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CONCLUSIONS OF LAW

I. BACKGROUND

A. Rule 204T1/204

1. Rule 2047T/204 require participants of a registered clearing agency to deliver
equity securities to a registered clearing agency when delivery is due; that is, by
settlement date. As relevant here, settlement date is generally three days after the
trade date (“T+3"). For short sales, if the participant does not deliver securities by T+3
and has a failure-to-deliver position at the clearing agency (also referred to as CNS
fails/failures to deliver), at market open on the morning of the settlement day following
the settlement date (“T+4”), it must take affirmative action to close-out the failure-to-
deliver position by purchasing or borrowing securities of like kind and quantity by no
later than the beginning of regular trading hours on T +4. For long sales, if the
participant has a failure-to-deliver position at the clearing agency (also referred to as
CNS fails/failures to deliver) at market open on the morning of the third day following the
settlement date (“T+6"), it must take affirmative action to close-out the failure-to-deliver
position by purchasing or borrowing securities of like kind and quantity by no later than
the beginning of regular trading hours on T+6.

s Stipulated Conclusion of Law 1.

II. THE DIVISION'S CLAIMS AGAINST RESPONDENT DELANEY

A. The Division brings its claims against Respondent Delaney under Sections 15(b)
and 21C of the Exchange Act of 1934

2. Section 15(b)(6) of the Exchange Act provides that, with respect to any
person who is associated with a broker or dealer, the Commission shall sanction such
person, if the Commission finds that such sanction is in the public interest and that such
person has committed any act enumerated in subparagraph (E) of paragraph (4) of
subsection 15(b). See 15 U.S.C. §780(b)(6)(A)(i).

3. Section 15(b)(4)(E) provides for sanctions against one who has willfully
aided, abetted, counseled, commanded, induced, or procured the violation by any other
person of any rules or regulations under the Exchange Act. See 15 U.S.C.
§780(b)(4)(E).

4. Section 21C of the Exchange Act provides that, if the Commission finds that
any person has violated any rule or regulation under the Exchange Act, the Commission
may publish its findings and enter an order requiring any person that was a cause of the
violation to cease and desist from causing any future violation of the same provision,
rule, or regulation. See 15 U.S.C. §78u-3(a).

5.  Rule 204T/204 is a rule under the Exchange Act. 17 C.F.R. §242.204.



6. With respect to PFSI’s violation of Rule 204 and Rule 204T, the Division is
not required to show either materiality or scienter. In the Matter of Optionsxpress, Inc.,
Rel. No. 490, 2013 WL 2471113 at *62 (June 7, 2013) (“Rule 204 and Rule 204T are
strict liability provisions and scienter is not required for a violation.”).

B. The Division has ¢tharged Respondent Delaney with causing PFSI’s violations of
Rule 204/204T.

7. To prove that Delaney caused PFSI’s violations, the Division must show
that: 1) PFSI violated Rule 204/204T; 2) an act or omission by Delaney contributed to
PFSI’s violation; and 3) Delaney knew, or should have known, that his conduct would
contribute to PFSI’s violation. In the Matter of Robert M. Fuller, Rel. No. 34-48406,
2003 WL 22016309 at *4 (Aug. 25, 2003) (“Section 21C of the Exchange Act authorizes
the Commission to order a person who was a cause of a violation, due to an act or
omission the person knew or should have known would contribute to such violation, to
cease and desist from committing or causing such violation and any future violation. To
issue such an order, we must find that: (1) a primary violation occurred, (2) there was an
act or omission by the respondent that was a cause of the violation, and (3) the
respondent knew, or should have known, that his conduct would contribute to the
violation.”); see also 15 U.S.C. §78u-3(a) (“If the Commission finds, after notice and
opportunity for hearing, that any person is violating, has violated, or is about to violate
any provision of this chapter, or any rule or regulation thereunder, the Commission may
publish its findings and enter an order requiring such person, and any other person that
is, was, or would be a cause of the violation, due to an act or omission the person knew
or should have known would contribute to such violation, to cease and desist from
committing or causing such violation and any future violation of the same provision, rule,
or regulation.”).

8. The Division need only show that Delaney was negligent to prove that he
caused PFSI’s violation. See KPMG Peat Marwick LLP, Rel. No. 34-43862, 2001 WL
47245, at *19 (Jan. 19, 2001) (*We hold today that negligence is sufficient to establish
“causing” liability under Exchange Act Section 21C(a), at least in cases in which a
person is alleged to “cause” a primary violation that does not require scienter.”).

C. The Division has charged Respondent Delaney with willfully aiding and abetting
PFSI's violations of Rule 204/204T.

9. Afinding of willfulness does not require an intent to violate the law, but
merely an intent to do the act which constitutes a violation. See, e.g., Wonsover v.
SEC, 205 F.3d 408, 413-15 (D.C. Cir. 2000) (“/n Gearhart & Otis, Inc. v. SEC, 348 F.2d
798 (D.C.Cir.1965), we rejected the argument ‘that specific intent to violate the law is an
essential element of the willfulness required to violate Section 15(b)’ and noted that the
argument ‘ha[d] been rejected by this court, by the Second Circuit, and by the
Commission.” 348 F.2d at 802-03. We further stated that [i]t has been uniformly held
that “willfully” in this context means intentionally committing the act which constitutes the
violation” and rejected the contention that ‘the actor [must] also be aware that he is
violating one of the Rules or Acts.” Id. at 803.").
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10. Negligent conduct meets the requirement of willfulness. See Matter of C.
James Padgett, Rel. No. 34-38423, 1997 WL 126716 at *7 & n. 34 (March 20, 1997)
(*Padgett and Graff argue that negligent conduct cannot support a finding of ‘willful’
conduct. Section 15(b) of the Exchange Act, under which this proceeding was brought,
requires a finding of a violation of the securities laws to be ‘willful.” The courts have long
held that willfulness here means no more than intentionally committing the act that
constitutes the violation. Tager v. SEC, 344 F.2d 5, 8 (2d Cir. 1965); Arthur Lipper Corp.
v. SEC, 547 F.2d at 180.7)

11. To prove that Delaney aided and abetted PFSI's violations, the Division
must show that: 1) PFSI violated Rule 204/204T; 2) Delaney substantially assisted
PFSI’s violation; and 3) Delaney knew of, or recklessly disregarded, the wrongdoing and
his role in furthering it. In the Matter of Eric J. Brown, et al., Rel. No. 34-66469, 2012
WL 625874 (February 27, 2012) (“To establish that a respondent aided and abetted a
books and records violation, we must find that (1) a violation of the books and records
provisions occurred; (2) the respondent substantially assisted the violation; and (3) the
respondent provided that assistance with the requisite scienter. The scienter
requirement for aiding-and-abetting liability in administrative proceedings may be
satisfied by evidence that the respondent knew of, or recklessly disregarded, the
wrongdoing and his or her role in furthering it.”).

12. The Division may show that Delaney substantially assisted PFSI’s violations
by demonstrating that he repeatedly disregarded red flags of suspicious activity and did
not report that activity to Yancey. See In The Matter Of Ronald S. Bloomfield, et al.,
Rel. No. 34-71632, 2014 WL 768828 at *17 (Feb. 27, 2014) (“Bloomfield and Martin
substantially assisted Leeb's violations by repeatedly disregarding red flags of
suspicious activity in the Uselton and Thimble accounts and not reporting that activity to
Leeb.”).

13. Recklessness may be found if Delaney encountered red flags or suspicious
events creating reasons for doubt that should have alerted him to the improper conduct
of the primary violator. Howard v. SEC, 376 F.3d 1136, 1143 (D.C. Cir. 2004)
(“Extreme recklessness’ - or as many courts of appeals put it, ‘severe recklessness’ -
may be found if the alleged aider and abettor encountered ‘red flags, or ‘suspicious
events creating reasons for doubt’ that should have alerted him to the improper conduct
of the primary violator, Graham, 222 F.3d at 1006; see also Wonsover v. SEC, 205
F.3d 408, 411 (D.C.Cir.2000), or if there was ‘a danger ... so obvious that the actor must
have been aware of the danger. Steadman, 967 F.2d at 641-42, quoting Sundstrand
Corp. v. Sun Chemical Corp., 553 F.2d 1033, 1045 (7th Cir.), cert. denied, 434 U.S.
875, 98 S.Ct. 225, 54 L.Ed.2d 155 (1977), see also Wonsover, 205 F.3d at 414.").

14. A finding that one willfully aids and abets a violation necessarily makes that
person a “cause” of those violations. Matter of Sharon M. Graham, Rel. No. 34-40727,
1998 WL 823072 at n. 35 (Nov. 30, 1998). (“Our finding that Graham willfully aided and
abetted Broumas' violations necessarily makes her a “cause” of those violations. See
Dominick & Dominick, Incorporated, 50 S.E.C. 571, 578 n.11 (1991). As noted above, to
conclude that a respondent aided and abetted another's violation, it must be found that
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the respondent acted with scienter. A respondent is a “cause” of another's violation if
the respondent “knew or should have known” that his or her act or omission would
contribute to such violation. Exchange Act Section 21C(a).”).

Ill. THE DIVISION'S FAILURE TO SUPERVISE CLAIMS AGAINST YANCEY

A.l The Division brings its claims against Respondent Yancey under Section 15(b) of
the Exchange Act

15. Section 15(b)(4)(E) provides for sanctions against one who has failed
reasonably to supervise, with a view to preventing violations of the rules and regulations
under the Exchange Act, another person who commits such a violation, if such other
person is subject to his supervision. See 15 U.S.C. §780(b)(4)(E).

16. Section 15(b)(4)(E) provides an affirmative defense to a failure to supervise
charge: That section provides that no person shall be deemed to have failed
reasonably to supervise any other person, if (i) there have been established procedures,
and a system for applying such procedures, which would reasonably be expected to
prevent and detect, insofar as practicable, any such violation by such other person, and
(i) such person has reasonably discharged the duties and obligations incumbent upon
him by reason of such procedures and system without reasonable cause to believe that
such procedures and system were not being complied with. See Matter of Michael
Bresner, Rel. No. 517, 2013 WL 5960690 at * 117 (Nov. 8, 2013) (“Section 15(b)(4)(E)
of the Exchange Act and Section 203(e)(6) of the Advisers Act provide an affirmative
defense: no person may be deemed to have failed to reasonably supervise if (1) there
have been established procedures, and a system for applying such procedures, to
prevent and detect any violation; and (2) the person has reasonably satisfied his duties
and obligations without reasonable cause to believe that the procedures and system
were not being followed.”); 15 U.S.C. §780(b)(4)(E).

17. The affirmative defense provided by Section 15(b)(4)(E) does not apply
where there are no “established procedures, or a system for applying those procedures,
which together reasonably could have been expected to detect and prevent the
violations.” Michael Bresner, 2013 WL 5960690 at * 116 (“This affirmative defense
does not apply where there are no ‘established procedures, or a system for applying
those procedures, which together reasonably could have been expected to detect and
prevent the violations.™) (citing John H. Guffreund, Rel. No. 34-31554, 1992 WL 362753
atn. 20 (Dec. 3, 1992)).

18. NASD Rule 3010 provides that a broker-dealer’s supervisory system shall
provide for the assignment of each registered person to an appropriately registered
representative(s) and/or principal(s) who shall be responsible for supervising that
person's activities. NASD Rule 3010(a)(5) (“Each member shall establish and maintain
a system to supervise the activities of each registered representative, registered
principal, and other associated person that is reasonably designed to achieve
compliance with applicable securities laws and regulations, and with applicable NASD
Rules. Final responsibility for proper supervision shall rest with the member. A
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member's supervisory system shall provide, at a minimum, for the following: ... (5) The
assignment of each registered person to an appropriately registered representative(s)
and/or principal(s) who shall be responsible for supervising that person's activities.”).

B. The Division has charged Respondent Yancey with failing to supervise Delaney
and Michael Johnson.

19. Proper supervision is the touchstone to ensuring that broker-dealer
operations comply with the securities laws and NASD rules. It is also a critical
component to ensuring investor protection. Matter of Dennis S. Kaminski, Rel. No. 34-
65347, 2011 WL 4336702 (September 16, 2011) (“Proper supervision is the touchstone
to ensuring that broker-dealer operations comply with the securities laws and NASD
rules. It is also a critical component to ensuring investor protection.”).

20. To prove that Yancey failed to supervise Delaney, the Division must show
that: 1) Yancey was a registered person; 2) Yancey failed to reasonably supervise
Delaney with a view to preventing violations of the securities laws; 3) Delaney was a
registered person; 4) Delaney was subject to Yancey's supervision; and 5) Delaney
committed such violation. See 15 U.S.C. §780o(b)(4)(E) (“The Commission, by order,
shall censure, place limitations on the activities, functions, or operations of, suspend for
a period not exceeding twelve months, or revoke the registration of any broker or dealer
if it finds, on the record after notice and opportunity for hearing, that such censure,
placing of limitations, suspension, or revocation is in the public interest and that such
broker or dealer, whether prior or subsequent to becoming such, or any person
associated with such broker or dealer, whether prior or subsequent to becoming so
associated-- ... has failed reasonably to supervise, with a view to preventing violations
of the provisions of such statutes, rules, and regulations, another person who commits
such a violation, if such other person is subject to his supervision.”).

21. To prove that Yancey failed to supervise Johnson, the Division must show
that: 1) Yancey was a registered person; 2) Yancey failed to reasonably supervise
Johnson with a view to preventing violations of the securities laws; 3) Johnson was a
registered person; 4) Johnson was subject to Yancey’s supervision; and 5) Johnson
committed such violation. See 15 U.S.C. §780(b)(4)(E) (“The Commission, by order,
shall censure, place limitations on the activities, functions, or operations of, suspend for
a period not exceeding twelve months, or revoke the registration of any broker or dealer
if it finds, on the record after notice and opportunity for hearing, that such censure,
placing of limitations, suspension, or revocation is in the public interest and that such
broker or dealer, whether prior or subsequent to becoming such, or any person
associated with such broker or dealer, whether prior or subsequent to becoming so
associated-- ... has failed reasonably to supervise, with a view to preventing violations
of the provisions of such statutes, rules, and regulations, another person who commits
such a violation, if such other person is subject to his supervision.”)

22. Neither scienter nor willfulness is an element of a failure to supervise
charge. Matter of Michael Bresner, Rel. No. 517, 2013 WL 5960690 at * 117 (Nov. 8,
2013) (“Neither scienter nor willfulness is an element of a failure-to-supervise charge,
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although scienter may be considered in evaluating the reasonableness of supervision.”)
(citing Clarence Z. Wurts, Rel. No. 34-43842, 2001 WL 32844 at * 8 (2001)).

23. To prove that Yancey failed to reasonably supervise Delaney, the Division
may show that Yancey ignored red flags. Matter of Banc of America Investment
~ Services, Inc. and Virginia Holliday, Release No. 34-60870, 2009 WL 3413048 *6
(October 22, 2009) (“Red flags and suggestions of irregularities demand inquiry as well
as adequate follow up and review. When indications of impropriety reach the attention
of those in authority, they must act decisively to detect and prevent violations of federal
securities laws.”). Particular vigilance in response to red flags is especially important in
large firms such as PFSI. See Wedbush Securities, Inc., Exch. Act Rel. No. 25504, 48
SEC 963, 967 (Mar. 24, 1988) (Commission opinion reviewing NASD disciplinary
action) (“In large organizations it is especially imperative that those in authority exercise
particular vigilance when indications of irregularity reach their attention”).

24. The Division may prove that Johnson was subject to Yancey’s supervision
by showing that Yancey was the CEO, who is ultimately responsible for supervision of
all registered employees. Matter of Johnny Clifton, Rel. No. 34-69982, 2013 WL
3487076 at *12 & n.81 (July 12, 2013) (“As the president of MPG Financial, and under
the firm's WSPs, Clifton was responsible for supervising Registered Representative No.
1.7).

25. The “facts and circumstances” or “Guifruend” test has never been applied to
relieve a CEQO of supervisory responsibility. See John H. Gutfreund, 1992 WL 362753;
Matter Of James J. Pasztor, Rel. No. 34-42008, 1999 WL 820621 at n. 27 (October 14,
1999) (“The Commission did not suggest in Gutfreund that there are circumstances
under which [line supervisors] might be relieved of their responsibility for associated
persons subject to their supervision.”); Matter Of Angelica Aguilera, 2013 WL 3936214,
*23 (July 31, 2013) (The “facts and circumstances” test ("Guffruend”) “related to the
Commission's discussion of liability regarding the chief legal counsel of the firm who the
Commission stated did not become a supervisor “solely” because of his position, as
opposed to the president of the firm, who the Commission stated “was responsible for
compliance with all of the requirements imposed on his firm, ...").

26. The CEO may delegate supervision of registered persons, but such
delegation must be clear, reasonable, and effective. See Application of Midas
Securities, LLC, Rel. No. 34-66200, 2012 WL 169138 at * 13 (Jan. 20, 2012) (effective
delegation of supervision requires clear vesting of supervisory responsibility; “Lee's
cited evidence does not refute his failure to effectively delegate supervision by clearly
vesting supervisory responsibility in Cantrell for Centeno's and Santohigashi's sales.”);
Application of Kirk A. Knapp, Rel. No. 34-30391, 1992 WL 40436 at * 4 Feb. 21, 1992)
(President who failed to make an effective delegation of authority retained his
responsibility for supervision; “The president of a brokerage firm is responsible for the
firm's compliance with all applicable requirements unless and until he reasonably
delegates a particular function to another person in the firm, and neither knows nor has
reason to know that such person is not properly performing his duties. We think it clear
that Seshadri never made a reasonable or effective delegation of authority to Skalski.
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Seshadri therefore retained his responsibility for supervising sales, a responsibility he
failed to shoulder.”).

27. ltis the burden of the CEO to prove that there has been clear, reasonable,
and effective delegation. SEC v. Yu, 231 F. Supp. 2d 16, 21 (D. D.C. 2002) (Defendant
must submit “reliable evidence” of delegation to another individual).

28. The “facts and circumstances” or “Gulifruend’ test has never been applied to
prove a delegation.

29. If there is confusion concerning delegation, the delegation is not clear,
reasonable, and effective, and the CEO of the broker dealer retains responsibility. See
Matter Of Koch Capital, Inc., Rel. No. 34-31652, 1992 WL 394580 at *5 (December 23,
1992) (“Applicants contend that Wolford was responsible for Kochcapital's compliance
with Rule 15¢2—-6. However, as President, Koch had the ultimate individual
responsibility for assuring that the firm's compliance procedures were adequate. Far
from discharging this obligation, the record shows that Koch took no responsibility for
compliance with Rule 15¢2-6, but rather created confusion as to who was responsible.
Koch testified that he was not responsible for compliance, and he was not sure whether
Wolford or Jones was responsible for compliance during the relevant period of time.
While Koch assertedly delegated to Wolford the duty to write the compliance
procedures, he knew that Wolford was inexperienced, and that the transition of day-to-
day compliance responsibilities from Wolford to Jones resulted in a state of confusion in
which no one assumed responsibility for compliance. In any event, Koch did nothing to
ensure that Wolford wrote the procedures, that the procedures that she wrote were
adequate, or that the firm implemented the procedures. To the contrary, as developed in
the hearing before the Board of Governors, Koch ignored Wolford's insistence that
Kochcapital adopt more extensive procedures to secure compliance, and refused even
to review her written drafts of such procedures.”) (emphasis added).

30. The Division may prove that Yancey failed to reasonably supervise Johnson
by showing that there was a supervisory vacuum resulting in violations of Rule
204T/204. See Matter Of The Application Of Bradford John Titus, Rel. No. 34-38029,
1996 WL 705335 (December 9, 1996) (“Titus contends that he should not be held
responsible for Dickinson's failure to fill the supervisory vacuum created by the
departure of Broker/Dealer Services. As discussed above, however, Titus failed to fulfill
his responsibilities as SROP and compliance director. We have previously rejected the
assertion that a firm's change in corporate structure or supervisory systems provides a
defense for abdicating obligations. As compliance officer, Titus was responsible for
enforcing adequate supervisory procedures. Yet, after Viggers left the Firm and
Broker/Dealer Services was disbanded, Titus did not approach senior management to
provide replacement supervision.”).



IV. THE REMEDIES SOUGHT BY THE DIVISION AGAINST RESPONDENTS

A. A cease-and-desist order against Delaney pursuant to Section 21C of the
Exchange Act.

31. Section 21C of the Exchange Act provides that, if the Commission finds that
any person has violated any rule or regulation under the Exchange Act, the Commission
may publish its findings and enter an order requiring any person that was a cause of the
violation to cease and desist from causing any future violation of the same provision,
rule, or regulation. See 15 U.S.C. §78u-3(a).

32. In deciding whether to issue a cease-and-desist order, the court must
consider whether there is a reasonable likelihood of future securities violations. KPMG
Peat Marwick LLP, Rel. No. 34-43862, 2001 WL 47245 at *26 (Jan. 19, 2001). In the
ordinary course, a past violation suffices to establish a risk of future violations. /d. The
showing necessary to demonstrate the likelihood of future violations is “significantly less
than that required for an injunction.” /d.

33. In deciding whether to issue a cease-and-desist order, the court may
consider several factors including the seriousness of the violation, the isolated or
recurrent nature of the violation, the respondent's state of mind, the sincerity of the
respondent's assurances against future violations, the respondent's recognition of the
wrongful nature of his or her conduct, the respondent's opportunity to commit future
violations, whether the violation is recent, the degree of harm to investors or the
marketplace resulting from the violation, and the remedial function to be served by the
cease-and-desist order in the context of any other sanctions being sought in the same
proceedings. KPMG Peat Marwick LLP, Rel. No. 34-43862, 2001 WL 47245 at *26
(Jan. 19, 2001). This inquiry is a flexible one and no one factor is dispositive. /d. ltis
undertaken not to determine whether there is a “reasonabile likelihood” of future
violations but to guide the court’s discretion. /d.

B. Bars from association against Delaney and Yancey pursuant to 15(b)(8) of the
Exchange Act.

34. Section 15(b)(6) of the Exchange Act provides that the Commission shall
censure, limit, suspend, or bar any associated person from being associated with a
broker, dealer, investment adviser, municipal securities dealer, municipal advisor,
transfer agent, or nationally recognized statistical rating organization, or from
participating in an offering of penny stock, if the Commission finds that such censure,
limitation, suspension, or bar is in the public interest. See 15 U.S.C. §780(b)(6)(A)(i).

35. The Dodd-Frank Wall Street Reform and Consumer Protection Act, enacted
on July 21, 2010, provided additional collateral bar sanctions to Exchange Act Section
15(b). Pub. L. No. 111-203, 124 Stat. 1376 (2010). In addition, the collateral bars
added by the Dodd-Frank Act may be imposed even if some of the violative conduct
pre-dated the Dodd-Frank Act because the bars are prospective remedies “whose



purpose is to protect the investing public from future harm.” Matter of John W Lawton,
Rel. No. 3513, 2012 WL 6208750 at *7 - 10 (Dec. 13, 2012).

36. In determining the public interest the Commission has considered the
following factors: the egregiousness of the respondent's actions, the isolated or
recurrent nature of the infraction, the degree of scienter involved, the sincerity of the
respondent's assurances against future violations, the respondent's recognition of the
wrongful nature of his or her conduct, the likelihood that the respondent's occupation will
present opportunities for future violations, the age of the violation, the degree of harm to
investors and the marketplace resulting from the violation, and, in conjunction with other
factors, the extent to which the sanction will have a deterrent effect. See Matter of Gary
M. Kornman, Rel. No. 34-59403, 2009 WL 367635 at * 6 (Feb. 13, 2009) (citing
Steadman v. SEC, 603 F.2d 1126, 1140 (5th Cir. 1979), aff'd on other grounds, 450
U.S. 91 (1981)); Matter of Ralph W. LeBlanc, Rel. No. 34-48254, 2003 WL 21755845 at
* 6 (July 30, 2003); Matter of Peter Siris, Rel. No. 34-71068, 2013 WL 6528874 at n.72
(Dec. 12, 2013).

37. The “inquiry into the appropriate sanction to protect the public interest is a
flexible one and no one factor is dispositive.” See Kornman, 2009 WL 367635 at * 6
(quoting Matter of David Henry Disraeli, Rel. No. 34-57027, 2007 WL 4481515 at * 15
(Dec. 21, 2007)).

38. The determination of what is in the public interest “extends ... to the public-
at-large,” “the welfare of investors as a class,” and “standards of conduct in the
securities business generally.” See Matter of Christopher A. Lowry, Rel. No. 1A-2052,
2002 WL 1997959 at * 6 (Aug. 30, 2002), affd, 340 F.3d 501 (8th Cir. 2003); Matter of
Arthur Lipper Corp., Rel. No. 34-11773, 1975 WL 163472 at * 15 (Oct. 24, 1975).

C. Civil penalties against each Respondent pursuant to 21B of the Exchange Act.

39. Section 21B(a)(2) of the Exchange Act provides that, in any proceeding
instituted under Section 21C, the Commission may impose a civil penalty if the
Commission finds that person is or was a cause of the violation of any rule or regulation
issued under the Exchange Act. 15 U.S.C. §78u-2(a)(2)(B).

40. Section 21B(a)(1) of the Exchange Act further provides that, in any
proceeding instituted under Section 15(b), the Commission may impose a civil penalty if
it finds that such penalty is in the public interest and that such person has willfully aided
and abetted a violation of the securities laws. 15 U.S.C. §78u-2(a)(1)(B).

41. Section 21B(a)(1) of the Exchange Act also provides that the Commission
may impose a civil penalty if it finds that such penalty is in the public interest and that
such person has failed reasonably to supervise, within the meaning of section
15(b)(4)(E), with a view to preventing violations of rules and regulations, another person
who commits such a violation, if such other person is subject to his supervision. 15
U.S.C. §78u-2(a)(1)(D). ’



42. In making the public interest determination required by Section 21B(a)(1) of
the Exchange Act, the Commission may consider (1) whether the act or omission for
which such penalty is assessed involved fraud, deceit, manipulation, or deliberate or
reckless disregard of a regulatory requirement; (2) the harm to other persons resulting
either directly or indirectly from such act or omission; (3) the extent to which any person
was unjustly enriched, taking into account any restitution made to persons injured by
such behavior; (4) whether such person previously has been found by the Commission,
another appropriate regulatory agency, or a self-regulatory organization to have violated
the Federal securities laws, State securities laws, or the rules of a self-regulatory
organization, has been enjoined by a court of competent jurisdiction from violations of
such laws or rules, or has been convicted by a court of competent jurisdiction of
violations of such laws or of any felony or misdemeanor described in section 15(b)(4)(B)
of this title; (5) the need to deter such person and other persons from committing such
acts or omissions; and (6) such other matters as justice may require. 15 U.S.C. §78u-
2(c).

43. Section 21B(b) establishes a three-tier penalty structure and provides that a
third-tier penalty is appropriate where (A) the act or omission involved a deliberate or
reckless disregard of a regulatory requirement; and (B) such act or omission directly or
indirectly created a significant risk of substantial losses to other persons. 15 U.S.C.
§78u-2(b)(3).

D. Disgorgement against each defendant pursuant to Exchange Act Section 21B.

44. Section 21B(e) of the Exchange Act provides that, in any proceeding in
which the a penalty may be imposed, disgorgement may also be ordered. 15 U.S.C.
§78u-2(e). '

45. Disgorgement is an equitable remedy that requires a violator to give up

wrongfully obtained profits causally related to the proven wrongdoing. See SEC v. First
City Fin. Corp., 890 F.2d 1215, 1230-32 (D.C. Cir. 1989).
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FINDINGS OF FACT

. BACKGROUND

A. The Securities and Exchange Commission

1. The primary mission of the Securities and Exchange Commission is
protection of investors.

e Poppalardo Testimony

Q What do you understand to be the mission of the Securities and Exchange
Commission?

The protection of investors.

Okay. And the --

And assisting the capital markets in public companies in raising money.
And ensuring the integrity of the capital markets?

Right.

>Oo>PrOor

(Hearing- Day 8, 2004:22-2005:7, Nov. 5, 2014)

Q And why is it important that the Securities and Exchange Commission protect
investors?

A Because that's -- you know, the -- our capital markets depend on it. If people don't
have faith in our capital markets, they won't participate. And if they feel like it's rigged,
they'll leave the market, and that's bad for the U.S. economy.

Q Okay. Andit's also true, isn't it, that people have their retirement invested in the
capital markets?

Sure.

And their nest eggs?

Sure.

And their kids' college education funds?

| don't have any of those things, so | don't know, but | guess.

But you know that investors have those things invested in the -- in the securities
markets, right?

A Yes.

OPO>POP

(Hearing- Day 8, 2005:18-2006:11, Nov. 5, 2014)

2. One of the ways the Commission protects investors is by implementing
rules and regulations. The purpose of those rules and regulations is to protect
investors.

¢ Poppalardo Testimony

Q But the first thing you said was protection of investors, right?
A Right.
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Q Okay. And how does the Securities and Exchange Commission do that?

A They do that through making rules that govern broker-dealer regulated entities and
by ensuring that those rules are carried out through their examination and inspection
program, and by bringing enforcement actions.

(Hearing- Day 8, 2005:8-2005:17, Nov. 5, 2014)

Q And so you said firms are -- are subject to thousands of regulations. Again, why is
that? Why are firms subject to all those regulations?

A It's -- there's a variety of very complex products that are offered, and there's a lot of
services that are offered, and there's just a lot of regulation needed around that to make
sure that those products are appropriate, they're offered in a way that the investor
understands what they're buying, and it's just -- it's a very complex industry.

Q And at the end of the day, the purpose of every single one of those regulations is to
protect investors; is that right?

A Correct.

(Hearing- Day 8, 2006:12-2006:25, Nov. 5, 2014)

3. Compliance with the securities laws is extremely important. Market integrity,
market structure, and investor protection depend on compliance with the securities
laws.

¢ Yancey Testimony

You would agree with me that compliance with the securities laws is extremely
important?

A  Yes, sir.

Q You would agree with me that market integrity depends on compliance with the
securities laws? _

A Yes, sir.

Q We can also agree that compliance with the securities laws is important for market
structure?

A  Yes, sir.

Q And that compliance with the securities laws is important for investor protection?
A  Yes, sir.

(Hearing- Day 3, 876:13-876:25, Oct. 29, 2014)

4. In the securities industry, a business must be operated within the guidelines
of the rules.

e Yancey Testimony

Q  And that is an important principle because, among other things, market integrity is
encompassed in operating your business within the guidelines of the rules, correct?

12



A Yes, sir.

Q It's also an important principle because investor protection is encompassed in
operating your business within the guidelines of the rules?

A Yes, sir.

Q And again, it's an important principle because market structure is encompassed in
| operating your business within the guidelines of the rules?

A Yes, sir.

Q Infact, we can agree that you can't build a sustainable business if you don't
operate within the guidelines of the rules? :

A Yes, sir.

(Hearing- Day 3, 877:6-877:22, Oct. 29, 2014)

5. Ifthere is a conflict between the securities laws and industry practice, the
securities laws trump.

e Yancey Testimony

Q Mr. Yancey, | believe we can also agree that if there's a conflict between, on the
one hand, industry practice, and on the other hand, the securities laws, you think the
securities laws trump?
A As a principle, yes.

(Hearing- Day 3, 877:1-877:5, Oct. 29, 2014)

Now, | think we agreed yesterday that if industry practice conflicts with securities laws,
the securities laws will trump. Do you agree?

A |would.

(Hearing- Day 4, 939:20-939:24, Oct. 30, 2014)

B. Penson Financial Services, Inc.

6. Penson Financial Services, Inc. (“PFSI”) was a North Carolina corporation
with a principal place of business in Dallas, Texas. It was a broker-dealer registered
with the Commission. From at least 2010 to 2012, PFSI was one of the largest clearing
firms in the United States as measured by the number of correspondent brokers for
which it cleared. PFSI was a wholly-owned subsidiary of SAl Holdings, Inc., which in
turn was a wholly-owned subsidiary of Penson Worldwide, Inc. (“PWI"). PFSl filed a
Form BDW, which was effective in October 2012, and then declared bankruptcy in
January 2013,

e Stipulated Finding of Fact 3

7. PFSI operated under a parent company, Penson Worldwide, inc. (“PWI’;).

13




¢ Stipulated Finding of Fact 3

¢ Yancey Testimony

Q Let's go back to Penson Financial. You held the title of CEO; is that correct? A
Yes, | did.

Q To whom did you report?

A To Phil Pendergraft.

Q What was his role?

A Phil Pendergraft was the CEO of what we call the parent organization, PWI, which
was Penson Worldwide, Inc.

| (Hearing- Day 7, 1817:19-1818:2, Nov. 4, 2014)

8. During the relevant time period, PWI was a public company; it had a number
of subsidiaries, including: PFSI; Penson Financial Services, London; Penson Financial
Services, Canada; and Nexus Technologies.

¢ Stipulated Finding of Fact 103

C. PFSI| Departments and Employees and Other Individuals

9. Yancey, 58, of Colleyville, Texas, was the President and CEO of Penson
from at least October 2008 through February 2012. Yancey is currently a Managing
Director at a registered broker-dealer. Yancey holds Series 7, 24, 55, and 63 licenses.

e Stipulated Finding of Fact 2

10. Delaney, 45, of Colleyville, Texas, was the CCO at Penson from at least
October 2008 through April 2011. Delaney currently works in compliance at a registered
broker-dealer. He holds Series 4, 7, 24, 27, 53, and 63 licenses.

e Stipulated Finding of Fact 1

11. Michael Johnson, the Senior Vice President of Stock Loan, was an
associated person of PFSI. He had primary authority and responsibility within Stock
L.oan for its operational practices. Johnson knew that Rule 204T(a)/204(a) required
PFSI to close-out CNS failures to deliver for long sales, including long sales of loaned
securities, by market open T+6. From October 2008 through November 2011, the
Johnson knew PFS! was at times violating Rule 204T(a)/204(a) in connection with long
sales of loaned securities.

¢ Stipulated Finding of Fact 41

12. Mike Johnson was charged by the Commission for willfully aiding and
abetting the Rule 204 violations at issue in this matter, and settled his case on a neither
admit nor deny basis.

14



o Stipulated Finding of Fact 104

13. Johnson was a hostile witness toward the Division; he believes he was
mistreated during the charging and settlement process, and continues to believe this
matter is nothing but a “witch hunt.”

e Johnson Testimony

| Q@ Okay. My last question, Mr. Johnson: Did you settle with the SEC in or about

March of this year?

A Yes.

1 Q Do you think you were treated fairly in that process?

A No. :

| Q  Why not?

A Based on FINRA's finding with Merrill Lynch Pro yesterday that came out. And
they got a 6 million fine for numerous violations from 2008 forward. They didn't name
people. | think this whole thing has been a witch hunt, and none of us -- | only settled
because my wife and | are both ill. And | disagree with the whole thing.

(Hearing- Day 2, 562:24-563:11, Oct. 28, 2014)

14. Rudy De La Sierra began working at PFSI in March 2000. He joined the
Stock Loan department in June 2000. He became Vice President of Stock Loan in
approximately 2006. He was involved in all functions of the department.
e Stipulated Finding of Fact 105

e De La Sierra Testimony

Okay. What did you do at Stock Loan at Penson?
What was my role there?

Yes, sir.
When | -- when | started there, it was all functions. We were operations, including

recalls, handling rate changes, some sales lending, the box, our inventory, and
borrowing securities as well and also short sale locates.

Q So you did all the functions in Stock Lending?

A Yes.

>O0>P0

(Hearing- Day 1, 203:8-204:15, Oct. 27, 2014)

15. De La Sierra has entered into a cooperation agreement with the
Commission, which requires him to testify truthfully in this proceeding.

¢ De La Sierra Testimony

Q ... Did you enter into a cooperation agreement with the SEC in connection with this
matter?

15



{ A ldid.
Q And are you aware that that agreement requires you to tell the fruth in your

testimony?

A lam.

Q s that what you've done today?
A ltis.

(Hearing- Day 1, 248:14-248:23, Oct. 27, 2014)

16. Lindsey Wetzig began working at PFSI out of college in March 2000. In
2004, he joined the Stock Loan group. In approximately 2006 or 2007, he was promoted
to Operations Manager of the Stock Loan group.

e Stipulated Finding of Fact 106

17. Wetzig was charged by the Commission for his role in the Rule 204
violations at issue in this matter, and settled his case.

¢ Wetzig Testimony

Q You settled with the Division, in this matter, didn't you?
A Thatis correct.

(Hearing- Day 2, 403:15-403:17, Oct. 28, 2014)

18. Eric Alaniz was a PFSI compliance department employee from 2009
through 2011. One of Alaniz’ responsibilities was to conduct 3012 testing.

e Alaniz Testimony

Q Okay. Mr. Alaniz, at some point in time were you employed at Penson Financial
Services, Inc.?

Yes.

Q And when was that?

A My employment began the summer of 2008. | believe it was June or July.

Q Okay. And how long were you employed at Penson Financial Services, Inc.?
A
Q

>

I believe the summer of 2012, and it was around the same time 20 -- June or July.
Okay. If I say "PFSI," do you understand that to mean Penson Financial

‘Services, Inc.?

A  Yes.

Q And when you were at PFSI, what did you do?

A | conducted the 3012 testing, the 3130 CEO certification, answered general

questions, e-mails that came from our correspondents.

Q Okay. Did you reside in a particular department?

A Compliance, yes.

(Hearing- Day 3, 702:19-703:13, Oct. 29, 2014)
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19. Holly Hasty was a PFSI compliance department employee.

e Hasty Testimony

Q Okay. So walk me through, what were your different roles and responsibilities
while at Penson?

A So when | originally | came to Penson, | was hired in as the director of | -- believe
it was transactional compliance -- regulatory or transactional compliance, and the idea
initially was that | was going to handle our regulatory response team and also work
with the trading units on a relatively new program that Penson had instituted, which
was their direct market access and their sponsored access program.

Q If you recall, and maybe you said this and | missed it, what was your title when
you were hired?

A | was originally director -- | believe it was transactional compliance. | believe at
that time it was also co-chief compliance officer.

Q Okay. When did you become the co-chief compliance officer?

A That was part of my original title. It was very long, if | recall correctly. It sort of
morphed over time.

| (Hearing- Day 7, 1697:6-1697:25, Nov. 4, 2014)

20. Kim Miller was a PFSI compliance department employee from 2000 until
2012. One of Kim Miller's responsibilities was to provide information in response to
requests from regulators and other outside sources.
o Stipulated Finding of Fact 10
21. Phil Pendergraft was one of the creators of Penson.

¢ Pendergraft Testimony

Q Okay. And did you have a role in the creation of Penson, the changing of the
name and the creation of the broker-dealer at that time? A Yes, ma'am. Q
And whatwas that? A Well, Dan Son and | viewed ourselves as partners,
although Dan was the one who purchased the broker-dealer. And so we were the first
two employees of Penson.  Q Okay. How was the name "Penson” created? A
Penson is an amalgamation of my name and Daniel Son's name, it's "Pen" and "Son."

(Hearing- Day 6, 1456:4-1456:15, Nov. 3, 2014)

22. From 2008 to 2011, Pendergraft was chief executive officer and a member
of the board of directors of PWI.

¢ Pendergraft Testimony

Q Okay. Let's talk about from 2008 to 2011. What was your role at PWI during that
time period?
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A | would have been the chief executlve officer and a member of the board of
directors of PWI.

(Hearing- Day 6, 1459:13-1459:16, Nov. 3, 2014)

23. During the Division’s investigation of this matter, Yancey encouraged the
Division to take testimony from Pendergraft in order to properly understand the
supervisory structure over Johnson and Stock Loan.

e Ex 229at10

The staff’s faihwre to speak with Mr. Pendergraft and Mr. Kenny, the mdividuals with
direct oversight for Stock Loan and Operations and the tndividuals who knew and discussed Rule
204 violations, lacks prudence and logic. If is a2 chasm in the investigation that allows the staff to
ignore Mr. Yancey's separation fron: these departments and from the Reg SHO concems. It also
ilfustrates the staff"s baseless rush fo pudgment regarding Mr. Yancey. _

o Ex 230at16

Boecause the staff is conducting further investigation and taking additional testimony from
Mt. Delaney, we believe it is prudent and important for the staff to seck information from Mr.
Kenny and Mr. Pendergraft before reaching a conclusion on the investigation. A failure to do so
is unfuir to both the Commission and to Mr. Yancey, who are deprived of the full scope of
information regarding the reportmg structuring of the Stack Loan department and discussioss of
Reg SHO concerns.

¢ Yancey Testimony

Q Do you recall, in these Wells submissions, encouraging the staff of the Division to .
talk to Phil Pendergraft?

A After conferring with Counsel.

Q And please don't tell me what you and your counsel dlscussed but again --

A | did encourage that -- Mr. Pendergraft's testimony, yes.

(Hearing- Day 4, 990:10-990:17, Oct. 30, 2014)

24. Bart McCain began working at PFSI in 2006. He was PFSI’s chief
administrative officer, and also served as PFSI’s chief financial officer for a time.
McCain also served as the PWI interim treasurer in 2011 and interim chief financial
officer in 2012.

¢ Stipulated Finding of Fact 108

25. Yancey was instrumental in securing every job McCain had in the securities
industry, including hiring McCain to work at PFSI.
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o McCain Testimony

Q Infact, your first job in the securities industry was at Southwest Securities; is that

right?
| A Yes.
Q And Bill Yancey hired you?
| A Yes. '
Q And then you went to Automated Trading Desk? Do | have that right?
A Yes.
Q And | think you said to Ms. Addleman earlier Mr. Yancey made the introduction
between you and the CFO of Automated Trading Desk; is that right?
A Yes.
Q You left Automated Trading Desks to go to Penson; is that right?
A ldid.
Q And Mr. Yancey had left ATD before you, right?
A Yes.
Q And when you were at ATD -- well, let me take a step back.

Mr. Yancey then reached out to you about coming to Penson, right?
A He did about a year after he left.

Q About a year after he left.

And at that time, you were having a lot of success at ATD, right?

| was.

It was a great firm, doing well; you weren't being asked to leave, right?
Right.

You didn't have any pressure to leave ATD?

No.

There was no discussion of leaving ATD?

No.

>OororOor

(Hearing- Day 9, 2235:22-2237:5, Nov. 6, 2014)

26. McCain and Yancey have a close personal and professional relationship.
McCain considers Yancey his dearest friend, and feels indebted to Yancey for, among
other things, the bonus payments he received while at PFSI.

¢ McCain Testimony

Q Did you ever address Mr. Yancey as your dearest friend?

A I'msure | have.

Q Infact, is it fair to say there were times in your career at Penson that Mr. Yancey
was the only one you could talk to without filtering your thoughts?

A Outside of my wife, yes.

Q Did you and Mr. Yancey ever exchange birthday gifts?

A Yes.
Q Do you recall giving him a set of picture frames as a reminder of a trip to Pebble

Beach that you and Mr. Yancey took?
A Yes.
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(Hearing- Day 9, 2238:1-2238:14, Nov. 6, 2014)

Q You were thankful to Mr. Yancey for your bonuses; is that fair?
A Of course.

(Hearing- Day 9, 2238:25-2239:2, Nov. 6, 2014)

Mr. McCain, it's fair to say you and Mr. Yancey are close professionally?
A Yes.

Q You're close personally?

A Yes.

