
Steinfels.

Subsequent to the issuance of
the Hearing Officer's report and
recommendation, Steinfels filed ob-
jectionsthereto, as permitted by R.C.
Chapter 119. Pursuant to R.C.
119.09, the Division considered the
hearing officer's recommendation,
the transcript of testimony, the evi-
dence and the objections. Uponsuch
consideration, the Division issued
its Final Order, ordering that
Steinfels cease and desist from the
acts and practices described in the
Hearing Officer’s report and rec-
ommendation which violate the Ohio
Securities Act.

Civil Cases

Owens, Director of
Commerce v. Interna-
tional Mortgage Com-
pany, Inc., Liberty Bell

Association, Inc.,
Theodore E. Mong and
Larry Druggan

On March 19, 1996, Judge
James O'Grady of the Franklin
County Court of Common Pleas en-

tered a permanent injunction in
Owens, Director of Commerce v. In-
ternational Mortgage Company,
Inc., Liberty Bell Association, Inc.,
Theodore E. Mong and Larry
Druggan, (No. 96 CVHO02-1535
Franklin Cty. C.P. March 19, 1996).
The entryenjoined defendant Mong,
of Newark, from offering shares of
defendant International Mortgage,
an Ohio corporation with a Dublin
address, to the holders of promis-
sory notes issued through Liberty
Bell, an Ohio corporation with a
Newark address, in exchange for
cancellation of the promissory notes.
Defendant Druggan, of Dublin, is
the president of International Mort-
gage. Judge O'Grady had issued a
temporary restrainingorderon Feb-
ruary 28, 1996.

As reported in Bulletin 95:4,
on October 12, 1995, the Division
issued to Mong and Liberty Bell
Division Order No. 95-081, a final
order confirming the Suspension of
the Right to Sell Securities in the
State of Ohio pursuant to R.C. sec-
tion 1707.13. The final order per-
manently suspended the unlicensed
sale of unregistered promissory
notes by Mong.

Subsequent to the final sus-
pension order, Mong sent letters to
the holders of the promissory notes
proposing the distribution of shares
of International Mortgage in ex-
change for the cancellation of the
promissory notes. It appeared to
the Division that the proposed ex-
change was an attempt to eliminate
the $1,400,000 debt Mong and Lib-
erty Bell owe to the promissory note
holders. Upon examination, the
Division determined that the pro-
posed transaction violated the Se-
curities Act because: (i) no registra-
tion or exemption filing had been
made, and no self-executing exemp-
tion was available; (ii) no disclo-
sures regarding International Mort-
gage had been made to the promis-
sory note holders; and (iii) the prom-
issory note holders were not in-
formed about the consequences of

Continued on page 17
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Danaher Corporation Files Form 041 for Control Bid for
Shares of Cleveland-based Acme-Cleveland Corporation

On March 7, 1996, Danaher
Corporation, a Delaware corpora-
tion with a principal place of busi-
ness inWashington, D.C., filed with
the Division a Form 041 to pursue a
control bid, or tender offer, for shares
of Acme-Cleveland Corporation, an
Ohio corporation with a principal
place of business in Pepper Pike,
Ohio. Acme-Clevelandisinthebusi-
ness of telecommunications, elec-
tronics and precision products. For
the fiscal year ending September
30, 1995, Acme-Cleveland had net
earningsof $42,503,000 on net sales
of $120,716,000. Danaher is in the
business of tools and components,
including the manufacture of Crafts-
man and Matco brand tools, as well
as process/environmental controls.
For thefiscal year ending December
31, 1994, Danaher had net income
of $81,650,000 on net revenues of
$1,288,684,000. Danaher formed a
wholly-owned subsidiary corpora-
tion, WEC Acquisition Corporation,
a Delaware corporation, to facili-
tate the takeover.

Danaher’s surprise offer of $27
cash per share represented
a premium of $7, or 35%, over Acme-
Cleveland's March 6, 1996, NYSE
closing price of $20 per share. How-
ever, the announcement caused
Acme-Cleveland'’s per share price to
rise to $30.125 at the close of the
market on March 7, 1996. Acme-
Cleveland shares have remained
around the $30 per share level.
Danaher'spershareprice, alsolisted
on the NYSE, remained unchanged
at $34.625 after announcement of
the control bid.