(Hearing- Day 9, 2240:2-2240:6, Nov. 6, 2014)

o Ex 276

To: BH Yancevli , ¢
. B MWBYmey@PEMsm COM]

Sant; Sat 371272011 3:33:23 PM

mphriance: Nommal
Subject Thank youl
;&fiﬂiam,

never thanked you for my bonus, both cash and equity. As always, Bl | so apprec
all that you do for me, and this is no exception. 'm so thankful for the déy;saata fgf:edate
invited me to join c¥°u at SWST, bttzt more thankful for the day we met. I'm a batter
person because of you, as you set an extraordinarily h h standar ulate
you, my friend, for afl that you do for me. yhe rd to em - Thank

;hﬁe you had a great week at Wharton, and that | (or anyone else) intruded on it too

Bart

27. In contrast to his loyalty to Yancey, McCain was hostile toward Pendergraft.

¢ McCain Testimony

A Phil, | believe, was a -- until, say, 2012, just before the Apex transaction, | believe
Phil to be a very honorable person, but in retrospect, the way the transition from -- or
the transition of me into the CFO role and the way that occurred, and his departure
within six to eight weeks after that, | felt like he fled the company when it was just,
frankly, teetering. He made representations to me that my role would be interim. He
made representations that we were going to survive after the Apex transaction. And
neither of those were true. Very disappointed. He left me holding the bag, frankly.
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(Hearing- Day 9, 2177:8-2177:19, Nov. 6, 2014)

A So | felt like, as | mentioned a while ago, that Phil left me, you know, holding the
bag on the whole problem, the whole mess.

(Hearing- Day 9, 2215:5-2215:7, Nov. 6, 2014)

Q Now, you said earlier with Ms. Addleman, and | think you repeated it earlier with
| me, that you felt that Phil Pendergraft -- | think your word for it -- left you holding the
bag. Is that fair?

A Yes.
Q You don't feel that way about Mr. Yancey, right?
A Notatall.

Q Mr. Yancey, | think you described earlier as a good friend, right?
A Yes.

(Hearing- Day 9, 2235:11-2235:21, Nov. 6, 2014)

28. Brian Gover began working at PFSI in April, 2007. Over time he managed
several departments, including the buy-ins department. In April 2012, Gover moved into
the compliance department at PFSI. He is currently the Chief Compliance Officer of
Apex Clearing.

« Stipulated Finding of Fact 109

29. Summer Poldrack and Angel Shofner were PFSI employees in the Buy-ins
department during the relevant time period.

¢ Stipulated Finding of Fact 110
D. Settlement

30. The Depository Trust and Clearing Corporation (“DTCC”) operates the
National Securities Clearing Corporation (*“NSCC"), a clearing agency registered with
the Commission that clears and settles the majority of United States transactions in
equities. When NSCC members purchase or sell securities on the exchanges, the
exchanges send the trade information to the NSCC. NSCC operates the Continuous
Net Settlement (“CNS”). NSCC member clearing firms receive reports that, as of at
least close of business T+1, notify the firms of transactions scheduled to clear and settle
by close of business T+3. CNS also sends reports to the firms listing net fails to deliver
in each security as of T+3.

o Stipulated Finding of Fact 5.

31. If a trade fails to settle, there are consequences to the buyer of the shares,
and to the market more generally. For example, the buyer does not receive certain
rights that come along with owning shares.
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e Harris Testimony

Q Now, in -- the next point that | think is a highlight of your report, you note that
settlement failures are problematic. What are you intending to convey here?

A Well, a settlement failure is what happens when a contract fails to settle; the
contract being the trade arranged between the buyer and the seller. And the standard,
or what they call "normal way settlement," provides that the trade will typically settle
three settlement days after the trade is done.

And when the trade doesn't settle, the buyer doesn't receive shares, and the shares
have a number of rights that the buyer does not have.

And then finally, I'll note that if a trade fails to settle, when you no longer own the
security, you effectively own a forward contract in which -- it's undated, in which you
have the right to receive a security, but the -- but you can't -- you don't even yet have it.
And the problem is that forward contracts put you in a position where you have
counter-party risk. The people who are supposed to deliver that security to you are
obligated to do so, but if they go bankrupt, you may not receive the security. That can
be quite problematic for the individual who wants to receive the security, or the
institution.

Q Professor Harris, you've been talking there about sort of individual consequences -

1A Yes.

Q --ifyou don't settle. Are there systemic consequences?

A Yes, there are. When securities don't settle, generally, people lose confidence in
the markets. After all, we live in a system of law where we expect contracts to settle,
and when they don't settle, that's a problem. But more specifically, the -- when
securities don't settle, you get -- you get a systemic risk. In the event of the bankruptcy
of a broker-dealer, unraveling the failures can be quite difficult and can cause some
very serious financial problems. ...

So we have a strong public policy interest in trying to ensure that -- that these broker-
dealers aren't entangled with each other because they failed to settle one against the
other or another against the one. So we want to get these things settled as quickly as
possible to remove systemic risk....

(Hearing- Day 4, 1005:13-1008:21, Oct. 30, 2014)

¢ Sirri Testimony

Q Now, Professor Sirri, you have written about the harmful effects on markets of
failing to deliver securities, haven't you?

A | have written an article about the regulatory politics of short selling, and there were
issues about that in that article.

(Hearing- Day 6, 1677:7-1677:12, Nov. 3, 2014)

Q The Commission was concermned about the harmful effects on the markets of
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failing to deliver securities. Failing to deliver a share converts ownership of a security
into a forward contract, causing the buyer (or a clearing agency) to be exposed to the

{ credit risk of the seller. It can also create problems with respect to the voting of shares
as a buyer might not be in possession of the security at the required time and thus

{ would lose the ability to vote.”

Those were your words in this article, correct?

A Correct.

(Hearing- Day 6, 1678:17-1679:3, Nov. 3, 2014)

e Ex 260at2, 9.

REGULATORY POLITICS AND SHORT SELLING

Erik R. Sirri®

“selling short without borrowing the security to make dejivery.” The
Commission was concerned about the barmful effects on the markets of failing
todeliver securities. Failing to deliver a share converts ownership of a security
into a forward contract, causing the buyer (or a clearing agency) io be exposed
to the credit risk of the seller. It can also create problems with respect to the
voting of shares as a buyer might not be in possession of the security at the
reguired time and thus would Iose the ability to vote, Over the years, the SEC

E. Rule 2047/204

i. Backaground of the Rule

32. Rule 204T/204 was adopted to, among other things, address prolonged
failures to deliver. Rule 204T became effective on September 18, 2008 and Rule 204
became effective on July 31, 2009.

¢ Stipulated Finding of Fact 4

ii. PFSI Violated Rule 204T/204

33. Atall relevant times, PFSl was a clearing firm, i.e., a participant of a
registered clearing agency and a member of NSCC. As a clearing firm, PFSI had
obligations under Rule 204(a) to close-out CNS failures to deliver resulting from long
sales no later than market open T+6.

o Stipulated Finding of Fact 6

34. No PWI entity other than PFSI had close-out obligations under Rule 204.
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o Stipulated Finding of Fact 111

35. From October 2008 until November 2011, PFSI failed to close-out CNS -
failures to deliver resulting from long sales of loaned securities by market open T+6.
The relevant long sales originated with securities held in customer margin accounts.
Under the Commission’s customer protection rule, PFSI is permitted, subject to certain
conditions and limitations, to re-hypothecate margin securities to third parties. PFSI re-
hypothecated margin securities according to the terms of the Master Securities Lending
Agreement (*MSLA") developed by the Securities Industry and Financial Markets
Association (“SIFMA”).

« Stipulated Finding of Fact 7

36. When a margin customer sold the hypothecated securities that were out on
loan, PFSI issued account-level recalls to the borrowers on T+3, i.e., three business
days after execution of the margin customer’s sale order. When the borrowers did not
return the shares by the close of business T+3, and PFSI did not otherwise have
enough shares of the relevant security to meet its CNS delivery obligations, PFSI
incurred a CNS failure to deliver.

e Stipulated Finding of Fact 8

37. It was Stock Loan’s obligation to close-out CNS fails arising from long sales
of loaned securities.

e Gover Testimony

Q- And then if the fail arose from -- because of a long sale of a loaned security, that
was Stock Loan's obligation, correct?
A Thatis correct.

(Hearing- Day 1, 173:3-173:6, Oct. 27, 2014)

Q Buy-ins had its close -- close-out procedures for customer loans and customer
short sales, correct?

A That's correct.

Q And Stock Loan had its procedures for fails arising from long sales of loaned
security, correct?

A Correct.

(Hearing- Day 1, 173:16-173:21, Oct. 27, 2014)

¢ De La Sierra Testimony

Q And again, just to make sure we've got the process right, if there were buy-in
responsibilities for customer short sales, this group handled that?
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A The buy-ins operations group.

Q And if there were buy-in responsibilities with respect to a fail related to a long sale
of loaned securities, who handled that?

A Stock Loan buy-ins.

(Hearing- Day 1, 235:5-235:12, Oct. 27, 2014)

o Wetzig Testimony

Q Sol wantto turn from the process of closing out customer short sales on T4 to the
process of closing out long sales only T6. Describe that process. What, if any, role did
Stock Lending play for closeouts on T+6.

A So if we still had an obligation at the end of the day, T6, we would let the broker-
dealer know that -- who we were lending the shares to, that we would buy them in.

Q And was that something the Stock Lending group did or the buy-ins group did?

A We would write up a ticket, the Stock Loan department would, and we would
deliver that to the trade desk.

(Hearing- Day 2, 364:4-364:16, Oct. 28, 2014)

38. By contrast, PFSI's Buy-ins department had the responsibility to close-out
CNS fails caused by customers by buying in the shares owed, e.g., customer short
sales. The cost of the buy-in, and the attendant market risk, was borne by the customer
or broker causing the fail.

¢ Gover Testimony

Q Okay. What did buy-ins do at PW- -- PFSI?

A Well, we certainly handled the Reg SHO buy-ins, and we can, | imagine, talk about
that. We also handled broker-to-broker buy-ins. So if we had trades that were not
selling perhaps through CNS, that they were selling just DTC trade for trade, if we were
failing to receive from a party, we -- we could issue a -- a buy-in. If we were failing to
deliver on a position and another firm issued us a buy-in, we would look at it and either
-- retrans is the industry jargon -- we were retransmitting the buy-in to the party that
owes you the shares, or, you know, if it was due to a failure on our part, we would -- we
would handle those buy-ins. | mean, if we were being bought in, notified we were
being bought in, making sure we were ascribing the buy-in costs correctly to the party
that caused it.

Q Okay. What do you mean by "buy-in"?

A You're going to market and you are buying shares at the market. So let's go back
to the trade settlement. And you have a contractual agreement or your customer has a
contractual agreement to sell -- sell 100 shares of IBM and deliver them for X amount
of money. If the party thatis not -- that is due to receive those 100 shares of IBM
doesn't receive them, they -- they have some recourse which -- to prevent them from
having undue financial risk and they can -- they can buy itin. They can go and say,
hey, the broker was supposed to deliver this to me. He didn't deliver it. | need to have
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the shares because | have to deliver them to somebody else. I'm notifying you, I'm
buying you in at the market. And they go buy the shares that you were supposed to

| deliver to them. So now they've -- they've fulfilled their obligation that they can -- they
had to buy the shares so they can make forward delivery or to give them to your
customer who they're owed. The party that should have delivered them to them now
has market risk because now they've got shares that they -- they don't need to deliver

| them anymore. That -- that receiving firm no longer needs them because they bought

| in. So that's -- that's the core of it. You are -- generally with buy-ins, it's -- you're -- you
are -- it's a very risk manage- -- it's a risk-management-centered function.

Q And who bears the cost of that buy-in?

A In general terms, whoever caused it.

Q Okay. Whoever caused what?

A The buy-in. So, you know, if — if you have a customer that caused a buy-in, there's
a whole bunch of different kinds of -- you know, different types of trades. But let's say
that they have a physical certificate, and they go to deliver the shares to the transfer
agent, who is then going to re-register them into the street name for Penson, and they
sell the shares. But if you don't have the shares to deliver and they sold them before
they were cleared through the agent, and we get bought in, or we get notified that
we're going to be bought in, we're going to pass those costs back to the customer.

If it's another broker that's failing to deliver to us and -- and Penson is buying in, we're -
- we're putting that cost back to that broker who is failing to deliver to us. Ifit's Penson
that is being bought in or should have been bought in, generally Penson is going to
have the market risk and the cost on it. So it's whichever party is causing the buy-in is
the one that is going to bear the market risk and the cost.

(Hearing- Day 1, 87:13-90:3, Oct. 27, 2014)

e \Welzig Testimony

Q I'wantto talk about who, at Penson, had the responsibilities to deal with those
various things. So let's start with customer short sales. What was the process at
Penson for closing out a customer short sale by market open T+4? A Sowe
would get in on T+4 at around 6:00 in the morning, and we would receive a list, the
potential 204 customer closeouts, and we would try to go borrow those items before
the market opened.

Q And when you say "we," who's the we in that sentence?

A Rudy would try to borrow the items, initially, and Dawnia would forward the items to
me, and | would try it as well.

Q So that -- you're talking about people in Stock Lending?

A Correct.

Q Okay. So on the morning of T+4, after Stock Lending had tried to borrow to cover
the customer shorts, were you successful in covering some of the shorts? A We
were successful in covering most of the shorts.

Q Okay. Soif Stock Lending couldn't borrow to cover a customer short, what
happened next?

A We would send the list back down to the buy-in department. And then they would
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receive that list and send me instfructions, to the trade desk, to close-out the customer
short sales.

What did buy-ins then do with the list?

They would send those securities to the trade desk for execution.
And "execution" means -- means what?

They would buy the customer's short sale.

So that was handled by the buy-ins group?

Correct.

>OPOPO:

(Hearing- Day 2, 361:24-364:3, Oct. 28, 2014)

o De La Sierra Testimony

Q And let's -- let's talk about those two processes. So on T3, if you queried and
determined it was the result of a short sale, what did Stock Lending do?
A We would put our list together and start borrowing --
Q Who was the borrower?
A There was a lot of those as well. So part of that was what it put -- the Dawnia
Robertson reviews is loaded up into LoanNet to try to automate some of these
borrows. _ '
Q So when there's a fail due to a short sale on T3, Stock Lending tries to borrow to
cover that fail?
A That s correct.
Q What about on T4? Does Stock Lending do anything on T47
A If the customer requested us to borrow it, we would attempt to borrow it in the
morning of T4 before the opening.
Q And if Stock Lending couldn't borrow on the morning of T4 before the open, what
would Stock Lending do?
A We'd notify the buy-ins group.

(Hearing- Day 1, 230:21-231:18, Oct. 27, 2014)

39. PFSI violated Rule 204T/204 at least 1500 times during the time period
relevant to this case. ‘

e Stipulated Finding of Fact 49

40. PFSl violated Rule 204T/204’s requirement to close-out at market-open T+6
approximately 2-10 times each frading day.

¢ De La Sierra Testimony

Q Mr. De La Sierra, how frequently was Stock Lending buying in on the afternoon of
T+67?

A It would have been daily.

Q And do you recall how many instances each day?
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A It could be -- it would vary. A couple to, you know, a few.

(Hearing- Day 1, 227:22-228:2, Oct. 27, 2014)

e Wetzig Testimony

Q. On average, how many times during the week were you buying someone in, at the
end of the day, on T+67?

A | would say, on average, two to three times a day we bought somebody in. Q
Two to three times a day?

A Correct.

Q Allright. Now, if | understood you right, that would only happen if the obligation --
excuse me -- if the deficit still existed at the end of the day on T+6; is that right?

A Thatis correct.

Q Are there times where that deficit could have cleaned up during the day on T+6?
A Thatis correct. ' :

Q Do you have a sense of -- so we talked about at the end of the day, there were two
to three buy-ins every day. Do you have a sense of, at the beginning of the day at
market open T+6, how often -- or how many open deficits there still were?

A 1 would say, maybe, eight to ten.

Q On--on every day?

A Correct.

(Hearing- Day 2, 370:18-371:14, Oct. 28, 2014)

41. While many trades naturally settled prior to market-open T+6, when a
settlement failure reached market-open T+6, which is the point at which Rule 204 says
PFSI must take action to close-out the fail, PFSI Stock Loan took no action to close-out
the fail. Thus, 100% of the fails that reached the point where Rule 204 required action
~ were not closed out on time.

e De La Sierra Testimony

So let me see if | understand this: If Stock Lending was in a fail to deliver position as a
result of a long sale of a loan security on the morning of T+6, would it take any action
until the afternoon?

A No, it would not.

(Hearing- Day 1, 227:11-227:21, Oct. 27, 2014)

¢ Harris Testimony

Q You also note, Professor Harris, that Dr. Sirri -- or Professor Sirri, and | think Mr.
Paz as well, generally comment that the number of 204 violations identified in your
report, something to the effect of it's small compared to the overall universe of trades
that Penson cleared. Do you recall those comments?

A  Yes, | do.
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Q Do you have a response to that?

A Well, there's no question that the observation is accurate, but is it relevant. Rule
204 says you're supposed to settle on T+3, and if not, you must close-out on T+4 or
T+6. But this case is not about the settlement of the vast majority of the trades; this
case is about CNS delivery failures, and most trades do settle as they should.

The relevant question, of course, is what fraction of long sale fails of loaned securities
that reached the market open on T+6 were closed out on time. And we already have
testimony from Wetzig that -- that they essentially didn't do it. It was 100 percent. And
that, of course, is why we're here.

(Hearing- Day 4, 1018:9-1019:4, Oct. 30, 2014)

42. ltis not surprising that only a small percentage of all trades PFSI cleared
violated Rule 204, because the vast majority of all trades settle on time, i.e., by T+3.
That fact does not excuse or diminish PFSI’s Rule 204 violations.

e Harris Testimony

Q Now, Professor Harris, | won't get the numbers exactly right, but I think Dr. Sirri,
you know, posits essentially that, you know, your analysis only shows something less
than 1 percent of all trades being in a fail position. Do you recall, generally, those
numbers?

A Yes.

Q And did that surprise you?

A Notin the slightest.

Q Why not?

A Because the vast majority of trades settle. There are -- shares are on-hand that are
either -- weren't loaned out. The systems work as they should.

Q So just because the vast majority of trades settle on time, does that mean Rule
204 is not important?

A Not in the slightest.

Q Why is that?

A Because there are frades that don't settle, and if they aren't somehow forced to
settle, they accumulate. And as we mentioned before, there are serious problems with
settlement failures.

(Hearing- Day 4, 1019:5-1019:24, Oct. 30, 2014)

o Sirri Testimony

Q Butwe can agree, right, that at the time the Commission implemented Rule 204T,
it noted, it was aware that the vast majority of all trades settle by T+3. Fair?

A That's correct.

Q And it still adopted and implemented Rule 204T. Fair?

A Correct.
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(Hearing- Day 6, 1640:17-1640:24, Nov. 3, 2014)

Q And let's see what the Commission said with that in mind. The Commission said,
in adopting Rule 204T, it said, "Although this information shows that delivery is being
made, it demonstrates that often delivery is not being made until several days following
the standard three-day settlement cycle. In addition, the current close-out requirement
for threshold securities under Reg SHO and the lack of any close-out requirement for
non-threshold securities under Reg SHO enables fails to deliver to persist for many
days beyond the settlement date. We believe that allowing fails to deliver to extend out
| beyond settlement date for a transaction is too long." That's what the Commission said
in adopting Rule 204T, correct?

A Correct. :

Q So --okay. And again, the Commission still adopted the rule, correct?

A Correct.

(Hearing- Day 6, 1642:10-1643:2, Nov. 3, 2014)

43. There would have been substantial costs to PFSI if it had bought shares at
market-open T+6, without being able to pass those costs on to customers.

e Harris Testimony

| But more importantly, | made no effort, though | observed, that there would be
substantial costs associated with buying in or with borrowing if they - if they had to --
with buying in if they couldn't borrow.

Q So let's talk for a minute just so we understand that distinction and those costs. So
your analysis looked at essentially the interest earned or avoided by not closing out on .
T6, fair?

A That's correct.

Q Now you're talking about the costs of closing out. You said those would be --
would be higher. Why is that?

A So if they couldn't borrow, they would have to have bought at market open. And
the securities that they would be buying would be illiquid securities for which
transaction costs would be large. And as others have testified earlier, these are
securities that tend to be illiquid and hard to borrow.

So they're -- the hard to borrow securities are particularly dangerous and often quite
volatile. And they'd have to hold these positions, which would expose them to risk in a
proprietary account that we wouldn't want to hold.

Now, not mentioned, but 'l show the benefit of my knowledge. These securities are
securities that tend to drop in value. Short sellers, as a group, academic studies have
shown that they tend to be right about their positions. Not always, of course, but on
average they do. And given large numbers of securities, if you're holding securities
that -- that are subject to very large borrow fees, those securities tend to drop in value.
And so these are securities that you don't want to hold. And, of course, you have to
sell them eventually, and you incur additional transaction costs. And since these
securities are often thinly traded, the transaction costs can be quite substantial.
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(Hearing- Day 4, 1028:17-1030:4, Oct. 30, 2014)

44. Stock Loan did not attempt to borrow shares before market open T+6 to
close-out fails to deliver caused by long sales of loaned securities.

¢ De La Sierra Testimony

Q ... Would Stock Lending ever try to borrow on the morning of T+6 to close-out a
fail due to a Stock Loan?

A No.

Q Why not?

A These are illiquid names. They would -- we would likely not have very much
success borrowing those type names. If we're buying in Citigroup or Merrill, and they
don't want to be bought in any more than we want to buy them in, and if they haven't
1 returned the shares, most of these recalls, if they go to the settlement date, are
extremely illiquid names.

Q If someone in the Stock Lending department was attempting to borrow on the
morning of T+6, was that something you would know about?

A Yes.

Q If Marc McCain was trying to borrow to close-out fails related to long sales of
loaned securities, is that something you would know about?

A Yes.

Q If Logan Satterwhite were trying to borrow on the morning of T+6 to close-out long
sales of loaned securities, is that something you would know about?

A Yes.

Q And did they do that?

A No.

(Hearing- Day 1, 233:20-234:21, Oct. 27, 2014)

o  Wetzig Testimony

Q Did Stock Lending -- you talked earlier about how Stock Lending worked on the
morning of T+4 to borrow to close-out deficits related to the customer short sales. Do
you remember that?

A Correct.

Q Did Stock Loan do the same thing on the morning of T+6 to close-out these long
sales? Did they borrow?

A We did not.

Q If the Stock Lending group was doing that, if someone in Stock Lending was
borrowing on the morning of T+6, is that something you, as the Operations Manager,
would know about?

A Yes, | would know about that.

(Hearing- Day 2, 372:6-372:18, Oct. 28, 2014)
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45. If Stock Loan had decided to close-out fails on the morning of T+6 by buying
shares in its own proprietary account, as opposed to buying in the borrowing
counterparty, that decision would have had to be approved at a very high level within
PFSI because taking a proprietary position could expose the firm to significant losses.

e De La Sierra Testimony

Q ... [l]f Stock Lending had bought in on Penson's own propriety account on the
morning of T+6, is that something you think you would have had authority to do?

A | would not have, no.

Q Why not?

A Well, now you're taking proprietary positions in illiquid names, and that would have
had to have been approved above me, probably above Mike Johnson.

Q What's the risk with taking shares in proprietarily?

A It's market risk. And, like | said, these are illiquid names, so any small movement -
- or I'm sorry -- any trading of these could create large moves in stock price. And now
you're proprietary -- | mean, we're not traders. We're Stock Loan. We're just -- we're
agents. We're lending securities that are -- are inventory.

Q Isee.

Help me understand. What is the risk, though, that - if you hold it and the markets
moves, so what?

A Big -- large losses.

(Hearing- Day 1, 228:6-229:2, Oct. 27, 2014)

o  Wetzig Testimony

Well, why couldn't Stock Loan or Penson just buy those positions in?
That wouldn't have been my decision.

Pardon?

That would not have been a decision that | could have made.

> TOPO

If they would have told me to close-out, | would have closed out. That was not my
decision to make. :

Q Whose decision was it?

A That would be Mike Johnson, Senior Vice President of Stock Loan.

Q So he was in there telling you how to make every decision on your management
job?

A No. He was not telling me how to make every decision, but taking a large dollar
position on proprietary trading would have gone to him.

Q So you would have had to clear a 204 buy-in through Mike Johnson?

A Yes, thatis correct.

(Hearing- Day 2, 395:3-396:14, Oct. 28, 2014)

Q And one of the things you said, if | heard you right, is that something about taking
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a large dollar position on a proprietary trade wasn't something you would have

authority to do. Do you recall that?

A Yes, sir, | do.

Q What did you mean by that?

A That wouldn't have been my decision to make, to buy ourselves in on one, on T+86,

without any coverage.

Q Why not?

A Because we would have large market risk exposure if we were to buy ourselves in.

It would be long, that security.

Q Large market risk and exposure. And if you're long on a security with large market

1 risk and exposure, what -- what does that risk mean in real world terms?

A So depending on the change in the stock price, you can essentially lose a lot of
money very quickly.

(Hearing- Day 2, 425:6-425:22, Oct. 28, 2014)

46. It was not typical for PFSI to buy stock in its proprietary account.

s Wetzig Testimony

Q And was it not typical for Penson to buy positions in its proprietary account?
A That is correct.

| (Hearing- Day 2, 425:23-425:25, Oct. 28, 2014)

47. Had PFSI Stock Loan been buying in for PFSI's proprietary account at
market-open T+6, that is something that would have been a big deal and a topic of
conversation at the firm.

o Wetzig Testimony

Q Would it have been, in your view, a -- a big deal if Penson started buying itself in
on T+6 in its proprietary account?

A | think it would have been a fairly big deal.

Q You think you would have had to go -- | think you said this. But you would have
had to go up the chain, correct?

A Yes, sir, that is correct.

Q And it's something, in your view, people at the firm would have been talking about,
that's something Penson was doing?

A Absolutely.

(Hearing- Day 2, 426:1-426:12, Oct. 28, 2014)

48. Buying in a borrowing counterparty allowed PFS! to pass the risks involved
without taking a proprietary position along to the counterparty.

e De La Sierra Testimony
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Q ... What is the risk, though, that -- if you hold it and the markets moves, so what?
A Big -- large losses.

Q Large losses.

Why wasn't that a risk when you were doing your buy-ins at the end of the day on T+67
A Because those you pass along to your customer or to the counterparty.

(Hearing- Day 1, 228:25-229:3, Oct. 27, 2014)

iii. Johnson Aided & Abetted PFSI’s Violations of Rule 204T/204

49. Prior to the implementation of Rule 204T, PFSI issued recalls for stock that
it had loaned out, but was now needed to fulfill a settlement obligation, on T+3. Based
on PFSI's recall letter, as well as the terms of the MSLA, the borrowing counterparty
had until the end of the third business day after receiving the recall (i.e., until the end of
the day on T+6) to return the shares. If they did not return the shares by the end of the
day on T+6, at that point PFSI would buy the counterparty in.

e De La Sierra Testimony

Q Was there any complexity to the time of when the close-out had to happen?

A  Yes.

Q Describe the complexities.

| A Well, we -- Penson, and probably a majority of the street, before this rule would
deal in settlement, so we would deal with T3. To -- to buy-in before the -- by the open
of T6, you would have to have some view of future settlement.

Q So help us understand what that means. If you recall on T+3, what does it mean
for three days later, for T+6?

A So we would not be in a time line -- a proper time line to be able to buy morning of
T6, part of the recall letter. The recall letter when we send it out would say if it's not
returned by the close of business T3, then we can close-out. By trying to buy-in the
morning of T6, our counterparties were saying to us that we were in violation of the --
the letter. And also the MSLA of the standard loan agreement also gives that same
time line of three days after the recall.

Q Isee.

So if the recall happens on settlement date trade date plus 3, how long does the
counterparty have to return the shares to you?

A They have three days.

Q The beginning of the day, end of the day?

A By the close of business of T3.

(Hearing- Day 1, 225:11-226:13, Oct. 27, 2014)

s  Wetzig Testimony

Q And explain that confusion. What -- what was the confusion in the stock loan
area?

34



A So we recalled on T+3, which is the first day we had an obligation.

Q And what was the results of recalling on T+37

A Ifwe recalled on T+3, the first day of the week you close-out, the counterparty that
we were lending the security to would have been the entity on [sic] T+6.

(Hearing- Day 2, 361:16-361:23, Oct. 28, 2014)

e Johnson Testimony

Q Describe for the Court those conversations, please.

A | was looking for help on interpreting it, on what to do with Rule 204. Industry
practice, whatever, has been what you've showed me prior. That's the way the whole
industry operated, the three o'clock in the afternoon, for 40 years. 204 presented a
new light in those, and | was searching for interpretation and guidance on how to
comply.

(Hearing- Day 2, 518:3-518:11, Oct. 28, 2014)

Q And you said, "by us not doing it the old way." What is that reference, sir?

A It's what you just said in this box that's sticking out. That's the way the industry has
done it for years.

Q So by you not buying in the afternoon of T6; is that what you mean, sir?

A By buying in, we would always buy-in when -- when -- when -- when -- when --
when it was at the end of market.

(Hearing- Day 2, 519:6-519:15, Oct. 28, 2014)
Q And explain what you mean by "the window problem," Mr. Johnson.

A The rule, for 40 years, said buy-in at 3:00 p.m. The new rule said in the morning,
by 9:00 a.m., at the open.

(Hearing- Day 2, 521:15-521:19, Oct. 28, 2014)

50. Stock Loan personnel, including Mike Johnson, understood that Rule 204
required close-outs of fails to deliver related to long sales of loaned securities at market-
open T+6.

« Stipulated Finding of Fact 41
o Stipulated Finding of Fact 70

¢ De La Sierra Testimony

Mr. De La Sierra, when the rule came out, did you have an understanding of what it
required with respect to closing out long sales?

A Yes, to close-out the morning of T6.

Q The morning of T6.
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By any particular time?

A By the open.

Q Was there any ambiguity in that provision of the rule?
A No.

(Hearing- Day 1, 225:1-225:10, Oct. 27, 2014)

o Wetzig Testimony

| Q Allright. What did you understand the language of the rule to require? When on
T+6, did the rule say you had to recall?
A The rule said we were supposed to close-out on the morning of T+6.

(Hearing- Day 2, 368:10-368:14, Oct. 28, 2014)
Q “And you knew that this T+6 requirement required you to buy-in, by market open,

T+6, right?
A Yes. We all knew that. We weren't sure how to comply with the rule.

(Hearing- Day 2, 396:19-396:22, Oct. 28, 2014)

¢ Johnson Testimony

Q And as you sit here today, to the best of your memory, what does Rule 204 say
about closing out long sales of securities?

A | think the rule says that as it pertains to SEC fails, that you have to close them out
or issue a recall and then buy-in on the morning of T6.

Q The morning of T6?

A Yes, sir.

(Hearing- Day 2, 514:22-515:4, Oct. 28, 2014)
Q And -- and your reading of the rule was that it required close-out by market open

on T+67
A My reading of the rule as it pertained to long sales and CNS, yes.

(Hearing- Day 2, 536:3-536:6, Oct. 28, 2014)

51. When 204T was implemented, PFSI Stock Loan initially attempted to close-
out fails to deliver related to long sales of loaned securities on the morning of T+6.
However, because the recall had not been issued until T+3, the counterparties would
not accept the buy-in on the morning of T+6, and instead insisted that they had until the
end of the day on T+6 to return the borrowed shares.

» Stipulated Finding of Fact 10

e De La Sierra
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Q ... When the rule came out, did Stock Lending attempt to buy-in its counterparties
at the market open of T67?

A Yes, we did.

Q What happened?

A Our counterparties would not accept that.

Q Why not?

They said that we were in violation. Our own recall letters state that the recalls had
to -- that they had the right to -- they had the entire day to return the securities.

-

(Hearing- Day 1, 226:14-226:25, Oct. 27, 2014)

e Wetzig Testimony

Q When the rule came out, did Stock Lending try to close-out on the morning of T+67?
A  Wedid.

Q What happened?

A We got -- we received quite a bit of pushback from the brokers that we were
lending the securities to.

Q And are those brokers the same brokers we were talking about earlier, where
Penson had relationships?

A  Correct.

Q Allright. What did those brokers say? What was the pushback?

A With every broker-dealer that we had a relationship with, we have what's called an
MSLA agreement. That stands for Master Standard Loan Agreement. And that
agreement, if you recall a security, you have to give the broker-dealer three full days
before you can close-out that loan.

(Hearing- Day 2, 368:15-369:6, Oct. 28, 2014)

52. Stock Loan determined that it would not close-out fails to deliver related to
securities that had been loaned until the end of the day on T+6, at which time it would
buy-in the counterparty.

. & Stipulated Finding of Fact 11

o DelaSierra Testimony

Q ... When was stock lending buying in on T+6?

A The afternoon of T6 after the close.

Q The afternoon.

So let me see if | understand this: If Stock Lending was in a fail to deliver position as a
result of a long sale of a loan security on the morning of T+6, would it take any action
until the afternoon?

A No, it would not.

(Hearing- Day 1, 227:11-227:21, Oct. 27, 2014)
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e Wetzig Testimony

What, if any, role did Stock Lending play for closeouts on T+6.

| A So if we still had an obligation at the end of the day, T6, we would let the broker-
dealer know that -- who we were lending the shares to, that we would buy them in.

| Q And was that something the Stock Lending group did or the buy-ins group did?
A We would write up a ticket, the Stock Loan department would, and we would

| deliver that to the trade desk.

{ Q And tell me again what timeline, T6, that was occurring?

A That was in the afternoon on T+6. '

(Hearing- Day 2, 364:6-364:20, Oct. 28, 2014)

Q Okay. And I'd like to turn to Page 32 of 38, please. Mr. Wetzig, the second

| paragraph from the top, I'd like to take a look at that. Mr. Wetzig, that paragraph says,
| With regards to the time of long-sale closeouts, the firm does not believe itis it's
industry practice to close-out long sales prior to the market open on T+6. Not once has
the firm ever had a borrow closed out by a lending counterparty at the open.
Conversely, the firm's borrowing counterparties will not accept the closeout price on a
stock loan at the market open. Thus, the firm executes closeouts versus long sales at
the conclusion of the DTCC trading window at approximately 3 o'clock Eastern Time
daily.

Mr. Wetzig, does that accurately describe Stock Lending's practices from the time Rule
204 came out?

A ltdoes.

(Hearing- Day 2, 375:10-375:25, Oct. 28, 2014)

¢ Exhibit 89 at pp. 31-32

13. Exception

The Firm was not compliance with Regulation SHO SEC Rule 204 {Close-Out Requirement) and
NASD Conduct Rule 3010 {Supervision).

With regords to the timing of long-safe dloseouts, the Firm does not believe it is industry
practice to close out fong sales prior to the market open on T8, Not once has the Firm ever
bod o borrow dosed cut by o lending coupterporty of the open. Comversely, the Fim's
borrowlng counterparties will not gceept o closeout price on a stock foon ot the market open.

Thus, the Firm executes doseouts versus long soles ot the conclusion of the DYCC troding
window at opproximotely 3:00 EST duily, 0s is universolly practived, Closing out loans at the
market open would put the Firm at o comipetitive disadvantage and ultimately hinder the
Firre's ability to cover its costomess” delivery oblinotions.
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53. Mike Johnson knew that Stock Loan was not closing out fails to deliver at
market open T+6.

o Stipulated Finding of Fact 41

e De La Sierra Testimony

Q Okay. Now you mentioned at the beginning of our conversation that you
understood Mr. Delaney was aware that Stock Loan was not closing out at market
open T+6. Do you recall that?

A Yes.

Q How do you know that? ‘

A Mike had gone over to talk to him, and then Tom had come back to our group and
there was an open discussion there. And then | think Mike and, you know, Tom had
gone into their -- into Mike's office to discuss further.

When were the conversations that you observed between -- Mike Johnson?
Correct, Mike Johnson.

-- and Mr. Delaney, approximately when did those conversations occur?

When this rule -- when -- when 204T went into effect.

And, in substance, what were those conversations?

We notified them that our counterparties were not accepting our recalls.

Your recall --

I'm sorry. Not our recalls. Our -- our morning -- our open buy-ins on T6.

So with the conversations that you personally observed between Mr. Johnson and
| Mr. Delaney, tell me again - I'm sorry, my train of thought was interrupted -- what was
the substance of that conversation.

A We notified Tom, or Mike notified Tom, that our counterparties were not accepting
our morning buy-ins. Then they were stating that it was contradictory to the recall letter
and -- and the MSLA, the Stock Loan agreement.

Q And you may have said this in part, and if you did, approximately when did those
conversations occur? ‘
Right -- right at the inception of 204T.

Do you recall about when that was?

October, I think.

October 20087

Yeah.

Did you personally observe those conversations?

I did.

ODrPOPLOLITPOPO
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(Hearing- Day 1, 235:13-237:16, Oct. 27, 2014)

s Johnson Testimony

Q Sure. Maybe I'll ask you more broadly. From 2008 to 2011, when on T6 did Stock
Lending buy-in to close-out fails to deliver?

A 1think we bought in in the mornmg and then throughout the day.

Q OnT+67?
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A Yes.

Q Let me ask you, were there instances during -- between 2008 and 2011 where the
buy-ins on T6 would occur in afternoon?

A Yes. That's throughout the day, what I'm referencing.

| (Hearing- Day 2, 515:9-515:20, Oct. 28, 2014)

Q Okay. So, Mr. Johnson, this is a response by Penson in March of 2011 with
respect to Rule 204, and it says, "With regards to the timing of long-sale closeouts, the
firm does not believe that it is industry practice to close-out long sales prior to the
market open on T+6."

And a couple of sentences later it says, Thus, the firm executes closeouts versus long
sales at the conclusion of the DTCC trading window at approximately 3:00 Eastern
Standard Time daily. Is that an accurate description of Stock Lending's practices?

A  Yes.

(Hearing- Day 2, 517:5-517:15, Oct. 28, 2014)

o  Wetzig Testimony

Q Did you believe that what you were doing was violating the rule, as you understood

the rule?
A How we were currently -- how we were doing the rule, recalling T+6, we knew

something wasn't right there because the rule told us to close-out at T+6.

Q Did you believe that you were violating the rule, as you understood the rule?
| A Yes, we did.

Q When you say "we did,” do you include Mr. De La Sierra in that?

A 1lwould.

Q Do you include Mr. Hall in that?

A Yes, | would.

Q Do youinclude Mr. Johnson in that?

A  Yes, | would.

(Hearing- Day 2, 411:3-411:17, Oct. 28, 2014)

54. As head of PFSI Stock Loan, Mike Johnson ultimately made the decision
that Stock Loan would not close-out fails to deliver until the afternoon of T+6.

¢ Wetzig Testimony

Q So who developed Stock Loan's practices and procedures for closing out 204 -- for
closing out long sales of loan securities for 204 purposes?

A From my knowledge, it would be Mike Johnson.

Q And the practice then was -- was Rudy De La Sierra or Mike or Brian Hall ever --
do you know if they had any role in it?

A Maybe a minimal role at the end of the day. Mike was the guy in charge and the
guy who ultimately told us what to do.
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Q So Mike Johnson developed the procedure by which you would not close-out until
afternoon of T+67
A Correct.

(Hearing- Day 2, 389:11-389:23, Oct. 28, 2014)

55. One of the pressure points in PFSI’s relationships with its counterparties
was around being bought in, because it could be a cost for the counterparty.

s Wetzig Testimony

Q Mr. Wetzig, when you were at Stock Lending, at Penson Financial Services, did
you observe any pressure points on those relationships with other broker-dealers?

I did.

What were those pressure points?

More so on when we were trying to buy them out.

What do you mean by that? Explain why buying --

So --

-- would be a pressure point.

-- we would recall the stock that we were loaning them, and they would essentially
push back quite a bit when we tried to buy them out on that loan that they were not
returning. ,

Q Did they tell you why they were pushing back on a buy-in?

A Normally, it was because their customer had already covered the trade.

Q And why -- just help us understand. Why would a broker-dealer care if you were
buying them in?

A Because they had a client on the other side of that trade. So if they -- if you
essentially buy-in a broker-dealer, you're closing out their customer's trade --

Q Isthere --

A --orthe -

Q [I'msorry. | didn't mean to talk over you. | was going to ask, is there cost to that
broker-dealer, of you buying them in?

A That would depend if they could -- if their customer had not covered the trade
amount, they could just pass the price directly to the customer. If the trade has already
been closed out, that broker would be -- or the customer would be long in the shares
once they got bought in.

>O>rPO0>OP

(Hearing- Day 2, 358:9-359:18, Oct. 28, 2014)

56. Maintaining relationships with PFSI’'s counterparties was extremely
important to PFSI’s business maodel. Without those relationships, PFSI would likely have
gone out of business.

o Wetzig Testimony

Q Earlier, when you were discussing the mechanics of Stock Lending and who you
would loan or borrow shares from, | thought | heard you say something like there were
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-- there were big guys like Citigroup. Do you recall that?

A ldo.

Q Help us understand what that means. Where did Penson fit in the world of broker-
dealers, and was it a big guy, small guy?

A So while we were considered big by clearing firm standards, we were kind of an
asset size, a lot smaller than, obviously, the Citigroups and Goldman Sachs and the
Ameritrades and those types of broker-dealers that we were doing business with.

Q Were the relationships with those broker-dealers important to Penson Stock
Lending?

1 A They were extremely important.

Q Why?

A If we did not have those relationships, we could not go out and borrow. We could
not borrow or lend securities to perform stock lending.

Q Why not?

A If we couldn't go out to -- they could essentially quit doing business with us and
shut us off.

(Hearing- Day 2, 357:10-358:8, Oct. 28, 2014)

Q You may have said this, and | apologize: But if Penson Financial Services didn't
have these relationships with the broker-dealer, what -- what would happen?

A We probably would have -- we wouldn't have been able -- we wouldn't have been
able to cover trades. We wouldn't have been able to borrow securities. We wouldn't
have been able to loan to make revenue. So at some point, | would assume that the
firm would have gone out of business.

(Hearing- Day 2, 360:13-360:22, Oct. 28, 2014)

57. Nothing in Rule 204T or Rule 204 allowed PFSI to delay its close-out until
the end of the day on T+6 based on the terms of PFSI’s recall letter or the terms of the
MSLA.

¢ De La Sierra Testimony

Q You talked about the recall letters stating that they had all day on T6. Was there
anything in the rule that said that, to your knowledge?
A No.

(Hearing- Day 1, 227:1-227:4, Oct. 27, 2014)

58. The MSLA and PFSI's recall letter were specific to the date the recall was
issued, rather than the date the trade was executed, meaning that if a recall was issued
on, for example, T+2, the borrower would have three full business days, or until the end
of the day on T+5, to return the shares.

o Wetzig Testimony
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Q Now, | want to make sure something is clear for the record. The MSLA that you're
talking about, does it talk about on what T date you can close-out a loan or is it specific
to when you issued the recall?

A ltis specific to when you issue the recall.

Q So hypothetically, help us understand this. If Penson had issued a recall on T+1,
when could -- under the Master Securities Lending Agreement, when could you buy-in
1 a customer?

A On T+4, if we would have issued on T+1.

Q Allright. And the same thing, if Penson had issued the recall on T+2, when could
it have recalled -- bought in a customer?

A We could bought in a customer on T+5.

(Hearing- Day 2, 369:7-369:20, Oct. 28, 2014)

iv. PFSI's ultimate compliance with Rule 204

59. In approximately the fall of 2011, Stock Loan became aware of a provision
in Rule 204's adopting release that suggested that compliance with Rule 204 could be
achieved by issuing recalls of loaned stock on T+2.

¢ De La Sierra Testimony

Q ... What did Stock Lending do in the fall of 20117

A Once we became aware of the Footnote 55, we started working with Sendero to --
to have some visibility into future settlement. That way we could accurately send
recalls outon T2.

(Hearing- Day 1, 247:19-247:24, Oct. 27, 2014)

60. At that time, Stock Loan reprogrammed its Sendero system to issue recalls
on T+2, which allowed it to comply with both Rule 204 and the MSLA. By recalling on
T+2, Stock Loan could buy-in a counterparty three days after the recall, or at the close
of business on T+5, and still close-out the fail to deliver before market-open T+6. The
re-programmed system was extremely accurate in allowing Stock Loan to recall shares
that were going to be in a fail position.

¢ De La Sierra Testimony

Q At some point in time, did Penson Stock Lending do anything to begin recalling on
T+27

A  Yes, we did.

Q Describe that process for us. When did that occur?

A It would have been in the fall of 2011.

Q ... What did Stock Lending do in the fall of 2011?
A Once we became aware of the Footnote 55, we started working with Sendero to --
to have some visibility into future settlement. That way we could accurately send
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recalls out on T2.

Q And -- and was Stock Lending able to reprogram Sendero to have visibility into
future settlements?

A Yes.

Q How accurate was it?

A ltwas extremely accurate. From all our testing, most of the -- the fails that
occurred from that were -- were not accurate, were not legitimate. They were based
on a glitch. But we were recalling our -- for our fails on -- very accurately.

(Hearing- Day 1, 247:5-248:9, Oct. 27, 2014)

Q ... | think you also said that recalling on T2 enabled Penson to do recalls and
handle the tensions with the Master Securities Lending Agreement. Am | summarizing
accurately?

A That's correct.

Q Explain that, just so we understand.

A So by recalling on T2, now we were within the timelines of our recall letter. We
could close -- we could close-out the security at the afternoon of T5 or, if need be,
open it as T6 and -- because our counterparties would accept these buy-ins.

(Hearing- Day 2, 333:8-333:20, Oct. 28, 2014)

e Wetzig Testimony

Q Did there ever come a point in time where Sendero was reprogrammed to change
when that recall was happening?
A  Yes.

(Hearing- Day 2, 372:25-373:3, Oct. 28, 2014)

Q Do you recall how the reprogramming worked? | mean, what happened? What --
what did you do to reprogram Sendero?

A So our programmer, Matt Battaini, programmed Sendero so that we could see
what we needed to recall on T+2 instead of T+3.

(Hearing- Day 2, 373:7-373:12, Oct. 28, 2014)

Q Now, once Sendero was reprogrammed to recall on T+2, did you still have issues
with your counterparties pushing back and citing the MSLA?

A Very little.

Q And -- and why was that? Why did that resolve that problem?

A Now that we were recalling on T2, we could buy-in at the end of the day T5.

(Hearing- Day 2, 374:21-375:3, Oct. 28, 2014)
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61. The reprogramming of Sendero was done in house, and took approximately
one week.

s Wetzig Testimony

Q Mr. Wetzig, did you have an understanding of how Sendero was reprogrammed?

A Yes, | did.
| Q@ How did you gain that understanding?
A Our programmer, Matt Battaini, who worked with us in Stock Loans. It was known

that he programmed Sendero so that we could see what we needed to recall on T+2.
Q Aliright. Do you recall how long it took Matt, Mr. Battaini, to reprogram Sendero?
A ltwasn't very long. | would say, maybe, a week.

(Hearing- Day 2, 373:25-374:11, Oct. 28, 2014)

62. No one from compliance alerted Stock Loan to the provision in Rule 204’s
adopting release that suggested issuing recalls on T+2.

o De La Sierra Testimony

Q Mr. De La Sierra, at the time you were having these conversations with Mr.
Delaney in early -- excuse me -- in late 2008 when 204T came out, were you aware of
that provision of the rule?

| was not.
Is there anyone at Penson you would expect to bring that to your attention?

The compliance group.
And did the compliance group bring that to your attention?

They did not.

OO r

(Hearing- Day 1, 242:14-242:24, Oct. 27, 2014)

Il. THE DIVISION’S CLAIMS AGAINST RESPONDENT DELANEY

A. Delaney is not credible.

63. Delaney told conflicting stories about his knowledge and conduct in this
case.

a. Forinstance, Delaney originally testified that he never knew about Stock
Loan’s practice of Rule 204 violations. Next, he admitted in his Wells submission that
he knew Rule 204 close out issues might begin with Stock Loan. Finally, Delaney
testified that he did learn of Stock Loan’s practice of Rule 204 violations, but only when
he saw the March 2011 letter to FINRA disclosing Stock Loans’ violations to regulators.

o Exhibit 224 (Delaney Investigative Testimony) at pp. 90, 139

| Q  Were you aware of any systemic or policy level decisions from the stock loan group |
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that were contrary to the requirement to close out fails to deliver on long sales by the
open market T plus 67
A Not systemic, no, sir.

(Delaney, Tom- INV vol |, 90:12-90:16, Apr. 4, 2012)

Q My question is for the stock loan department. During the time that you were the
CCO of Penson Worldwide or PFSI, were you aware that the stock loan department
had a policy of closing out Rule 204 close-outs after market?

A | was not aware of that.

(Delaney, Tom- INV vol I, 139:23-140:2, Apr. 4, 2012)

o Exhibit 157 (Delaney Wells Submission) at p. 16

For example, when asked about the close out requirements in Rules 204T and 204, Mr. Delaney
knew that the close out issue might begin with Stock Lending, which was the only group at PFSI
that could have direct financial incentives not to close out some sales on time, but that several
other business units, including the Operations Unit and the Trading and Execution Desk, clearly
had a direct role in compliance with the close-out rules.” Because of its incentives, Stock

e Exhibit 224 (Delaney Investigative Testimony) at pp. 489 — 490

Okay. So was it in the course of drafting this March 2011 letter to FINRA that you first
learned that as a matter of practice Stock Loan group was not closing out fails-to-deliver
of long sales in accordance with Rule 204A7?

A ltwas in the process of making that response. Drafting the letter may have taken a
couple of days. There would have been stuff in front of that. It could have been a
couple of days but it was around -- generally around that time that | -- that | recall
learning of this.

Delaney, Tom- INV vol I, 489:22-490:5, July 31, 2013)

b. In addition, Delaney told conflicting stories about the March 2011 letter to
FINRA (Exhibit 89), which finally disclosed Stock Loan’s Rule 204 violations to
regulators. In his original testimony he said that he did not recall being concerned about
the disclosure. In contrast, he later testified that the disclosure was a big deal, and that
the Compliance department was greatly alarmed by the disclosure.

o Exhibit 224 (Delaney Investigative Testimony) at pp. 266 — 268; 491 —
492

Q Can you read that paragraph into the record for me please?

A "With regards to the timing of loan fail close- outs, the firm does not believe it is
industry practice to close out long sales prior to the market open on T plus 6, nor once
has the firm ever had a borrow closed out by a lender counterparty at the open.
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Conversely, the firm's borrowing counterparties will not accept a close-out price on a

| stock loan at the market open. "Thus, the firm executes close-outs versus long
sales at the conclusion of DTCC trading window at approximately 3:00 EST daily as is
universally practiced. Closing out loans at the market open would put the firm at a
competitive disadvantage and ultimately hinder the firm's ability to cover its customers’
delivery obligations."

Q Were you aware that it was Penson's policy to close out long sales at the
conclusion of the DTCC trading window instead of the open market?

A No, sir.

Q Were you aware of this claim that Penson believed it was industry practice not to
close out long sales prior to the open market?

A I'd heard -- I'd heard comments, what the individual believed, but what the rule
stated and what individuals believed were obviously, in my opinion, different.

Q In your opinion, this approach violates the rule, is that right?

A Ifitwas 3:00 EST the day before, it would be fine. If it's 3:00 EST the day of, that
would appear to violate the rule, yes, sir.

Q Do you recall being concerned about this, this response?

A | don'trecall being concerned.

(Delaney, Tom- INV vol I, 266:18-268:2, Aug. 29, 2012)

*%k

Q The drafting was in February and March, right?

A It would have been around February, so it would have been right around -- right
before sending this letter when Holly would have come in to me with this can you
believe this is what they're saying at this point in time. So in and around that time,
either | had given notice or | was planning on giving notice. | had certainly already had
my substantive interviews with the firm, had known that | was going to be leaving.

And so at that point in time a conversation shortly therefore with Holly had -- where --
where she made -- when | had let her know that | was leaving the firm and that | was
going to be going on, and the comment Holly had made to me was, "Well, don't ever let
me find you in a dark alley alone because I'm going to leave you dead and laying in the
ditch." Because | think she understood the challenges that a disclosure like this now
was going to start to create. This obviously -- this was a disclosure that befuddled
the Compliance Department. This was something that we had had -- we hadn't really
had any opportunity to get our hands around prior to the -- really this drafting of this
response, and now this was going to be something that was going to be a meaningful
disclosure out to the regulators and informing the regulators, what -- this is something
that we're doing beforehand.

Q This March 2011 letter to FINRA disclosing that Penson's Stock Loan Department
was not following Rule 204A, that's a big deal for the firm, right?

A It would be a big deal for the firm.

(Delaney, Tom- INV vol lll, 490:25-492:4, July 31, 2013)
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c. Delaney also told conflicting stories about his escalation of Stock Loan’s
Rule 204 violations to Yancey. He originally testified that he did not escalate the issue
to Yancey. Next, in his Wells submission, he claimed that he raised the issue with
Yancey “many times — both routinely and extraordinarily.” Finally he testified, again,
that he did not tell Yancey about Stock Loan’s violations, even as he was authorizing
disclosure of those violations to be made to regulators.

e Exhibit 224 (Delaney Investigative Testimony) at p. 270

Q Do you know was Mr. Yancy aware that Penson was executing long sales at the
conclusion of the DTCC trading window at approximately 3 Eastern Time instead of the
open market?

A Idon't know what Mr. Yancy knew or didn't know.

Q Did you ever escalate that issue to him?

A Not specifically. | don't recall specifically escalating this particular issue.

(Delaney, Tom- INV vol I, 270:15-270:23, Aug. 29, 2012)

e Exhibit 157 (Delaney Wells Submission) at p. 32

All of these issues were raised many times ~ both routinely and extraordinarily — with
Mr. Yancey, who was responsible at PFSI to deal with the issues and concerns Compliance
escalated. Even though Mr. Yancey was well aware of all the challenges of complying with
Rules 204T, 203, and 204 at PFSI, he did not take steps to encourage, much less require, changes
to PESI’s, and particularly Stock Lending’s, practices.

e Exhibit 224 (Delaney Investigative Testimony) at pp. 492 — 493

Q Did you raise with Yancey, look, we're about to tell FINRA that we know what the
rule is and we're not following it?

A | believe -- | believe there had been a conversation around that. | don't know if Holly
made that disclosure up to Bill or if | would have made that disclosure at that point.
Certainly in the context of letting Bill or Bart know that there had been a -- that we were
getting ready to make a big disclosure here, that would have been part of the process of
-- of - the disclosure would have been one of those -- one of those folks having to sign
the -- sign the document at that point in time pursuant to our deal. So | don't
specifically recall walking up to Bill and saying, Bill, I'm making this disclosure. We
certainly circulated out those -- we certainly circulated these responses amongst
multiple members of executive management.

(Delaney, Tom- INV vol lll, 492:24-493:15, July 31, 2013)

64. Delaney attempted to repudiate admissions made by him in his Wells
submission.
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a. Forinstance, after saying that he understood a Wells submission to be, “a
response to an invitation by the SEC to -- to respond to a - their intent to file a lawsuit,”
he said, “I believe my lawyers crafted a -- a response -- and | don't know what they -- |
don't know what their -- what their purpose was at that point in time.”

e Delaney Testimony

Q And what do you understand a Wells submission to be?

A A Wells submission is a response to an invitation by the SEC to -- to respond to a --
their intent to file a lawsuit.

Q And who -- who submitted a Wells response on your behalf?

A My lawyers.
Q And who wrote it?
A My lawyers.

(Hearing- Day 5, 1228:1-1228:10, Oct. 31, 2014)

Q But you also said that you understood that the Wells submission process was an
invitation for you to go to the Commission and tell your side of the story; isn't that right?
A |l don't remember if that was my -- the exact words. | think it was -- it was an
invitation by the Commission. | -- I don't know if those were my exact words or not.

Q Okay. Butitwas an invitation from the Commission?

A Itwas an invitation to tell us why not to sue you.

Q Right. To set forth your side of the story; isn't that right?

A I'm - I'm not nuanced enough to make a legal opinion as to what telling my side of
the story versus crafting a cogent legal argument to have somebody not sue you. I'm
just not skilled enough to be able to reconcile those -- those two notions.

Q Okay. Well, let me ask it this way: Do you believe that your lawyers told your story
in the best light to try to get the Commission to understand that there was no reason to
bring a case against you?

A | believe my lawyers crafted a -- a response -- and | don't know what they -- | don't
know what their -- what their purpose was at that point in time. They certainly crafted a
response. | -- I would be speculating at best.

Q Okay. You didn't know that the purpose was to not have the Commission bring a
lawsuit against you?

A | think that was the overall -- | understood overall purpose, but | -- in terms of what
their specific motives were --

(Hearing- Day 5, 1407:9-1408:17, Oct. 31, 2014)

b. Delaney admitted that he reviewed his Wells submission before it was
sent to the Commission and approved it being sent on his behalf.

¢ Delaney Testimony

| Q Okay. | would like you to take a look at Exhibit 157, if you would, please. Exhibit

?
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157 is your Wells submission; is that correct?
A That appears to be so, yes.
Q And you reviewed this document before it was sent to the Securities and Exchange

Commission; isn't that correct?
A ldid.
Q And you approved it being sent on your behalf; isn't that correct?

A ldid

(Hearing- Day 2, 573:5-673:15, Oct. 28, 2014)

c. Although Delaney admitted reading his Wells submission and approving
its submission, he disclaimed the admissions made therein.

¢ Delaney Testimony

Q And did you see anything in the final Wells submission that you felt was incorrect or
untrue? Well, let me ask it this way: If you saw something in the Wells
submission that you knew to be incorrect or untrue, you would have brought that to the
attention of your lawyers, | presume; isn't that right?

A | think the challenge was, for me in particular, my attorneys having drafted the
document really with a lot of limited information. | have since been privy to tons of
information to be able to put context to things. :

(Hearing- Day 5, 1409:7-1409:17, Oct. 31, 2014)

d. Delaney even tried to distance himself from admissions in his Wells
submission as to things he, himself, had supposedly said or done, saying, “it was
prepared by my attorneys. |readit. | signed it. | counted on my -- relied on my
attorneys to do a competent job.” ’

¢ Delaney Testimony

Q Okay. So can we agree, at least as to the things that you did and the things that
you said, that if there was anything in this document that was untrue, that you would
have brought that to the attention of your counsel?

A | may -- again, this was -- this was really -- it was just - it was prepared by my
attorneys. Ireadit. |signedit. | counted on my -- relied on my attorneys to do a
competent job.

(Hearing- Day 5, 1410:12-1410:20, Oct. 31, 2014)

e. Finally, however, Delaney was forced to admit that he could not repudiate
admissions concerning his own actions and words.

s Delaney Testimony
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Q Okay. So can we agree, at least as to the things that you did and the things that
you said, that if there was anything in this document that was untrue, that you wouid
have brought that to the attention of your counsel?

‘1A I'may -- again, this was -- this was really -- it was just -- it was prepared by my
attorneys. I read it. |signed it. | counted on my -- relied on my attorneys to do a
competent job.

Q Okay. Well, tell me this: You said that your attorneys - or you -- | presume that
you meant your attorneys, as well -- were not provided all of the information in the
Commission's files before you did your Wells submission. Where did they get their
information?

A Where did they get their information?

Q Yeah.

A I guess I'm not understanding your question. I'm assuming they have a research
staff and they have a group of folks and - that helps them get information. | wasn't -- |
wasn't -- | had retained them to write -- to write the letter at that point, so I'm --

Q Okay.

A - I'm not sure, really, what you're asking.

Q Did they interview you before they wrote their Welis submission?

A | think we -- we had been -- had a couple of testimonies prior to the -- to the --
based on -- anyway, on your earlier question, assuming that my Wells came between
my second and third testimony. So at least they've been there through one of my -- one
of testimonies. So there would have been that opportunity to -- to interview -- to
interview me.

Q Okay. Did they talk to you about your Wells submission?

A 1 think they crafted it and sent it to me by -- via e-mail.

Q Okay. Solet's justlook at a particular paragraph. So look at Page 16 of Exhibit
157, if you would. And what | would like you to look at is the very last paragraph on that
page, and it says, "Mr. Delaney set up procedures to generate reports and testing
specifically designed to address issues by regulators concerning timely closing out short
and long sale transactions.” And that's something that you did, right, at Penson?
A Yes.

Q So presumably, either your fawyers asked you about that or you looked at that and
said, Yes, | agree that's something | did; is that right? Is that fair?

A It's fair. They -- they wrote -- they wrote this.

Q Okay. Andyou read it and you didn't say, | didn't do that, right?

A |did -- 1 did not say that, yes.

Q Okay. "Mr. Delaney set up procedures to generate reports and testing specifically
designed to address issues raised by regulators concerning timely closing out short and
long sale transactions." And regulators were in your offices all the time; isn't that
right?

A Yes, ma'am.

Q And, in fact, during much of this time period, OCIE was doing an exam specifically
targeted at Rule 204, right?

A  Yes, ma'am.

Q "For example, when asked about the close-out requirements in Rules 204T and
204, Mr. Delaney knew that the close-out issues might begin with Stock Lending, which
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was the only group at PFSI that could have had direct financial incentives not to close-
out some sales on time. But several other business units, including the operations unit
and trading and execution desk, clearly had a direct role in compliance with the close-
out rule." Did | read that correctly?

A  Yes, ma'am.

Q [Ifyou look at Page 21, there's a heading Number 3, "Mr. Delaney escalated
Regulation SHO issues internally and externally to improve compliance with Rules 203
and 204." You didn't tell your lawyers not to put that in there, right?

MR. WASHBURN: Objection, Your Honor. That's privileged.

MS. ATKINSON: Okay. That's fair.

BY MS. ATKINSON:  Q After you read and reviewed this document, it was left in
the document that went to the Securities and Exchange Commission, isn't that true? .
A Yes, ma'am.

(Hearing- Day 5, 1410:12-1414:1, Oct. 31, 2014)

65. Delaney was evasive in his testimony at the hearing in this matter. For
instance: ‘

a. Despite the clear language in Ex. 89, and later stipulations by his counsel,
Delaney denied that it was the practice of PFSI's Stock Loan department to closeout
long sales at market close rather than market open.

e Delaney Testimony

Q And if you look at the next page, Page 32 of 38. If you look at the second paragraph
at the top of the page, that section says, "With regards to the timing of fong-sales
closeouts, the Firm does not believe it is industry practice to close-out long sales prior to
the market open on T+6. Not once has the Firm ever had a borrow closed out by a
lending counterparty at the open. Conversely, the Firm's borrowing counterparties will
not accept a closed out price on a stock loan at the market open. Thus, the Firm
executes closeouts versus long sales at the conclusion of the DTCC trading window at
approximately 3:00 EST daily, as is universally practiced."

Do you see where | was reading?

A Yes, ma'am.

Q And you would agree with me that that was the practice of Penson's Stock Loan
department from late 2008 through 2011, isn't that right?

A ldon'tknow if | would agree that | know that's the practice. What that was, was a
draft that had been presented to me by the subject matter experts --

Q Mr. Delaney?

A - responsible for that.

(Hearing- Day 2, 571:22-572:19, Oct. 28, 2014)

b. Despite having previously testified that he read the release for Rule 204T,
at the hearing Delaney quibbled about whether he had seen the release in the same
exact format as that in the exhibit used at the hearing and during his testimony.
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¢ Delaney Testimony

Q Would you please look at Page 92 of your investigative testimony.

Q You see about middle of the page where it says, "SEC Exhibit No. 67 was marked
for identification"?

A Yes, | haveit.

Q Would you read the rest of that page to yourself, please.

Does that refresh your recollection that you saw the adopting release for Rule 20477

A Not necessarily. |think what | was maybe intending to say is, | don't know if |
specifically read it from the Federal Register as an adopting release, but | was certainly
familiar with the rule as it was -- as it was coming out at that time.

Q Mr. Delaney, you were asked, "Take a look at Exhibit Number 67 here. You have in

front of you there Exhibit 67 --" Are you -- take a look at Exhibit Number 67 here,
and Exhibit 67 is the one that we're discussing; is that right?
A I'm not sure.
Q Well, take look at Exhibit 67 that's in front of you.
A Oh, I'm sorry. | was looking at the book. | apologize.
Q You see Exhibit 67 in front of you?
A ldo.
Q Allright.
A That's the same 67 that's here?
Q ltis, yeah.
A Okay.
| Q And you were asked, "You have in front of you there Exhibit 67 is the adapting

release for rule 204T from October 2008. Have you ever seen this adopting release
before?"

"I believe | have."

"In what context did you see it?"

"Around the time of the -- around the time of the release of the rule."

Do you see that?

A ldo.

Q Did you -- were you asked those questions and did you give those answers?

A | believe | was.

Q So you've seen Exhibit 67. You've seen the adopting release for Rule 204T; is that
correct?

A | said that here, but | stand my by answer that | think my intention was that | don't
know if | specifically saw it off the Federal Register. But | certainly would have seen itin
some other context of the rules being released.

(Hearing- Day 2, 574:15-576:18, Oct. 28, 2014)

c. Although ultimately admitting that there was only one test of Stock Loan’s
Rule 204 procedures, Delaney originally denied that fact.

¢ Delaney Testimony

[ Q Infact, Mr. Delaney, the test in December of 2009 is the only test that tested Stock |
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Loan's compliance with Rule 204; isn't that right?

A ldon't know that.

Q Do you know of any other testing as you sit here today that tested Stock Loan's
compliance with Rule 2047

A That was a long time ago. There may have been a lot of testing in the quality
control that was going on.

Q As you sit here today, do you know of any other testing that showed that stock --
Stock Loan's compliance with Rule 2047 It's just yes or no. Yes, you do know, or no,
you don't know.

A As | --right now in my present recollection, | don't know.

Q Okay. I think you testified yesterday that you, over the course of preparing for this
case, have looked at thousands of documents. |s that what you said?

A ldon't know if | said thousands, but it may have been hundreds.

Q Lots and lots of documents?

| A Lots of documents.

Q Did you see anything in those documents that showed any other testing of Stock
Loan's Rule 204 compliance? ’

A | may have.

Q Do you remember seeing any documents that showed that?

A As | sit here today, | don't have a recollection of any other testing.

Q Okay. Do you think if there was other testing, your counsel would have brought that
to your attention?

A Idon't know what my counsel would do.

(Hearing- Day 3, 637:3-638:11, Oct. 29, 2014)

B. The predicate elements of 15(b) and 21C have been proven.

66. Delaney is associated with a registered broker-dealer.
« Stipulated Finding of Fact 1

67. PFSI violated Rule 204T/204.
e See infra Section |.E.ii.

C. Delaney’s knowledge concerning PFSI's violatons of Rule 2047/204.

68. Delaney was Penson’s CCO when Rule 204T was implemented in
September 2008.

o Stipulated Finding of Fact 12

69. Delaney participated in Penson’s efforts to implement procedures in
response to Rule 204T in October 2008 and to Rule 204 in July 2009. Delaney knew at
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all relevant times that Rule 2047/204 required Penson to close-out CNS failures to
deliver resulting from long sales by market open T+6.

e Stipulated Finding of Fact 14

70. When a new rule, such as Rule 204T or Rule 204, is adopted, the Chief
Compliance Officer is responsible for designing a program for complying with the rule.

e Yancey Testimony

Q When a new rule is adopted such as Rule 204T or when it comes further, in the
case of 204, who at Penson is responsible for designing a program for complying with
the rule?

A The Compliance Chief.

Q Anyone else?

A And his -- and his staff.

(Hearing- Day 7, 1868:3-1868:9, Nov. 4, 2014)

71. PFSI's Compliance department should have determined whether PFSI's
policies and procedures complied with Rule 204.

e Exhibit 224 (Delaney Investigative Testimony) at p. 101

Q When Rule 204 was issued in July 2009, did you have an expectation that someone
in your compliance group would review the rule?

A Review the rule in general, yes.

Q And make determinations about whether Penson's policies and procedures
complied with the rule? '

A | believe that would have been an expectation, yes.

(Delaney, Tom- INV vol |, 101:18-101:24, Apr. 4, 2012)

72. If arule is complex, it is reasonable for a registered person to consult
FINRA, the SEC, or another regulator; consult interpretive guidance; and/or consult
with industry groups, such as SIFMA. Then one should identify and manage the
related critical control points.

¢ Gover Testimony

Q Let's talk -- just let's talk for just a minute about complexity. If a regulation is
complex, what do you, as a person who has worked at a broker-dealer, what do you do
about that?

A There's a couple of pieces. One is getting an understanding of the regulation, so in
its complexity, and you would -- for new regs, you would submit questions to your
SROs. You would look for any interpretive guidance that might be out there. You would
kind of read the tea leaves from AWCs that you might see firms where they're getting
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dinged for things. You would develop a hypothesis of here's how we believe this reg
reads and how it might be implemented. You might reach out to outside counsel. You
might use some of the industry groups, like SIFMA. So in short, you leverage your
resources. And then from an implementation standpoint, you -- you identify the critical
control points on here, what -- what these components have to be in; and you break it
| down into discrete tasks that you have controls around to make sure that you're --
you're doing what you need to do.

(Hearing- Day 1, 191:23-192:19, Oct. 27, 2014)

i. Delaney admits knowing that PFSI was violating Rule 204T/204

73. Beginning in November 2008, the Commission’s Office of Compliance
Inspections and Examinations (*OCIE") conducted a review of PFSI's Rule 204T
procedures.

¢ Stipulated Finding of Fact 28.

74. Delaney admits that regulators raised issues about Rule 204 closeouts for
long sales. Delaney also admits that he knew, at the time regulators were raising the
issue, that Rule 204 closeout issues “might begin” with Stock Loan.

o Exhibit 157 (Delaney Wells Submission), p. 16

For example, when asked about the close out requirements in Rules 204T and 204, Mr. Delaney
knew that the close out issue might begin with Stock Lending, which was the only group at PFSI
that could have direct financial incentives not to close out some sales on time, but that several
other business units, including the Operations Unit and the Trading and Execution Desk, clearly
had a direct role in compliance with the close-out rules.”® Because of its incentives, Stock

75. Delaney admits that he knew that stock lending personnel could and did
cause delays in buy-ins in that he claims that he raised that issue many times with
Yancey.

¢ Exhibit 157 (Delaney Wells Submission), p. 30, 32

(1)  Stock Lending Personnel Were Financially Incentivized
to Delay Close-outs, and They Could and Did Cause
Delays in Buy-ins

@)  PFSI Management Ignored Failures And Did Not
Support the Changes Required in PFSI’s WSPs

All of these issues were raised many times — both routinely and extraordinarily — with
Mr. Yancey, who was responsible at PFSI to deal with the issues and concerns Compliance
escalated. Even though Mr. Yancey was well aware of all the challenges of complying with
Rules 204T, 203, and 204 at PFSI, he did not take steps to encourage, much less require, changes
to PFST’s, and particularly Stock Lending’s, practices.
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76. Delaney admits knowing that there was a “gap” between the requirements
set forth in the WSPs and stock lending’s practices concerning timely buy-ins that he
was “working to close.”

e Exhibit 157 (Delaney Wells Submission) at p. 32

Mr. Yancey'’s approach to compliance with Regulation SHO's rules flew in the face of
his duties at PFSI and turned a blind eye to the gap that Mr. Delaney was working to close
between PEST's WSPs and Stock Lending’s practices concerning timely buy-ins. There isno
excuse for this failure and the consequences that it had on compliance.

77. Delaney admits knowing that Stock Loan was having issues with
compliance with Rule 204T and Rule 204.

o Exhibit 157 (Delaney Wells Submission), p. 31

It was nio secret that any efforts to comply with Rules 204T, 203, and 204 were not well
received by PFSI's customers. There are multiple email references that are part of the record
from Stock Lending stating that their customers would be unhappy with a strictly enforced buy-
in policy. As a result, Stock Lending had by far the most to lose by complying in terms of
eroding profitability and customer base and, consequently, diminished income for Michael
Johnson and those working beneath him.

ii. Delaney also recklessly disregarded PFSI's violations and his role in
furthering them.

78. Rule 204 was one of the most major rule changes during Delaney’s fifteen
year career.

¢ Delaney Testimony

Q Allright. Were there any -- during your career as a compliance professional, have
there been any major rule changes that you can think of?

A Yes.

Q Okay. And -- and it's going to be tough to identify what's a major one and what's a
minor one, | take it?

A I mean, there are a lot of minor -- minor changes. There are certainly sort of big -
big changes that -- that strike me anyway.

Q And so describe for us the big changes that you recall.

A An example might be when the Patriot Act was -- was implemented, and for the first
time we saw -- we started seeing the broker-dealer industry, the AML regime that was
created under the Bank Secrecy Act to be carried over into -- into the broker-dealer
world. Traditionally, before that, there was a very light responsibility for AML on the
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broker-dealer side. And the Patriot Act really, really took those more robust program
requirements that banks had traditionally been doing under the Bank Secrecy Act. This
was shortly after -- shortly after 911. 911 events happened, and imposed a lot to the
broker-dealer community creating a -- really a sea change to within the broker-dealer
community on how to deal with -- with these type of issues.

{ Q Did that - in your experience, was that -- create any upheaval within broker-
dealers? \

A Upheaval -- defining upheaval as a lot of energy and attention in resources and
money being spent to deal with -- with those sort of issues, yes.

Q Okay. Any other major -- major rule changes that you recall during your career?

A | would certainly say the changes that started -- that were associated with the 2008
market crash. And as we saw, the emergency orders coming from the SEC developing
the 204T and then -- and then that rule become permanent, | would -- | would classify
that as a -- as a big change.

Q Did the financial crisis -- we're focused here a lot on Rule 204. Were there other
components to rule changes at -- at about that time as well that you recall?

A |-1ldon't--I'msorry. | don't understand the question.

Q Any other rules or -- or changes in -- in the way business was done associated with
the financial crisis that you recall? '

A I'm--I'm sure there were all sorts of -- all sorts of changes happening, buf what's
focused in my memory at this point is really the stuff around 204.

(Hearing- Day 5, 1228:20-1230:20, Oct. 31, 2014)

Q Why not?

A The -- this -- this -- this rule again strikes me as being a -- a rule that was one of
these sea changes that was in a moment -- moment in time where -- one of these
historical moments in time. And so certainly just relying or reading a rule and then
trying to rely on -- on interpreting it myself there, | certainly felt that while | was a - | was
competent, | certainly would -- would be -- it would be a dereliction of my responsibility
not to go and consult people who are a whole lot smarter than me on the issue.

(Hearing- Day 5, 1240:20-1241:5, Oct. 31, 2014)

o Exhibit 302 at pp. PFSI2190936, PFSI2190939

SEC Emergency Order Release 34-58572 (Effective:r 12:01 AM, Thursday,

September 18, 2008 until 11:59 EST, October 1, 2008 — unless otherwise
extended

- Hard Settlement Date Close-Out Requirement; Penalties for Violation
Include Prohibition of Further Short Sales, Mandatory Pre-Borrow
(Rule 204T)
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These are historic times in the marketplace. Penson, as your partner, will endeavor to
keep you informed of material changesweMer, this is not aubstitute for keeping
yourself informed as well. Please continue to monitor developments on the SEC
website (hitp://www.secgov) to ensure that your firm has the most current
information.

79. Delaney knew Rule 204 was an important Rule.

e Delaney Testimony

Q And you felt that Rule 204 was important; isn't that right?

A As important as any regulatory rule.

Q Would you look at Page 416 of your testimony, please, Exhibit 224. And at Line 6,
you said, "Reg SHO, in and of itself, as its own particular item was certainly highlighted
as a compliance concern.” And then you went on to say a couple of lines further,
"And in the future it was significant to the level of attention that compliance was putting
into the Reg SHO area.

Did | read that correctly?

A Those -- those lines, yes.

Q And if you look at Page 446 -- I'm sorry -- Page 447 at Line 3, you were asked,

"As CCO of Penson, did you pay extra attention to Stock Loan group's Regulation SHO
compliance, given their unique financial incentives to violate Regulation SHO?"

And you said, "As the CCO of the firm, | gave specific attention to Regulation SHO
compliance in general. | gave specific guidance out. Probably | gave out more specific
guidance-related Regulation SHO than | did any other matter that was out there in terms
of my own direct participation and communications to the firm."

Did you give that testimony?

A ltappears so.

(Hearing- Day 3, 692:4 -693:4, Oct. 29, 2014)

a. In late 2008, Johnson told Delaney that Stock Loan could not figure out
how to comply with Rule 204T and asked for guidance

80. Because of the push-back Stock Loan got from counterparties when it
initially attempted to buy them in at market-open T+6 in order to close-out fails to
deliver, Johnson and De La Sierra had discussions with Tom Delaney about the issues
Stock Loan was having with complying with Rule 204.

o De La Sierra Testimony

Q ... As a result of the pushback that you got from your counterparties, did Stock
Lending make any decision about how it would handle buy-ins on T67?
A No. That's when my -- | started having conversations with Tom Delaney.

(Hearing- Day 1, 227:5-227:10, Oct. 27, 2014)
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« Johnson Testimony

Q In those conversations, did you discuss with Mr. Delaney resistance that Stock
Lending was getting to trying to buy-in, in the morning of T67

A | believe so.

Q And what do you believe you discussed with Mr. Delaney on that point?

A | believe we talked about Lindsey Wetzig calling counterparties trying to get a
definition of when to do this, and they said it was industry practice, and by us not doing
it the old way, we were violating our MSLA agreement.

(Hearing- Day 2, 518:20-519:5, Oct. 28, 2014)

81. These conversations occurred at approximately the time Rule 204T was
implemented.

e De La Sierra Testimony

Q And you may have said this in part, and if you did, approximately when did those
conversations occur?

A Right -- right at the inception of 204T.

Q Do you recall about when that was?

A October, | think.

Q October 20087

(Hearing- Day 1, 237:8-237:13, Oct. 27, 2014)

¢ Johnson Testimony

Q Yes, sir. The conversations with Mr. Delaney that we were just discussing, do you
recall, when in time, thinking about the adoption of Rule 204, those conversations
occurred?

A lthink we had conversations with Mr. Delaney and others at the inception of the --
what you just said, the -- prior to the rule becoming official, there were Saturday
morning meetings, et cetera, on all of this.

(Hearing- Day 2, 520:13-520:20, Oct. 28, 2014)

Do you recall if the interpretation from Mr. Delaney was roughly around the time that the
rule became a permanent rule?

A | remember putting pressure for answers. So it had to be around when the rule
changed, because | was concerned about complying with the rule.

(Hearing- Day 2, 524:21-525:1, Oct. 28, 2014)

82. At the time of these conversations, Stock Lending personnel did not believe
they could close-out at market-open, as required by Rule 204T, because the terms of
the MSLA did not allow PFSI to buy-in the borrowing counterparty until the afternoon of
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the third day after the recall was issued, which, because PFSI issued recalls on T+3,
meant the afternoon of T+6.

¢ De La Sierra Testimony

Was there any complexity to the time of when the close-out had to happen?

Yes.

Describe the complexities.

Well, we -- Penson, and probably a majority of the street, before this rule would deal
in settlement, so we would deal with T3. To - to buy-in before the -- by the open of T6,
you would have to have some view of future settlement.

Q So help us understand what that means. If you recall on T+3, what does it mean
for three days later, for T+67

A So we would not be in a time line -- a proper time line to be able to buy
morning of T6, part of the recall letter. The recall letter when we send it out would
say if it's not returned by the close of business T3, then we can close-out. By
trying to buy-in the morning of T6, our counterparties were saying to us that we
were in violation of the -- the letter. And also the MSLA of the standard loan
agreement also gives that same time line of three days after the recall.

Q |Isee.

So if the recall happens on settlement date trade date plus 3, how long does the

| counterparty have to return the shares to you?

A They have three days.

Q The beginning of the day, end of the day?

A By the close of business of T3.

>0>0

(Hearing- Day 1, 225:11-226:13, Oct. 27, 2014)

¢ Johnson Testimony

Q And what do you believe you discussed with Mr. Delaney on that point?

A | believe we talked about Lindsey Wetzig calling counterparties trying to get a
definition of when to do this, and they said it was industry practice, and by us not doing
it the old way, we were violating our MSLA agreement.

Q And you said, "by us not doing it the old way." What is that reference, sir?

A It's what you just said in this box that's sticking out. That's the way the industry has
done it for years.

Q So by you not buying in the afternoon of T6; is that what you mean, sir?

A By buying in, we would always buy-in when -- when -- when -- when -- when --
when it was at the end of market.

(Hearing- Day 2, 518:24-519:15, Oct. 28, 2014)
Q And explain what you mean by "the window problem," Mr. Johnson.

A The rule, for 40 years, said buy-in at 3:00 p.m. The new rule said in the morning, by
9:00 a.m., at the open.

61




(Hearing- Day 2, 521:15-521:19, Oct. 28, 2014)

Q And | want to make sure that the record is clear that when you are pressing for
answers from Mr. Delaney, was it clear what the problem was -- what the problem Stock
Loan was having was?

A  Yes.

(Hearing- Day 2, 525:2-525:6, Oct. 28, 2014)

83. Johnson was a vocal and direct personality; he was not afraid to raise
issues and was direct if he needed something.

¢ McCain Testimony

Q You also discussed with Ms. Addleman Mike Johnson, right?

A Yes.

Q | want to talk for a minute about Mr. Johnson. You mentioned -- | think the terms
you used, and if I'm putting words in your mouth, please correct me, but he was crass
and crude; is that fair?

Yes.

Was he quiet or meek?

No.

Did he seem afraid to share his opinion if he had one?

Never.

Did he often have opinions?

Always.

Did he seem afraid to raise issues?

Not that | know of.

He was vocal and direct; is that fair?

Yes.

If fair to say if he wanted something, he would let you know?

He would.

POPTPOTOPOITPOPLO>

(Hearing- Day 9, 2226:11-2227:7, Nov. 6, 2014)

84. During his conversations with Delaney, Johnson made it clear to Delaney
the problem Stock Loan was having.

e Johnson Testimony

Q And I want to make sure that the record is clear that when you are pressing for
answers from Mr. Delaney, was it clear what the problem was -- what the problem Stock
Loan was having was?

A Yes.

Q And was it clear - did you make it clear to Mr. Delaney what the problem Stock
Loan was having was?
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A  Yes.

(Hearing- Day 2, 525:2-525:9, Oct. 28, 2014)

85. During those conversations, Johnson informed Delaney that there was a
conflict between the Rule and the historic practice of buying in borrowing counterparties
on the afternoon of T+6, three days after a recall was issued on T+3, based on the
terms of the MSLA. Johnson further informed Delaney that PFSI’s counterparties were
not accepting buy-ins at market-open T+6.

¢ Johnson Testimony

Q Al right. Well, let me ask you this: Did you have any conversations with Mr.
Delaney, Mr. Johnson, about Rule 204?

A Yes.

Q Describe for the Court those conversations, please.

A I was looking for help on interpreting it, on what to do with Rule 204. Industry
practice, whatever, has been what you've showed me prior. That's the way the
whole industry operated, the three o’'clock in the afternoon, for 40 years. 204
presented a new light in those, and | was searching for interpretation and
guidance on how to comply.

Q And as you sit here today, in substance, what were the conversations between you
and Mr. Delaney? What did you say to him?

A ldon'tknow. They were fast.

Q Okay. And what do you mean by "fast"?

A Hallway conversations, quick conversations. | ran Global; so they were fast in
coming, looking for support.

Q In those conversations, did you discuss with Mr. Delaney resistance that
Stock Lending was getting to trying to buy-in, in the morning of T6?

A [ believe so.

Q. And what do you believe you discussed with Mr. Delaney on that point?

A | believe we talked about Lindsey Wetzig calling counterparties trying to get a
definition of when to do this, and they said it was industry practice, and by us not
doing it the old way, we were violating our MSLA agreement.

Q And you said, "by us not doing it the old way.” What is that reference, sir?

A It's what you just said in this box that's sticking out. That's the way the industry has
done it for years.

Q So by you not buying in the afternoon of T6; is that what you mean, sir?

A By buying in, we would always buy-in when -- when -- when -- when -- when --
when it was at the end of market.

Q Allright. Do you believe you communicated with Mr. Delaney that your practice
was {o buy-in at the end of market?

A | believe we communicated we had a conflict between those two.

Q Between the rule and the industry practice?

A Yes, sir.

(Hearing- Day 2, 517:24-519:22, Oct. 28, 2014)
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Q And do you believe in those conversations you communicated the conflict between
the rule and industry practice to Mr. Delaney?
A Yes.

(Hearing- Day 2, 520:21-520:24, Oct. 28, 2014)

¢ De La Sierra Testimony

Q ... Now you mentioned at the beginning of our conversation that you understood

| Mr. Delaney was aware that Stock Loan was not closing out at market open T+6. Do
you recall that?

A  Yes.

Q How do you know that?

A Mike had gone over to talk to him, and then Tom had come back to our group and
there was an open discussion there. And then | think Mike and, you know, Tom had
gone into their -- into Mike's office to discuss further.

When were the conversations that you observed between -- Mike Johnson?
Correct, Mike Johnson.

--and Mr. Delaney, approximately when did those conversations occur?

When this rule -- when -- when 204T went into effect.

And, in substance, what were those conversations?

We notified them that our counterparties were not accepting our recalls.
Your recall --

I'm sorry. Not our recalls. Our -- our morning -- our market open buy-ins on

'aibObD)>O>.O

Q So with the conversations that you personally observed between Mr. Johnson and
Mr. Delaney, tell me again — I'm sorry, my train of thought was interrupted -- what was
the substance of that conversation.

A We notified Tom, or Mike notified Tom, that our counterparties were not
accepting our morning buy-ins. That they were stating that it was contradictory to
the recall letter and -- and the MSLA, the Stock Loan agreement.

Q Did you personally observe those conversations?

A 1did.

Q How often -- how many could you say you observed?
A Just a couple.

(Hearing- Day 1, 235:13-237:19, Oct. 27, 2014)

A ... [Delaney] knew we weren't buying in at the open.

Q How -- when you say he knew we weren't buying in at the open, what do you
mean?

A Mike had told him already that we -- our counterparties were not accepting
morning buy-ins, and we were -- we were going -- we were -- we were the [sic]
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lost counterparties if we tried to buy-in against the recall letter or the MSLA, the
securities loan agreement.

(Hearing- Day 1, 272:9-272:17, Oct. 27, 2014)

86. In his conversations with Delaney, Johnson sought guidance from Delaney
on how to comply with Rule 204.

¢ Johnson Testimony

Q Allright. Well, let me ask you this: Did you have any conversations with Mr.
Delaney, Mr. Johnson, about Rule 2047

A Yes.

Q Describe for the Court those conversations, please.

| A lwas looking for help on interpreting it, on what to do with Rule 204. Industry
practice, whatever, has been what you've showed me prior. That's the way the whole
industry operated, the three o'clock in the afternoon, for 40 years. 204 presented a new
light in those, and | was searching for interpretation and guidance on how to comply.