The Ohio Control Bid Statute,
R.C. 1707.041 et seq., prohibits a
“control bid” for any securities of a
“subject company” without the fil-
ing with the Division of the infor-
mation set out in R.C.
1707.041(A)(2). Because Acme-
Clevelandis a “subject company” as
defined in R.C. 1707.01(Y)(1),

Danaher was required to comply
with R.C. 1707.041. Consequently,
Danabher filed with the Division the
information required by
1707.041(A)(2) including copies of
all documents disclosing the terms
of the offer, the source and amount
of funds to be used in acquiring
securities, plans for changes to
Acme-Cleveland, and a complete
description of the offeror, including
financial statements and recent fil-
ings with the SEC.

Upon the filing of the Form
041, R.C. 1707.041(A)(3) provides
that the Division has three days to
review the materials submitted to
determine whether “the control bid
materials provided to
offerees...provide full disclosure...of
all material information concern-
ing the control bid.” R.C.
1707.041(A)(3) also states that the
Division may summarily suspend
the control bid if the materials do
not meet this standard. In this
instance, the Division did not sus-
pend the control bid.

As the plain language of R.C.
1707.041 makes clear, the purpose
of the Division’s review is not to
determine whether the offer is a
good deal, or even fair. Thesolerole
of the Division is to determine
whether there has been full disclo-
sure of all material information con-
cerning the control bid. Federal
courts have recognized that this type
of review is consistent with the Wil-
liams Act, which setsout the federal
standard for takeovers. See Cardiff
Acquisitions, Inc. v. Hatch, 751 F.
2d 906 (8th Cir. 1984).

In connection with the control
bid, Danaher filed in the U.S. Dis-
trict Courtfor the SouthernDistrict
of Ohio a complaint for restraining
order, preliminary and permanent
injunction and declaratory judg-
ment, attacking the constitutional-
ity of portions of both the Control
Bid Statute and the Ohio Control

Share Acquisition Act, R.C.
1701.831 et seq. At a status confer-
ence before Judge James L. Gra-
ham on March 7, 1996, counsel for
Danaher acknowledged that the at-
tack on the Control Bid Statute
would be moot if the Division failed
to suspend the control bid, which is
what happened in this case. How-
ever, theattack onthe Control Share
Act remained.

R.C. 1701.831 provides that a
“control share acquisition” of shares
of an “issuing public company” may
be made only with the prior autho-
rization of the shareholders of the
issuing public company at special
meeting of the shareholders called
for such purpose. The statute im-
poses a dual quorum requirement
for the special meeting: both a ma-
jority of the shares entitled to vote
in the election of directors and a
majority of "non-interested" shares
must be present in person or by
proxy. The statute similarly im-
poses a dual voting requirement:
the offer must be approved by a
majority of the voting shares and by
a majority of the voting non-"inter-
ested" shares.

Specifically, Danaher’'s com-
plaint attacks the constitutionality
of the definition of “interested
shares” set out in R.C.
1701.01(CC)(2), which primarily
encompasses shares acquired after
the announcement of the control
shareacquisition. Danaher claimed
that R.C. 1701.01(CC)(2) is pre-
empted by the Williams Act.
Danaher also argued that R.C.
1701.01(CC)(2) violates the com-
merce clause in that it prevents the
consummation of certain interstate
tender offers and imposes a burden
on interstate commerce that is not
justified by any purported local ben-
efit. Danaher argued that the issue
is controlled by the decision in
Luxottica Group S.p.A. v. United
States Shoe Corp., No. C2-95-244
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Danaher

Continued from page 16
(March 16, 1995 S.D. Ohio), where
Judge Graham held that R.C.
1701.01(CC)(2) was preempted by
the Williams Act.

In response, the State argued
that the Luxottica decision did not
control and that the Control Share
Actis notpreempted because, among
other reasons, Congress has not

expresslyindicated an intentto pre-
empt, compliance with both the
Williams Act and the Control Share
Act is not impossible and the Con-
trol Share Act does not frustrate the
purpose of the Williams Act. The
State further argued that the Con-
trol Share Act does not offend the
commerce clause because it does

not discriminate against interstate
commerce or subject activities to
conflicting state regulations, and
any incidental burden imposed is
rationally related the Control Share
Act’s legitimate purpose.

A hearing on Danaher’s com-
plaintbegan on April 9, 1996, before
Judge Graham in U.S. District
Court.

Section Reports
Continued from page 15

exchanging a debt instrument for
an equity instrument.