(Hearing- Day 2, 517:24-518:11, Oct. 28, 2014)

87. Stock Loan sought guidance from Delaney because he was the Chief
Compliance Officer and they wanted to make him aware that there was a conflict
between the Rule’s requirements and counterparties stating that Stock Loan could not
execute close-outs at market-open based on the terms of PFSI's recall letters.

¢ De La Sierra Testimony

Q Mr. De La Sierra, why were you talking with Mr. Delaney about this issue you were
having with being able to buy-in at market open T+67

A The particular conversation | had with him or why was Mike going to Tom?  Q
Yeah, let me ask more generally. Why -- why go to Mr. Delaney with this issue?

A Mike would have gone directly to Tom Delaney because he was the Chief
Compliance Officer.

Q Why would you go to the Chief Compliance Officer?

A So he was aware that we had a contradictory situation with our counterparties
telling us that we can't comply with this rule based on our recall letters.

Q And what were you looking for compliance to do?

A To give us guidance.

(Hearing- Day 1, 239:14-240:4, Oct. 27, 2014)

88. Part of the role of a compliance officer is to give guidance on rules.

¢ Alaniz Testimony

| Let me first -- we've had some witnesses talk about this, but | want to ask, what -- what |
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do you understand the compliance function in a broker-dealer to be?

A The rule of compliance of a broker-dealer is to create a semblance of -- create a
framework of compliance, give guidance on rules, take rules and apply them to your
business -- your business products and services, help alleviate any questions from any
rules that arise throughout the process of your job. That's my understanding of
compliance.

(Hearing- Day 3, 725:17-726:2, Oct. 29, 2014)

89. Poppalardo would have expected a CCO asked for guidance to provide
assistance.

¢ Poppalardo Testimony

Q Okay. If a--if a business line person were to come to a CCO and say, We can't
figure out how to comply with this new rule, what would you expect the CCO to do?
A Pull together a working group, figure out, you know, what needed to be done,
whether it was revising an automated -- reprogramming an automated system or, you
know, working within the firm to make sure that you were able to comply.

Q Would you expect the CCO to take steps to understand what the problem was?
A | think that if the problem is clear on its face and it was something that was
programmed into an automated system, you don't need to know all of the details; you
just need to know that you have an IT problem and you need to get that fixed. But, you
know, it really -- it depends on the situation.

Q Okay. Butit sounds like you would expect the CCO to take some steps; is that
right? :

A would expect the CCO, to the extent that it came to his attention, he became
aware of it, once you become aware of something, you've got to do something. So to
work with the business line and to figure out how to fix -- address the problem.

(Hearing- Day 8, 2029:9-2030:7, Nov. 5, 2014)

90. Stock Loan took guidance from compliance seriously, and followed that
guidance when it was given.

¢ De La Sierra Testimony

Q Mr. De La Sierra, did you take compliance seriously at Penson?

A Yes, we did.

Q Were there ever instances where the Compliance department gave you guidance
“and you complied?

A Yes.

(Hearing- Day 1, 240:9-240:14, Oct. 27, 2014)
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91. Rather than provide guidance to Stock Loan on how it could comply with
Rule 204, Delaney told Johnson to “call your Congressman” if he had problems with the
rule.

¢ Delaney Testimony

Q Okay. We'll talk about some of those conversations in detail. But for present
purposes, did you ever have a conversation with Mike Johnson?

A ldid.

Q What do you recall about that conversation, including the time, if you can give us
your best estimate?

A It was around the time when we were communicating out the 204T requirements.
Mike Johnson had expressed some concern that he was getting counter-party
pushback, and -- and -- and he was just voicing his -- his concern and frustration with
me about that.

Did you understand what he meant by "counter-party pushback"?

| believe I understood it at the time, yes.

Okay. Did you give any response?

| did.

What -- what was your response?

If -- if you know Mike Johnson personally, he's -- he's a pretty interesting character,
and | think I recollect my response being something like, Mike, if you don't like the rule,
you need to go to Congress and/or write your congressman.

Q Why did you say that?

A His complaint about the rule, to me -- | had no ability to change the rule from a
compliance standpoint. And so, at that point, | -- | -- he was expressing some frustration,
and that really -- the rule is the rule, and this is really what he -- his avenue would be to
go through whatever legislative process he could in order to affect a rule change.

>O>0>»0

(Hearing- Day 5, 1192:12-1193:18, Oct. 31, 2014)

¢ De La Sierra Testimony

Q What did you observe Mr. Delaney saying in response to Mike Johnson saying, we
can't do buy-ins at the market open?

A He said he understood and he'd get back to Mike.

Q And did you ever personally observe him getting back to Mr. Johnson?

A 1did not.

(Hearing- Day 1, 237:20-238:2, Oct. 27, 2014)
Q And at that point in time when these conversations occurred, did you receive any
guidance from compliance?

A  Wedid not.

(Hearing- Day 1, 240:5-240:8, Oct. 27, 2014)
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92. At approximately the same time that Johnson and Delaney were discussing
Stock Loan’s compliance issues, Delaney and Rudy De La Sierra had a conversation in
which Delaney asked whether Stock Loan was still having issues with market-open buy-
ins, and De La Sierra confirmed that Stock Loan had not resolved the issues.

e De La Sierra Testimony

Q Did you personally have any conversations with Mr. Delaney regarding Stock
Lending and closing out at market open of T+67

A ldid.

Q Tell us about those.

A It was at one of the -- Bill Yancey's meetings. We just happened to be sitting next to
each other, and he had asked me if we'd -- if we were still having issues with the

| morning buy-in.

And what did you say?

I said yes, we were. We're -- we're not getting any headway.

And what did Mr. Delaney say in response?

He said okay.

He said okay?

Yes.

Approximately what time or when -- excuse me. Approximately when did the
conversations occur where you again told Mr. Delaney you weren't able to buy-in at
market open?

A This would have been in the first couple weeks of the 204T.

OPOPLOL>PO

(Hearing- Day 1, 238:3-238:24, Oct. 27, 2014)

93. Inresponse to De La Sierra confirming that Stock Loan was still not able to
buy-in at the market open on T+6, Delaney simply said “okay.” Delaney did not instruct
De La Sierra that Stock Loan had to comply with the market-open requirement of Rule
204 regardless of any counterparty resistance.

¢ De La Sierra Testimony

And what did Mr. Delaney say in response?
He said okay.

He said okay?

Yes.

D: PO>O

In that conversation that you had with Mr. Delaney, did he say, in sum or
substance, tough luck, you have to comply?

A No.

Q Insum or substance, did he say you have to stop doing market afternoon buy-ins?
A No.

(Hearing- Day 1, 238:15-239:6, Oct. 27, 2014)
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94. Stock Loan did not hide from Delaney the fact that it was not closing out
fails to deliver at market-open T+6.

¢ De La Sierra Testimony

Q Mr. De La Sierra, did you hide the fact that Stock Loan was not closing at market
open T+6 for Mr. Delaney?

A  Wedid not.

Q Did you ever manipulate a report to conceal violations from Mr. Delaney?

A We did not.

(Hearing- Day 1, 239:7-239:13, Oct. 27, 2014)

95. Stock Loan told Tom Delaney that Stock Loan’s practice was to close-out
fails to deliver on long sales on the afternoon of T+6.

¢ De La Sierra Testimony

Q And if you can look at the second paragraph from the top, Mr. De La Sierra. And
that paragraph, in response to Exception 13 about Rule 204, says, "With regard to the
timing of long sale close-outs, the firm does not believe it is industry practice to close-
out long sales prior to the market open on T+6."

And a couple of sentences down, it says, "Thus, the firm executes close-outs versus
long sales at the conclusion of the DTCC trading window at approximately 3
o'clock Eastern Time daily.”

Do you see where | read?

| do see that. ,

Mr. De La Sierra, was that, in fact, the practice of Stock Lending at Penson?
It was the practice.

And how long had that been the practice of Stock Lending at Penson Financial?
From the inception of this rule, 204T.

>O>DQO>

Q We'll come back and talk about this more in a moment. But did Tom Delaney
know what Stock Lending's practice was?
A Hedid.

(Hearing- Day 1, 201:13-202:18, Oct. 27, 2014)

Q You also talked, I -- | believe, with Mr. Lebenta or Mr. Washburn yesterday about
your conversations, both that you overheard between Mr. Johnson and Mr. Delaney and
that you personally had with Mr. Delaney regarding Stock Lending's practices when
Rule 204T came out. Do you recall generally that testimony?

A Yes.

Q In --in those conversations, did you or Mr. Johnson make it clear to Mr.
Delaney that Stock Loan was not closing out at market open?

A Yes.
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Q In the conversations, did Mr. Delaney ever ask whether Penson was still buying in
for its own account even though the counterparties wouldn't take the buy-in?

A No, he never asked that.

Q In the conversations, did you or Mr. Johnson ever suggest that Penson was still
buying in at the opening even though the counterparties wouldn't take it?

A No, we never told him that.

Q ... Based on your overhearing those conversations and participating in the
conversations themselves, was there any doubt in your mind that it was clear that Stock
Lending was not complying with the rule?

A We were not complying at the open of T67

Q Correct.

A  Correct.

(Hearing- Day 2, 337:2-338:17, Oct. 28, 2014)
Q And was there any ambiguity that Mr. Delaney knew that Stock Loan was not
closing out at market open T+67?

A No.

(Hearing- Day 2, 339:2-339:5, Oct. 28, 2014)

b. Delaney received guidance about Rule 204T/204 both before and after
his conversations with Johnson and Del aSierra.

96. On September 21, 2008, Delaney received and read guidance that the
Commission had issued an emergency order requiring close-out at market open T+6 of
all fails to deliver due to long sales.

¢ Stipulated Finding of Fact 84

o Ex.422aatpp.1,6

24. What is the close-out requirement for long sales?

If a clearing broker can demonstrate on its books and records that a fail-to-deliver position resulted from a
long sale, the broker has until the third settlement day following seftlement date to close out the fail without

becoming subject to the borrowing penaity.

e Delaney Testimony

Q Okay. Well, let's just ask that question: Do you know if you looked -- and the
document you're looking at is marked as Exhibit 422A; is that right?

A ltis.

QDo you know if you looked at that exhibit at the time?
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A It's always -- this is the practice for what often happens. And so to the extent that it
has always been my custom when | get these, to - to look at that link, | -- I'm sure | did.
I don't know specifically, as | sit here today, if I can tell you | actually looked at this one,
but that was absolutely my custom.

(Hearing- Day 5, 1245:17-1246:3, Oct. 31, 2014)

97. In October 2008 Morgan Lewis issued additional guidance about Rule 204T.
It was Delaney’s practice to review Morgan Lewis’s guidance carefully. This guidance
specifically discussed the impact of Rule 204T on securities lending. The guidance also
linked to the Rule 204T adopting release.

e Exhibit255atp. 4,5

11. How will the Interim rules affect securities fending practices?

In footnote 70 of it releass, the SEC noted that if a person that has leaned a security to ancther person
sells the security and a bona fide recell of the secuity is inftiated within two business days after trads
date, the person that has loanad the security will be "deemed to own” the securtty for purposes of
Regulation 8HO and the sale will not be treated as a shoit sale for purposes of Interim rules. In those
cases, the clase-out requirements for long sales will apply.

Additionally, whila the interim nides do not prohibit the use of locates In connection with short gales where
the clearing broker is not subjsct to the borrowing pesally, it is possible that clearing finms may insist on
recelving pre-borrows on all short sales If traditionat stock lenders withdraw from the market. Stock
lerdding agents and clsating brokers that rely on bomowings from those lendars may want to discuss the
mechanics around borrowings in light of the new nules to ensure that there will be evalisble bormowing to
safisfy trade ordere. in addition, sscurities lending firms may want to take steps to lock-up the locates or
pre-bomows they have given so that they are able to fulfill all of thelr commiiments to lend.

To view the SEC's release, please visit inalf2008/34-68773.pdr.

BAPWWW SEL. QOV MBS

» Delaney Testimony

Q Okay. You -- Mr. Washburn specifically asked you about Morgan Lewis. You said
that you had gone to the Morgan Lewis website and had reviewed their guidance and
had looked at it carefully; is that right?

A Yes, ma'am

(Hearing- Day 5, 1400:16-1400:20, Oct. 31, 2014)

98. Delaney also read the adopting release for Rule 204T.

e Delaney Testimony

Q So you've seen Exhibit 67. You've seen the adopting release for Rule 204T; is that
correct?

A | said that here, but | stand my by answer that | think my intention was that | don't
know if | specifically saw it off the Federal Register. But | certainly would have seen it in
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some other context of the rules being released.

(Hearing- Day 2, 576:12-576:18, Oct. 28, 2014)

99. Delaney was aware of the tension between the close-out reqwrements of
Rule 204T and securities lending practices.

s Exhibit 224 (Delaney Investigative Testimony) at p. 404

Q Were you aware of any tension between Rule 204T's closeout requirements and

securities lending practices?
A | was generally aware that there was discussions out there of potential for that but

not specific to Penson. It was more of an industry discussion.

(Delaney, Tom- INV vol 1, 404:1-404:5, July 31, 2013)

100. On December 13, 2008, Delaney received comments about Rule 204T.
The e-mail noted that “Rule 204T applies to long sales, not just short sales.
Unfortunately, the timelines set by the rule do not match the timelines in the securities
lending markets” and asked PFSI to write a comment letter to the Commission

concerning adoption of the rule.

o Exhibit 160, at pp. PFSI2325526 — 27

-—Original Message--—From:

Phil Pendergraft

To: Andy Koslow; Mike Johnson; Tom Delaney; Bill Yancey
Sent: Sat Dec 13 16:32:51 2008

Subject: Fw: SEC Rule 204T- Comments needed

Mike & -are writing you regarding the SEC's inferim final temporary Rule 204T (the "hard close-out rule™).
While the rule hias had soime positive sffects in reducing fails to defiver, italso has Had significant
negative unintended consequences on broker-dealer financing and stock market volatifity. We think that
these negative effects can be largely: mitlgated by:a fewsimple: clarifications tothe-rule, as detailed below
and inthe aftachied 81T, 15 firtherance of thssé ciarifications, which we believe are crmcal f6.1he
efficient functioning of the Securities lending market, we have spoken o the SEG about our concermns -and
writlen a comment letier-on-the Rule as well {attached). We:urge you'to-do the same before the
expiration of the comment period next Tuesday, December 16.

Rule 204T applies fo long sales, not just short sales. Unfortunately, the timelines set by the rule
do not match the timelines in the securities lending markets, and this contradiction jeaves

brokers with an unatiractive choice: either risk violating the rule or curtail securities lending. Since
the Rule became effective in late September, the broad securities lending market has shrunk by
50%, reducing cash liquidity to the finance industry when the Industry needs it most - broker-
deslers with excess cash balances hoard their cash and refuss to lend, while broker-dealers who
have cash needs draw on bank lines (concentrating counterparty risk and reducing credit
availability to other bank customers).

101. On December 15, 2008, Delaney received a comment letter concerning
Rule 204T written by the Securities Industry and Financial Markets Association
(“SIFMA"). This letter contained a whole section on the impact of Rule 204T on stock
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lending. Among other things, the letter discussed the conflict between stock lending
practices and Rule 204T.

e Exhibit 541 at pp. PFSI1842604, 613-614

Tou Tom Delaney[TDelaney@PENSON.COM]
From:  JohnKenny

Sent: Mor 12152008 7:49:55 AM

Importance: Nomal

Subject: FW: Rule 204T Draft Comment Letter
Rule 2047 Comment Letierdog

Tom,

Acomment letter from SIFMA  on rule 2047 isattached.

3 Instability in the Securities Fending Morket

The sale-of securities on Ioan is considered a long sale; a fact reaffirmed by the SEC
in an FAQ issued with respect to the series of emergency orders issued earlier this year.” Thus,
the close-out requirement for long sales under Rule 204T would apply to sales of such
securities. The longer delivery period permitted for long sales is critical for entitics that lend
secutities given the recall process that applies to securities on loan. Both as matters of contract
under the Master Securities Lending Agreement and market pracnce a horrower has the standard
settlement period that applics to a loaned security to retum the securities once they have been
recalled. This period isnecessary because the borrower nray actually need to purchase the
securities in order to return them should other borrowable shares not be available. However, as
discussed in Section ILB. above, due to the dzﬁicuity that broker-dealers have in decomposing
their net CNS delivery requirements into the portion that are attributable to long sales, as
opposed to short sales, the lendets of shares are often being threatencd with buy-in as if the sale
was executed as a short sale.

102. In July and August, 2009, Delaney reviewed additional guidance from
PFSlI's legal advisors. This guidance provided a link to the adopting release for Rule
204. Delaney testified that it was his practice to review the links in such guidance.

o Exhibit 424 atp. 1

Additional Materials

¢ Rule 204: Amendments 1o Regulation SHO {Release No. 34-60388)

o Exhibit 425(a) at p. 3

The SEC’s Adopting Release is available at http //iwww sec gov/rules/final/2009/34-60388 pdf

¢ Delaney Testimony

| Q And | remember there being a little back and forth about whether you'd seen a
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particular document that ended being the adopting release. Do you remember that?
A ldo.

Q And what did you tell Ms. Atkinson about where you got the document releases?
A ldon't-- | don't specifically remember my answer, what | -- what | told her. Well, let
me ask you this: Within Exhibit 424 --

MR. WASHBURN: If you can scroll down there, Mike.

BY MR. WASHBURN:

Q --isthere a reference to that adopting release?

A  There is.

Q And where would we find that?

A There's going to be a -- there's going to be links. And many of the lawyers'
communications, with the associated adopting releases, you'll find that they will put
those links to the -- to the adopting releases right in their communications.

Q And so here, for example, do you see a release number on there?

A ldo.

MR. WASHBURN: And if we could, Mike, go to Exhibit 301, and | believe it's Page 24
of that exhibit. And if you can keep them both up, those last two. | apologize. | should
have described that to you. -

BY MR. WASHBURN:

Q Mr. Delaney, just in case you don't remember rule -- or Exhibit 301 is -~ is Mr.
Alaniz's binder that he used for his testing. Do you see the release number there in
Rule 3017

A ldo. ,

Q And is it the same -- this adopting release that Mr. Alaniz had in his binder, is that
the same number as the one referenced here?

A ltis.

Q So this e-mail here that we're seeing in -- in Exhibit 424, is that the kind of e-mail
that might alert you to an adopting release?

A Very typically, yes.

(Hearing- Day 5, 1252:12-1254:4, Oct. 31, 2014)

Q Okay. Well, let's just ask that question: Do you know if you looked -- and the
document you're looking at is marked as Exhibit 422A; is that right?

A ltis.

Q Do you know if you looked at that exhibit at the time?

A If's always -- this is the practice for what often happens. And so to the extent that it
has always been my custom when | get these, to -- to look at that link, | - I'm sure | did.
[ don't know specifically, as | sit here today, if I can tell you | actually looked at this one,
but that was absolutely my custom.

(Hearing- Day 5, 1245:17-1246:3, Oct. 31, 2014)

103. The adopting release for Rule 204 specifically discussed the “effect of the
requirements of temporary Rule 204T on securities lending” and noted the conflict
between the “completion of the securities lending cycle” and the requirements of the
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rule. Nonetheless, in the next paragraph the Commission reiterated that despite the

impact on securities lending, the Commission would keep the closeout requirements.

¢ Exhibit 69 at p. 38270

Commiission extend the close-out
requirement for fails to deliver resulting
from all sales to five settlement days
after the fail to deliver position occurs. 53
‘These commenters stated that the
additional time to close out fails to
deliver would allow the majority of
trades to clear and settle on their own
within a few days following the regular
setttement date {i.e, T+3).34

Some commenters expressed concerns
about the effect of the close-out
requirements of temporary Rule 204T on
securities lending.5® For example, one
commenter stated that the compressed
time-frame for closing out fails to
deliver under temporary Rule 204T “has
generated over-buying and borrowing of
securities that would otherwise seftle in
the normal course, thus impairing
liquidity by tying up shares that would
otherwise be available to natural buyers
and sellers.” 58 This commenter also
noted that in practice fails to deliver
resulting from sales of secorities on
loan, which are considered “long” sales,
are often closed out in accordance with
the time-frames for fails to daliver
resulting from short sales ratber than
long sales because temporary Rule 204T
dowes not provide sufficient time to
determine whether or not a fail to
deliver position resulted from a long or
short sale.57 According to this
commenter, such purchasi aaivi‘tiy
acts 85 a disincentive to lending an
causes institutions to question their
participation in lending programs 58

her commenters stated that where

the holder of a long position sells

securities that bave been financed
through a securities loan, the close-out
requirements of temporary Rule 204T
may not provide cient time for the
sscurities to be recalled and delivered in
time for settloment of the sale

" transaction.5® These commenters stated,

among other things, that temporary Rule
204T’s requiremnent that securities be
delivered by no later than the beginning
of regular trading hours does not allow
for the completion of the securities
lending cycle, which may not occur
until the close of the DTG ssttlement
window on the third settlement day
after settlement date {i.e., T+8].5°

As noted above, the close-out
requireroents of temporary Rule 264T
are advancing our goal of further
reducing fails to deliver, as evidenced in
part l:i{ preliminary results from OEA
regarding its impact on the number of
fails to deliver.61 Thus, we are adopting
as a permanent rule the structure of the
closs-out requirements of tempor
Rule 2047T. Specifically, Rule 204(a
provides that a participant ofa
registered clearing agency must deliver
sacurities to a registered clearing agency
for clearance and settlernent on a long
or short sale in any equity security by
seltlement date, or if a participant of a
registered clearing agency has a fail to
deliver position at a registered clearing
agency in any equity security for a long
or short sale transaction in that equity
security, the participant shall, by no
later than the beginning of regular
trading hours 52 on the settlement day 53

104. In August 2010, Compliance Officer Eric Alaniz sent Delaney an e-mail
attaching guidance concerning Rule 204. The guidance repeated a portion of the
August 2009 adopting release, and two of the nine paragraphs in the guidance
discussed the conflict between the securities lending practices and Rule 204’s
requirements.

e Exhibit 328 atpp. 1, 3

From: Enc Alaniz

Sent: Friday, August 20, 2010 11:27 AM

To: Alan Zabloudil

Cc: Jimmy Glasgow; Thomas Textor, Tom Delaney
Subject: Buy-Ins Per Rule 204

Importance: High
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Some commenters expressed concermns about the effect of the close-out requurements of temporary Rule
204T on securities lending > For example, one commenter stated that the compressed time-frame for
closing out fails to deliver under temporary Rule 204T “has generated over-buying and borrowing of
securities that would otherwise settle 1n the normal course, thus impairing hiquidity by tying up shares that
would otherwise be available to natural buyers and sellers ”** This commenter also noted that in practice
fails to deliver resulting from sales of securities on loan, which are considered “long” sales, are often
elosed out in accordance with the time-frames for fails to deliver resulting from short sales rather than
long sales because temporary Rule 204T does not provide sufficient time to determuine whether ornot a
fail {o deliver position resulfed from a long or short sale *7 According to this commenter, such purchasing
activity acts as a dismcentive to lending and causes institutions to question their participation in lending

programs >

Other comnmenters stated that where the holder of a long position sells securities that have been financed
through a securifies loan, the close-out requirements of temporary Rule 204T may not provide sufficient
time for the securities o be recalled and delivered in time for setflement of the sale transaction > These
commenters stated, among other things, that temporary Rule 204T"s requirement that securities be
delivered by no later than the beginning of regular trading hours does pot allow for the completion of the
securities lending cycle, which may not occur until the close of the DTC settlement window on the third
settlement day after settlement date (i.e., T+6).%

¢. Testing by the Compliance Department put Delaney on notice that
PFS| was have Rule 204 compliance issues

105. In December 2009, PFSI's Compliance department did testing pursuant to
FINRA Rule 3012 of PFSI’s compliance with Rule 204 (the “Rule 204 Test").

o Ex 70at1

3012 Test Results

To: Hrian Hall & Rudy De La Slerra
Fromy Eric Alaniz

Date: December 21, 2009

Audits Seciities Lenkling Department
Subject: SEC Rule 204

¢ Alaniz Testimony

Q Does Exhibit 70 basically summarize the results of your testing of Rule 204 in late
20097

A Yes.

Q And do you recall when that testing -- when you did that testing?

A December of 2009. | usually start my testing four to six weeks before | write the
letter, so that would be somewhere around October, November 2009.

(Hearing- Day 3, 704:23-705:5, Oct. 29, 2014)
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106. Alaniz discussed the December 2009 testing with Delaney before doing the
testing.

¢ Alaniz Testimony

Q Okay. How did this audit come about? What caused this audit to occur?

A My basic -- basic way | come up with any audit is that | had a process. | reviewed
FINRA sites, SEC sites. | would check in to our regulatory compliance area. | would ask
to see what the regulators were asking about. And then from there, | would gather a list
of topics. From that point, | would take it to Tom Delaney. We'd create a list. And then
from there, we'd go have that list augmented or add to it if there were anything that
needed to be added to it from Bill Yancey. And then from there, we'd develop what we
would test throughout the year.

(Hearing- Day 3, 705:6-705:19, Oct. 29, 2014)

107. The December 2009 audit results related only to the Buy-Ins department.
o Stipulated Finding of Fact 78.

108. Delaney claimed that his “procedures formed the basis of compliance
testing at PFSI that reliably determined whether, and to what extent, PFSI was in
compliance with Rule 204T, 203, and 204.”

e Exhibit 157 (Delaney Wells Submission) atp. 4

The procedures Mr. Delaney implemented cannot be questioned. Indeed, Delaney’s
procedures formed the basis of compliance testing at PFSI that reliably determined whether and
to what extent PFSI was in compliance with Rules 204T, 203 and 204. The procedures, then,

109. Delaney admits, however, that the December 2009 compliance testing did
not test whether Stock Loan was closing out long sales of loaned securities in
compliance with Rule 204.

¢ Delaney Testimony

Q Okay. Did this 3012 testing, did it test the close-outs of long sales when a stock
loan was out?

A |don't believe -- | don't believe that the testing ends -- ends up doing that.

Q Okay. Soitdid not test whether Stock Loan was closing out in compliance with

Rule 2047
A It was intended fo test that, but I think at the end, and as we look through it now, it

does not appear that it did.

(Hearing- Day 2, 608:6-608:14, Oct. 28, 2014)
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e De La Sierra Testimony

Q And tell us generally, what -- what is this document about, what does this reflect?
A Eric was telling us that we were not fully compliant with the 204 regarding the
penalty box requirement and also the arranged portion or the -- we were using
arranged language for a borrow when it had to actually be in possession before the
open of a T4.

Q So as to Stock Lending, it sounds like there were two issues that this 3012 test

| dealt with. The first was the penalty box, correct?

A Correct.
Q And then the second was arranged borrows?
A Yes.

Q Do you recall whether this audit had anything to do with whether Stock Lending
was closing out at market open on T+6 fails related to long sales?

1A No, that wasn't in this meeting.

Q That wasn't in this meeting. Do you recall from looking at the audit whether the
audit had anything to do with that issue?

A It did not mention it, no.

| (Hearing- Day 1, 244:25-245:20, Oct. 27, 2014)

110. Alaniz wrote a report summarizing the results of the December 2009 testing
of Rule 204.

e Exhibit 70

¢ Alaniz Testimony

Q Does Exhibit 70 basically summarize the results of your testing of Rule 204 in late
20097
A Yes.

(Hearing- Day 3, 704:23-704:25, Oct. 29, 2014)

111. The Rule 204 Test results showed that close-outs of short sales occurred
between 30 minutes and 1 hour and 15 minutes after market open, close-outs of long
sales occurred between 4 hours from market open to up until 11 minutes of the market
close, and, of the 113 securities transactions tested, 112 failed to comply with Rule 204.

s Exhibit70 at2
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Review of the T+4 queny/reports

During the weeks of November 16 through the 20" and December 7% through the 11™ there were a
total of 62 required buy-Ins as a result of “fail to deliver” positions ("FTDs") on the T+4 query/report. The
Buy-In Department bought in 47 of the “FTD" positions while the other 15 were given to the
correspondent to close out.

The 47 buy-ins placed by the Buy-In Department resulted in orders placed anywhere from 30 minutes to
a 1 hour and 15 minutes after the market open.

Review of the T+6 reports (EXTE16)

In the case of the T+6 (long sales) reports the Buy-In Department was required to close-out 51 “FTD"
positions In the same time frame.

The 51 buy-Ins placed by the Buy-In Department resulted in orders place anywhere from 4 hours from
the market open to up until 11 minutes of the market close,

Final Resull - The faiture to comply with the ciose-out requirement placed 112 out of 113
securities in the "Penalty Box”,

112. This was one of the most significant occurrence of failures PFSI's
compliance department had ever seen in its Rule 204 testing.

¢ Alaniz Testimony

Q Do you recall what the results of your testing were?

A Yes. | believe out of 113, 112 of those items that | reviewed had failed. They had
not met the requirement of the rule.

Q Do you think that was a significant failure?

A For that time frame that | had tested, in that window, compared to my other audits, |
would say it was probably one of the more significant ones out of my whole testing
procedures, for items that | tested.

(Hearing- Day 3, 708:7-708:16, Oct. 29, 2014)

113. Delaney characterized these failures as “massive,” “profound,” and
“anomalous.”

e Stipulated Finding of Fact 21.
114. No other testing show similar failures.

¢ Delaney Testimony

Q Do you recall any other testing during that -- during this time period, the cycle that
would have fed into this Summary Report, that showed a 99 percent failure rate?

A Just with respect to the -- the matter at hand or -- or for anything.

Q Any -- any 3012 testing that Penson performed from -- from -- | guess it would have
been April 2009 through March of 2010. Did | do that right? Through March -- through
April of 2009 through March of 2010 that would have showed a 99 percent failure rate.
A ldon't think so.
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Q Anything that showed a profound failure in the testing?

A Other than -- other than -- other than Eric's testing with respect to those 113 items, |
don't -- | don't recall there being anything else that had a testing result that came out like
that.

(Hearing- Day 5, 1383:6-1383:23, Oct. 31, 2014)

115. Gover came to believe that some of the failures were attributable to PFSlI's
Stock Loan department.

e Gover Testimony

Q What I'm trying to -- let me -- actually, let me go back to a different topic if | can shift
a little bit here. You were shown Exhibit 70, and this is a 3012 report. And | would like
to go to that, if | can. There was a section -- and | honestly missed it a little bit. But
there was a section that you said you didn't think related to your buy-ins department. |
think it's on the next page, if we can go there. Which section was it?

A Justa moment.

A In the sentence that starts with, In the case of the T+6 (long sales) report, the buy-in
department was required to close-out 51 FTD positions in the same time frame. The 51
buy-ins placed by the buy-in department resulted in orders placed anywhere from four
hours from the market open until 11 minutes of -- until 11 minutes of the market close.
Q Okay. So that's the section where you said you don't think that related to buy-ins?
A ldon't -- roughly, correct.

Q Okay. Ms. Atkinson didn't ask. | will. What did it relate to?

A A part of the problem with the not closing out items, there's a couple of -- couple of
items around Reg SHO, but one of them was hitting the market open. What we'd seen
when we audited the buy-ins functions is that we were missing the market open by, you
know, five minutes, 15 minutes. We weren't missing the market open by a day.

Q Okay. So again, | - | apologize. Do you attribute that to any particular part of
Penson other than buy-ins?

A Yeah. I mean, at the end of the day Penson is responsible for the close-outs.

Q Igetthat. I'mjust trying to figure out if -- if wasn't buy-ins --

A What | think was happening was that Stock Loan was recalling the shares. So they
were coming back and saying, hey, so let me take a back -- a step back. It might be
helpful to understand the process.

Q Well, let me -- instead, let me go here. So you think this relates to that Stock Loan's
-- whether they were buying in for market open?

A Ithink it re- -- | think it relates to, when Stock Loan was recalling the shares, as to
whether those shares were being recalled in time for the open or if they were getting
recalled and they were coming into the close.

Q Okay. So that's what you think those sales came from?

A 1think some of those sales would be attributable to that.

(Hearing- Day 1, 152:5-154:21, Oct. 27, 2014)
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d. In early 2010, Delaney was notified by Brian Gover that Stock Loan
was violating Rule 204.

. 116. Between March 2010 and June 2010, Gover had a conversation with
Delaney and Johnson. In that meeting, they discussed that CNS fails attributable to
PFSI's Stock Loan department were not to be closed out. They also discussed the
conflict between the buy-ins contemplated by the MSLA and required by Rule 204.

e Gover Testimony

Q Well, tell us -- why don't you tell us about those conversations, the conversations
between you and --

A Sure.

Q -- Mr. Delaney --

A  Yeah.

Q --about Rule 20- -- 204 and Stock Loan.

A Well, | think the one that is probably germane to this conversation, or one of them
anyways, we encountered an issue where we had a CNS obligation. We -- we -- we
were short to CNS. And when we looked at our stock record, there were no -- there
were no customers that were selling short that we could buy-in, and all of the excess
stock was on loan. So it showed in a location of being stock on loan on the Stock Loan
box. So we were presented with a situation where we had an obligation to buy-in, but
the only party that we could buy-in would have been the Stock Loan department.

Q And so what happened?

A It was escalated to me by the buy-ins group, and we had a conversation -- had
requested a conversation with compliance and Stock Loan. And it was basically -- the -
- the message we were getting from Stock Loan is that you don't buy-in Stock Loan.
And I'm looking at what | thought were our obligations under Reg SHO from my buy-ins
group and saying, well, that kind of puts us in a bad position because | have an
obligation to buy-in, but I've also got Stock Loan saying, you can't buy us in and there's
nobody else that could buy-in. So that precipitated a discussion around the rule.

(Hearing- Day 1, 102:25-104:3, Oct. 27, 2014)

Q Okay. And how was the problem presented in that conversation?

A | am paraphrasing. But it was, okay, Stock Loan is saying they don't get bought in,
and then here's me holding 204 and saying I've read the reg, and | don't see anywhere
it gives -- where it gives me an out for that. So there were some discussions about,
well, in order to have the shares for a loan sale, they should -- they would have to be
recalled to -- they have to be recalled earlier. They have to have -- we have to have the
shares -- if we've got shares, this is really -- this is -- gets really complicated. So if |
need to clarify, please stop me.

Q Okay.

A Allright. So then it all ties back into like margins and hypothecation. So let's
say you -- you're that customer that had a $5,000 margin debit with Penson and we had
lent your shares out because somebody else thought IBM was going to go down in

value. So you -- you bought the shares. They're yours. You don't have to pre-clear
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selling them because they're on a loan. But somebody else thought IBM was going to
go down, so they wanted to borrow shares. And because we as a firm could make
money on them, we'd lend the shares out to that party. You sell your shares. You
-- you sell all $10,000 worth, however many shares thatis. In order for us to make
delivery, we have to recall those shares from whoever we lent them to. In order to have
those shares in hand in time to make the -- the Reg SHO requirement of at the open,
we would need to recall them earlier. Where the -- where the point of discussion
was, the Stock Loan compliance and buy-ins was -- | think Stock Loan maintained that
that wasn't industry practice and that the Stock Loan agreements, the MSLAs, weren't --
didn't support that. And so that's where we had a conflict.

(Hearing- Day 1, 104:15-106:1, Oct. 27, 2014)

Q And you spoke earlier about a conversation that you had with Tom Delaney and
Mike Johnson. Can you put that into a time frame for us? You took over buy-ins in
August or September and --

A | will attempt. :

Q Okay.

A And | do it -- you know, there's kind of like there -- | can put time frames around
issues around when | think that happened. | believe that we -- that we had a couple of
‘| conversations, one when | first took over buy-ins, which would have been, to my
recollection, third quarter of 2009. | also believe that there was another conversation
that occurred in -- sometime in the spring of 2010. And, you know, it's kind of like, well,
okay, | know | took buy-ins about when | -- you know, about a couple of months after |
took Stock Loan. | know | hired a VP at Stock Loan in August. So, you know, it's within
that range.

And | can also -- you know, as | move through the continuum of my career progression
at - at Penson, | can say, okay, | know that | wasn't -- well, you know, | wasn't -- |
wasn't focused on buy-ins during, you know, the latter half of 2010 because | was
focused more on margins because we were -- so is that helpful? | mean, | -- [ can't say
on, you know, July 29th we had this meeting. :

Q Sure. :

A But to my recollection, that it was within the first six to nine months after my taking
buy-ins that we had the conversations and the conflict on the Stock Loan over when the
shares were recalled.

(Hearing- Day 1, 117:16-118:21, Oct. 27, 2014)

Q Okay. And the last thing | want to ask you about is the meeting that you had with
Mr. Delaney and Mr. Johnson, and | just wanted to kind of circle back around and say,
is there anything that you heard on cross-examination that has changed your mind
about when you think that meeting occurred?

A Not substantially, no. | mean, it was -- it felt chronologically like it was pretty close
to when | had took over the team. | know that | had a lot of other things that started to
get -- you know, grabbing my attention beginning late summer of 2010. And, you know,
based on the exhibits that | had seen that accompanied my -- my declaration and then
some of the other e-mails that | had seen, it seems pretly consistent with my
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recollection that it was, you know, somewhere between March and June of 2010.

(Hearing- Day 1, 197:4-197:19, Oct. 27, 2014)

e. Delaney received additional red flags that Stock Loan was not
complying with Rule 204 both before and after his conversation with
Gover.

117. Delaney was responsible for ensuring that PFSI's WSPs reflected relevant
regulatory guidance in Stock Loan’s close-out practices.

¢ Hasty Testimony

You believe that Mr. Delaney was the compliance person responsible to ensure that
Stock Loan's WSPs reflected relevant regulatory guidance in actual close-out practices;
is that right?

A Yes.

(Hearing- Day 7, 1774:9-1774:13, Nov. 4, 2014)

118. On January 25, 2010, Delaney asked Compliance Officer Eric Alaniz to
review certain WSPs to see how they reconciled with his testing. Among other things,
Alaniz recommended that “as much as they can, I'd recommend to consolidate them
and include how Sendero will adjust for T +4's and T+6's close-out requirement “ of
Rule 204 and to “include close-out requirement procedures in the WSPs.”

o Exhibit 82, Exhibit 166
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From: Eric:Alaniz <EAlaniz@PENSON.COM>

Sent: Monday, January 25, 2010234 B

To: ' Tom Delaney

Subject: RE: ROOR- 2D Stock Borrow and Stock Loani-For Approval
Lttachmeants: Regulation SHOpdf

Tom,

‘fjtisf reviewed itand they dow'taddress Reg SHO at it pertains to 204. Hfound some WSPs they may have overlooked

'mciudg close-out Jéqu

subsequant “Panalty Box” securme; 'lnciude bow ihey are. nchﬂer} hy ﬁxe Buwn departmem Df am; pana]ly
box seeurmes

s 'Wam to kmx& haw ﬂzey wzﬂ handie: ﬂﬁ;;! shari po&:tmns ex{:cutcd away fro us while in-the * "penalty box”, Do
we movethem to angrroraccount etc?

I"d like to see thenvconsolidate and address Rule 204.completely in the WSPs. What dorvou think about the
recommendations above?

2y, Janiary 25; 2010 11:55:AM
Sub}ect' R ROOR- 2D 5tock Borrow-and Stock Loan- For Approval
Can ol take o lookhrough this and see howit reconciies with your testing.  Unfortunately Fneed it by this afteradon.

Tom

119. Although Delaney claimed that he was “working to close” “the gap”
“between PFSI's WSPs and Stock Loan’s practices concerning timely buy-ins,” Delaney
admits that PFSI's March 31, 2010 WSPs, which Delaney specifically reviewed and
approved, did not contain procedures for closing-out long sales.

o Exhibit 157 (Delaney Wells Submission) at p. 32

Mr. Yancey's approach to compliance with Regulation SHO's rules flew in the face of
his duties at PFSI and turned a blind eye to the gap that Mr. Delaney was working to close
between PFST's WSPs and Stock Lending’s practices concerning timely buy-ins. There is no
excuse for this failure and the consequences that it had on compliance.
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¢ Exhibit 188 at p. PFSI2289436

Penson Financial Services

BD Written Supervisory Policies and Procedures
B/31/2018 16 Cihrent

e Delaney Testimony

Q Mr. Delaney, have you had a chance to look through Exhibit 1887

A lhave. Thank you. .

Q And what we were talking about when we took a break was, there is language on
Bates Page 89762 of Exhibit 188 that sets forth some procedures and steps in a broad
way that will be taken to close-out short sales in compliance with Rule 204; is that
basically correct?

A Yes.

1 Q Andwhat | asked you was: Where does it talk about that process, those steps for
long sales?

A Other than that general description we talked to above that talks about the T+6,
there is -- | -- | don't see anything in these pages here that speak to that.

(Hearing- Day 3, 659:22-660:11, Oct. 29, 2014)

e Exhibit 191

Tor Ken BelterfKBelter@penson.com}
From: Tom Delaney

Sent: Thur 4/1/2010 8:47:08 AM
Importance: Nommat

Subject:  3/31/2010 WSPs

Ken,

I have reviewed and approved the WSPs published 3/31/2010. Please retain this email
as evidence of my review and approval.

Thank you.

Tom

o Exhibit 188 at PFS12289762
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PROCEDURES ADCGPTED IN ACCORDANCE WITH RULE 204.

In sccordance with SEC Rule 204, A participant of a registered clearing agency must deliver securities to a
registered clearing agency for clearance and settlement on a long or shott sale in any equity security by
seitiament date, or if & participant of a registered desring agency has a fail to deliver position at a registered
clearing agency in any equity security for a jong or short sale transactlion In that equity security, the perticipant
shall; by no later than the beginning of regular trading hours on the seitiement day following the seftlement
date, immediately close out its fall to deliver position by borrowing or purchasing securities of like kind and
quantity. Accordingly PPST adopted the following procedures:

PFSI will continue to provide an easy to borrow list each morning based on information received from our
securities lending pariners.

The methods by which cotraspondents and thelr cllents can recelve logates have not chianged. CHents have the
following three options to obtain locates:

1. AFI Access
2. Web Actess
3. Short Sale HotLine (214} 765~1151

Penson does not typically accept third party attestation letters. Al $hort Sales must either be on the easy o
borrow list, or be approved through our Securities Lending desk In one of the aforementioned three manners,
Any exceptions to this policy would need to be approved by Senior Management and documantation would nead

to be malntained by the Stock Loan Department.

Ifona of PFSI's correspondent clients Is Short a securlty, and PFSI has z fall to dellver In this security, the PFSI
wiil remove this security from the easy to borrow list; until the fall to deliver is resolved, any Short Saies In this
gsecurlty will require pre-boarrawing, if available.

If a corraspondent cllent is Short a security and PFSI Is unabla to make delivery, the correspondent client will be
hought in on the first business day after ssttlament date {T+4), aven i the security was on the easy to borrow
st or was located thraugh the Securities Lending Desk. PFSE will notify the Correspondent via emall before the
open on tha day after settlement date that they will be bought in that day. AH such buy-ins will be executed by
PFSI at the open.

If PFSI {5 able to pre-borrow, PFEI may charge a pra-~borrew fee.