The permanent injunction en-
joins defendants from (i) offering,
selling or otherwise transferring
shares of International Mortgage in
violation of the Securities Act; (ii)
transferring to Mong and his affili-
ates any assets obtained through
the sale of shares of International
Mortgage; and (iii) destroying any
documents pertaining to Interna-
tional Mortgage securities.

Criminal Cases ————

Dublin Securities, Inc.

InJanuary and February 1996,
fivecriminal defendants were sen-
tenced inthe Franklin County Court
of Common Pleas for their respec-
tive roles in the Dublin Securities,
Inc., securities fraud scheme.

On January 16, 1996, former
Dublin Securities controller An-
thony Kohl was sentenced by Judge
Beverly Pfeiffer to two to fifteen
years incarceration. Kohl had
pleaded guilty to felony counts of
aggravated theft, aiding and abet-
ting aggravated theft and aiding
and abetting the sale of unregis-
tered securities in a plea arrange-
ment reached with the special pros-
ecutor before a Franklin County
Grand Jury handed down a 1,350

count indictment in April 1994. On
February 14,1996, Kohlwasgranted
shock probation after serving thirty
days of his sentence.

On February 9, 1996, former
chief financial officer David
Carmichael, who had pleaded guilty
to four felony counts of false repre-
sentations in the registration of se-
curities and was found guilty of con-
spiracy to engage in a pattern of
corrupt activity after pleading no
contest, was sentenced by Judge
William Ammer to five and one half
to fifteen years in prison and fined
$5,000. However, Judge Ammer
suspended thejail termand granted
Carmichael two years probation.

Also sentenced by Judge
Ammer on February 9, 1996, were
the three defendants who were con-
victed of multiple felonies after a
five month jury trial: Dwight Hurd,
Robert Hodge and XXX XXXXXX.
Hurd, a Columbus attorney who
served as legal counsel to Dublin
Securities and was convicted on one
count of engaging in a pattern of
corrupt activity and three counts of
false representations in the regis-
tration of securities, was sentenced
to five and one half to twenty-five
years incarceration and fined
$17,500. Hodge, the former general
sales manager of Dublin Securities
who was convicted on 103 counts
including engaging in a pattern of
corrupt activity, grand theft and
theft, was sentenced to five and one
half to twenty-five years incarcera-

tion and fined $10,000. XXXXXX,
who served as president of Dublin
Securities and was convicted on 45
counts including engaging in a pat-
tern of corrupt activity, grand theft,
theft and selling unregistered secu-
rities, was sentenced to five and one
half to twenty-five years incarcera-
tion and fined $10,000. However,
Judge Ammer suspended the jail
term and granted XXXXXX five
years probation.

The sentencings concluded the
trial court prosecution of the Dublin
Securities principals. The only de-
fendant not sentenced was Dublin
Securities founder and initial presi-
dent Clarence J. “Red” Eyerman,
who had been indicted on 327 felony
counts. Eyerman died in January
1995 after reaching a plea agree-
ment with the special prosecutor in
December 1994.

Descriptions of earlier stages
of the Dublin Securities case appear
in Bulletins 94:2, 94:4 and 95:4.

In addition, as reported in
Bulletin 95:1, five former Dublin
Securities salesmen were indicted
in March 1995 and are scheduled
for trial in the Franklin County
Court of Common Pleas.
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PUBLIC NOTICE

At 10:00 a.m. on June 3, 1996, the Ohio Division of Securities will hold a hearing regarding
proposed changes to rules of the Division. The hearing will be held in the offices of the Ohio
Division of Securities, 77 South High Street, 22nd Floor, Columbus, Ohio 43215.

The Division of Securities has proposed that the following rules be repealed:

Ohio Administrative Code rule 1301:6-1-02, Forms.

Ohio Administrative Code rule 1301:6-1-04, Inspection of Records.

The Division of Securities has also proposed that the following rule be amended:

Ohio Administrative Code rule 1301:6-3-09, Registration by qualification; amended to revise the

definition of liquidity for the purpose of determining permissible investments for Investment
Companies.

Copies of the rules proposed for repeal and the amendment to rule 1301:6-3-09 may be obtained
by contacting the Ohio Division of Securities, 77 South High Street, 22nd Floor, Columbus, Ohio
43215.

Comments to the Public Notice

The rules slated for repeal in accordance with the public notice are being eliminated pursuant to
Governor Voinovich’s mandate to reduce regulatory burdens imposed by state government.
Because O.A.C. rule 1301:6-1-02 and O.A.C. rule 1301:6-1-04 appear to have been initially intended
to reflect the statutory standards of the Division, they have been designated for repeal.