120. Nor did PFSI’'s December 30, 2010 WSPs contain procedures for closing-
out long sales.

e Exhibit 211 at p. PFS11469407.3

Penson Financial Services

BD Written Supervisory Policies and Procedures
12/30/2010 fo Current
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PROCEGURES ADOPTED IN ACCORDANCE WITH RULE 204

In accordance with SEC Rule 204, A participant of 5 registered ciearing agancy must deliver securities to a
registered clearing agency for clearance and settlemant on a leng of short sale in any equlty security by
sattiemant date, or if a participant of a registered clearing agency has a fail to deliver position at a reglstered
clearing agency in any equity security for 2 fong or short sale transaction in that aquity security, the participant
shall, by ne [ater than the beginning of regular trading hours on the seltlemeant day following the saitlemant
date, immyediately close out its fail to dellver position by borrowlng or purehasing securities of ke kind and
quantlty. Accordingly PFST adopted the following procedures:

PFSY will continue to provide an easy to borrow fist each morning based on information received from our
sacurities lending partnars,

The msthads by which correspondents amd their clients can receive locates hava not changed. Clients have the
following three optiors to obtain locates:

1. &PI Access
2. Web Access
3. Short Sale Hot Line (214) 785-115%

Penson does not typically accept third party attestation letters. Al Short Sales must elther be on the easy o
borrow list, er be approved through our Securities Lending desk in one of the aforementioned three manners,
Any exceptions to this policy wauld need to be approved by Senlor Management angd documentation wouid need
to be maintained by fhe Stock Loan Department.

If one of PFSI's correspondent clisnts is Short a security, and PFSY has & fall to dellver In this security, the BFEL
will remove this security from the easy to borrow list; unti! the fail to deliver is resolved, any Short Sales in this
sacurity will regulre pre-borrowing, If available,

3f a correspondent client Is Short & security and PFSI is unabla to niake delivery, tha corraspondent cliant will be
bought in on the first business day afier seftlement dats {T+4), even if the security was on the easy to borrow
Hst or was focated through the Securftles Lending Desk, PFSI will notify the Correspondent via emall before the
apen on the day after settfement date that they will be bought in that day. All such buy-ins will be exstuted by
FESY at the opsn.

if PFST is able to pra-boerrow, PFSI may charge a pre-borrow fee.

121. In fact, the procedures identified as “PROCEDURES ADOPTED IN
ACCORDANCE WITH RULE 204" in the WSPs primarily dealt with Rule 203, not Rule
204.

o Exhibit 188 at 89762

87




PROCEDURES ADGPTED IN ACCORDANCE WI;?H RULE 204.

| In accordance with SEC Rule 204, A participant of a registered clearing agency musk deliver securities to a
registered cleating agency for clearance and settiement on a long or short sale in any equity security by
satttement date, or if a participant of a registered dearing agency has a fail to deliver position at a registered
clearing agency In any equity security for a long or short sale transaction in that equity security, the participant
shall; by no later than the beginning of regular trading hours on the seitlement day following the seftlement
date, immediately cose out its fai] to daliver position by borrowing or purchasing securities of tike kind and
quantity. Accordingly PPSI adopted the following procedures:

PFS1 Wil continue to provide an easy 10 borrow list each morning based on information recelved from our
secutities fending partners.

The methods by which corraspondents and thelr cllents can recelve locates have not changed, Clents have the
following three options to obtain locates:

1. API Access
2 Web Actess
3. Short 5ale Mot Line (214} 765~1151

Penson does not typically accept third party attestation letters. All Short Sales must elther be on the easy to
borrow list, or be approvsd through our Securities Lending desk In one of the aforementioned three manners,
Any exceptions to this policy would need 1o be approved by Senior Management and documantation would need

to be malniained by the $tock Loan Department.

If one of PFSI’s correspondent clients Is Short a securlty, and PFSI has a fall to deliver in this securlty, the PFSI
will remiove this security from the easy to borrow list; until the fall to deliver is resotved, any Short Safes in this
security will require pre-borrowing, if available.

If a corraspondent client s Short a security and PFSI Is unable 1o make dellvery, the correspondent client will he
bought in on the first business day after sattlament date {T+4), sven i the security was on the sasy ta borrow
fist or was located through the Securities Lending Desk. PFSE will notify the Correspondent via emall before the
apen or the day after seitlerment date that they will be bought in that day. All such buy-ins will be executed by
PFSYL at the open.

if PFEI is able to pre-borrow, PFEI may charge a pre-borrow fea,

¢ Delaney Testimony .

Q Okay. And the last paragraph on that page, what's the heading there?

A "Procedures Adopted in Accordance with Rule 204."

Q And as | read that paragraph, that paragraph basically states the rule; is that
correct?

A  Yes, ma'am.

Q And then if you go to the top of the next page, it says, "Accordingly PFSI adopted
the following procedures."” Do you see where I'm reading?

A ldo.
Q And the very first thing that it says under that is, "PFSI will continue to provide an

easy to borrow list each morning based on information received from our securities
lending partners.” Do you see where I'm reading?

Yes, ma'am.

Q The easy to borrow list isn't addressed in Rule 204, is it?

A | don't believe so.

Q That's a Rule 203 requirement; is that right?

A

Q

>

I believe that's correct.

Okay. The next paragraph says, "The methods by which companies and their
clients can receive locates have not changed. Clients have the following three options
to obtain locates." Rule 204 doesn't talk about locates; isn't that correct?

A | don't believe it does.
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Q That's a Rule 203 requirement; is that right?

A That's as my recollection serves, that's what | believe.

Q Okay. The next paragraph talks about attestation letters. Penson does not typically
accept third party attestation letters. That's not a Rule 204 requirement, right?

A ldon'tbelieve itis.

Q That's Rule 203?

A That may be. I'm not sure about that, but that's where | would assume that would

| be in, is 203.

Q Okay. And then, "If one of PFSI's correspondent clients is short a security and
PFSI has a fail to deliver in the security, PFSI will remove a security from the easy to
borrow list." Is that Rule 2047

A ldon't believe that is.

Q So the last paragraph there says, "If a correspondent client is short a security and
PFSI is unable to make delivery, the correspondent client will be brought” -- "bought in
on the first business day after settlement, T+4, even if the security was on the easy to
borrow list or was located through the securities lending desk.” Now that's talking about
Rule 204, T+47?

A T+4is -~ it appears to be talking about Rule 204, yes, ma'am.

Q Okay. "PFSI will notify the correspondent via e-mail before the open on the day
after settlement date that they will be bought in that day. All such buy-ins will be
executed by PFSI at the open." Did | read that correctly?

A ltappears so.

Q So that basically sets forth the procedures that are going to be followed if there is a
short sale and there is a T+4 obligation; is that right?

A It appears to be describing a process.

Q Yeah, in broad terms.

A Inbroad terms.

(Hearing- Day 3, 643:4-645:22, Oct. 29, 2014)

Q Okay. And then if you look at the page that is Bates marked PFS12289762 -- and
actually, I'm sorry. Can | -- can | move you back to the page that ends Bates Number
597 So back up three pages. Yeah. So you see that at the top again, that says,
"Penson Financial Services BD Supervisory Policies and Procedures 3/31/2010 to
Current"? '

A ldo. :

Q And at the top it says, "Reg SHO" -- or sorry. "Regulation SHO Supervisory
Structure"? /

A ldo.

Q And then now if we can go to Page 62, the page that's Bates marked 62. Okay.
So, "Close-out requirements for fail to deliver." Do you see where I'm reading?

A ldo.

Q Anditgoes on to say, "SEC Rule 10b21 Regulation SHO Rule 204"?

A Iseethat.

Q And about the middle of the page it says, "Procedures adopted in accordance with
Rule 204." Do you see where I'm at? ‘

89




A ldo.

Q And that paragraph again basically sets forth the rule; is that correct?

A ltdoes.

Q And it says, "Accordingly, PFSI adopted the following procedures.” Are you with
me?

A Yes, ma'am.

1 Q Then it says, "PFS! will continue to provide an easy to borrow list." Rule 203, right?
A Yes, ma'am.

Q "The methods by which correspondents and their clients can receive locates have
not changed." That's the same language we just looked at, right, Rule 2037

A Yes, ma'am. :

Q "Penson does not typically accept third party attestation letters." That's Rule 203?
A Yes, ma'am.

Q And then, "If one of PFSl's correspondent clients is short a security,” neither one of
us were sure whether that was Rule 204 or 203 or rule something else, is that correct,
but it didn't appear to be Rule 2047

A ltdoesn't. The easy to borrow list would signal to me that it's potentially not Rule
204.

Q Okay. And so then we look down at the next paragraph, and it says, "If the
correspondent client is short a security and PFSI is unable to make delivery..." It goes
on and talks about T plus four settlement And the paragraph ends with, "All such buy-
ins will be executed by PFSI at the open.” That's the language we saw before, right?
A Yes, ma'am.

Hearing- Day 3, 648:20-650:23, Oct. 29, 2014)

122. On May 17, 2010, Delaney received notice that FINRA had detected that
PFSI had not closed out long sales in compliance with Rule 204.

» Exhibit 168
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From: Kimberly Miller <kmiller@PENSON.COM>

Sent; Monday, May 17, 2010 3:08 PM
To: Brian Gover

€o Tom Delaney; Holly Hasty
Subject; Reports for audit

Here: iszheviaiﬁa!msponse r‘eg’ardingzt’heffai!st‘hatewe discussed this morning.

Kimberly;

As per the supporting documentation provided by the firm, the Bitems selected are all CNS fails to deliver from Long
Sales. The firmidid not close out these fails out by T+6 pursuant to Rule: 204,

Therefore, we have potential issues with the cose out process for these CNS fails to deliver created by long sales.

123. Delaney did nothing to follow-up on the notice in Exhibit 168 that FINRA had
detected that PFSI had not closed out long sales in compliance with Rule 204.

¢ Delaney Testimony

Q Okay. What did you do to follow up on what Ms. Miller told the FINRA person?
A | may be missing, but I don't see where I'm being requested to follow up on
anything.

Q So do | take that to mean you did nothing to follow up on this; is that right?

A ldon'tknow if | - if I'd done anything. | don't see anything here that says that |
followed up on it.

Q Soyou--

A Whether | did or didn't, | don't know.

Q Youdon't have any recollection of following up on this?

A No.

(Hearing- Day 2, 597:23-598:11, Oct. 28, 2014)
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124. On July 26, 2010, Delaney received an e-mail indicating that fails
attributable to PFSI's Stock Loan department were not to be closed out.

e Exhibit 158 atp. 1, 3

From: Eric Alaniz
</O=PENSON/OU=PENDALOI/CN=RECIPIENTS/CN=FALANIZ>

Sent: Monday, July 26,2010 7:40 AM

To: Summer Poldrack <SPoldrack@PENSON.COM>

Ce: Tom Delaney: @elaney@PENSO N.COM>; Brian Gover

<JReilly@PENSON.COM>;

Holly Hasty <HHasty@PENSON.COM>
Subject:  RE:%MREG SHO*¥+-

The Issue | am having is when the only short on gur books is STOCK LOAN.

Sofarip this prccess ‘We have been riotifying stock loan of the short—and ask them to be sure the
stacic is.onrecall.

S&m:if. loan states that "Stm:x Loan isn't to be bought in, Thase nameswill go into the penalty box, and
the loanswill be heught in upon maturity of the recall if they're notretumed”

Bm- Slock lpan executes against our customers at market open fo satisfy their loan’s REG SHO
requirments< but they.are not allowing us to de the same.

¢ Gover Testimony

Q So then she goes on to say, "Stock Loan is our only short they have on recall.”
What does that mean, "Stock Loan is our only short"?

A That when we look at the control locations, where -- where we have -- where we
have stock, there -- there are no customers that are -- that sold short, that we could buy-
in for a short sale. So the only other place we'd have a deficit was Stock Loan had the
shares on loan, and Stock Loan had already recalled the shares.

(Hearing- Day 1, 114:17-115:1, Oct. 27, 2014)

Q Okay. Then the next one -- the next e-mail is from Clearing Reg SHO to Marc
McCain. Who is Marc McCain?

A Marc was one of the Stock Loan analysts.

Q Okay. So who did he work for? A | don't know who he directed or reported to,
but it was -- he probably reported to Lindsey Wetzig, who reported to, | believe, Rudy,
who reported to Brian, who reported to Mike Johnson, | think.

Q Okay. Buthe worked for stock --

A He worked for Stock Loan.
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(Hearing- Day 1, 115:7-115:17, Oct. 27, 2014)

Q And then he goes on to say, "lt's my understanding that Stock Loan isn't to be
bought in." What did you understand Mr. McCain to mean by that?
A You mentioned what it says on the face, and you -- buy-ins cannot buy-in Stock

Loan.

(Hearing- Day 1, 117:2-117:7, Oct. 27, 2014)

125. On October 13, 2010, Brian Gover again elevated the issue of Stock Loan’s
closeouts of long sales.

e Exhibit 26 at PENSON0009044-45

From: Brian Gover
Sent: Wednesday, October 13, 2010 1:18 PM

Fo: Mich Mintz )
Cc: Conti, Anthony; Rudy De La Sierra; Mike Johnson; Brian Hall; Joe Gagliardi; Barllio, Joe; Tom Delaney; Thomas

Textor; Jerry Reilly; Summer Poldrack; Tracie Pittman
Subject: RE: REG SHO 204 Notification

Mitch- Bringing Compliance {Tom Delaney and Tom Textor} into the discussion. if 1 am getting this correct, we are
essentiafly saying that for Ridge Customers although we can borrow to cover a failing long sale, we will not do so unless
the correspondent contacts Stock Loan to arrange the borrow and agree the rate. Is that accurate?

Thanks f . '
Brian o ] Ga Z/OVERNM{;%/

From: Rudy De La Sierra [mailto:RDelasierra @PENSON.COM]
Sent: Wednesday, October 13, 2010 1:02 PM

To: Clearing, REG SHO 204

Cc: Mike Johnson; Brian Hall

Suvbject: RE: ***QEG SHO™*-AUMN

The language I've highlighted needs to be reviewed. We do not borrow for long sales. If the short is due to a long sale
then we'll just wait for shares to be recelved rather than incur the cost of borrowing. Please advise who we should speak

with to have this removed.

Thanks

Rudy

126. On October 21, 2010, Delaney received a FINRA examination report that
informed him that PFSI was violating Rule 204 with respect to closeouts of long sales of

loaned securities.

» Exhibit 40 at pp. PENSON0624660, PENSON0624668
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From: Tom

Sant Thiwsday, October 21, 2010 646 P

To: B Yancey; Bart MeCairs; John Kenny; Macy Smith; mamamwmwwmmsa Raobert Hendelson; Phi Pendergraft; Cad Gimore
Subjects Pack 2010 Persaon Exit Moeting Report

Sent from pay iPhone
Begin forwarded mossage:
“To: *Tom Delsney" <IDelaneyBPENSON COM>, “Kimberty Millor <enillonGPENSON.COM>
Subject: 2010 Penson Bl Meetiag Report
Hi Tom & Kim,
Attached is the 2010 Penson Exit Motting report.
Thanks,
Yoo Ling

9.  The firm was not in compliance with Regulation SHO SEC Rule 204, and NASD Conduct
Ruie 3010,

b) A review of ten CNS FTD’s February 1, 2010 through March 31, 2010 whereby the
quantity amounts had changed, disclosed the following:

1) The firm failed to recall securities from stock loan or borrow securities to close
out all 10 of these fails, which resulted In the fails being consistently
outstanding beyond Trade date +4 for short sale FTD's and Trade date +6 for
fong sale FTD's.

f. Delaney reckiessly disregarded his role in furthering the violations.

127. Delaney was the compliance person responsible for Rule 204.

e Hasty Testimony

Q Well, in fact, Mr. Delaney was the person who was responsible for Rule 204; isn't

that right?

A Yes.
Q And he was the one who you expected would have the responsibility to review the

adopting release, for instance, that accompanied Rule 204, and work with the business
units to make sure that the information contained in the adopting release was being
properly implemented; isn't that correct?

A Yes.

(Hearing- Day 7, 1769:25-1770:9, Nov. 4, 2014)

128. Delaney was compliance person responsible for interfacing with Stock Loan.

o Hasty Testimony

Q [t's true also, isn'tit, that Stock Loan's principal interface with Compliance was with

Mr. Delaney?

A Yes.
Q And that Michael Johnson's principal interface with -- with Compliance was with Mr.
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Delaney?
A Yes.

°| (Hearing- Day 7, 1770:10-1770:16, Nov. 4, 2014)

129. Often when new rules came out PFSI's Compliance department would have
meetings, analyze technologies, and develop a road map to ensure compliance.

o Hasty Testimony

Q Ms. Hasty, what -- if you recall, can you discuss the steps that Penson's
Compliance Department took when new rules and regulations were issued or changed?
A So typically new rules and regulations would come to us in a variety of different
ways. Many of us were signed up for different types of alerts that came from the
regulators themselves. Most of the SROs have the ability for you to sign up for a news
feed or something along that line. And there are lots of different publications that come
out on a regular basis that provide that information. So it was pretty well circulated.
Once we received something and we had a chance to review it, oftentimes we would set
off -- set up meetings with the different business owners that we felt like these particular
rule changes or new rules would touch, and we would start working through the process
of determining what procedures may need to be changed, what development effort, you
know, the technology resources or people resources might be required, and -- and
really try to lay out the road map for how we were going to meet certain compliance
deadlines and making sure that we would be compliant at the time those rules came
into effect. It wasn't uncommon for us to use working groups or put together, you know,
groups of folks who met regularly that covered a lot of different business areas, just to

| make sure that everybody understood and was onboard with how we were going to
implement a new rule or regulation.

(Hearing- Day 7, 1707:11-1708:16, Nov. 4, 2014)

Q [Ithink that's what | wrote down. What is a working group? Can you explain that for
us?

A So it was not uncommon at Penson for us to put together working groups of people
from all various business units, including legal, including technology, including the
business unit and compliance, to really focus on a particular issue. So if there was a
new rule that might come out and we knew that we had a six-month implementation
date we, would get a group of both dedicated business owners, oftentimes we would
have a legal representative, there would be someone from compliance, there would be
folks from technology, to really work through what updates the procedures needed to be
made, what development or IT resources would be needed, what reports might need to
be created, whether there was staffing that needed to be addressed, if there were forms
or notifications to any of our documents that needed to be made. All of those things
were things that we worked through in these working group.

(Hearing- Day 7, 1714:20-1715:14, Nov. 4, 2014)

95




130. In contrast, Delaney does not recall any meetings about the implementation
of Rule 204.

¢ Delaney Testimony

Q When 204T was implemented, do you remember if | had any meetings with people
up the chain from you at the time that Rule 204T was implemented?

A Yes.

Q Yes, you did have meetings?

A | believe we had meetings, yes.

Q Do you recall any of those meetings?

A Not a -- not meetings in specific, but | know, again, there was lots of -- there was
communications going around. We were -- there was coordinating those
communications and things of that nature.

Q Okay.

A Not -- and then again, notwithstanding the -- the earlier meeting that | had
mentioned where -- around 204T where Mike Johnson and | -- not really -- I wouldn't
classify as a meeting; much more as a hallway conversation about his -- his concern
about the resistance to counter-parties.

THE COURT REPORTER: I'm sorry. About the what?

A Resistance from counter-parties.

BY MR. WASHBURN:

Q But did you have more formal meetings than just that kind of hall walk-by that you
described with Mr. Johnson?

A With Mr. Johnson, no.

Q Okay. With anyone?

A I'may have. | don't -- I'm not specifically remembering.

(Hearing- Day 5, 1238:15-1239:18, Oct. 31, 2014)

, 131. No technology was designed or modified to enable Stock Loan to comply
with Rule 204T/204.

¢ Poppalardo Testimony

Q Okay. So your expectation that, if this was embedded in the automated system,
would be that the automated system would do these recalls in a timely fashion so that
the fail to deliver could be satisfied; is that right?

A 'would think so.

Q Okay. Do you know whether that's true at PFSI?

A Well, | know from all of the documentation that | read in connection with the case
that they weren't recalling early enough.

Q Okay. So you know that the automated system was, in fact, not recalling in
sufficient time to close out those fails to deliver?

A Right ‘

(Hearing- Day 8, 2028:1-2028:15, Nov. 5, 2014)
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132. The Compliance department never gave effective guidance to Stock Loan
on how to comply with Rule 204.

e Delaney Testimony

Q Okay. So let's talk for just a minute about when Mr. Johnson came to you. Mr.
Johnson came to you shortly after the rule came out and said, "We're getting major
pushback from our clients around Rule" -- and you understood this was a Rule 204
problem; is that right?

A If I didn't understand 204, certainly a Reg SHO. | don't know if -- at the time if |
understood it specifically to be a 204 problem or just a Reg SHO problem, but | was
certainly associating it with all the activity at that point.

Q Okay. And you did not discuss with him this guidance that you had received from
Morgan Lewis about how it affects lending practices, right?

A No.

Q And you said, "Write your congressman about it"?

A That's what | recall. It was --

Q Okay.

A ltwas a -- in response to his question to me about pushback I had said, "Well,
Mike, you're just going to have to go write your congressman.”

Q Sodid you, at some point, circle back around with Mr. Johnson and tell him that you
were in receipt of a letter that SIFMA was going to send to the Securities and Exchange
Commission about the rule?

A No.

Q Did you circle back around with him and telt him that -- that securities organizations,
and specifically those who were dealing with securities lending, were -- were -- had
concerns about the rule, too, and were trying to figure out how to work with it?

A Nope.

(Hearing- Day 5, 1404:14-1405:20, Oct. 31, 2014)

e Dela vSierra Testimony

Q Mr. Dela Sierra,'did you feel like you ever got effective guidance from compliance
on how to follow Rule 2047
A No.

(Hearing- Day 1, 242:25-243:3, Oct. 27, 2014)

133. In approximately August 2009, Delaney sent an e-mail out regarding Rule
204.

e Ex 125
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Fram: Tom Delaney <TDelaney@PENSON.COM>
Sent: Monday, August 10, 2009 9:31 AM
Subject: Adoption of Reg SHO Rule 204.

Abroker-dealer has until the third settlement day following settlement date (T+6) to close out'the fail position without
becoming subject tothe borrowing penaity ity (1)thebroker-dealercan demonstyate on it books and records that a fail
position resulted from.along.sale; or (2) the fail position is attributable 1o bona fide market-making activities by

134. The e-mail (Exhibit 125) simply referenced that close-outs needed to occur
on T+6; it did not specify at what point during the day the close-out must occur.

e Delaney ~fes’cimony

Q Where in Exhibit 125 does it talk about the close-out -- the requirement that the
close-out be at or before market open?

A May | take a moment to read that?

Q Ofcourse.

A In the first paragraph, there appears to be a reference to market open as -- third --
second sentence -- third -- third sentence.

Q "As adopted, Rule 204 requires that broker-dealers close-out most fail positions at
the beginning of the first settiement day following the Settlement Date, generally T+4"?
A Correct.

Q Does that same language appear in the next paragraph where it talks about T+67
A ltdoes not.

(Hearing- Day 2, 586:19-587:9, Oct. 28, 2014)

135. The e-mail (Exhibit 125) did not discuss the conflict between the securities
lending cycle and the rule. Nor did it provide any guidance on how Stock Loan should
comply with the Rule’s requirement to close-out at market-open T+6 in the face of
counterparty refusal to be bought in at market-open T+6.

¢ Delaney Testimony

Q Does this document anywhere talk about the issue raised in the adopting release
that the requirement that securities be delivered by no later than the beginning of
regular trading hours does not allow for the completion of the securities lending cycle?
A ldon't know if there's any reference to a lending cycle in this document.

(Hearing- Day 2, 587:16-587:22, Oct. 28, 2014)

¢ De La Sierra Testimony

Q And, Mr. De La Sierra, this may also be in your book, but if you can see it on the
screen, do you recognize Exhibit 1257
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| do.

What is it?

It's stating that the adoption of Reg SHO is not -- it's permanent now.

And did you receive an e-mail like this on or around August of 20097

Probably so, yes.

And who is the e-mail from, Mr. De La Sierra?

From Tom Delaney.

Did you recall reading this e-mail, you know, in or around August of 20097 A
Probably so, yes.

Q And take a look, if you want, at the body of those first couple of paragraphs under
"All." But | guess my question is: Why isn't Exhibit 125 effective guidance from
compliance?

A It's just forwarding the rule on -- | mean, at this point Tom was already aware that
we were buying in the afternoon of T6. This is not giving -- it's not even giving us any
| further guidance on how to buy-in the morning of T- -- at the open of T6.

OPOTOPOP

~ Q And did this e-mail, Exhibit 125, give you any guidance on how to reconcile the rule
with this master Stock Lending agreement?
A It did not, no.

(Hearing- Day 1, 243:8-244:15, Oct. 27, 2014)

¢ Johnson Testimony

Q Mr. Johnson, did you ever ask Mr. Delaney for an interpretation of how to resolve
that conflict between the rule and industry practice?

A Yes.

Q And did Mr. Delaney provide you with any such interpretation?

A Yes.

Q Allright. Do you recall what guidance he provided you?

A | think there's an e-mail that says T6 and doesn't go into any specifics to explain the
window problem that we were experiencing.

Q And explain what you mean by "the window problem," Mr. Johnson.

A The rule, for 40 years, said buy-in at 3:00 p.m. The new rule said in the morning, by
9:00 a.m., at the open. So in Tom's e-mail, the one | saw, it went through that and said
T6. So, therefore, that gap went along with what Morgan Lewis said and why we did
what we did.

(Hearing- Day 2, 520:25-521:22, Oct. 28, 2014)

Q Where it says, "A broker-dealer has until the third settlement day following
settlement day T+6 to close-out the fail position without becoming subject to the
borrowing penalty if: (1) the broker-dealer can demonstrate on its books and records
that a fail position resulted from a long sale.”

Do you see where that is?

A Yes, sir.
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Is that the sort of interpretation you were referring to --

Yes, sir.

-- earlier from Mr. Delaney?

Yes, sir.

And help us understand why this didn't provide guidance to you on the -- | think you
referred to it as the "window problem."

A | think because it says, "settlement date of T6." It doesn't say morning or afternoon.
It says, "T6." And after doing the rule for 30 years, T6 to me means in the day.

OrOrP

(Hearing- Day 2, 523:5-523:24, Oct. 28, 2014)

o Ex. 125
From:: Tom Delaney <TDelaney@PENSON.COM>
Sent: Monday, August 10, 2009 9:31 AM
Subject: Adoption of Reg SHO Rule: 204.

A broker-dealerhasuntil the third settlementday following settlement date (T+6)to close aut the fail position witholt
becoming subject to the borrowing penalty if: (1the broker-desler can demonstrate on its books and records that  fail
positionresulted from 2 longsalesor(2) the fail position is-attributableto bona fide market-making activities by

136. At the time of the August 2009 e-mail, Delaney was aware that Stock Loan
was not buying in to close-out fails to deliver until the afternoon of T+6.

¢ De La Sierra Testimony

Q ... Why isn't Exhibit 125 effective guidance from compliance?

A It's just forwarding the rule on -- I mean, at this point Tom was already aware
that we were buying in the afternoon of T6. This is not giving -- it's not even giving
us any further guidance on how to buy-in the morning of T- -- at the open of T6.

Q So at the time this e-mail came out in August of 2009 -- you may have just
said this -- was Mr. Delaney aware of Stock Loans's practice of buying in in the
afternoon?

A Yes.

(Hearing- Day 1, 243:23-244:11, Oct. 27, 2014)

137. Delaney claimed that he paid close attention to Stock Loan’s compliance
with Rule 204. He claimed that “We tested. We tested and tested and tested and
tested.”

e Exhibit 224 (Delaney Investigative Testimony) at p. 446, 1 14 — 19
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A Well, we paid close attention, night? We tested.
We tested and tested and tested and tested. So ttwasa'ta
— by no means blind-to-ignorance to the operations of
what's occurring there. We had specific testing that was
being put in place to check for i at T+6 and in the event
we were complymg with T+6.

e e
(= s RN S SO Y Y

138. Delaney admitted that, in fact, the December 2009 testing was the only test
testing Stock Loan, that the December 2009 testing did not test Stock Loan’s
compliance with the close-out requirements of Rule 204, and that the follow-up testing
in June 2010 did not test Stock Loan at all.

s Delaney Testimony

Q Infact, Mr. Delaney, the test in December of 2009 is the only test that tested Stock
Loan's compliance with Rule 204, isn't that right?
A [ don't know that.
Q Do you know of any other testing as you sit here today that tested Stock Loan's
compliance with Rule 2047
A That was a long time ago. There may have been a lot of testing in the quality
control that was going on.
Q As you sit here today, do you know of any other testing that showed that stock --
Stock Loan's compliance with Rule 2047 It's just yes or no. Yes, you do know, or no,
you don't know.
A As | --right now in my present recollection, | don't know.
Q Okay. |think you testified yesterday that you, over the course of preparing for this
case, have looked at thousands of documents. Is that what you said?
A Idon't know if | said thousands, but it may have been hundreds.
Q Lots and lots of documents?
A Lots of documents.
Q Did you see anything in those documents that showed any other testing of Stock
Loan's Rule 204 compliance?
A | may have. ‘
Q Do you remember seeing any documents that showed that?
A As I sit here today, | don't have a recollection of any other testing.
Q Okay. Do you think if there was other testing, your counsel would have brought that
to your attention?
A I don't know what my counsel would do.
Q Okay. And, in fact, as we've looked at rule -- at Exhibit 70 -- and you can look back
at it, of course -- that didn't test Stock Loan's close-out compliance with Rule 204; isn't
that right?
A It did not. To be more precise, it didn't test that process within Stock Loan that
closes out. Whether it tested close-outs that came from -- that Stock Loan was involved
in, I'm not sure. But I don't think this -- this particular matter at issue, of the process of
the actual close-out that was happening in Stock Loan, was tested in this particular test.

(Hearing- Day 3, 637:3-638:22, Oct. 29, 2014)
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The follow-up test that you were just looking at, at Exhibit 85.

It appears to have tested the buy-in department, yes.

Okay. It didn't test the Stock Loan department?

Now, I'm sorry. We're back to 857

The follow-up testing, yes.

The test is to Summer, Jerry and Brian, which are just in the buy-in department.

PO>PO0XPO0

(Hearing- Day 3, 636:2-636:11, Oct. 29, 2014)

139. At the time of the December 2009 audit of Rule 204 compliance issues,
Delaney was aware that Stock Loan was not buying in to close-out fails to deliver until
the afternoon of T+6.

o De La Sierra Testimony

Q Allright. And in December of 2009, was Mr. Delaney aware of Stock Lending's
| practice not to buy-in at market open T+67
A Yes, he was.

(Hearing- Day 1, 245:21-245:24, Oct. 27, 2014)

140. Follow-up Rule 204 testing performed in June 2010 tested only Rule 204
compliance with close-outs of short sales, not long sales.

e Alaniz Testimony

At some point you did some follow-up testing. Do you remember that?
Yes.

And do you remember what it was that you tested in your follow-up testing?
It was T+4.

You didn't test the T+6 in the follow-up testing?

No, | did not.

Going back to -- and do you remember when that follow-up testing was?

| believe it was the following summer of 2010, June.

Okay.

Around June.

POPTOTPROIPOIPO

(Hearing- Day 3, 709:7-709:21, Oct. 29, 2014)

141. The follow-up testing should have tested a larger sample and tested the
long sales which had the most problematic results.

e Poppalardo Testimony

Q Okay. You did testing and a small sample showed a huge failure rate. Would you
test a larger sample?
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A Absolutely.

Q Okay. And you would make sure that you tested the part that was most
problematic, wouldn't you?

A Yes.

(Hearing- Day 8, 2035:14-2035:21, Nov. 5, 2014)

D. Delaney's participation in PFSI’s violations of Rule 204/204T.

142. Delaney’s was responsible to make sure that PFSI had policies and
procedures designed to prevent or detect violations of rules.

e Delaney Testimony

The company had registered principals for which it employed in order to detail out the

| supervisory responsibilities. My job, and in administrating a compliance program, would
be making sure that the company had policies and procedures designed to prevent or

detect violations of rules, working with those -- those persons who had supervisory

authority to ensure that they were -- and to test those rules and report that to the CEO

to the extent that those rules aren't being -- that those rules weren't being followed.

(Delaney, Tom- INV vol lll, 352:15-352:24, July 31, 2013)

143. It was important for Delaney to be honest and forthcoming with Yancey.

¢ Yancey Testimony

Q You would rely on Mr. Delaney to help ensure the firm's compliance with rules and
regulations?

A Yes, sir.

Q Infact, you specifically relied on Mr. Delaney to help ensure compliance with Reg
SHO?

A  Yes, sir.

Q And as | think we can all agree, Reg SHO includes Rule 204, correct?

A Yes, sir.

Q Aliright. Mr. Yancey, would you consider it important for Mr. Delaney to be honest
with you?

A Yes, sir.

Q Forthcoming with you?

A Yes, sir.

Q Not mislead you?

A Yes, sir.

(Hearing- Day 3, 879:19-880:9, Oct. 29, 2014)
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144. If Delaney learned that associated personnel were not following the
securities laws, he was required to take reasonable steps to investigate and report his
findings to members of senior management where those persons reported.

o Stipulated Finding of Fact 13.

145. Delaney had a duty to inform Yancey if Delaney knew that PFSt was
following industry practice rather than Rule 204.

e Yancey Testimony

Q And whether PFSI was choosing to follow industry practice instead of the law would
have been important to you as a CEO, wouldn't it?

A Yes, sir.

Q If you had known that Penson was following industry practice instead of the law,
you would have taken that seriously, correct?

A Yes, sir.

Q You would have wanted to follow up on it?

A Yes, sir.

Q It's something you would try to put a stop to; is that fair?

A Certainly try to provide clarity and resources to make sure it was done properly.

Q And to make sure that Penson was following the law rather than industry practice,
correct?

A Yes. That's fair.

Q Now, Mr. Yancey, if Tom Delaney knew that Penson was following a perceived
industry practice that was contrary to the requirements of Rule 204, that's something
you would have expected him to tell you; is that right?

A Yes, sir.

(Hearing- Day 4, 940:20-941:17, Oct. 30, 2014)

146. Delaney never informed Yancey that PFSI was following a perceived
industry practice rather than Rule 204.

¢ Yancey Testimony

Q Now, Mr. Yancey, if Tom Delaney knew that Penson was following a perceived
industry practice that was contrary to the requirements of Rule 204, that's something
you would have expected him to tell you; is that right?

A Yes, sir.
Q And Mr. Delaney never told you that, did he?
A He did not.

(Hearing- Day 4, 941:12-941:19, Oct. 30, 2014)

Q Allright. And to close-out this conversation, Mr. Delaney did not tell you in March
of 2011 that this was stock lending's practice, this practice in Exhibit 897
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A No.

(Hearing- Day 7, 1926:21-1926:25, Nov. 4, 2014)

¢ Exhibit 224 (Delaney Investigative Testimony)

Q Do you know was Mr. Yancy aware that Penson was executing long sales at the
conclusion of the DTCC trading window at approximately 3 Eastern Time instead of the
open market?

A ldon't know what Mr. Yancy knew or didn't know.

Q Did you ever escalate that issue to him?

A Not specifically. | don't recall specifically escalating this particular issue.

[Exh. 224 at 270:15-23]

147. Delaney claimed that after the December 2009 Rule 204 testing, he
‘required that representatives from each of the business units involved with closing out
short sales were present to discuss the results and create accountability.”

e Exhibit 157 (Delaney Wells Submission) at p. 21

After Mr. Alaniz’s Rule 3012 testing, Mr. Delaney required that representatives from each of the
business units involved with closing ont short sales were present to discuss the results and create
accountability.

148. In fact, Delaney admitted that he told Yancey that Stock Loan did not need
to attend the first meeting discussing the December 2009 Rule 204 testing.

¢ Delaney Testimony

Q Okay. You said, There were specific meetings right following the testing. When we
do quarterly, we would do the CEO certifications. And Mr. Alaniz and myself were in a -
- were in the office with Mr. Yancey briefing him on the specific findings. He, at that
point, had made mention of the fact that well, this was something we needed to get
Mike Johnson in the office for when he saw those particular findings. We, at that point
in time, had explained that we didn't think at this point that there was a Stock Loan
issue, that this was really appearing to be a buy-in issue.

Did you give that testimony?

A | believe | did.

MS. ATKINSON: That's at Page 329, from Line 14 to Line 24.

(Hearing- Day 2, 614:7-614:23, Oct. 28, 2014)

149. Delaney met with Yancey again on August 2, 2010 to dascuss testing of
PFSI's compliance with Rule 204.

¢ Exhibit 92; 169
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From: Eric Alaniz <EAlaniz@PENSON.COM>

Sent: Moniday, August 02, 2010 322 PM

To: Bilf Yancey

e Tom: Delaney; EdnJdones

Subject: 2010-2012: Quarterdy Annual Certification Megting
Importance: High

Hi Bill,

Re:2010-2011 Quarterly Anritial Cerification Maeting

Vdlike to thank you today for the time you spent with Tom and me dzscussmg our Compliance departments-quarterly
progresson the 3012 testing. Justasa: «quick recap of our meeting | have highlighted a few areas of discussion.

The Compliance department has completed a follow-up exam of Reg SHO Rule 204, the New Accounts department and
ot monthly Margin testing. As we discussed, | will forward to you two requirement reports one form PFS1and one from
Ritlge, test third party wires andfollow tip on the remediation of a few of the itams discussed {le. cash,stradd!es}

150. It was important for Delaney to be honest and forthcoming with regulators.

e Yancey Testimony

Q Would you also agree that, in your view, it's important for Mr. Delaney to be honest
with regulators?

Yes, sir.

To be forthcoming with regulators?

Yes, sir. _

To not mislead regulators?

Yes, sir.

>Ooror

(Hearing- Day 3, 880:10-880:16, Oct. 29, 2014)

151. On March 31, 2010, Yancey signed an “Annual Certification of Compliance
and Supervisory Processes’ for PFSI.

o Exhibit 135 at p. PFS/1384375

Awgtual Certification of Compliance and Supervisory Processes
Benson financial Services, Inc.
FINRA Rude 3130 in cecordance with the April 1, 2010 deudline

G dn) /@/ a1 fon 1o
Charles W, Yancey Date 4

President and Chief L‘xecuuvc Officer

152. The Certification signed by Yahcey attached a “NASD Rule 3012 Summary
Report” (“Annual Report”).
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e Exhibit 135

e Yancey Testimony

Q Do we agree that Compliance would prepare an annual compliance report for you,
the CEO?
A Yes.

(Hearing- Day 3, 887:15-887:17, Oct. 29, 2014)

Q Aliright. And Mr. Yancey, there was also an annual report prepared by the Chief
Compliance Officer; is that correct?
A  Yes, sir.

(Hearing- Day 3, 887:24-888:2, Oct. 29, 2014)
Q Itwas, if | understand, attached, appended to that CEO certification that you would
personally sign each year, correct?

A | think it accompanied that document.

(Hearing- Day 3, 890:8-890:11, Oct. 29, 2014)

153. The Annual Report, per Penson’s WSPs, was to discuss Penson’s “key
compliance problems” for the period April 1, 2009 through March 31, 2010.

e Stipulated Finding of Fact 21.

154. The Annual Report was also supposed to summarize the testing that had
~ been conducted and the gaps found by that testing that had been presented to the
CEO.

o Exhibit 135 at PFS11384375.000002

NASD Rule 3012 Summary Report
March 31, 2010

Background

This report was prepared in accordance with NASD Rule 3012 fo summarize the
extensive testing of the Penson Financial Services, Inc. ("PFSI™) Writlen Supervisory
Procedures for the time period of April 1, 2009 through March 31, 2010. A risk

e Exhibit 172 atp. 1
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Frequently Asked Questions - Rule 3012 Report - FINRA

Industry Professionals™ Industry lssues > Supervisory Control

Frequently Asked Questions

Riile 3012 Report I —
Q: Do the designated principals have any reporting requirements once they have

| completed testing and verifying the member's supervisory procedures?

A.Yes. Rule 3012 requires the designated principals to submit, no less frequently than
anniually, a report to the member's senior management that details the firm's system of
supervisory controls, the summiary of the test results and any additional or amended
supervisory procedures that have been created in response to those results.

The:Rule3012 report:
1. details the manner, method and review fortesting and verifying that a firm's system
ofsupervisory palices and procedures are designed to achieve compliance with
applicable rules and laws;

2. provides-a summary-of the test results and the gaps found; and

3. identifies the changes a firm made or will nieed to make toits supervisory
procedures.

¢ Exhibit 224 (Delaney Investigative Testimony) at pp. 519-520

Q "In contrast the Rule 3012 report is not a work plan except to the extent it identifies
amendments that need to be made but rather is the work product of the result of the
testing and verification of the sufficiency of the firm's scheme of supervisory policies and
procedures. The Rule 3012 report and other things" -- I'm focusing now on .2 --
"provides a summary of the test results of the gaps found." Do you see that?

A ldo.
Q Is that consistent with your understanding of the purpose of the Rule 3012 report?

A  Yes.
Q Did you hold that understanding during your tenure as CCO of Penson?

A Yes, sir.

(Delaney, Tom- INV vol lll, 520:10-520:24, July 31, 2013)
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e Delaney Testimony

Q | want to talk for just a minute about the 3012 report that Chief Compliance Officers
do. What is that?

A This report was born out of a -- as | -- as | recollect, was born out of -- was born out
of a requirement for CEOs fo begin to certify that the firm has a supervisory system and
| that that supervisory system has been tested. And in order for a CEO to make those
sort of certifications, the 3012 report was the summary, if you will, of the testing that
would have been conducted and presented to -- to the CEO.

(Hearing- Day 3, 671:19-672:3, Oct. 29, 2014)

e Yancey Testimony

Q Allright. Well, I want to look at some of the things that are in the report itself. And
if we can stay on Page 1 first, and just the very first sentence under "Background," the
very first thing the report says is, This report was prepared in accordance with NASD
Rule 3012 to summarize the extensive testing of the Penson Financial Services, Inc.
Written Supervisory Procedures for the time period of April 1st, 2009 through March
31st, 2010.

Is that right?

A  Yes, | see that.

Q The very first sentence in the report, right?

A  Yes, sir.

Q And we discussed yesterday that one of the things that was tested, in fact, was
3012 tested, during this period was Rule 204; is that right?

A Yes, it was.

(Hearing- Day 4, 936:17-937:8, Oct. 30, 2014)

Q  Beginning on the second page of this Exhibit 135 is the Summary Report, CEO
Summary Report. Do you see that?

A Yes, ma'am. )

Q Do you know what the process is for preparing that document?

A The process is -- as it says, was prepared in accordance with NASD Rule 3012 to
summarize the extensive testing of Penson Financial Services WSPs for this stated
time period.

(Hearing- Day 7, 1886:7-1886:16, Nov. 4, 2014)

155. Delaney was responsible for the Annual Report.

¢ Exhibit 135 at p. PFS11384375.000002
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This report was prepared fo accompany the 2010 Annual Certification of Compliance
and Supervisory Processes as required by FINRA Rule 3130. Tom Delangay, the CCO of
PFS! is the individual responsible for ensuring that the report meets the requirements of
the rules, Tom Delaney is furthermore the Individual who has been designated as having
the responsibility to review and monitor the compllance with NASD Rule 3012 and
FINRA Rule 3130 o ensure that the requirements under these rules are met.

e Delaney Testimony

Q Okay. And at Penson, you were responsible for contents of the 3012 report; isn't
that right?
A lwas.

(Hearing- Day 3, 673:18-673:20, Oct. 29, 2014)

e Yancey Testimony

Who prepares it?

The Chief Compliance Officer.

At this time, who was the Chief Compliance Officer?

Tom Delaney.

And who decides what to include on this Summary Report?

Tom Delaney. _

Is it his judgment alone about what to include?

| believe that Tom takes input from the staff, from the department heads, so
ultimately, it is his decision, but | think he take inputs.

>O>rPOPrPO>PO0

(Hearing- Day 7, 1886:17-1887:4, Nov. 4, 2014)

156. The Annual Report was a key document in FINRA examinations.

e Delaney Testimony

Q Okay. Would you look at Exhibit 224, Page 221, Line 2. And you say --

A - I'm sorry. What -- on what page?

Q 221. And you say, "And typically the 3012 reports were always subject to
examination from FINRA" -- "from" -- maybe it's supposed to be "when FINRA would
come in."

"That was one of the key documents we would be turning over."

Did | read that correctly?

A You did.

Q And is that what you testified? ,

A | have no reason to believe that the court reporter didn't take my words down
correctly.

(Hearing- Day 3, 672:22-673:10, Oct. 29, 2014)
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157. The Rule 3012 Summary Report contained a section describing “[t]he firm’s
key compliance efforts to date.”

e Ex 135 PFSI1384375.000003

« The firm’s compliance efforts to date

158. The Rule 3012 Summary Report also contained a section noting “[tlhe
identification of any significant compliance problems.”

« Ex 135 PFSI1384375.000004

+ The identification of any significant compliance problems

159. Alaniz created the template for the Annual Report, and would put in a few
items for discussion. Alaniz would then send the Annual Report to Delaney to
complete. Delaney determined what would be listed as significant compliance

problems.

e Alaniz Testimony

Q Okay. I'would like you to look, if you would, please, at Exhibit 135. And | would like
you to look at the report that is attached to it. And | just want you to tell me if you see
your testing that was -- your Rule 204 testing that you did at the end of 2009, whether
you see that in the report, the 3012 Summary Report.

A ldonot.

Q Who decided what was put into that report?

A Initially, | would create the template. | would put in a few items that we would
discuss. And from there, | would send it to Tom Delaney to complete.

Q Okay. So who was it that decided whether items would be listed as significant
compliance problems?

A Iwould ask Tom Delaney on that.

(Hearing- Day 3, 719:2-719:15, Oct. 29, 2014)

160. Delaney’s March 31, 2010. Annual Report appended to Yancey's
certification did not reference ongoing, willful Rule 204(a) violations relating to long
sales of loaned securities by Stock Loan.

¢ Stipulated Finding of Fact 22

161. Delaney’s March 31, 2010 Annual Report appended to Yancey's
certification did not reference the Rule 204 testing conducted by Eric Alaniz in
December 2009, the results of which Delaney later characterized as “massive,”
“profound” and “anomalous.”

111




¢ Exhibit 135
e Stipulated Finding of Fact 21

162. Delaney’s March 31, 2010 Annual Report appended to Yancey's
certification did not reference Rule 204 at all.

e Exhibit 135

163. Delaney would have expected some reference to Rule 204 to be in the
Annual Report.

e Delaney Testimony

Q Can you look at your -- can you look at Exhibit 224, please. And would you look at
Page 526, please. ‘

A I'm sorry. What page?

Q 526. Ithinkit's Line 19.

4 Fkk

Q Okay. The question is that: "Can you help me understand why you have this
profound failure and massive failure, anomalous result, extraordinary effort and it's just
not reflected in the Summary Report that goes to FINRA?"

And your answer: "l -- | have no explanation as to -- as it's presented here on here as
to why that wouldn't be -- why a test of from December 2009 had a -- on Reg SHO
wouldn't have been -- wouldn't have been on here. | would have -- | would have -- |
would have expected -- | would have expected there to be some reference fo it, yes,
albeit a testing item, not necessarily -- maybe too soon to talk about the remediation
efforts and things like that that had happened, but certainly as a testing item or a
specific compliance problem."

Did | read that correctly?

A ltappears so.

(Hearing- Day 3, 677:25-679:4, Oct. 29, 2014)

164. Other topics that were the subject of compliance testing at PFSI were
discussed in the Annual Report.

¢ Delaney Testimony

Q It's Exhibit 135.

A I'm at that exhibit.

Q Okay. And you said that there was no testing disclosed in this document; is that
correct?

A No.
Q Is that what you said?
T A I--1think my testimony was there was no specific results of the testing that had

been disclosed in the document.
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Q Okay. Butthere were -- the subjects of some of the testing that had been

performed at Penson, that was in here; isn't that right?
A I think there were some -- some overarching subject matter that was in there, but

not the specific results of the testing that had been disclosed on -- in this report based

on any of those.
Q But the general topic and problems of the testing, that was disclosed?

A Some of it, yes.

(Hearing- Day 5, 1382:12-1383:5, Oct. 31, 2014)

165. All of the items in the Rule 3012 Summary Report’s-identification of
significant compliance problems are items that were being remediated.

e Ex 135atpp. 56

s The identification of any significant compliance problems

= {NSITE Romediation Efforts: In eardy 2009, PFSI began sending
atomated e-mail nofifications to mulliple personnel on a daily
basls regarding the fransmission sfatus of the INSITE upload.
Thesa nofificalions ensure that personnel within the firm are
notified of any problams wilh the transmission by 8:00 am, giving
the Firm ample time 1o correct any technical issues and upload the
file once more. In addiion, it the FIRM's conlinuing effort to
improve s processes and data Integrity, a complete review of
MPID coding for all offites have been reviewsd for accuracy,
Finally, the FIRM Is in the process of finalizing the coding for
reports detafling all of the Information transmilted for each of the
23 data polnis.

=  Retama Development Corporation Serles B municipal bonds
Remediation Efforts: PFS| has agreed 1o no langer allow marginy
valuz fo lts customers for the Relama bond, and lssued a
maintenance call to the affected clients.

* Renalssance Securities Ltd. A forelgn  broker/dealer
Remediation Efforts: PFS! will be ferminating Its ralationship with
this non-US broker-dealer entities affifialed with Renalssence by
the end of the first quarter of 2010,

« Cycle Examination #20080116158 Remediation Efforts: PFSI
takes all Regulatory Examinations as significant and as such will
remadiale as required by the Securities Industry,

¢ Yancey Testimony

Q [I'wantto look at the Summary Report itself. It's a couple of pages in. And, Mr.
Yancey, | specifically want to look at the third page of the Summary Report. It's Bates
Number 004 at the bottom. And you see a bullet point that says: The identification of
any significant compliance problems. Do you see where | am?
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A Yes, | do.

Q So we can agree that this report's identification of significant compliance problems,
all of them are things that are being remediated, things where there are remediation
efforts; fair?

A Fair.

(Hearing- Day 7, 1921:15-1922:18, Nov. 4, 2014)

166. The Annual Report referenced “exception and remediation tracking.” In
May, 2010, FINRA requested the remediation tracking logs related to the CEO
certification. The log provided to FINRA did not mention Rule 204T, Rule 204, or Alaniz’
testing of Rule 204 compliance.

e Ex 135 atp. PFSI1384375.000006

The PFSI festing plan consists of three components that were executed throughout the
certification year. Those components are:

1. Identification, scope and prioritization of issues and areas to be tested (attached)
2. Execution and documentation of festing (available in the Compliance dept.)
3. Exception and remediation tracking (attached)

e Ex 194'

T Exhibit 194 attaches a 40 page log. There is no mention of Rule 204T or Rule 204 in
the log. Because the citation is to the entire 40 page log, the Division has not excerpted
the cited material.
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To: "Hill, Marvin '[Marvin Hill@finra.org]

From: Kimberly Miller

Sent: Tue 5/11/2010 2:15:52 PM

Importance: Normal

Subject FINRA Request - CEO Cerlification Records
Qperational's Remediation Tracking Log Updated 03-30-2010.docx
2008-2010 AML Remedialion Tracking Log Updated 4-27-2010.doc

Attached are the logs requested below. The binders have been put In your conferancetoom.

“logo-for-signature-2

Penson Financial Services, inc.

1700 Pacific Avenue, Suite 1400 | Dallas, TX 75201
P:214.953.3363 | F: 214.217.5090
WWWLPEILOILCONE

} Building the Hest Llearing and Execution Services Firm in the World

From: Eric Alaniz

Sent: Tuesday, May 11, 2010 1:01 PM
To: Kimberly Miller

Subject: RE: FINRA Regquest

-Here is the foliowing info for bullet point one. These are update periodically,

° Per CEO certification Please provide listing of internal and external audits tracked by
the compliance department.

For bullet point 2 Vil bring over in a few minutes.

Eric

From: Kimberly Miller

Sent: Tuesday, May 11, 2010 11:32 AM
To: Eric Alaniz

Cc: Tom Delaney

Subject: FINRA Request

FINRA has requested the following Items relating to the CEO Certification...

° Per CEO certification Please provide listing of internal and external audits tracked by
the compliance department.
° Per CEO certification report, please provide the binders with noted exceptions.

167. On March 31, 2010, Delaney met with Yancey to discuss Yancey’'s annual
certification of Penson’s compliance testing procedures. As part of that certification,
Penson’s Compliance department prepared and presented an Annual Report that, per
Penson’s WSPs, was to discuss Penson’s “key compliance problems” for the period
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April 1, 2009 through March 31, 2010. At the March 31, 2010 meeting, an item of
discussion was the resulits of the December 2009 audit showing the Rule 204(a)
violation rate resulting from Buy-ins’ procedures — a compliance failure that Delaney
later characterized as “massive,” “profound” and “anomalous.”

¢ Stipulated Finding of Fact 21

168. Beginning in November 2008, OCIE conducted a review of PFSI's Rule
204T procedures. In October 2010, OCIE issued Penson a deficiency letter reporting
that OCIE had found Rule 204T(a) violations. The findings reported to Penson in the
deficiency letter included findings that Penson had violated Rule 204T in connection
with short sales.

o Stipulated Finding of Fact 28

169. The OCIE exam concerned close-outs of long sales as well as short sales.

e Ex 539
From: Magyar, Laura J. <MagyarL.@sec.gov>
Seut: Thursday, March 3, 2009 1:47 PM
To: Doug Gorenflo <DGorenflo@PENSON.COM>
Ces Holly Hasty <HHasty@PENSON .COM:=>; Stephen Worcester

<SWorcester@PENSON.COM>; Michael White <mwhite@PENSON.COM> -

ol . e

Staff’s guestions for the 3/5/09 call concern those dccumenis provided to Staﬂ‘ in response to its
January 1, 2009 document reguest, #2, Exhibit B.

19) #14: Account appears to buy 50000 net shares long on 10/13/2008 (100000 long/50000 short). Explain
trading that supports buy-in. Also, pote on 643 indicates “have stok will DTC tomorrow morning.”
Explain,

22) #40: Explain trading on 10/27/08 for buy-in of 17,196 shares of RBCAA by account 16030413 {(account
appears to buys long and short)

o Exhibit 756
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N

g‘;ﬂ 1700 Pacific Avenuve

PENSON

Penson Financial Services,
Mender FINRA and SIPC .

Suite 1400

Dallas, Texas 75201-7322
214.765.1100
WWWPenson.com

April 23, 2009

U.S. Securities and Exchange Commission

Office of Compliance Inspections and Examinations
100 F Street NE, Mail Stop 7041

Washington. D.C. 20549

Attn: Laura Magyar

1)

Re: Examination Regarding Regulation SHO

Dear Ms. Magyar:

Please find the enclosed documents per the request letter to Penson Financial Services,
Inc. dated April 13, 2009: :

Please explain the time parameters (such as T+6) of the EXT 816 report. Please
also state what the column “age” represents. For examiple, if age is 7, does this
mean T+6+7? Additionally, please confirm that all the items on the report are
long positions. '

The column age represents the number of days settled with the number “1”
being the actual settlement date. On day 1, the buy-in is issued and on day 3,
the execution is done for buy-in. All items on the report show the amount of
shares for each CUSIP for which there is a fail to deliver to CNS. The report-
is worked to identify the accounts that are long sales in type 1 or inventory
accounts.
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2)

3)

In the firm’s March 20, 2009 response #2, the firm indicated that items 3 and 9
were long sales and the customer delivered the physical securities. Please
confirm whether these were closed in compliance with T+6 requirements or
provide an explanation for not closing out within T+6.

In the March 20, 2009 letter response #2 item (3) was a prospectus sale done
by the customer. The customer A/C# 16180457 was long 904,500 of
Originoil, Inc which were restricted shares. A letter was sent to the transfer
agent, Computershare on 10/27/2008 to transfer 16,000 shares via DWAC
from certificate # ZQ00000014 in the amount of 400,000 shares and return a

restricted certificate for 384,000 shares. On 11/5/2008 16,000 shares were
received via DWAC for the customer account.

In the March 20, 2009 letter response #2 item (9) there were 2,316 shares that
were held in the vaulf in the name of Penson Financial Services, Inc. These
shares were physically delivered to DTCC on 10/29/2008 and were received
by DTCC on 10/30/2008, This cleared the CNS fail. No customer account
was short shares that could be bought in.

In the March 20, 2009 response, #3, the firm responded that it has concluded that
the trades of Bank of America stock were entered and executed as long sales as
opposed to short sales. Staff notes that the customer account statement provided
by the firm for Alchemy Ventures, Inc. (11540002) for October 2008, shows a
short sale in the account for 1300 shares at 26 and 1000 shares at 27.40 on
10/7/09 (page 16055 of 24834). Please explain this discrepancy.

'As explained in the Firm’s March 20, 2009 response to Staff, Penson

Financial Services, Inc. margin accounts and short accounts are identified by
the use of an account type. Type 2 indicates general margin and account type
3 indicates short positions. As a result of the large number of transactions
processed on any given day, the trade file upload and trade posting process
distributes trades across multiple processing servers which in turn post the
trades via an overnight batch process to our back office system, Phase3. At
times, the sequence of trades may be processed in different order from the
way they were executed because of multiple processing servers acting in
parallel. This creates sitnations where trades that are actunally buys to cover
hit the type two margin account type while the original short sale remains
short in the type 3 account. This also happens in reverse where a sale
processes first to type 3 and the original purchase processes to type 2. In
instances where this occurs, a straddle “flatten” process is done on settlement
to balance any straddles that exist due to offsetting positions in different
account types.
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4)

In the March 20, 2009 response to #1, the firm responded that for items #6, 7, 8
and 9 that the referenced trades were long sales. However, the confirmations
provided by the firm for these transactions reflect short sales. Please explain this
discrepancy. Additionally, please provide the October 2008 account staternents
for the following accounts: :

2) Account Numberdjj| |
b) Account Number |||

¢) Account Number [ D
d) Account Number || N

Please refer to the file labeled “Item #4” on the enclosed disk.

The trade file upload and trade posting process described in Item #3 above
applies to Items #’s 6, 7, 8 and 9 of the Firm’s March 20, 2009 response to
Item #1. Trade confirmations are created T+1 for dissemination to the party
of the trade. Trade confirmations reflect the manner in which the trade
information was posted to the account on trade date. Should a straddle exist,
the flatten straddle process looks across account types and positions and
offsets the position so that is resides in the appropriate account type on
settlement date. :

s Exhibit 203 at p. 20-21

PENSON

Penson Finandal Services,
Member FINRA osd SIPC .

1700 Pacific Avenue
Suite 1400

Dylles, Texas 75201-7322
214,765.1100
WWW.pERson.com

August 3, 2009

U.8. Securities & Exchange Conmunission

Office of Compliance Inspections and Examinations
100 F Street NE, Mail Stop 7041

Washington, D.C. 20549 .

Attn: Laura Magyar, Branch Chief

‘Re: Examination Regarding Regulation SHO

Please find the following explanatious and applicable attachments for the inquicy from your
office dated July 17, 2009. The enclosed disk bas been encrypted. Please e-mail me at
deorenfloi@penson.com for the key once this package is received.
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2. Inthe finm’s March 20, 2009 response #1, Penson stated that “[iltems #6, 7, 8 and 9
represent instances where the referenced trades reflect long sales. In these instances no
locate was required. Supporting documentation evidencing the long sale status has been
provided on the enclosed spreadsheet. ....Penson Financial Services, Inc. cash, margin
and short accounts are identified by the use of an account type. Type 1 indicated cash,
type 2 indicates general margin and account type 3 indicates short positions. The trade
file upload process distributes trades across many processing servers which in tumn post
the trades via an overnight batch process to our back office system, Phase3. At times, the
sequence of trades may be processed in different order from the way they were executed
because of multiple processing servers acting in parallel. This creates situations where
trades that are actually buys to cover hit the type two margin account type while the
original short sales reruains short in the type 3 account. This also happens in reverse
whete a sale processes first to type 3 and the original purchase processes to type 2 as an

170. Moreover, PFSI represented to OCIE that there was no report that
monitored close-outs of long sales of loaned securities.

¢ Exhibit 204 atp. 13

= What rcport monitors sales that are marked long in type 2 accounts?

There is no specific report for this.

171. On November 15, 2010, Kim Miller sent Delaney a draft of a response to
deficiency letter arising from an OCIE exam.

o Exhibit 206 atpp. 1, 6 and 7— 8 of 11

To: Tom Delaney[TDelancy@PENSCON.COMI
From: Kimberly Miller

Sent; Mon 11/15/2010 2:31:22 PM

Importance: Normmal

Subjectt DRAFT RegSHQ Reponse

DRAFT - RegSHO Response dog

5. Close-Qut Requi u ntto Ru

Response: Penson feels that the processes and procedures employed to close out positions
that were in violation of rule 204T were effective and performed as designed. Our current

procedures as they relote to Rule 204 are effective and designed to ensure thot ail short sales
and sales not long are covered either through stock borrow or market oction prior to the open
on §+1. Additionally, Penson has updated the WSP’s relating to Rule 204, the use of PFS642 &
PFS643 reports. We have elaborated on the criteria used for buy in allocotions ond the
procedures detoiling how buy-ins are executed,

172. On November 19, 2010, Delaney replies to Miller, saying “attached is my
redraft....” '

¢ Exhibit 208
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Ter Kimberly Millerfkmiller@PENSON.COM]
From: Tom Delaney

Sent: Fri 11/19/2010 3:11:50 PM

Importance: Nommal

Subject DRAFT - Reg8HO Response

DRAFT - ReqSHO Responsedoc

Kim,

Attached is my re-draft with a couple of additional notes:

The locate and delivery requirement provides a uniform rule requiring an executing
broker-dealer (in this case the correspondent or PFSH if a direct account) to locate
securities available for bomrowing prior to effecting a short sale.  The diligence required
for accepting the short sale is the burden of the executing broker-dealer . (Thisis
complicated where in the case of direct accounts where PFS1 is both the executing
broker-dealer and the clearing firm — especislly when it comes to reliance on the ETB
list and there is a pattem of unexplained fails — I don't think that is the case here
because when a stock is failing at CN3, it is removed from the ETB list).

173. Delaney reviewed and edited PFSI's response to Item No. 5.

e Compare Exhibit 206, pp. 6 and 7— 8 of 11, with

5. Close-Out Reguiremeants Pursuant to Rule 2047

Response: Penson feels that the processes and procedures employed to close out positions
that were in violation of rule 2047 were effective and performed os designed, Our current

procedures as they relate to Rule 204 are effective and designed to ensure that oll short soles
and sales not long are covered either through stock borrow or market action prior to the open
on §+1. Additionally, Penson has updated the WSP’s relating to Rule 204, the use of PF5642 &
PFS643 reports. We have eloborated on the criteria used for buy in ollocations and the
procedures detailing how buy-ins are executed.

e Exhibit 208

5. Close-Out Requirements Pursuant to Rule 204T

Response: Penson feels that the reasonable processes employed to close out positions that
were allegedly in violation of rule 204T were effective and performed as designed. Our
current procedures as they relate to Rule 204 are effective and reasonably designed to ensure
that ol short sales and soles not long are covered either through stock borrovw or market
action prior to the open on $+1. Additionally, Penson has updated the WSP’s relating to Rule
204, the use of PES642 & PFS643 reports. We have elaborated on the criteria used for buy in
allocations ond the procedures detailing how buy-ins are executed,
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174. The language as edited by Delaney appeared in the letter submitted to
OCIE on November 24, 2010. The letter did not disclose that PFSi’s Stock Loan was
not able to comply with Rule 204, nor did it acknowledge the disastrous Rule 204 test
results from December 2009 and June 2010. Instead the letter averred that “the
processes employed to close-out positions that were allegedly in violation of rule 204T
were effective and performed as designed.”

¢ Exhibit 101 at p.6-8

5. Close-Out Requirements Pursuant to Rule 204T

Staff found that Penson failed to close out of 15 of 50 (30%) security positions sampled in
violation of Rule 204T. Staff found that in two of the 15 positions the Firm conducted further
short sales on T+4 without pre-borrowing the securities as required by and in violation of Rule
204T.

Staff found that through its marking review that Penson did not close out nine fail to deliver
positions in accordance with Rule 204T.

Staff found that although the Firm established unwritten protocols and procedures to respond
to the emergency short selling orders, these procedures are not reflected in the Firm’s written
supervisory procedures contrary to NASD Conduct Rule 3010. Specifically, the following
procedures are not described in the Firm’s written supervisory procedures: i} the Firm's use of
its PFS642 and PFS643 report; ii) the criteria developed for the Firm’s random allocation model;
and iii) how the Firm executes buy-ins.

Staffs found the execution of buy-ins are not always done at the market open contrary to Rule
204T.

Response: Penson believes that the reasonable processes employed to close out positions
that were allegedly in violation of rule 2047 were effective and performed us designed. The
Firm’s current procedures os they relate to Rule 204 are effective and reasonably designed to
ensure that all short sales and sales not long are covered either through stock borrow or
market action prior to the open on $+1. Additionally, Penson has updated its Written
Supervisory Procedures [“WSPs”) relating to Rule 204 and the use of the PF§642 & PF5643
reports. The criteria used for buy-in allocations and the procedures detailing how buy-ins are
executed are provided below:

175. Delaney admitted that the language in the OCIE letter was inconsistent with
the Rule 204 testing Alaniz conducted in December 2009 and June 2010.

e Delaney Testimony

Q Okay. Would you look at your testimony, please, Exhibit 224, Line 2477

K gk

Q Andif you look at Line 16, "I'm trying to understand how, in" —
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the question was asked: "I'm trying to understand how, in light of what the two 3012
tests showed in the end of 2009 through June 2010, with the significant failure rates in
closing out -- or to Rule 204T, how Penson could say that to the SEC that it believes
that the reasonable processes employed to close-out positions that were allegedly in
violation of Rule" -- "Rule 204T were effective and performed as designed. Can you
| explain that to me?"

1 Answer: "l can't explain that as | sit here, no, sir."

Question: "Does that appear inconsistent to you as you sit here today?"

Answer: "In reference to the items that you cited, that would appear to me to be - it
would appear to me to be inconsistent. Yes, sir."

Did | read that correctly?

A It appears so.

Q And is that the testimony that you gave?

A | have no reason to say it is not.

(Hearing- Day 3, 688:17-689:17, Oct. 29, 2014)

176. 1t is not possible to reconcile the statement concerning Rule 204 in the letter
to OCIE with Alaniz’ Rule 204 testing.

s Hasty Testimony

Q Okay. Let me ask you to look at Exhibit 101, and that is the letter from Penson to
the U.S. Securities and Exchange Commission in November of 2010. We talk about
some specific language at the top of Page 8 of that document. "Penson believes that
the reasonable processes employed to close-out positions that were allegedly in
violation of Rule 204T were effect and performed as designed.” In your view, that
statement is not complete and accurate; isn't that correct?

A I'm sorry. Ask your question again.

Q Inyourview, that statement is not complete and accurate; isn't that true?

A No. I don't have any reason to believe that if's not accurate.

Q Okay. Let me ask you to take a look at your investigative testimony again at Page
185, so that's the second volume of the investigative testimony.

A Okay.

Q You were asked this question. Okay. So let's go to Penson's response on the next
page, Penson 0722236. It's in bold response. Do you see that? Response: Penson
believes that the reasonable processes employed to close-out positions that were
allegedly in violation of Rule 204T were effective and performed as designed. Do you
see that?

A Yes. .

Q Question: In your view, is that statement complete and accurate? Answer: In light
of what | know now, no. At the time this was written, | don't know.

A  Okay.

Q Do you see where | read?

A Yes.

Q And, in fact, you are unable to reconcile this statement with the testing results we
saw in Exhibit 70 and Exhibit 85; isn't that correct?
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A Yes, that's correct.

(Hearing- Day 7, 1775:10-1776:24, Nov. 4, 2014)

lIl. THE DIVISION'S CLAIMS AGAINST RESPONDENT YANCEY

177. Supervision is an important part of a compliance program.

e Delaney Testimony

Q Let me ask you about the reporting structure at Penson. As -- as Chief Compliance
Officer, was it important to you to understand who reported to whom?

A Yes.

Q Why?

A Supervision is an -- an important part of -- of -- of -- of a compliance program.

(Hearing- Day 5, 1215:4-1215:10, Oct. 31, 2014)

¢ Exhibit213 atp. 7/9

The duty of a Broker/Dealer to maintain and enforce adequate standards of supervision extends to every
aspect of the Broker/Duaslser’s activities. Customers dealing with Penson Financlal Services are entitled to
fre confident of fair treatment, They should be able to rely upon the firm to have systems of supervision
and internatl control in place to provide safeguards against inadvertent violation of laws, rules and
regulations, most particelarly against those employess who may be tempted to engage in iraproper or
fraudulent conduct,

The Securities and Exchange Commission {SEL) has stated that ™. .where the failure of a securities firm
and its responsible personael to maintain and difigently enforce z proper systens of supetvision and
internal controf results in the perpetration of fraud upon a customer or in other miscoaduct in wiiful
viciation of the Securities Act or the Exchange Act, for purposes of applying the sanctions provided under
the securitios laws, such failure constitutes participation in such misconduct, and wilttul violations are
comnmitted not onfy by the person who performed the misconduct but aiso by those who did not properly
perform their cuty to preveat it.”

178. Yancey was hired .as CEO because PFSI was growing too large for
founders Pendergraft and Son to continue to manage.

¢ Pendergraft Testimony

Q Okay. And what was Mr. Yancey's relationship with PFSI?

A Mr. Yancey was hired in -- | believe in 2005 as president and chief executive offer of
PFSI.

Q Why did you decide to hire a CEO at that time?

A The Penson organization had grown significantly since its founding. The company
was considering a public offering, and the responsibilities that Dan Son and | had
carried out at PFSI would have been impossible -- becoming more difficult to carry out
in view of the growing organization. And it was envisioned that as the organization
continued to grow and were public, that it would be impossible to continue to carry out
those responsibilities, so we needed to expand our management team in order to

effectively manage the growing business.
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(Hearing- Day 6, 1456:22-1457:13, Nov. 3, 2014)

A. Yancey failed to supervise Delaney.

179. Yancey was the CEO of PFSI and was a registered person.
e Stipulated Finding of Fact 2
e Ex 758at3

CHARLES W. YANCEY Report Summary for this Broker W
CRD# 1173660 Finira

Registration History

This broker was previously registered with the
following securities firmi{s):

PENSON FINANCIAL SERVICES, INC.
CRD# 25866

DALLAS, TX

09/2005 - 0272012

180. Delaney was a registered person associated with PFSL.
e Stipulated Finding of Fact 102

181. Yancey had supervisory responsibility for Delaney.
¢ Stipulated Finding of Fact 112

- 182. Yancey received and reviewed the Rule 204 Test results in December 2009.

e Yancey Testimony

Q Andyou saw a document, either this document or a document like this, while you
were CEO of Penson Financial Services; is that right?

A ldid.

Q Do you recall if you saw it in connection with those quarterly meetings we were just
discussing?

A I believe that | did.

Q Okay. And is it fair to say that if you were given the 3012 test results, it's a

document you would have reviewed?
A Just a point of clarification.

Q Yes.
A | believe that | received it in December of 2009.
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You believe --

Is that helpful?

You believe you received it in December of 20097

I do.

All right.

I saw it, | should say.

Okay. And would you have reviewed it when you received it?

Yes, | would have reviewed it with the people that presented it to me.
And who do you recall presented it to you?

Mr. Delaney and Mr. Alaniz.

POTOPOPTPOPO

(Hearing- Day 3, 897:7-898:8, Oct. 29, 2014)

183. Yancey met with the Compliance department quarterly to discuss its Rule
3012 testing, which was part of the process of preparing Yancey to sign and certify
Penson’s Annual Certification of Compliance, also referred to as the CEO certification.

¢ Yancey Testimony

Q Aliright. And can we also agree -- | think we discussed this earlier -- that you, the
CEO, would meet once or more annually with the Chief Compliance Officer to review
compliance matters that were the subject of the annual certification; does that sound
accurate?

A Yes, sir.

| (Hearing- Day 3, 887:18-887:23, Oct. 29, 2014)

Q It sounded like one of the things you would do, you would meet quarterly with the
Compliance group, correct?

A The Compliance group and any other people they thought might be relevant to our
conversations in preparation for the certification.

Q Okay. And we may have covered this, | apologize, but one of the things you would
talk about in those quarterly meetings was their testing findings, correct?

A Yes, sir.

Q And we've heard the term 3012 testing in this hearing; is that right?

A  We have. "

Q The 3012 testing is what we're talking about when we say the testing findings in
these quarterly meetings, correct?

A Yes, sir.

(Hearing- Day 3, 890:19-891:11, Oct. 29, 2014)

e Ex 197 atp.240
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14.6.1 Mestings Batween CEQ And CCO
The CEO mests once or more annually with the CCO fo review compliance matters the subjact of
the annual cedification.

184. Issues would be raised at these quarterly meetings only if they were
significant enough to warrant Yancey's attention.

e Yancey Testimony

Q Allright. And at these quarterly meetings, you would be advised by people in your
reporting chain if there were issues that were significant enough to be raised to your
level; is that right?

A [ think that's right.

Q And Mr. Yancey, you relied on people to identify things that might have warranted
your intervention or being involved; is that right?

A Yes, sir.

(Hearing- Day 3, 891:12-891:20, Oct. 29, 2014)

185. On January 28, 2010, Delaney and Alaniz had a quarterly meeting with
Yancey. In that meeting, the Rule 204 Test was one of only two items discussed with
Yancey. Delaney and Alaniz explained the results of the Rule 204 Test and pointed out
that 112 out of 113 items tested failed.

¢ Exhibit 134
From: Eric Alaniz <EAlaniz@ PENSON.COM>
Sents Thirsday, Jativary 28, 2010 12:56 PM
- Yor Bill Yancey'
Ce: Tom Delanay; Eric Alaniz
Subject: 2009-2010 Quarterly Annual Centification Meermg
Importance: High

Bil,

Again, I'd like to thank you for the time you spent with Tom and me today reviewing our departments quarterly progress
on the Annual 3012 Testing. Just as a guick-recap of our ineeting | have highlighted some areas discussed today.

Currently the Compliance department has tested, among other areas, SEC Rule 204 and the Transmittal of Funds. These
two areas are now the focus of prompt remediation. The Compliance department will continue to review practices in
areas of high regulatory concern and continually update our “Risk Based” testing approach including but not limited to
areas identified during last years certification process, areas highlighted during regulatory examinations-as well as those
areas regulators have indicated will be areas of focus as we proceed throughout the year,

e Alaniz Testimony

| Q Okay. And going back to Exhibit 70, the testing results that are there, did you ever
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report those findings to Mr. Yancey?

A  Yes.

Q And explain that. When did that happen?

1A [Ican'trecall the exact date. | know we tried to see him every quarter to review the
testing for that time period, and | believe that must have been sometime in January.
Okay. And what did you discuss with Mr. Yancey at that time?

A  We discussed a few items. One item was Reg SHO.
Q And did you explain the results of that testing?

A Yes.
Q
A

9]

Did you explain to him that there was a 99 percent failure rate?
I'm not sure if we used that exact language, but we did point out that, out of 113,
112 did fail. :

(Hearing- Day 3, 709:22-710:16, Oct. 29, 2014)

¢ Yancey Testimony

Let's look at -- at January of 2010, Mr. Alaniz says, "Just as a quick recap of our
meeting, I've highlighted some areas discussed today. Currently the Compliance

| department has tested, among other areas, SEC Rule 204 and the transmittal of funds."
That's what Mr. Alaniz says to you, correct?

LA ltis.

Q. And as you sit here today, do you recall anything else discussed in the January
2010 meeting other than Rule 204 and transmittal of funds?

A You know, | don't have a recollection of anything else.

(Hearing- Day 3, 895:6-895:17, Oct. 29, 2014)

186. The Rule 204 Test was discussed in the March 31, 2010 quarterly 3012
CEO certification meeting, which was held on the same day that Yancey signed the
2010 Annual CEOQ Certification. At the meeting, the December 2009 Rule 204 testing
was one of ten items discussed.

e Stipulated Finding of Fact 113

o Alaniz Testimony

Q Atthe March 31st, 2010 meeting, did you discuss the processes that you had
tested in the 31 -- or the 3012 Rule 204 testing?

A We typically start off with 3012 testing. Tom Delaney usually spearheads that.

From there, we choose the topic of -- | believe we might have chosen 10 items. And
then from there, we would go down, indicating what we had found. If they needed more
information, | did have booklets, kind of like this (indicating) here, with all the information
and the details if they wanted to review it.

Q Okay. And was your 3012 204 testing, was that one of the 10 items that was
discussed? ,
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A Yes.

(Hearing- Day 3, 714:21-715:9, Oct. 29, 2014)

187. At the March 31, 2010 meeting Alaniz did not tell Delaney or Yancey that
the Stock Loan remediation steps would solve the Rule 204 problem.

¢ Alaniz Testimony

Q Butin that meeting in March, did you express that opinion that you just told us here,
that you believed this remediation step would resolve the problems that you identified in
your testing?

A No.

Q Youdidn't tell Mr. Delaney or Yancey that you thought these remediation steps
would solve the problem?

A No.

(Hearing- Day 3, 772:1-772:8, Oct. 29, 2014)

188. Yancey and Delaney met to discuss and review the Annual Report.

e Yancey Testimony

Q Al right. And the CCO would prepare that report and the WSP goes on to say,
"The CCO will meet with the CEO to discuss and review the report." That's a meeting
that occurred?

A Yes, sir.

Q It occurred annually?

A Yes, itdid.

(Hearing- Day 3, 888:19-888:25, Oct. 29, 2014)

e Ex. 197 atp. 240

14.6.2 Annual Report Te CEC

{FINRA Rule 3130}

The CCO will prepare and provide the CEQ {or equivalent officer) with an annual report that
incdludes a review of PFSI's supervisory system and procadures and key compliance issues. The
CCO villl meest with the CEO to discuss and review the report and will meet at other times, as
needed, o dissuss other complisncs matters. If PRSI has designaled muttiple OCOs, sach CCO
will mest with and prepare a report for the CEO annuelly.

189. As part of the process of signing and certifying the 2010 Annual CEO
Certification, Yancey carefully reviewed the Annual Report, which he considered an
important document. v

¢ Yancey Testimony
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Let me ask you: The annual report that the Chief Compliance Officer prepared, you
would review it, correct?
A Yes.

(Hearing- Day 3, 889:8-889:11, Oct. 29, 2014)

Q Okay. And we can agree, Mr. Yancey, that that annual Chief Compliance Officer's
Summary Report was an important document?
A Yes, sir.

(Hearing- Day 3, 890:4-890:7, Oct. 29, 2014)

Q Okay. Now, you would have reviewed this report before you signed your
certification; is that right?

A Yes.

Q What did your review entail?

A It involved discussions with the CCO, and it involved some discussions with

‘| personnel of the firm. It -- it involved me asking the same question | always ask: Is there
any -- any reason that | should not or could not sign this truthfully? And to which | was
told there's no reason at all, sir.

Q Okay. |take it you also would have -- would have read the report itself; is that
right?

A Yes, sir. :

Q Itlooks to me to be one, two, three, four, five, about six pages long; is that right?
A Yes,sir.

Q Allright. And you would have read this report carefully, correct?

A Yes. I would have worked with the people mentioned to go with this report.  Q
Sure. And in your personal reading of it, though, you would have made sure to read it
carefully?

A Yes. |think | would.

Q Aliright. Because again, you knew this was going to Penson's regulators, correct?
A ldid. '

(Hearing- Day 4, 935:16-936:16, Oct. 30, 2014)

190. Yancey personally signed the Annual CEO Certification; it was an important
document. ‘

o Stipulated Finding of Fact 114

s Yancey Testimony

So this is the 2010 CEO certification; is that right?

Yes, sir.

And that is for 2009 to 2010, that's the cycle, correct?

Yes, sir.

All right. And again, if we look at the bottom, that is your personal signature,

oror
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correct?

Itis.

You -- you put pen to paper and signed that document?
Yes, sir.

Now, you took that certification seriously, didn't you?
Yes, sir.

>PO0>Xr0>

(Hearing- Day 3, 884:21-885:10, Oct. 29, 2014)

191. Yancey was aware that the CEO Certification and Summary Report were
sent to regulators.

e Stipulated Finding of Fact 115

192. Yancey does not know why the results of the Rule 204 Test were not
included in the Rule 3012 Summary Report.

e Yancey Testimony

Q Okay. Now, Mr. Yancey, you don't know why the results of the SEC Rule 204
testing are not listed among the significant compliance problems in Exhibit 135, do you?
A No, sir.

Q You do not know?

A | do not know.

(Hearing- Day 4, 938:22-939:3, Oct. 30, 2014)

193. Yancey did not have any discussion with anyone, including Delaney, about
omitting the Rule 204 testing from the Rule 3012 Summary Report. ‘

¢ Yancey Testimony

Q And, Mr. Yancey, you did not have any discussions with Tom Delaney about
omitting discussion of the Rule 204 testing from the annual report, did you?

A No, sir.

Q And you did not have any discussions with anyone else about omitting discussions
of the Rule 204 audit results from the report, did you?

‘A 1did not.

Q And 1 -- this may be the flip side of that same question; but you didn't have any
discussions with anyone about whether the 204 testing should be included in the report,
did you?

A Not that | recall.

(Hearing- Day 4, 939:4-939:16, Oct. 30, 2014)

Q Did you have any discussion with Mr. Delaney or anyone else about not mcludlng
the 204 testing on this Summary Report?
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A No.

(Hearing- Day 7, 1888:1-1888:4, Nov. 4, 2014)

194. Yancey knew that it was important to be as accurate as possible in
communications with regulators, and that honesty in communications with regulators
are the very fabric of a compliance program.

e Yancey Testimony

Q If Tom Delaney were misleading regulators, that's something that would have been
important to you? '

A Yes, sir.

Q And why is that? Why would that be important to you?

A | think the very fabric of the Compliance program revolves around honesty and
integrity.

Q Including honesty and integrity in communicating with regulators?

A Yes, sir.

(Hearing- Day 3, 880:20-881:4, Oct. 29, 2014)

195. If Delaney were misleading regulators in communications with those
regulators, that is something that would have been important to Yancey.

e Yancey Testimony

Q If Mr. Delaney were misleading regulators, that's something you would want to
know about?

A Yes, sir.

Q If Tom Delaney were misleading regulators, that's something that would have been
important to you? '

A Yes, sir.

Q And why is that? Why would that be important to you?

Al think the very fabric of the Compliance program revolves around honesty and
integrity.

Q Including honesty and integrity in communicating with regulators?

A Yes, sir. '

Hearing- Day 3, 880:17-881:4, Oct. 29, 2014)

196. If Yancey saw a red flag that suggested Delaney was not being honest with
regulators, he had a duty to follow up on it.

¢ Yancey Testimony

Q And let me ask you: If you saw a red flag that suggested that Mr. Delaney wasn't
being honest with regulators, can we agree that you would have had a duty to follow up
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on that?

I A To the extent | had detected a red flag, | would have followed up on it.

Q That's fair, sir.

So to be sure it's clear, if you had detected something that was a red flag, that you
considered a red flag, we can agree that you would have a duty to follow up on it?

A Yes, sir.

| (Hearing- Day 3, 882:11-882:22, Oct. 29, 2014)

B. Yancey failed to supervise Johnson.

197. Yancey was the CEO of PFSI and was a registered person.
o Stipulated Finding of Fact 2.
o Ex. 758 at3

CHARLES W. YANCEY Report Summary for this Broker ‘?
CRD# 1173660 Finra

Registration History

This broker was previously registered with the
following securities firmis):

PENSON FINANCIAL SERVICES, INC.
CRD# 25866

DALLAS, TX

09/2005 - 0212012

198. Johnson is a registered representative associated with PFSI.

e Stipulated Finding of Fact 102.

i.  The Stock Loan department was a core function of PFSI, and Johnson played
a key role in that department.

199. Stock loan, as well as the other functional groups within PFSI, reported up
to Yancey.

¢ Gover Testimony

Q You've talked about several different teams. Were they -- at PFSI, were they
grouped together in any way? '

A Yeah. Well, some iTeams, the structure is generally there would be a manager. So
you've got a number of analysts, specialists, you know, people who were actually doing
the work on the teams. Each team would have a manager. | would generally have like-
typed functions grouped together under a director. And then the directors would roll up
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to me. All of my teams were operations teams. There were other functions within
Penson, but | was Operations Manager.

Q What other silos were there at PFSI while you were there?

A Finance, which is going to be the fin- -- CFO and treasury relationship management,
kind of like customer service, onboarding were at various times bundled together. Stock
Loan was by itself. You'd have -- accounting was generally a part of the finance silo,
and then there's the support kind of silos like HR and legal.

Q And did those all roll up to someone?

A Yeah. They rolled up to the CEO.

(Hearing- Day 1, 95:18-96:15, Oct. 27, 2014)

e Johnson Testimony

Q So those were folks that were part of the PFSI Stock Lending team, correct?

A  Yes. '

Q And did you interact with them on Stock Lending matters?

A I satin the division. They reported to me dotted line; they reported directly to Bill
Yancey.

(Hearing- Day 2, 528:18-528:24, Oct. 28, 2014)

200. PFSI's Stock Loan department lent shares owned by PFSI customers to
earn borrow charges, used that stock as collateral for financing purposes, lent stock for
financing purposes, and borrowed stock for PFSI’'s to cover PFSI customer’s short

sales.

¢ Gover Testimony

Q And what did they do? What did PFSI's Stock Lending department do?

A There's - there's a couple of functions of Stock Loan. One is that they're
maximizing the utility of the balance sheets. So if there are shares that -- goes back to

| the hypothecation agreement. So we have shares that somebody had a loan with
Penson, and that loan is collateralized by the shares. Under the hypothecation
agreement, Penson can lend the shares out, and for a couple functions. So one of the -
- one of the functions of Stock Loan was if we had shares that we were -- they were --
the term is "access," access available to loan, that we would lend those shares out to
parties who wanted to borrow them. And in exchange for that, you get borrow charges.
A The other function would be as a part of financing functions, clearing firms can
finance the business in a couple ways. You can borrow money from banks and put up
generally stock as collateral. You can also lend securities out to other parties. You can
get cash for the lending of the stock, and that can also be used to finance the firm's
operations.

Q Did they also engage in stock borrowing, the PFSI Stock Lending department?

A Yes. They would borrow stock. '

Q And why -- why would they do that?
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A lthink in general if - if Penson has a fail and we do not have the shares to make
delivery, Stock Loan -- and so those would result from short sales. Stock Loan could
recall the shares or borrow shares to make a delivery. So that's -- there's a couple
reasons that you can borrow. The primary is because you -- you let somebody -- you
gave approval. You gave a locate for a customer to sell short. And that customer sold
short, and then you need to borrow -- borrow shares to cover the short. The other
would be it's really a pure financing function. If you have a fail, so a fail that there's no
obligation to buy-in, but it would be advantageous to be able to borrow the shares so
that you can make delivery and get the cash. And it's -- it's -- the other piece is just
pure really cash management, managing your -- your daily cash flows.