O.A.C. rule 1301:6-1-02, Forms, repeats a requirement that is stated throughout the Ohio Securities
Act; specifically, that filings made under the Ohio Securities Act shall be made on forms
designated by the Division. By repealing the rule, the Division intends to eliminate redundancy,
but not to change the filing standard. Filings made with the Division must still be made on forms
acceptable to the Division.

Similarly, the repeal of O.A.C. rule 1301:6-1-04, Inspection of Records, should not itself be seen as
a change in the Division’s policies regarding public records. The rule to be repealed had last been
amended in 1976 and there have been substantial changes in records technology and case law in
the intervening twenty years. Accordingly, the Ohio Securities Act, particularly R.C. section
1707.12, and Ohio case law should be the primary references for determining Division of Securities
standards for inspection of records.
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Registration Statistics

The table to the right sets out the 1707 1Q'96 YTD 1Q'95 YTD
number of registration filings received by '96 '95
the Division during thefirst quarter of 1996, .03(Q) 279 279 376 376
compared to the number received during the .03(W) 43 43 38 38
first quarter of 1995, as well as the number 0 0 0 0
of registration filings received by the Divi- .04
sion in 1996 year to date, compared to the 041 1 1 1 1
number received in 1995 year to date. .06(A)(1) 27 27 35 35

.06(A)(2) 7 7 12 12
.06(A)(3) 7 7 5 5
.06(A)(4) 4 4 6 6
.09 122 122 136 136
.091 981 981 844 844
.39 7 7 13 13
.391/.09 1 1 0 0
.391/.091 6 6 9 9
.391/.03(0) 6 6 119 119
.391/.03(Q) 40 40 48 48
.391/.03(W) 1 1 0 0
.391/.06(A)(1) 0 0 0 0
.391/.06(A)(2) 0 0 0 0
.391/.06(A)(3) 0 0 0 0
.391/.06(A)(4) 0 0 0 0
Totals 1,532 1,532 1,642 1,642

Licensing Statistics

The table below sets out the number of Salesmen and Dealers licensed by the Division at the end of the first
quarter of 1996, compared to the same quarter of 1995, as well as the number of Salesmen and Dealers licensed
by the Division at the end of the second, third, and fourth quarters of 1995, compared to the same quarters of 1994.

EndofQ2 EndofQ2 | EndofQ3 EndofQ3 | EndofQ4 Endof Q4 EndofQ1 EndofQl

1995 1994 1995 1994 1995 1994 1996 1995
Number of
Salesmen Licensed: 70,580 70,200 72,062 72,045 71,658 70,642 78,890 69,143
Number of
Dealers Licensed:

1,873 1,842 1,891 1,894 1,863 1,759 1,928 1,837
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Investor Education and Protection
Division Unveils Investor Education Video

On October 3, 1995, the Division of Securities held a press conference to introduce a new securities investor
education video titled “What Every Investor Needs to Know.” The 24-minute video and an accompanying color
brochure explain how individual investors can recognize fraudulent practices. It also teaches investors how to
prevent and resolve disputes with investment professionals.

The Division mailed approximately 200 copies of the video to cable television systems and main libraries
throughout the state. The Division also sent color posters to the libraries to be posted to announce the availability
of the video. The Investor Protection Trust, a non-profit organization providing customers with the facts they need
to be informed investors, supplied the videos and brochures.

Division Establishes 1-800-788-1194 as Investor Protection Hotline

On March 4, 1996, Director of Commerce Donna Owens introduced the Division of Securities’ Investor
Protection Hotline. The toll-free number, 1-800-788-1194, is designed for use by investors to protect themselves
fromsecuritiesfraud. Ingeneral, the hotline permits investors to check the licensing status and disciplinary history
of securities salespersons and securities dealers. An investor may also inquire as to whether a securities offering
is in compliance with the appropriate registration or exemptive provisions of the Ohio Securities Act.

Specifically, the hotline’s automated voice menu gives a caller four options. Under option 1, the caller receives
information about the Division’s complaint process and can request a formal complaint form. Under option 2, the
caller can inquire as to the status of acomplaint filed with the Division. Option 3 connects the caller to the Division’s
Licensing Section for inquiries as to the licensing status and disciplinary history of securities salespersons and
securities dealers. Finally, option 4 connects the caller to the Division’s Records Section to check whether a
registration or exemptive filing has been made on a particular securities offering.
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