(Hearing- Day 1, 90:22-92:19, Oct. 27, 2014)

201. Stock Loan supported PFSI customers’ short selling by providing “locates”
on shares — affirmative determinations that the shares would be available — before the
customer engaged in the short sale.

¢ De La Sierra Testimony

Q ... You said one of the things you did was short locates; is that right?
A Correct.

(Hearing- Day 1, 205:13-205:15, Oct. 27, 2014)

A On trade date, short sellers are required to get a locate before they place a short
sale order, so --

Q Was it--I'm sorry. What does it mean to get a locate?

A Locate, calling your brokerage firm, and they -- they're required to get affirmative
termination to make sure the shares are there to approve this short sale. So when a
customer comes in, it's a locate. We approve that locate for the customer. They then
can do whatever they want. It's not a short sale until they place the short sale order. At
that point, it's just a locate before they place a trade.

Q And you talked about placing a short sale. What is a short sale?

A A short sale is the opposite of a long sale. Short sellers will profit when the security
goes down in price. Since they don't own the securities, they have to get a locate.

(Hearing- Day 1, 205:17-206:9, Oct. 27, 2014)

e Wetzig Testimony

Q We've heard a little bit about it, but | want to unpack those things. When you say
they "did locates," what does it mean to do a locate?

A So for a broker to be able to short sell stock, he has to receive a locate on that
security. So we will have to see some sort of inventory or feed from another broker-
dealer in order to give them a locate.

Q And that's something that Penson Financial Services would give?

A Correct.
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(Hearing- Day 2, 346:13-346:22, Oct. 28, 2014)

202. Stock Loan also supported PFSI customers’ short selling by borrowing
securities to satisfy the obligation to settle the short sale trade on T+3.

¢ De La Sierra Testimony

Q ... I think you also said that you would borrow securities?

A Correct.

Q Explain what that means.

A So once the short sale settles on T-3, if there's a delivery obligation, we would then
go to our various counterparties and try to borrow the short sale.

Q What do you mean by a delivery obligation?

A Ifwe owe CNS. One --if Penson was not long in shares -- we approve a certain
amount of shares, 1,000 shares of Amazon or something like that -- on settlement, if we
don't have in our box 1,000 shares, now we have a delivery obligation to the street. We
have to go borrow that from the street to satisfy that delivery.

Q You said if Penson doesn't have the shares in its box. What do you mean by that?
A Right. If we don't have other customers long, that will create a delivery obligation.
Q And whose box are you talking about? What is the box?

A Penson's box is our -- all of our customers, margin, securities, and that essentially
creates our inventory.

Q Isee. So who would you borrow from if you're borrowing on T- 3’?

A Various counterparties. We were on -- you know, CitiGroup, Merrill Lynch, BNP,
Goldman. :
Q And why do you borrow? What's the reason?

A To cover -- to make a delivery obligation to CNS so that Penson is not short these
securities.

(Hearing- Day 1, 206:17-207:23, Oct. 27, 2014)

203. Stock Loan also lent securities from PFSI customers’ margin accounts to its
counterparties so they could meet their customers’ delivery obligations.

e De La Sierra Testimony

Q ... You also said that you lent securities out of your box. Can you explain what that
means?

A So just as we're trying to borrow for our delivery obligations, our counterparties also
have delivery obligations. They -- we would come in every morning and there's a list
from whoever, you know, our counterparties are, the names that they are looking for for
their delivery obligations. We would check our box and, you know, decide who to lend it
to you, know based, on the best market terms we can get.

(Hearing- Day 1, 208:2-208:13, Oct. 27, 2014)
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204. Providing locates, borrowing securities, and lending securities, were
functions of PFSI’s Stock Loan department rather than Penson Worldwide.

e Stipulated Finding of Fact 116
205. Stock Loan was a signiﬂcant profit center for PFSI.

¢ De La Sierra Testimony

Q Butwas Penson's Stock Lending a profit center to the firm?
A  Yes,itwas.

Q Was it a large profit center, a small profit center?

A Ibelieve it was a significant portion.

(Hearing- Day 1, 212:25-213:5, Oct. 27, 2014)

e Wetzig Testimony

Q You talked a moment ago about the mechanics of Stock Lending, locates,

borrows, recalls. | want to talk about kind of how stock lending fit into the broker-dealer
business model, in the Penson Financial Services business model. So to the extent
you have an understanding, what did stock lending do for Penson Financial Services,
the broker-dealer?

A So Stock Loan was a large revenue producer for Penson.

(Hearing- Day 2, 354:9-354:17, Oct. 28, 2014)

206. Stock Loan generated revenue by lending out securities to counterparties,
who generally paid a “rebate” to borrow the securities, and by borrowing securities to
assist with customer short selling and charging a mark-up to customers for the cost of
the borrow.

¢ De La Sierra Testimony

All right. Was Stock Lending a profit center at Penson Financial Services?

Yes, it was.

How were those profits generated?

Through the lending of the collateral, the margin accounts. And we also profited
from the short selling as well.

Q How would you profit from the short selling?

A So once the real estate -- excuse me -- the rate interest environment went to zero,
Fed funds went to zero in about 2008, generally it turned every borrow that we did with
our counterparties to a cost to the firm. So Penson, because we didn't have the box to
support that, we had to create a mechanism to recoup that cost, and we did that. So
we would charge our customers back the cost to the firm, plus a fee.

Q Isee.

So in borrowing, there's both passing the cost to the customer and then a markup on
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top of it?

A Correct.

Q So that's how you would profit from the borrowing.

It may be obvious, but how do you profit from the lending of the collateral?

A So in the same time frame, the interest rates being where they were, just about
every loan we put out that was not a financing loan was a premium rate. So we would
lend our shares, get the money, and also earn interest on this collateral.

(Hearing- Day 1, 211:18-212:21, Oct. 27, 2014)

s \Wetzig Testimony

Q So that's the funding bucket we talked about. | want to -- you also mentioned the
revenue bucket. Help us understand how Stock Lending made revenue for Penson
Financial Services.

I A So when we would lend out securities, we would be paid rebates on any securities.
So essentially, these are names that are in demand from other broker-dealers. So
they would essentially pay us a negative rebate on -- on these shares, and which is
income, revenue.

Q And, yeah, and help us understand a negative rebate rate. What does that mean?
Is it, are you paying them money? They're paying you money?

A So they're essentially paying us a rebate on those loan shares. So we receive any
collateral from the loan and they would pay us an interest rate, depending on how
difficult the security was on those shares.

Q You also mentioned that the Stock Lending group at Penson Financial Services
borrowed shares. Did that have any revenue generation involved with it?

A So when we would borrow securities, that was actually a cost to Penson.  Q
And did Penson absorb that cost of borrowing securities?

A We would pass that charge along to the customer. It was essentially short those
securities that was causing us to have to borrow.

Q And are you aware of whether there was any additional costs, other than just
Penson's cost to borrow? Was there a markup or --

A We did have a standard 200 basis point markup on our borrows.

(Hearing- Day 2, 355:18-356:23, Oct. 28, 2014)

¢ Yancey Testimony

Is it right, sort of in general terms, that -- that one way Stock Lending generates
revenue is if there are hard to borrow stocks, Penson Financial can loan them out and
receive revenue for those loans, interest for those loans?

A Well, thatis one way.

Q Correct. So that would be one way, right?

A Yes, sir.

Q Another way Penson's Stock Lending department could generate revenue, or did
generate revenue, was borrowing securities on behalf of correspondent brokers and
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charging a markup; is that right?
A That's true, particularly after the -- sort of the financial crash when rates essentially
disintegrated.
Q Allright. So if we're thinking about the period of late 2008 through 2011, that's
after the financial crisis; is that right?
A  That's - it includes it, too.
| Q Sure.
A Yes. Butl think we're on the same page.
Q Allright. So particularly during and after the financial crisis, that borrowing and
markup process would generate revenue for Penson Financial Services, right?
A Yes, one element.

(Hearing- Day 4, 944:17-945:16, Oct. 30, 2014)

207. Stock Loan also financed PFSI. Financing through Stock Loan was
advantageous compared to financing through bank loans because PFSI got more value
for the stock pledged as collateral, and because PFSI paid a lower interest rate on the
loan.

e De La Sierra Testimony

Q You also said, | believe, in your list of the things that Stock Lending did for Penson
Financial Services something about financing the firm; do you recall that?
A Yes. '

(Hearing- Day 1, 209:23-210:2, Oct. 27, 2014)

Q Soif lunderstand, | think | heard you talk about two advantages of using stock
lending finance instead of a bank.

The first is you get more value for your collateral, 100 percent instead of 80 percent; is
that a fair summary? '

A That's correct.

Q And the second was that it's also cheaper to do financing through stock lending
than a bank, correct?

A Yes, that's correct.

| (Hearing- Day 1, 211:8-211:17, Oct. 27, 2014)

¢ Yancey Testimony

Okay. Stock Lending is used, in part, for financing purposes; is that right?

Can be. ‘

It can be. And how does Stock Lending help finance a firm?

Sure. When the customers open a margin account and they sign a hypothecation
agreement and they take a loan out against their collateral, the securities are eligible to
be lent or used for financing their margin debits.

Q And at Penson Financial Services, between 2008 and 2011, did you all use Stock
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Lending to help finance the firm?
A Yes. '

(Hearing- Day 4, 943:15-944:3, Oct. 30, 2014)

Q Tell me about firm financing and how the Stock Loan and financing worked
together.

A Okay. So if a customer deposited stock in a margin account and signed a margin
agreement or a hypothecation agreement and then ultimately borrowed money from
that account, the.firm could pledge the collateral to a bank sufficient to not have to tie
up their money for the purpose of the loan to the -- to the investor, or to the extent that
there was an excess of any security, could use that excess in Stock Loan for a firm --
what they call firm financing.

Q What was firm financing? How did it get used in firm financing?

A Firm financing is really -- in a pledge relation program at a bank, where you pledge
up the securities, the normal haircut is 20 percent, or that's an industry term, haircut.
That means the loan to value is approximately 80 percent. In the Stock Loan world,
the loan to value could be 100 percent.

So in order to maximize the balance sheet, you often use Stock Loan for the purpose
of financing.

| (Hearing- Day 7, 1831:7-1832:2, Nov. 4, 2014)

¢ McCain Testimony

Q I think it might be helpful, Mr. McCain, if you spent a moment explaining how, first,
financing fits into stock lending, since you have some understanding.

A The component of stock lending that | understand'is -- it's related to the financing
of the firm -- is a broker-dealer has basically two ways to finance the business. One is
through a bank loan, where they can go to the bank, pledge up collateral and -- to the
bank, and the bank will advance approximately 80 percent of the market value. The
other way is that -- and really a more efficient way is for Stock Loan to lend out
securities to other counterparties, and they get an advance rate of about 98 percent,
and the interest rate is much, much lower than what a bank would charge.

(Hearing- Day 9, 2165:12-2166:2, Nov. 6, 2014)

208. Stock Loan’s firm financing function was important to PFSI.

o Weitzig Testimony

Q lwantto talk a little bit more about each of those buckets. Let's go in the reverse
order, talking first about funding the firm's day-to-day operations. Help us understand
what you mean by that. How did Stock Lending do that?

A So we would -- when we loan out any security, you were getting back the cash
collateral -- excuse me -- cash collateral that's -- those shares are worth. And like any
other business, it needs cash to operate, so that helped fund the day-to-day
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operations.

Q And was that function important to Penson Financial Services, the broker-dealer?
A Yes, it was.

Q Why?

A There were times where we would be asked to, essentially, do what's called
financing. So we would loan out names not to necessarily make income, but for
cheaper financing to fund the firm.

(Hearing- Day 2, 354:25-355:17, Oct. 28, 2014)

¢ Yancey Testimony

Q Soin order to maximize the balance sheet, you often use Stock Loan for the
purpose of financing.

Q Why did you need financing on a daily basis of Penson?

A To settle all the customer trades and -- and to be -- to have cash suf‘f cient to loan
‘to customers who wanted to take money out, borrow money.

Q Was this a core component of Penson, or how would you describe this cash
financing component?

A Sure, it's core. It's a utility that was provided by clearing firms.

(Hearing- Day 7, 1832:1-1832:11, Nov. 4, 2014)

209. Stock Loan was a necessary and integral part of PFSI’'s business model.

e Yancey Testimony

Q Okay. Solinterrupted your answer. | apologize. You were talking about how
Penson clears for introducing brokers.

A Right. And as such, Stock Loan was useful to the correspondents and was an
integral part of a clearing firm's process.

Q Sure. So Stock Loan is an integral part of a clearing firm's process?

A It's certainly a component part of it, yes.

Q Would you agree that it's an integral part? | thought | heard you just say integral.
A ldid, and -- and | - | suppose it's integral.

Q And we can at least agree that, or we can also agree that it's a necessary part of
any clearing firm's capabilities; fair?

A Yes, sir, | think so.

(Hearing- Day 4, 942:24-943:14, Oct. 30, 2014)

And would you also agree with me, Mr. Yancey, that Stock Lending was used to meet
the needs of Penson Financial Services diverse mix of clients?

A Yes.

Q Okay. So fair to say that Stock Lending at Penson was an important part of the
business?

A It was an important part.
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(Hearing- Day 4, 946:11-946:18, Oct. 30, 2014)

210. PFS} could not have existed without Stock Loan.

e De La Sierra Testimony

Q Could a broker-dealer exist without a stock lending function, if you know?
A Not a firm like Penson, no.

(Hearing- Day 1, 213:6-213:8, Oct. 27, 2014)

211. Because Stock Loan was a core function of PFSI it is not surprising that the
supervisory matrices show Johnson reporting to Yancey, the CEO.

s Delaney Testimony

Q Okay. And can you look at Exhibit 201. And we looked at Exhibit 201 before as
well. If you look at the fourth page of the attached letter, if you look at Number 11, in
response to FINRA's request that Penson provide a description of Penson's
supervisory chain identifying each supervisor's direct reports, as well as the individual
to which each supervisor reports, Ms. Miller attaches a Supervisory Matrix; isn't that
right?

A Yes, that's right.

Q And if you look at the last page of that document -- oops, it's not the last page of
the document. | guess it's Page 19, maybe, the Supervisory Matrix that's attached to
that document. Do you see the Supervisory Matrix?

A  Yes, ma'am.

Q And that shows a grid with Bill Yancey at the head of it, Mike Johnson under Bill
Yancey, and it says that Bill Yancey is Mike Johnson's regulatory supervisor and pi org
chart supervisor; is that right?

A That's what it says, yes, ma'am.

Q Okay. And when you were asked in your third testimony with this counsel
representing you whether you were surprised that Mike Johnson was under Bill Yancey
] on-a Supervisory Matrix, you said, "It may not surprise me if it's there because | would
think what those Supervisory Matrices were trying to show was that this is a broker-
dealer function and, therefore, the CEO is responsible for all issues of the broker-
dealer.”

Question: "You're thinking of the business units to report to the CEO?"

Answer: "Yes, sir. So while functionally that may -- from an HR standpoint, there
might not have been a -- there might not have been a reporting relationship from an
HR standpoint, it certainly would have been my expectation from a compliance
standpoint that a core function of the broker-dealer would report into from a
supervisory standpoint. The supervisory in a broker-dealer context would have
reported in through the CEO. So what we were really trying to show in supervisory
procedures wasn't necessarily -- wasn't necessarily reporting relationships as far as
HR relationships go, more so in terms of from a pure supervision of the broker-dealer
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standpoint, how would that have flown or how would that -- how would that -- the flow

| of that look."

Do you remember giving that testimony?

A |-l don't remember giving that testimony. | remember -- | remember giving a third
| testimony, and I'm not disputing that those were the words that | said; | just don't
remember giving that.

1 Q You don't doubt that you gave that testlmony’?

A No.

(Hearing- Day 5, 1391:11-1393:12, Oct. 31, 2014)

212. Johnson was initially hired to head the Stock Loan department at PFSI.

¢ Johnson Testimony

Mr. Johnson, at any point in your career, were you employed by Penson Financial
Services?

A Yes.

Q What was your title and job?

A | think for Penson Financial Services, it was Vice President of Securities Lending.

(Hearing- Day 2, 513:17-513:22, Oct. 28, 2014)

213. Johnson was a very involved supervisor of PFSI’s Stock Loan department
throughout the time period relevant to this case. He was the “big boss”; the leader of
PFSF's Stock Loan group.

¢ De La Sierra Testimony

Q ... Who was Mike Johnson?

A Mike Johnson was the Senior Vice President of Securities Lending. He was my
boss.

Q He was your boss?

A  Yes. :

Q How would you describe Mr. Johnson as a boss, as a supervisor? Was he

involved, detached?
A He was very involved.

(Hearing- Day 1, 217:4-12, Oct. 27, 2014)

Q Now, you were the Vice President, am | getting your title right, the Vice President
of PFSI Stock Lending?

Yes.

And how many direct reports did you have?

Just Lindsey.

Okay. And how many people were below Lindsey?

Lindsey, four.
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Q Okay. Did you feel that they kind of all rolled up to you, that you were the leader of
that group?

A No. I felt like that Mike was.

Q Mike was the leader of that group?

A Right.

(Hearing- Day 1, 309:11-309:23, Oct. 27, 2014)

o \Wetzig Testimony

Q Okay. Now, you mentioned -- you mentioned Mr. Johnson, Mike Johnson. | want
to talk a little bit about Mr. Johnson. Could you describe his involvement in Penson
Financial Services, the broker-dealers Stock Lending operations.

A So Mike was obviously the big boss. He was, you know, the guy in the corner
office, and he was hired from LoanNet.

(Hearing- Day 2, 350:17-350:24, Oct. 28, 2014)

1'Q 1think the question was generally about Mr. Johnson and his involvement in
Penson Financial Services Stock Lending group.

A So, yes, Mike knew the -- the stock loan business well, and he was involved in, you
know, everything that we did. If we had any questions or issues, we would -- we felt
free to come talk to him.

(Hearing- Day 2, 351:15-351:21, Oct. 28, 2014)

Q And | know you mentioned Mr. Johnson's knowledge of Stock Lending. Talk to us
about his -- his involvement in the Penson Financial Services Stock Lending group.
Was he hands on, hands off? How would you describe it?

A lwould -- I would say that he was hands on.

(Hearing- Day 2, 352:8-352:13, Oct. 28, 2014)

Q Was he a hands-on or a hands-off manager of the PFSI Stock Loan department?
A He -- he was hands-on.

(Hearing- Day 2, 415:24-416:1, Oct. 28, 2014)

s Johnson Testimony

Q Were you generally involved in, you know, substantive issues in conversations
with the PFSI Stock Lending team?
A Yes.

(Hearing- Day 2, 528:25-529:3, Oct. 28, 2014)
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214. Johnson was personally involved in borrowing securities for PFSI
customers, locating shares for PFSI customers, and in financing activities for PFSI.

¢ De La Sierra Testimony

Q How would you describe Mr. Johnson as a boss, as a supervisor? Was he
involved, detached?

A He was very involved.

Q What makes you say that?

A Well, he -- he was on the phones. He had accounts he dealt with that he would --
you know, first thing in the morning, 6:00 a.m., whenever we were up, he was loaning
securities. He would get involved if we needed to borrow, if we needed to finance.

Q The accounts that Mr. Johnson dealt with, were those accounts at Penson
Financial Services, the broker-dealer?

A Yes.

| Q The borrows Mr. Johnson dealt with, were those borrows for Penson Fxnanc;la!
Services customers?

1A Yes, they were.

Q And | think you also mentloned doing locates. Or did | mishear you? I'm sorry.

A | didn't mention it, but he would get involved in locates. If there was something
really hard or none of us could find them, he would also get involved.

Q And was that also something, again, for Penson Financial Services, the broker-
dealer?

A Yes.

Q Okay. Atwhat point in time did Mr. Johnson become your direct boss? A
When he started in, | think, 2004 or -5.

Q And was he always your supervisor at Penson Financial Services Stock Lending?
A Hewas.

(Hearing- Day 1, 217:4-218:14, Oct. 27, 2014)

¢ Wetzig Testimony

A  ...[Johnson] liked loaning securities. So every morning he would come in,
participate in the -- the lending of the securities with his relationships.

Q And when you say "the lending of securities," are we talking about Penson
Financial Services's securities?

A  Yes.

(Hearing- Day 2, 352:14-352:20, Oct. 28, 2014)

215. Johnson was involved in substantive issues regarding PFSI Stock Loan,
including issues related to Rule 204.

e Johnson Testimony
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Q Were you generally involved in, you know, substantive issues in conversations
with the PFSI Stock Lending team?

A  Yes.

Q Okay. On --onissues including Rule 204?

A Yes.

(Hearing- Day 2, 528:25-529:5, Oct. 28, 2014

216. Sometime prior to the implementation of Rule 204T, Johnson became the
PWI Senior Vice President for Global Stock Lending, responsible for all of Penson’s
worldwide stock lending operations.

o Stipulated Finding of Fact 117

217. Johnson’s interactions with the PFSI Stock Loan department did not
significantly change after his promotion. He remained a highly-involved, hands-on
manager over PFSI Stock Loan.

¢ De La Sierra Testimony

Q Do you know whether there came a time where Mr. Johnson was -- his
employment changed from Penson Financial Services to Penson Worldwide? A
Yes, it did.

Q Describe for us how his interaction with you changed once he changed
employment at Penson Worldwide?

A | saw little change.

Q What do you mean by that?

A He was involved with PFSI as he was before.

Q And what were the ways that you saw Mr. Johnson remain engaged with PFSI
Stock Lending?

A He was still lending securities, borrowing. He still had his few contacts that he was
dealing with. He still maintained a relationship with them where he was the primary
contact for them. It didn't change.

Q Before Mr. Johnson was moved into a PWI employee, how often did you and Mr.
Johnson interact? ‘

A Daily.

Q How about afterwards; how often did you and Mr. Johnson interact?

A Also daily.

(Hearing- Day 1, 218:15-219:14, Oct. 27, 2014)

o Wetzig Testimony

Q Alfright. And in practical terms, describe how his involvement with the Penson

Financial Services Stock Lending group changed when his title changed. A | don't
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think his involvement changed very much. | mainly think it was a title upgrade and he --
whether he was a Vice President or Senior Vice President, he ran all of the Stock
Loan; so our Canadian office, our London office, our Australian office and our Dallas
office.

(Hearing- Day 2, 353:5-353:13, Oct. 28, 2014)

Q Allright. | think when you started talking about Mr. Johnson, you described him as
the "big boss." Was that true both before and after his promotion?
A Correct.

(Hearing- Day 2, 354:5-354.8, Oct. 28, 2014)

e Yancey Testimony

Q Tell me a little bit now about the Stock Loan department at PFSI and who -- let's
start with who headed Global Stock Lending?

A Mike Johnson.

Q And was he responsible for stock lending in the U.S. as well as global?

A Yes, ma'am.

Q Who reported to him?

A Rudy De La Sierra, Brian Hall, Lindsey Wetzig. Mark McCain, Dawnia Robertson,
Logan Satterwhite. | think it's Dawnia Robertson. ‘

(Hearing- Day 7, 1830:14-1830:24, Nov. 4, 2014)

218. After his promotion, Johnson remained associated with PFSI.
o Stipulated Finding of Fact 9
o Stipulated Finding of Fact 41
¢ Stipulated Finding of Fact 102

219. After his promotion, Johnson continued to engage in stock lending activity
for PFSI.

¢ De La Sierra Testimony

Q Do you know whether there came a time where Mr. Johnson was -- his
employment changed from Penson Financial Services to Penson Worldwide? A
Yes, it did.

Q Describe for us how his interaction with you changed once he changed
employment at Penson Worldwide?
A | saw little change.
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Q And what were the ways that you saw Mr. Johnson remain engaged with PFSI
Stock Lending?

A He was still lending securities, borrowing. He still had his few: contacts that he
was dealing with. He still maintained a relationship with them where he was the
primary contact for them. It didn't change.

(Hearing- Day 1, 218:15-219:8, Oct. 27, 2014)

o Wetzig Testimony

Q Allright. And in practical terms, describe how his involvement with the Penson
Financial Services Stock Lending group changed when his title changed.
A Idon't think his involvement changed very much....

And then he would also - when he was on the road, he wouid also loan securities out

while he was at different offices.
Q And again, are these securities at Penson Financial Services, the broker-dealer?

A Correct.

(Hearing- Day 2, 353:5-354:4, Oct. 28, 2014)

220. Pendergraft considered Johnson one of the best technicians on Wall Street.

¢ Johnson Testimony

Q Okay. Do you ever recall Mr. Pendergraft saying things like he thought you were
one of the best technicians on Wall Street?
A Yes.

(Hearing- Day 2, 529:15-529:18, Oct. 28, 2014)

ii. Yancey Did Not Clearly and Completely Delegate Supervision of Johnson to
Pendergraft.

221. As President and CEO of PFSI, a broker-dealer, supervision rested with
Yancey unless and until he reasonably delegated supervisory responsibility to another
qualified individual.

¢ Yancey Testimony

Q Now, Mr. Yancey, from 2008 to 2011, you were the President and CEO of Penson
Financial Services; is that correct?

A  Yes, sir.

Q And Penson Financial Services was a broker-dealer, correct?

A Yes, sir. )

Q Would you agree with me that at a broker-dealer like Penson Financial Services,
supervision rests with the CEO unless and until he reasonably delegates supervisory
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responsible -- responsibility -- excuse me -- by assigning experienced, qualified
individuals to supervise the business activities of the firm? A Yes, sir.

(Hearing- Day 3, 877:23-878:11, Oct. 29, 2014)

Q Let me ask you, Mr. Yancey: If Mr. Pendergraft was -- was telling the truth and
you had never delegated regulatory or compliance supervision from Mr. Johnson to

| him, can we agree that that responsibility would have rested and remained with you as
the CEO?

A No.

Q Well, I thought you agreed with me last week that responsibility for supervision
rests with the CEO unless and until he delegates that supervision; is that right?

A | believe your question was if that were the facts, and | didn't want to speculate.
He reported to Phil Pendergraft.

Q [f, in fact, you never delegated supervision to Mr. Pendergraft, we can agree that
the responsibility would remain with you?

A If that had occurred.

Q Correct.

A ltwould have not, yes.

Q Itwould have remained with you?

A Yes.

(Hearing- Day 7, 1927:25-1928:21, Nov. 4, 2014)

¢ Delaney Testimony

Q Okay. You've seen, | take it, some documents that list Mr. Pendergraft as Mr.
Johnson's supervisor. Does that surprise you? Or not Mr. Pendergraft. Rather, Mr.
Yancey as Mr. Johnson's supervisor, does that surprise you?

A In the -- in the big sense, it doesn't surprise me.

Q Explain what you mean by "in the big sense."

A Bill - Bill Yancey is the Chief Executive Officer of Penson Financial Services, Inc.,
the broker-dealer. And -- and as -- and in an essence, Bill Yancey sits as the
supervisor of - of everybody in -- of all the associated persons of that broker-dealer.

(Hearing- Day 5, 1218:11-1218:23, Oct. 31, 2014)

¢ Ex. 828 (Poppalardo Expert Report) at 6

In a financial services firm, supervision rests, initially, with the CBO, unless and until he
reasonably delegates supervisory fcspaﬂsibahty by assigning experienced, qualified individuals
to supervise the business activities of the firm.'® The roles and responsibilities of a CEQ in a

222. As President and CEO of PFSI, Yancey was responsible for compliance
with the securities laws and other requirements imposed on the firm unless and until he
reasonably delegated those functions to another qualified individual.
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e Yancey Testimony

Q And | think we can also agree that the President of a broker-dealer is responsible
for compliance with all of the requirements imposed on his firm unless and until he
reasonably delegates functions to another person in the firm and neither knows nor
| has reason to know that such a person's performance is deficient; would you agree
with that statement?

A lwould, sir.

(Hearing- Day 3, 878:12-878:19, Oct. 29, 2014)

223. As President and CEO of PFSI, the buck stopped with Yancey.

¢ Yancey Testimony

All right. Mr. Yancey, have you heard the phrase "the buck stops here"?

Sure.
Would you agree that as President and CEO, the buck stops with you?

| think as a general principle, yes.

>0 >0

(Hearing- Day 3, 878:20-878:25, Oct. 29, 2014)

224. If there is confusion about who is supervising an individual at a broker-
dealer, the president of the broker-dealer retains the supervisory responsibility.

¢ Poppalardo Testimony

Q Okay. And you would agree with me, wouldn't you, that the law is that if a
president testifies that he has delegated responsibility but there is confusion about that
delegation, the president retains the responsibility for supervision?

MS. ADDLEMAN: Objection, calls for a conclusion, legal conclusion.

JUDGE PATIL: Overruled.

A | think that -- | think you're right, but | don't think there was any confusion in this
case. BY MS. ATKINSON:

Q But you would agree with me that the law is that if there is confusion, then the
president retains the responsibility?

A Ifthere is confusion, yes.

(Hearing- Day 8, 2038:16-2039:5, Nov. 5, 2014)

225. Until Johnson was promoted to PWI Senior Vice President for Global Stock
Lending, Yancey was Johnson’s supervisor.

o Stipulated Finding of Fact 118

226. Pendergraft or another PWI executive directed Johnson with respect to his
global responsibilities, but did not supervise Johnson as to regulatory and compliance
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issues. Responsibility for supervision as to regulatory and compliance issues would
have remained at PFSI.

e Pendergraft Testimony

Q Explain that. What's the difference between direction and supervision?

A Mr. Johnson reported to me or to somebody else at the Penson Worldwide
level with respect to his global responsibilities. That meant he largely took his
direction from a global executive. When | think of supervision, I think of
regulatory and compliance oversight, which would largely have been a function
of the local operating company, the regulated entity.

Q Okay. So as you define that responsibility over regulatory oversight, is that a fair
characterization of what you just said?

A Compliance and regulatory oversight.

Q Okay. As to compliance and regulatory oversight, did you have that respons:bmty
for Mr. Johnson as it related to PFSI's stock lending operations?

A Well, | think compliance is everybody's responsibility. But | was not in the Penson
Financial Services regulatory control framework, I did not have any direct regulatory
reporting responsibility in the broker-dealer.

Q Okay. And who would have had that, over Mr. Johnson?

A Somebody in the Penson Financial Services executive team.

Q To the extent that Penson's Stock Loan had the duty or responsibility to comply
with regulations, did you have supervisory responsibility over Mr. Johnson with regard
to that?

A | think Mr. Johnson had responsibility for supervision of Penson Financial's
compliance with rules. | did not have regulatory supervisory responsibility over Mr.
Johnson for rules compliance.

Q Okay. So you said that Mr. Johnson had responsibility for -- I'm going to just
characterize this, and you tell me if this is right -- Mr. Johnson had supervisory
responsibility over Penson Financial Stock Loan's, PFSI's Stock Loan's compliance
with regulations; is that approximately what you said?

A Yes. Mr. Johnson, | believe, was the supervisor of the Penson Financial Services
stock lending business.

Q And did you have supervisory responsibility over Mr. Johnson as to that
responsibility of Mr. Johnson?

A From a regulatory perspective, no, | was not in the regulatory supervisory matrix.

(Hearing- Day 6, 1462:18-1464:15, Nov. 3, 2014)

Q Is there a difference between reporting and supervising?

A Well, again, | think it depends on your definition. For the purposes of the -- | have
viewed supervision as being a regulatory component, and reporting could include that
but does not necessarily include that. So the distinction that | have tried to make is
that | certainly directed Mr. Johnson's activities. He reported to me during some
period of his time, and | direction his -- not his daily activities, but | directed his
activities. | did not supervise him from a regulatory perspective. Nordidl--1
didn't supervise his supervision of the Stock Lending department from a
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regulatory perspective.

Q Because as you were just talking with Mr. Washburn, the compliance and
regulatory issues were at the local levels; is that right?

A Yes, ma'am.

Q So at the PFSl level?

A Yes, ma'am.

(Hearing- Day 6, 1590:6-1590:25, Nov. 3, 2014)

227. Pendergraft does not believe that Yancey delegated supervision of Johnson
to Pendergraft.

¢ Pendergraft Testimony

Q Okay. | wantyou to assume that Mr. Yancey had some supervisory responsibility
over Mr. Johnson as it related to PFSI Stock Loan.

A Yes, ma'am.

Q And specifically over PFSI Stock Loan's compliance with regulations. Okay?

A Yes, ma'am.

Q Allright. Assuming that, did you ever come to the understanding that that
responsibility had been delegated to you?

A No, I don't believe | ever had that understanding.

Q Did you ever see a document that delegated that responsibility of Mr. Yancey's to
you?

A ldon't have any recollection of seeing a document like that.

(Hearing- Day 6, 1465:5-1465:20, Nov. 3, 2014)

228. It would not be inappropriate to split out regulatory and compliance
supervision from operational supervision.

¢ Miller Testimony

Q As a compliance person, do you think that it's appropriate to split out regulatory
and compliance duties from operational duties?

A ldon't know that it's inappropriate. It would have to be in writing, it would have to
be a clear delineation. It's certainly possible, it's something that could be done, but, |
mean, it would have to be something that would need to be written down and very
clear as to whose responsibilities were what.

(Hearing- Day 11, 2598:17-2599:1, Nov. 10, 2014)

229. As a practical matter, employees who had responsibilities at both PFSI and
PWI could be supervised by a PWI executive for certain matters and a PFSI executive
for other matters.

¢ McCain Testimony
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Q When you were interim treasurer of PWI, did you still have duties with PFSI? A
| did.

Q And during that time period, you were still supervised by Bill Yancey, correct?

A As itrelated to the broker-dealer items, that my other areas reported to Bill, yes.
With financing, | felt like | reported to Phil.

Q For the PWI interim treasurer role, did you report to Phil? Is that what you said,
Mr. Pendergraft?

A Yes.

Q Aliright. So at that point in time, you reported both to Mr. Pendergraft for
purposes of PWI issues and Mr. Yancey for purposes of PFSI issues?

A | reported to Phil as it relates to the items or the responsibilities as it related to the
financing in the firm, and my focus was on broker-dealer.

(Hearing- Day 9, 2202:14-2203:6, Nov. 6, 2014)

230. It would not necessarily have been obvious to PFS! employees if there had
been a split in Johnson’s supervision between Yancey and Pendergraft.

¢ Miller Testimony

| Q [f there had been a split in the supervision, if Bill had part of Mike and Phil had part
of Mike, is that the kind of thing in your position that you think you would have been

aware of?
A I'm not sure that | would have been aware of that.

(Hearing- Day 11, 2588:3-2588:8, Nov. 10, 2014)

231. Numerous witnesses had different understandings of Johnson’s supervision
after Johnson became Senior Vice President of Stock Lending for Penson Worldwide.

a. Yancey testified that, in August 2008, Pendergraft wanted to make Stock
Loan a global product line and make Johnson the Senior Vice President for Securities
Lending for PWI, and that that time Yancey fully delegated all supervisory responsibility
for Johnson and for PFSI's Stock Loan department to Pendergraft.

¢ Yancey Testimony

Q [l}tis your position that you did not have a duty to supervise Mike Johnson, the
head of Stock Lending, because you had delegated that duty to Phil Pendergraft?

A After August of 20087

Q After August of 2008.

A Yes, sir.

Q How did that delegation occur, how did you do that?

A In the summer of 2008, Mr. Pendergraft came to me and cast a big vision for
developing a global security lending Senior Vice President role. Securities were lent in
the United States through Penson Financial Services. In Canada, through Penson
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Financial Canada; and in London, through Penson Financial U.K.  And his vision was
that all of those similar business lines would benefit from someone that could help
them with technology, with efficiencies and deep domain knowledge. And so he -- he
really cast a big vision for this role that he had decided he wanted to build.

Q And was there anything else in terms of delegating your supervision of Mike
Johnson to Mr. Pendergraft?

A Yes, sir.

Q What was that?

A So Mr. Pendergraft cast this vision, and he said, and | want Mike Johnson to run
that group. Mike has indicated an interest to me on a number of occasions of wanting
some international opportunities, and | want to use him in that way. | want to put him
under me, he said. And | said, Phil, in light of your background, strong operational
background, in light of the fact that you have a Series 27 and | do not, in -- in light of
the fact that you previously had supervised this group and built this group at this firm, |
think that's probably a -- a good .idea. You have close proximity; both of you are on the
19th floor, you're involved in firm financing. So this seemed entirely logical to me.
And so | said, so you want to move him under you. And | said, is he going to continue
| to be engaged in Penson Financial Services matters? And he said, oh, yes. And |
said, so you're going to move that department? You're going to let him continue to
supervise there? Yes. Then you're going to move that department under your
supervision? And he said, yes. And | said, so you become the supervisor for this
whole area? And he said, yes, without any limitations.

(Hearing- Day 4, 946:22-948:17, Oct. 30, 2014)

b. Pendergraft testified that, while he directed Johnson'’s activities as
Senior Vice President for Global Stock Lending, he did not have supervisory
responsibility over Mr. Johnson for regulatory or compliance issues, and that
supervisory responsibility for those issues lay with someone at PFSI rather than Penson
Worldwide.

¢ Pendergraft Testimony

Q Explain that. What's the difference between direction and supervision?

A Mr. Johnson reported to me or to somebody else at the Penson Worldwide level
with respect to his global responsibilities. That meant he largely took his direction from
a global executive. When | think of supervision, | think of regulatory and compliance
oversight, which would largely have been a function of the local operating company,
the regulated entity.

Q Okay. So as you define that responsibility over regulatory oversight, is that a fair
characterization of what you just said?

A Compliance and regulatory oversight.

Q Okay. As to compliance and regulatory oversight, did you have that responsibility
for Mr. Johnson as it related to PFSI's stock lending operations?

A Well, | think compliance is everybody's responsibility. But | was not in the Penson
Financial Services regulatory control framework, | did not have any direct regulatory
reporting responsibility in the broker-dealer.
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Q Okay. And who would have had that, over Mr. Johnson?

A Somebody in the Penson Financial Services executive team.

Q To the extent that Penson's Stock Loan had the duty or responsibility to comply
with regulations, did you have supervisory responsibility over Mr. Johnson with regard
to that?

A [ think Mr. Johnson had responsibility for supervision of Penson Financial's
compliance with rules. | did not have regulatory supervisory responsibility over Mr.
Johnson for rules compliance.

Q Okay. So you said that Mr. Johnson had responsibility for -- I'm going to just
characterize this, and you tell me if this is right -- Mr. Johnson had supervisory
responsibility over Penson Financial Stock Loan's, PFSl's Stock Loan's compliance
with regulations; is that approximately what you said?

A Yes. Mr. Johnson, | believe, was the supervisor of the Penson Financial Services
stock lending business.

Q And did you have supervisory responsibility over Mr. Johnson as to that
responsibility of Mr. Johnson?

A From a regulatory perspective, no, | was not in the regulatory supervisory matrix.

(Hearing- Day 6, 1462:18-1464:15, Nov. 3, 2014)

Q Is there a difference between reporting and supervising?

A Well, again, | think it depends on your definition. For the purposes of the -- | have
viewed supervision as being a regulatory component, and reporting could include that
but does not necessarily include that. So the distinction that | have tried to make is
that I certainly directed Mr. Johnson's activities. He reported to me during some period
of his time, and | direction his -- not his daily activities, but | directed his activities. | did
not supervise him from a regulatory perspective. Nor did | -- | didn't supervise his
supervision of the Stock Lending department from a regulatory perspective.

Q Because as you were just talking with Mr. Washburn, the compliance and
regulatory issues were at the local levels; is that right?

A Yes, ma'am.

Q So at the PFSI level?

A Yes, ma'am.

(Hearing- Day 6, 1590:6-1590:25, Nov. 3, 2014)

¢. Johnson testified that he reported to Pendergraft, but that PFSI’'s Stock
Loan department was supervised by Yancey.

o Johnson Testimony

Q So those were folks that were part of the PFSI Stock Lending team, correct?

A Yes..

Q And did you interact with them on Stock Lending matters?

A Isatin the division. They reported to me dotted line; they reported directly to Bill
Yancey.
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| (Hearing- Day 2, 528:18-528:24, Oct. 28, 2014) j

d. De La Sierra testified that he believed Johnson reported to Dan Son.

e De La Sierra Testimony

A ldon't -1 really don't know who -- | thought - | thought Mike reported to Dan Son.

(Hearing- Day 1, 286:21-286:22, Oct. 27, 2014)

232. No one other than Yancey and Pendergraft was present for the August 2008
conversation where Yancey purportedly delegated all supervisory responsibility for
Johnson and for PFSI’s Stock Loan department to Pendergraft.

e Yancey Testimony

Q . Your conversation where you delegated to Mr. Pendergraft was sometime in
August of 2008. That's your memory?

A To the best of my recollection.

Q Was. anybody else in the room when that conversation happened?

| A Notthat | recall.

(Hearing- Day 4, 989:15-989:21, Oct. 30, 2014)

233. Pendergraft does not recall the August 2008 conversation.

¢ Pendergraft Teétimony

Q Do you recall ever coming to Mr. Yancey's office at some time in 2008 with the
purpose of talking about whether to promote Mr. Johnson to a global head over all of
the Stock Loan entities in PWI and effectively put him under you as the PWI CEO and
out from under Mr. Yancey as the PFSI CEO?

A ldon't recall a conversation like that. And I'm not -- while | don't remember, I'm not
entirely sure that 2008 was when the global product group was established, and | don't
remember that | was the -- when it was established, that | was the person that Mr.
Johnson reported to. There are kind of a number of assumptions there that | don't --
I'm not sure are entirely correct.

(Hearing- Day 6, 1511:18-1512:6, Nov. 3, 2014)

234. Pendergraft recalls that stock lending was made a global product unit in
approximately 2007.

¢ Pendergraft Testimony

A Well, | think Mr. Johnson -- actually | think what I'm saying is the opposite, that it
could be that Mr. Johnson had become head of global Stock Loan prior to this date,
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which is -- | mean, | don't remember the date, but | thought it was earlier than 2008.
And the payroll, this may be just catching up with the payroll. I'm not -- | don't know --
1 Q lunderstand.

-- that for a fact.

Do you think it was within a matter of weeks of this date, months of this date?

I really don't know.

You think it was in 20087

That is not my very vague recollection, but it certainly could have been.

What is your very vague recollection?

More the 2007 time period, but again, | don't have a --

TO>PO>LO>P

(Hearing- Day 6, 1545:22-1547:15, Nov. 3, 2014)

235. Pendergraft’s interaction with the PFSI Stock Loan department did not
materially change after Johnson's promotion from Vice President to Senior Vice
President; Pendergraft was always fairly involved in what PFSI Stock Loan was doing.

e Wetzig Testimony

Q When Mr. Johnson got his promotion, did -- did Mr. Pendergraft's interaction with
the Securities Lending department change in any material degree?
A Not that I'm aware of. He was always pretty involved in what we were doing.

(Hearing- Day 2, 423:11-423:15, Oct. 28, 2014)

236. Pendergraft interacted with Johnson with respect to Reg SHO issues in
2005, which was during the time period that Johnson was Vice President for PFSI Stock
Loan and did not report to Pendergraft.

¢ Johnson Testimony

Q Mr. Johnson, one of the things that Mr. Yancey's counsel was asking you about
was prior testimony that you gave, and the question and answer was: Question:
Tell me about the communications with Mr. Pendergraft about Reg SHO.

The answer was: | think that Reg SHO was, quote, hey, Phil, I'm sitting here and
you're not doing anything about it. Do you know the rules? So | need a check for
150,000 to do something with it, to try to work with Jill Zacha and other people -- it
wasn't all me -- and to put some in place to comply with Reg SHO.

Do you recall discussing that with Mr. Yancey's counsel?
A Yes.

Q Do you recall the context of this conversation with Mr. Pendergraft and asking for
150,0007? '

A Yes.

Q Whatwas it?

A Jill Zacha, at that time, ran Legal and Compliance for PFSI, and | was just hired in.
And at this point, | reported to Rich Hart; Mr. Yancey wasn't there, | don't believe.
They -- | said, what are you doing? Because | just came from SunGard, and | said,
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what are you doing for the -- it was to go live January 3rd of that year, and nobody

| knew anything about it.

So I'm trying to get the firm into compliance with this rule and build a system with a
gentleman named Rob Sammons, which we completed and got in on that date.

Q And was that system called Sendero?

A I'm not sure if it was at that time, but it was what was the catalyst for Sendero.

1 Q Isee. And you said, | think, Reg SHO was to come in on January 3rd of that year.
Do you recall which year?

A 1think 2005 would be the January 3rd, because | think | started August or
September 1st of 2004. And this was a big rule; it was to give locates, et cetera, and
there was nothing done when | got there.

Q And at the time of this conversation, who, again, did you say you reported to?

A | reported to Richard Hart, who ran operations.

(Hearing- Day 2, 564:6-565:21, Oct. 28, 2014)

237. There is no document evidencing that Yancey delegated full supervisory
responsibility from Johnson to Pendergraft.

238. The August 2008 e-mail transferring Johnson’s payroll from PFSI to PWI
does not mention supervision.

e Exhibit 608

2 Because this proposed finding is based on an absence of evidence, the Division
cannot cite to any particular exhibit or testimony.
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Dawn Gardner

From: Phil Pendergraft

Sent:  Thursday, August 14, 2008 10:02 AM
To: Dawn Gardner

Subject: RE; Mike Johnson

Yes

Frony: Dawn Gardner

Sent: Thursday; August 14, 2008 10:01 AM
To: Phil Pendergraft

Subject; RE: Mike Johnson

Phi,

i we move Mike to the PWI payroll now, he willreset on his Social Security taxes. Since these are two different
tax id's, we cannot transfer him with YTD information. 15 it ok to move his payroll expenses via interoffice transfer
through 12/31/087

Thanks,
Dawn

From: Phil Pendergraft

Sentr Thursday, August 14, 2008 9:32 AM
To: Dawn Gardner

Subject: Mike Johison

Dawn:

Effective with the 8/31 payrol, Mike Johnson should be moved to-PWI payroll, and his salary adjusted to 600k per
year,

Thanks
Phil

239. Several witnesses testified that PFSI's organizational charts clearly showed
that Johnson was supervised by Pendergraft

e Yancey Testimony

Q You also looked with Ms. Addleman at a few org charts. Do you recall that?

A Yes.

Q And | think you said something along the lines of the org charts are clear. It shows
a hard line to the supervisor. Does that sound right?

A Yes.

(Hearing- Day 7, 1916:20-1917:1, Nov. 4, 2014)

Could anyone by looking at this org chart tell that Mike Johnson reported to Phil
Pendergraft?
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A could.
(Hearing- Day 7, 1917:23-1917:25, Nov. 4, 2014)

Q- The cover page here [of Exhibit 513] shows an e-mail from Hillary Hinson to Eric
Alaniz dated June 29th, 2009. Do you see that?

A ldo.

Q And if you will go to the PWI page with Phil, Rocky, and Dan at the top. Do you
see that?

A Yes, ma'am.

Q To whom does Mike Johnson report on this page?

A To Phil Pendergraft.

(Hearing- Day 7, 1853:7-1853:18, Nov. 4, 2014)

e Delaney Testimony

| Q And was Mike Johnson at that time transitioned from the broker-dealer, PFSI, to
the PWI parent entity?

A  Yes.

Q And how do you know that?

A Well, I've certainly seen my fair share of org charts and -- but it was common

knowledge.

Q Okay. Did you understand that with that transition, that Mr. Yancey and Mr.

Pendergraft had agreed that Mr. Pendergraft would be the supervisor for Mr.

Johnson?

A Yes.

(Hearing- Day 5, 1331:22-1332:7, Oct. 31, 2014)
Q And I think that you said that the reason that you knew that Mr. Johnson reported
to Mr. Pendergraft was because of these org charts; is that right?

A | believe it was that and that it was just widely understood.

(Hearing- Day 5, 1396:22-1397:1, Oct. 31, 2014)

e McCain Testimony

Q Inyour mind, is this org chart clear?
A ltis.

Q Is it confusing in any way?

A Not that | can see, no.

(Hearing- Day 9, 2194:5-2194:8, Nov. 6, 2014)

Q Mr. McCain you, discussed this org chart, Exhibit 622, with Ms. Addleman, and | ’
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would like to again go to the page that showed the PWI structure.

Q Mr. McCain, do you believe someone just looking at this org chart could tell that
Mike Johnson reported to Phil Pendergraft?

A |} think anybody within Penson that saw this org chart would see this and
understand that Mike reports to Phil Pendergraft.

Q And how would they know that from this org chart?

A They just know it. ‘

Q Like water is wet?

A Yes. Everybody knew that. | cannot make that more clear. That is the way it was.
Q We could agree that this org chart says that Mr. Johnson reports to Son, correct?
A | see that -- the parenthetical in Mike's box there. But, again, when you're in
Penson, you know really what all of that means.

(Hearing- Day 9, 2209:4-2210:1, Nov. 6, 2014)

240. PFSI’s organizational charts, which were maintained by the Human
Resources department, show Johnson reporting to Dan Son.

¢ Delaney Testimony

Q 513

A 513. Gotit.

Q Okay. And that's at -- you see that that's an e-mail to Eric Alaniz from Hillary
Hinson --

A ldo.

Q --in June of 20097 And you recognize -- do you recognize Hillary Hinson as -
an HR person?

A Yes, ma'am.

Q Okay. And it's attaching the PFSI org chart; is that what it says?

A Yes, ma'am.

Q Allright. What | would like to ask you to do, if you would, is look at Page
PFSI2120425. And do you see Mike Johnson on that page somewhere?
Yes, ma'am.

And what does it say underneath him?

"Reporting to Son."

Okay. And right next to that is Bryce Engel. Do you see a Mr. Engel?
Yes, ma'am.

And what does it say underneath his name?

"Reporting to Pendergraft."

And do you see next to him Simon Raphael?

Yes, ma'am.

What does it say under his name?

"Reporting to Pendergraft.”

And if you go next to him, you see Andy Koslow?

Yes, ma'am.

And what does it say under him?

PDPOTOPOTOTPO>OP
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A "Reporting to Pendergraft.”

{ Q And I think that you said that the reason that you knew that Mr. Johnson reported
to Mr. Pendergraft was because of these org charts; is that right?

A | believe it was that and that it was just widely understood.

Q Okay. Let's look at Exhibit 588, if you would. And again, Exhibit 588 is an e-mail
from Hillary Hinson -- are you with -- I'm sorry. Are you there?

OrOoOTO>rPLOP

I'm there. Thank you.

Okay. From Hillary Hinson to Eric Alaniz. This one is in March of 20107?

Yes, ma'am.

Hillary Hinson is still an HR person, right?

Yes.

Okay. And again, she attaches a PFSI org chart; is that right?

Yes.

And if you look at PFSI2123862 and find Mike Johnson, that says -- under Mike

Johnson's name, it says, "Reporting to Son," right?

A ltdoes.

Q And if you look at page -- or excuse me, Exhibit 570, and this is a -- I'm sorry.

A I'mthere. Thank you.

Q Okay. And you'll see that the top of 570 is an e-mail from Sue Redhair to Kimberly
Miller. And do you recognize Sue Redhair is an HR person?

A Yes, ma'am.

Q Okay. And she's attaching a PI org chart. And if you look at the bottom of that
page, you'll see that there's a beginning of an e-mail from Kim Miller to Penson Dallas
HR; do you see where I'm talking about?

A Yes.

Q Okay. And this is -- this all is in May of 2010, right?

A  Yes, ma'am.

Q And Ms. Miller, if you go to the top of the next page, says, "Can someone please
send me an org chart showing the entities as well as an updated employee chart?
Thanks." She's not asking for anything about supervisors, right?

A She's not -- she's not -- she didn't state the world "supervisors" in her -- in her -- in
her e-mail there. I'm not sure what she actually is wanting other than what she's
stating there.

Q Right. That's what we're going by is what she's stating. And if you look at
PFSI2227557, do you see Mike Johnson there?

A ldo.

Q Now, what does it say underneath his name?

A "Reporting to Son."

Q Okay. And if you look at Exhibit 677, the top of 677 is an e-mail from Hillary
Scheurich; is that how you would say that?

A Yes, ma'am.

Q Okay. -- to Kimberly Miller in August of 2010. And you recognize Hillary Scheurich
as an HR person?

A That's Hillary Hinson. She got married and changed her name.

Q Oh, I see.

A Soit's one and the same.
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Oh, okay.

Yes, ma'am.

So she's still in HR?

She is.

And if you look at PFSI2163233, you see Mike Johnson's name there?
I do.

And what does it say underneath his name?

"Reporting to Son."

TOrPOPrPO>XPO

(Hearing- Day 5, 1395:16-1399:20, Oct. 31, 2014)
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241. The organizational charts do not clearly show that Johnson was supervised
by Pendergraft.

s Yancey Testimony

Q It's an org chart, as you see, dated January 9th, 2009. Do you recognize this?
A | recognize the cover.

Q And where do you see Mike Johnson there?

A Isee him in the lower left part of the diagram.

Q And he was reporting up to -- it Jooked like he was reporting up to all three
people there, Dan Son, Rocky Engemoen, and Phil Pendergraft; is that correct?
A No.

Q Tell me what's wrong with that.

A Not a great illustration, perhaps. There was one person of those three at the top
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who was widely recognized as doing the vast, vast majority of the -- of the jobs
associated with those positions, and it was Phil Pendergraft.

(Hearing- Day 7, 1846:25-1847:19, Nov. 4, 2014)

Q And to answer my question, if's very simple. Could anyone by looking at this org
chart tell that Mike Johnson reported to Phil Pendergraft?

A |could.

Q Could anyone without intimate knowledge of PFSI tell that?

A ldon'tknow.

Q How could you tell from this org chart that Mike Johnson reported to Phil
Pendergraft?

A Because | knew it was reporting to him.

Q You would agree with me that this org chart says he reports to Mr. Son, correct?
A | see there's a notation in his box like that.

(Hearing- Day 7, 1917:22-1918:10, Nov. 4, 2014)

e Gardner Testimony

Q Okay. | note that on the org chart that we were just looking at it, it does not say that
Mike Johnson reports to Phil Pendergraft. Did you make note of that?
A Yes. .

(Hearing- Day 4, 1168:2-1168:6, Oct. 30, 2014)

242. Even after Yancey became CEO of PFSI, Pendergraft remained very active
in PFSI issues and interacted with PFSI employees that he did not supervise.

¢ Pendergraft Testimony

Q We saw a number of e-mails, and there were a number that had Bart McCain on
them. Who is Bart McCain? v

A Bart McCain was an executive officer of Penson Financial Services and became an
executive officer of Penson Worldwide, | think after this time frame.

Q Okay. After 2011?

A [ believe that's correct.

Q Okay. While Mr. McCain was at PFSI, did you have occasion to exchange e-mails
with Mr. McCain?

A Yes, ma'am.

Q About what kinds of things, about PFSI business?

A It would have generally been about PFSI's business, but it could have been about
almost anything. He had fairly extensive responsibilities, and so it could have been a
large number of subjects.

Q Okay. When he was at PFSI, did he report to you?

A No, ma'am.

Q Okay. We also saw of course some e-mails between you and Mr. Delaney. Did
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you have occasion to exchange e-mails with Mr. Delaney on occasion?

Yes, ma'am.

And Mr. Delaney didn't report to you; is that right?

Well, | --

Or after he moved to PFSI, he didn't report to you?

After he moved to PFSI, he did not report to me.

Okay. We saw some e-mails between you and John Kenny. Who is John Kenny?
John Kenny was the operations -- the senior vice president for operations, and |
believe later the chief operating officer for Penson Financial Services.

Q Did you have occasion to exchange e-mails with Mr. Kenny?

A Yes, ma'am.

Q About what kinds of things, about Penson's -- about PFSI business?

A Yes. It would have been -- with Mr. Kenny, it would likely have been primarily about
operational questions or issues. But most of the -- | think all of the operations of the

| business rolled up through Mr. Kenny, and so it could have been about a lot of different
facets of the firm's operation.

Q Do you know who Mr. Kenny reported to?

A | believe he reported to Mr. Yancey.

Q Your offices were at -- in the same building at PFSI's; is that correct?

A Yes, ma'am.

Q Did you have occasion, while you were in the office at -- in PFSI's office, to interact
with PFSI staff?

A Well, Penson had multiple floors in the building. The Penson Worldwide executive
offices were on one floor, the same floor as Stock Loan and the trading department and
compliance, and -- but the firm's operations, PFSI operations was on a different floor.
And so | would -- yes, any day | was in the office, | would likely be -- have business on
all of the floors and walking around visiting with people.

Q Okay. Mr. Delaney testified that people would frequently come to you for advice
and things like that; it that a fair characterization?

A Yes, probably so.

>OrTO>POP

(Hearing- Day 6, 1593:22-1596:15, Nov. 3, 2014)

¢ Delaney Testimony

Q And you would agree with me, wouldn't you, that Mr. Pendergraft was interested
and involved in PFSI?

A My dealings with Mr. Pendergraft, he seemed to be interested and engaged in
PFSI.

Q And it wasn't unusual for all kinds of people to go into Mr. Pendergraft's office for
advice; isn't that true?

A ldon't know that -- | don't know specific -- | -- | very rarely went into Mr.
Pendergraft's office. It was generally on invitation. | -- | don't know how often others

{ went in to get advice from him.

Q Would you look at your -- at Exhibit 224, please, Page 441, Line 10. You say -- well,

in background, you say, "Phil Pendergraft originally was the CEO of the broker-dealer.
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He never fully was able to extract himself from some of the day-to-day issues of the
broker-dealer." And then you go on to say, "So, for example, it wasn't uncommon for a
broker-dealer issue to arise and for folks to go into Phil's office to get direction from Phil
as to how to proceed on something." Does that refresh your recollection that people
would go into Mr. Pendergraft's office for advice?

A 1was maybe -- | don't know if they physically went into his office. They could have
picked up the phone and called. They could have sent e-mails. So | may have been
overly generalizing in that testimony.

Q Okay. So people interacted with Mr. Pendergraft a lot about the business of the
broker-dealer and asking for advice and telling him what was going on; is that a fair
characterization?

A | think that happened, yes.

(Hearing- Day 3, 695:7-696:13, Oct. 29, 2014)

o Gover Testimony

Q Okay. You said that Mr. Pendergraft was very involved in the broker-dealer; is that
what you said?

A Yes.

Q What do you mean by that?

A | mean that Phil Pendergraft was very active and he had a voice in very discrete,
specific pieces of the running of the broker-dealer.

Q Okay. v

A | can provide - | could say examples probably across a multitude of my teams
where you would get a call from Phil saying, "l want to do this," or "l got an escalation
from a customer and he said you made this policy change" or -- just very, very hands-on
and very active in making decisions.

Q Okay. And how often would he do that?

A You know, my interactions with him, it would really kind of vary depending on what
the functions were. But there were times during 2011, 2012 when | had most of the
treasury functions where it was an every day thing. But he was -- you know, he didn't
just swoop in occasionally. Phil would -- Phil knew the business.

Q And was he engaged with others at the -- do you know whether he was engaged
with others at the broker-dealer --

A You mean in a similar kind of manner?

Q Yeah

A I'm sure he was.

(Hearing- Day 1, 196:2-197:3, Oct. 27, 2014)

»  Wetzig Testimony

Q And was Mr. Pendergraft involved in the business during the whole time that you
worked at Penson?
A Mr. Pendergraft was always interested in our P&L.
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Q Was he always interested in the business of Penson? Was he an active participant
in the business of Penson?
A Yes, | would say that is accurate.

(Hearing- Day 2, 412:3-412:10, Oct. 28, 2014)

e De La Sierra Testimony

Q Were you ever in conversations with Phil Pendergraft?

A Regarding financing is the about the only conversations | ever had with Phil
Pendergraft.

Q |see. Regarding financing. How about -- were you ever copied on e-mails? | think
| we saw some copied on e-mails with Phil Pendergraft.

Yes, | was.

Would -- did those involve financing issues?

Occasionally, yes.

Ali right. Now, was Phil Pendergraft your supervisor?

He was not.

FPO>XrO0>

(Hearing- Day 2, 334.14-335:1, Oct. 28, 2014)

 Yancey Testimony

| Q You also spoke with Ms. Addleman about your observations of Mr. Pendergraft
speaking to Mr. Johnson when they were both in the office. Do you recall that?

A Yes.

Q Was Mr. Pendergraft the only person you -- excuse me. Was Mr. Johnson the only
person you ever saw Phil Pendergraft talking to?

No.

Did he talk to lots of PFSI employees?

Yes.

Did you observe him talking to other PSI employees?

From time to time.

And | don't think it's your testimony, but you're not saying that Mr. Pendergraft was
the supervisor of everyone he talked to, are you?

A No.

O>XPPOXPO>

(Hearing- Day 7, 1919:21-1920:12, Nov. 4, 2014)

e McCain Testimony

Q | think you said to Ms. Addleman that Mr. Pendergraft was very active in PFSI|
issues. s that fair?

A He was very active in PFSI, yes. ,

Q Infact, at PFSI, the culture was very Phil centered; is that fair?

A Phil was heavily involved.
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Q Would you agree with me that the culture was very Phil centered?

A | would agree that -- that Phil was actively involved in many areas. If you want to
call that Philcentric, you can call it Philcentric. But his -- when it comes to PFSI, my
recollection of him being involved was largely focused on Stock Loan and finance, and
the rest of his time was on the other operating companies.

Q When you said a minute ago if | wanted to call it Philcentric, do you recall in your
prior investigative testimony that you called it Philcentric?

A Vaguely. | mean, that was almost two years ago.

Q Let's take a look at that testimony. It might help refresh your memory. .

Q Mr. McCain, look at Page 26 of your prior testimony. Just tell me when you're
there. Starting on Line 4.

A Okay.

Q So this is your answer beginning at Line 4. You say: You asked me a minute ago
why | wish | hadn't come to Penson. Phil mentioned to me before | joined that Penson
was a difficult place to work. [ interpreted that to mean -- | interpreted that to mean that
it was just a lot of hard work. I'm not afraid of hard work, always have put in long hours.
That's no big deal. What he meant by that was that the culture was very Phil centered.
Phil had always run it for years and years and years. And when Bill came in and tried to
implement some changes, then Bill would run into resistance from the people he asked
to make those changes. They would need to go check with Phil first to make sure it
was okay. So even though Phil was at the parent level, if he wanted to do something, it
would -- people carry it out. That's just the way it was. That was part of the culture.
Question: Was that the case throughout your tenure with Penson? Answer: Pretty
much.

Did | read that correctly, sir?

A Yes.

Q And is that a fair characterization of Mr. Pendergraft's involvement at PFSI?

A | think it was a fair characterization of the way Phil ran the business, particularly
when [ first joined the firm.

(Hearing- Day 9, 2212:16-2214:24, Nov. 6, 2014)

Q You did your best to be truthful and honest and accurate in your prior testimony. Is
that fair?
A Yes.

(Hearing- Day 9, 2215:9-2215:12, Nov. 6, 2014)
I'll be happy to agree that I'm going to have routine conversations or discussions with
Mr. Pendergraft on a variety of topics. So I'm sure over the time that | was there, you're

going to find a number of these examples.

(Hearing- Day 9, 2224:20-2224:24, Nov. 6, 2014)

243. Pendergraft was involved in the supervision of all aspects of PFSI.
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e McCain Testimony

Q And he was not sending it to you because he was your supervisor; is that fair?

A That's correct.

Let me make -- let me make another comment here.

Q Yes,sir.

A Phil was not my direct supervisor, but Phil was involved in the supervision of all
aspects of the operating company, all operating companies, not just PFSI, but
London, Canada, Australia, Nexa. So it wouldn't be unusual at all for him to ask this
question of a senior manager, and | would be surprised if he didn't.

Q Itwouldn't be unusual for him to ask that question whether he their direct supervisor
or not; isn't that fair?

A Yes.

(Hearing- Day 9, 2219:19-2220:10, Nov. 6, 2014)

244. Pendergraft gave final approval for bonuses at all PFSI departments, not
just the Stock Loan department.

e McCain Testimony

Q Mr. McCain, you spoke with Ms. Addleman briefly about an e-mail, and | apologize,
| don't recall the exhibit, but it was about Phil approving bonuses for Stock Lending. Do
you recall generally that conversation?

A ldo, yes.

Q Do you recall if Mr. Pendergraft had to approve commissions or bonuses for other
PFSI departments, not just Stock Lending?

A Generally, all of the bonus recommendations were, once they were approved by

| Phil, by Bill, and then they would be -- copies would be given to Phil for his review.

Q And would he be the final approver?

A | would expect that he would be, yes.

(Hearing- Day 9, 2225:21-2226:10, Nov. 6, 2014)

245. Pendergraft had personal relationships with PFSI customers and would
converse with various PFSI and Penson Worldwide employees, including Mike
Johnson, with questions related to those relationships.

¢ Johnson Testimony

Q And can you describe, did Mr. Pendergraft have personal relationships with lots of
people on the street?

A Lots of people on the street, as well as lots of the -- you'll have to remember, before
Bill Yancey, Phil -- this was his company before he went public, so, therefore, these
customers didn't care about me or Bill. They go to him; they went to Phil Pendergraft.
Q Did you see that happen often?

A All the time.
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Q All the time?

A Yes, sir.

Q Aliright. And would Phil occasionally come to you to ask you to follow up on
something for one of these personal relationships that Phil had?

A Yes.

Q Did that happen all the time?

A Yes.

(Hearing- Day 2, 566:10-567:1, Oct. 28, 2014)

Q This is from yourself to Phil Pendergraft, dated May 18, 2010, and it says, Bob
Jersey wants to know when and rate on all borrows we do not -- sorry -- we do that
cover his short positions.

And then in the last sentence there, you say, "We only allocate HTB, and he receives
that. Let me know how to proceed.”

Do you see that?

Yes.

"HTB" is hard to borrow fees?

Yes.

And does that necessarily relate to Reg SHO issues?

No.

Does it relate to 204 issues?

No.

Does it related to PFSI issues?

Yes.

Does it relate to PWI Global issues?

Yes.

In what context were you communicating with Mr. Pendergraft in this e-mail?
Bob Jersey was a personal relationship with Phil, he went to Rudy De La Sierra
asking for this information. Rudy came to me; he was uncomfortable giving it out
because this is corporate P&L stuff. And | went to Phil saying, well, this is your guy.
What do you want to do?

POTOITOITPOITPOPO>

(Hearing- Day 2, 548:9-549:11, Oct. 28, 2014)

Q Mr. Johnson, this is an e-mail between yourself and Lindsey Wetzig, Rudy De La
Sierra and Brian Hall. And it says, "For Irene's list | am taking a conservative approach.
Please get the list done nightly. Have someone stay to do it. It is required per Phil."

Do you see that?

A  Yeah.

Q Do you recall the context at all of this e-mail?

A ljustrecall the customers would go directly to Phil, regardless of his title, and
then | would get it, rather than him go to Rudy.

(Hearing- Day 2, 552:12-552:23, Oct. 28, 2014)
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Q You say in the top e-mail -- you write back, and now you copy Rudy. And you say,
"We have and they seem not to meet our regulatory criteria." What -- do you know what
that refers to?

A Yes.

Q Can you elaborate?

A Yes. Those various rules to build a need to borrow, an ETB list. And we were very
stringent and strict because we tried to follow all regulatory rules. And this customer
went above us to Phil Pendergraft, because of the relationship of this -- they had
a big financial relationship, Lightspeed and PWI and PFSI. And he's trying to get
more items on the list, which Rudy would do, but they were yelling at him, so he
bumped it to Global for me to take care of it.

Q Okay. So Phil -- and then Phil was then downstreaming it back to you?

A  Yes.

(Hearing- Day 2, 559:12-560:4, Oct. 28, 2014)

¢ McCain Testimony

Q And do you know why MB Trading would be sending this to Mr. Pendergraft? A
They would be sending them to Phil because it was not unusual for a customer that was
unhappy to go straight to Phil. These customer -- this customer predated the time that |
joined the firm and the time that Bill joined the firm, so they felt -- had a comfort with
going directly to Phil.

Q When you say a customer, you mean a PFSI customer?

A Yes.

(Hearing- Day 9, 2218:20-2219:5, Nov. 6, 2014)

2486. Johnson received approximately 300 e-mails per day when he was Senior
Vice President for Global Stock Lending. -

e Stipulated Finding of Fact 119

247. Pendergraft sent others, including Bart McCain, e-mails on topics including
PFSI firm financing, revenue, and regulatory issues.

¢ McCain Testimony

Q Aliright. Now, you talked a lot with Ms. Addleman about the interactions between
Mr. Yancey and Mr. Pendergraft and Mr. Johnson and Mr. Pendergraft. | want to talk for
a minute about your interactions with Mr. Pendergraft.

You would communicate with Mr. Pendergraft about business issues; is that fair? A
It is, when it was something that related to the areas that | interacted with him on.

Q And you would communicate with Mr. Pendergraft about things like firm financing;
is that fair?

A ltis.
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| (Hearing- Day 9, 2215:13-2215:25, Nov. 6, 2014)

e [EXx 265

Tor Brian Govar{BCoven@PENSON.COM]; Mark FawverMFawver@PENSON.COM]; Bart
M, Wed 87122008 8:32:338 AM

Sublect Rencall

Guys .

1 would Hke to push this call back until early ismomew or Friday moming 5o that | can participate. Do
think this will be e blg des! (o them? mmmmnﬁmdmmgmwmﬁﬁﬁaﬁ&mﬂwm
Pisase Jot me know ssap. ,

Thanks

Phi

¢ McCain Testimony

Q The subject Ren Call doesn't ring a bell?
A Ren call, Renaissance was a customer of the broker-dealer, but -- and they were a
large customer.

(Hearing- Day 9, 2217:5-2217:7, Nov. 6, 2014)

o Ex. 266
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From: Phil Pendergraft <p
Date: November 12, 2009 9:45:58 PM CST

To: Bart McCain <bmecain@F
Subject: Fw: blue sheet

Bart

Can you look at this and let me know your thoughts?
Thanks

Phil

Hi Phil,

aro getting billed dus to reguistory requests to pull blue sheats at
geﬁ;arm This has causad MBT to get billed about 5-8k per month
from these charges. This has gone on for several months. I cettainly
dnn’maveanimew%mammmmamﬁmmdym_bm
this is now becoming really expensive. At this rate we can just hire
someone full time to only handle the MBT requests for less than we are
paying now. Would you consider a reduction mmwuermeptmtn
$5 por request? Thanks for your consideration and hope all is well.

Regards,
Steve

e McCain Testimony

Q And do you know why MB Trading would be sending this to Mr. Pendergraft?

A They would be sending them to Phil because it was not unusual for a customer that
was unhappy to go straight to Phil. These customer -- this customer predated the time
that | joined the firm and the time that Bill joined the firm, so they felt -- had a comfort
with going directly to Phil.

Q When you say a customer, you mean a PFSI customer?

A Yes.

Q Allright. Now, on the first page of the document Mr. Pendergraft forwards it to you
and says: Bart, can you take a look at this and let me know your thoughts? Do you see
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that?

A ldo.

Q Do you know why he was sending this to you for your thoughts?

A Well, | was in senior management with PFSI. | thought - | think | thought at the
time that he was sending it to me because this was -- you might consider this an
administrative issue or something about billing, or trying to look into what was causing
those charges.

(Hearing- Day 9, 2218:20-2219:18, Nov. 6, 2014)

e Ex 267

Bart

Can we get a revenue estimate for BPS for yesterday?
Thanks

Phil

e Ex. 268

?-— iy p——

> Sent: Friday, November 18, 2010 1:27 PM

= Co: Biit Yancey; Kevin McAleer

» Subject: Pinnacle

>

> Wanted to 1 a heads up that Pinnacie wants to have a call with you, Bl or ma regarding our
mwm@mwﬁmmmgmmmmnm has lost some customers as & result of cur Q3
eamings and wants to know how o addrass nmmymmmmmmymsmrmum. 1
am trving to set up & call a1 4:30 this afemoon with Mike, Kevin and me to address his concems.

> .

> H you would like to paticipata, lat me know.
>

> Bart

e McCain Testimony

Q And the correspondent, again, is a PFSI correspondent?
A Yes.

(Hearing- Day 9, 2223:4-2223:6, Nov. 6, 2014)

o EXx 269
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Data: Tue, 7 Dec 2010 13:54:30 -0500

To: Bart McCain <pmecain@pensan.com>, John Kenny <[kenny@penson.com>

Subject: 80010317 '

Thiss a Penson Fnancial sccount with a negative equity of about 400%....can you look at this please?
Phil

e McCain Testimony

Q Again, this is a PFSI customer?
A Yes.

(Hearing- Day 9, 2224:1-2224:15, Nov. 6, 2014)

o Ex 270
From: Bart McCaln <bmccain@PENSON.COM>
Sent: Friday; December 10, 2010 7:11 PM {GMT}
Te: Phil Pendergraft <ppendargraft@penson.coms; John Kenny <[Kenny@PENSON.COM>

Subject: Response to FINRA - Important

Phil,
Wehave to raspond 10 FINRA today on 3 matter but want 1o get your feedback before dolng 50, Is thare a time that works for

you, bearing in niind that John fias to leave for the alrport by 27 He'll be available by cell until his filght leaves st 4,
We're in the planning mesting fn the learning center so elther all my cell or respond, and we'll call you,

Bart

248. Pendergraft did not send these e-mails to Bart McCain as McCain’s
supervisor.

e McCain Testimony

Referencing Ex. 265:

Q And this e-mail in August of 2009, at this time Mr. Yancey was your supervisor,

right?

A Yes.
Q Mr. Pendergraft is not sending this to you because he's your supervisor, right?

A That's correct.
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(Hearing- Day 9, 2217:11-2217:16, Nov. 6, 2014)
{ Referencing Ex. 266:

Q Do you know why he was sending this to you for your thoughts?

A Well, I was in senior management with PFSI. | thought -- | think | thought at the
time that he was sending it to me because this was -- you might consider this an
administrative issue or something about billing, or trying to look into what was causing
those charges.

Q And he was not sending it to you because he was your supervisor; is that fair?

A That's correct.

(Hearing- Day 9, 2219:11-2219:21, Nov. 6, 2014)

Referencing Ex. 267:

Q And, again, Mr. Pendergraft is not sending this to you because he's your
supervisor, right?

A Notin this context, no.

(Hearing- Day 9, 2221:25-2222:2, Nov. 6, 2014)

Referencing Ex. 268:

Q You're not raising it with Mr. Pendergraft because he's your supervisor, right?
A No, he is not -- in this role, he is not my direct supervisor.

(Hearing- Day 9, 2223:13-2223:16, Nov. 6, 2014)
Referencing Ex. 269:
Q Allright. And you were not communicating with Mr. Pendergraft on this issue

because he's your supervisor, right?
A I'mnot

(Hearing- Day 9, 2224:16-2224:19, Nov. 6, 2014)

249. Pendergraft was not Bart McCain’s supervisor for purposes of Bart
McCain’'s PFSI responsibilities; Yancey was Bart McCain’s supervisor for such
purposes.

e Yancey Testimony

| Q And who -- I'm not sure if we talked about it. Who is Bart McCain?
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Bart McCain was the Chief Administrative Officer of the firm.

Was he a direct report to you?

Yes.

Okay. You didn't delegate the supervision of Mr. McCain to Phil Pendergraft, right?
I'm sorry?

You did not delegate supervision of Mr. McCain to Phil Pendergraft; is that right?

| did not.

>OorPOoOTOor

(Hearing- Day 4, 952:14-952:25, Oct. 30, 2014)

Q And | guess, for clarity, when we were talking about Mr. McCain, he was CAO of
PFSI, correct?
A Hewas.

(Hearing- Day 4, 953:4-953:7, Oct. 30, 2014)

e McCain Testimony

| Q Let's talk about the supervision structure at Penson Financial. You mentioned you
reported to Bill Yancey; is that correct?
A Yes.

(Hearing- Day 9, 2177:21-2177:24, Nov. 6, 2014)

250. Johnson communicated with others, including Bart McCain, on topics
including Stock Loan revenues, firm financing, travel schedule, and expense approval.

o Ex. 338

From: Mike Johnson

Sent: Thursday, December 02, 2010 11:02 AM

To: Daniel Son; Rocky Engemoen; Bill Yancey; Bart McCain; Kevin McAjeer; Bryce Engel; John Skain; Clive Triance; Michael
Gallian; Phil Pendergraft

Subject: As of Last Night Close

DAILY GLOBAL P&L MTD

Dallas 238 37,159.87 37,156.23
Dalkas 158 9,950.80 9,950.80
Hew York 6,298.88 6,298,88
Lendon 80/20 3,128.07 3,128.07
Toronto (USD) 6,754.07 6,754.07
Total Baily Global P&L §39,291.69 63,288.06

o Ex. 271
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| am satimating NYC to come in around 222K for July

I am estimating the income for Dallas to be 1,135,000

e Ex 272
From: ;
Sant: Monday, Gdober% 2910 §:45 PM
To: Mike Johnson <mjohnson@PENSON.COM>; Brian Hall

<BHall@PENSON.COM>
Subject: Firm financing

Were we able to pull back on finsncing today?

e Ex 273
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J :;3;; ...........................
Sent: Sunday, November 14, 2010 9:35 AM
To: Mike Jotnson

Subject: Re;

Importence: High

| M, . |

How much of PESTs capital does London use cach day?
On Nov 14, 2010, at 8:59 AM, Mike Johnson wrote:

Finow thiat you have been asked to adjust the split with London on the business at hand. We currently do B0 percent to
themand 2010 PFSL 140 not want to change it as we are still repatring things and until { see it running correctiy | don't
thinkwe should change.

o Ex 274
From: Mike Johnson <mijchnson@PENSON.COM»
Sernt: Monday, October 25, 2010 5:26 PM
Tee Bart McCain <bmecain@PENSON.COM>
Ce: Lindssy Wekzlg <L Wetzig@PENSON.COM>; Rudy De La Sierra
<RDelasierra@PENSON.COM>
Subject:
m

May 1 have approval for a quick dinner under 400.00 and four tickets to the Dallas stars game? Our fargest cient Bank of
Amerita is coming to visit TD Ameritrade and they have asked us to take them to the Stars. The Stars Hekets will be
under 75.00 each. (4) total expense of 700.00

o Ex. 275
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From: Bart McCain <bmcecain@PENSON.COM>
Sent: Wednesday, January 12, 2011 3:29 PM

To: Mike Johnson <mjohnson@PENSON.COM>
| Subject:  Re:Re:RE:

Will do, Mike. Safe travels!

On Jan 12, 2011, at 8:53 AM, "Mike Johnson" <mjohnson@PENSON.COM> wrote:

1 am enroute to nyc | can see avatar tomormrow if needed. Please see rudy to urkleratand
the ridge issues and regulatory guidelines we are following.

M

251. Bart McCain was not Johnson's supervisor, and none of the e-mail
communications on topics including Stock Loan revenues, firm financing, travel
schedule, and expense approval made McCain Johnson's supervisor.

s Yancey Testimony

We can agree that -- that Bart McCain had no responsibility for Securities Lending; is
that right?
A Thatis correct

(Hearing- Day 4, 952:11-952:13, Oct. 30, 2014)

¢ McCain Testimony

Q Now, you never supervised Mike Johnson, right?

A Correct.

Q We talked earlier, but just to make sure, but you never supervised the Stock
Lending department at all, right?

A Right

(Hearing- Day 9, 2227:8-2227:14, Nov. 6, 2014)

Q Do you know why Mike Johnson was sending you Stock Loans' P&L, daily P&L?
A Why specifically he was sending it to me?

Q Yes, sir.

A Again, | presume because | was one of the senior executives within PFSI. Al of
other people here are the people that were typically on the Monday morning call.

Q On the Monday morning call with Mr. Pendergraft you discussed earlier?

A Yes.
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Q Allright. And Mr. Johnson is not sending this to you because you're his supervisor,
right?
A Right.

(Hearing- Day 9, 2228:5-2228:18, Nov. 6, 2014)

| Q So this e-mail where you're communicating with Mr. Johnson about firm financing,
it's not because you're his supervisor; fair? ‘
A Correct.

(Hearing- Day 9, 2231:3-2231:6, Nov. 6, 2014)

Q Do you recall why Mr. Johnson is sending this request to you?

A I routinely fielded any kind of questions or approvals as it relates to spending firm
money. This is going to be charged to PFSI's income statement. And | typically
approved a large number of expense reports, and regardless, it was related to PFSI,
then it would typically find its way to me at some point in the approval chain.

Q So just because you're approving Mr. Johnson's expense request, does that make
you his supervisor?

A It does not.

(Hearing- Day 9, 2233:1-2233:13, Nov. 6, 2014)

Q Sure. And you agree with me that just because Mr. Johnson is sending you an e-
mail that, among other things, updates you on his travel plans, that doesn't make you
his supervisor, right?

A It does not make me his supervisor; that's correct.

(Hearing- Day 9, 2234.:14-2234:19, Nov. 6, 2014)

252. If Yancey personally communicated with regulators about information within
his knowledge, he was confident that it was accurate.

e Yancey Testimony

Q And Mr. Yancey, if you personally were communicating with regulators, you would
strive to be accurate; isn't that fair?

A Yes.
Q And you would strive to be honest?
A Sure.

Q Inyourtime as CEO of Penson, do you believe you were honest in your
communications with regulators?

A  Yes, sir.

Q Do you believe you were accurate in your communications with regulators?

A To the extent of my knowledge.

Q Allright. If you knew something and you told it to regulators, it was something
within your knowledge, you were confident it was accurate?
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A Yes, sir.

(Hearing- Day 3, 881:20-882:10, Oct. 29, 2014)

- 253. In March 2011, Yancey personally signed PFSI's 2011 CEO Certification.
Attached to that certification was the annual summary report, prepared by the
Compliance department. Yancey knew this was an important report that was going to
regulators, and he reviewed it before signing the certification.

e Ex 216atp.2

Annusl Complianceand Suyﬁrﬁﬁim Clertification
Penson Finaneial Berviees, Inp,
NYSE Bule 34230 FINRA Rule SI30(B)NSX Rule 3.7

The undersignied is the Chiel Executive Officer of Penson Financisd Sexvices, Tne. (the
"Meober™). As tequired by NYSE Rule 342.30(¢), FINRA Rule 3136(b) and N&X Rule
5.7, the undersigned mukes the following certifidntion:

" Bill Yancey -
President and Chief Executive Officer
Penson Financial Services, [ne.

e mw*aif'é?‘# / i

L

¢ Yancey Testimony

Q Let's look at the certification itself. If you'll turn to the second page. Now, Mr.
Yancey, this looks very similar to that document we looked at before that was the 2010
certification; is that right?

A lHtdoes.

Q And again, this is your personal signature on this document, correct?

A  Yes. '

Q You -- you picked up a pen and you signed and dated this document?

A ldid.

Q And just like the last year's certification, the 2010 certification, there's a report

attached to it; isn't that right?

A  Yes, | see that.

Q And as we talked about before, you would have reviewed that report before you
signed this, right?

A You know, | think so.

Q You would have read it?

A I believe it would have been reviewed with me. | -- whether | read every word of this
document is really very, very hard for me to recall.

Q Allright. When we talked before, we agreed that the report is an important
document, right?

A Yes.
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Q It goes to the regulators, right?

{ A It's important.
Q You know it's going to the regulators, correct?
A

Yes.
And you are personally signing the certification that attaches the report that's going

to the regulators, right?
A  Yes.

9]

(Hearing- Day 4, 976:5-977:12, Oct. 30, 2014)

254. Bart McCain believed the 2011 annual summary report was accurate.

¢ McCain Testimony

Q Mr. McCain, this is an e-mail dated March 29, 2011 to Bill Yancey, Phil Pendergraft,
Rocky Engemoen, and Bart McCain from Tom Delaney. Do you see that?
A ldo.

Q What is this document?
A This is an e-mail from Tom to the directors of PFSI. It has the 3012 and 3130 report

from 2010 attached to it.
Q As a member of the board, do you recall receiving this report?

A ldo.

Q When you received this report, did you believe that it was accurate?
A Of course.

(Hearing- Day 9, 2167:20-2168:22, Nov. 6, 2014)

255. In the report attached to the 2011 CEO Certification, Johnson is listed as the
supervisor of PFSI’s Stock Loan department, and is described as being part of the
“senior directors team” that meets weekly to report to Yancey.

o Ex 216atp.9

FUNCTIGNAL DEPARTMENT DESCRIPTIONS

The firm is comprisad of the foHowing depariments, business imits and supervisors:

8. Seauﬁﬁgs Lending (Mike Johrma;xj'
Bach of these depariments and business units are properly managed by individuals with
the appropriate experiones for thelr parficwlar ares. These department heads are part of the

“Benior Dirgctors Team™ of the firm and meot weekly to report to the CEO and the other
members of the Team on matlers affecting each depariment and tha general business of the firm,

e Yancey Testimony

| Q Allright. Do you see the section that begins "Functional Department Descriptions"? |
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A | see that.

Q Okay. It says, "The firm is comprised of the following departments, business units
and supervisors.”

And couid you just read Number 8, please

A "Securities Lending (Mike Johnson)."

Q Allright. Andifwe go back to the top, that first sentence “The firm," the firm here
is PFSI, right?

A beheve it is.

(Hearing- Day 4, 977:18-978:2, Oct. 30, 2014)

Q And this is a report that went out under your personal signature; is that right?
A It accompanied my certification document.

Q That you personally signed?

A ldid.

Q And that you knew was going to the regulators?

A ldid.

(Hearing- Day 4, 978:18-978:24, Oct. 30, 2014)

ili. PFSI's Written Supervisory Procedures Designated Yancey as Johnson's
Supervisor.

256. PFSI's Written Supervisory Procedures (“WSPs”) were an important
document, and a source of information for PFSI's regulators.

¢ Yancey Testimony

Q Would you also agree that WSPs were a source of information for regulators about
Penson's processes?
A Yes, sir.

(Hearing- Day 3, 886:11-886:13, Oct. 29, 2014)

Q They were an important document?
A They were.

(Hearing- Day 3, 886:17-886:18, Oct. 29, 2014)

e Delaney Testimony

Q Okay. And WSPs are important?
A They are.

(Hearing- Day 5, 1387:7-1387:8, Oct. 31, 2014)

257. It was important to Yancey that PFSI’'s WSPs be as accurate as possible.
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e Yancey Testimony

Q And it was important to you as CEO that the WSPs be as accurate as possible; is
that fair?
A Yes, sir.

(Hearing- Day 3, 886:14-886:16, Oct. 29, 2014)

258. PFSI's WSPs contained a section designating supervisors. That section was
at the very front of the WSPs. The section of the WSPs designating supervisors
referenced and incorporated PFSI's supervisory matrix.

¢ Ex 213

Penson Financial Services
BD Written Supervisory Policies and Procedures

12/30/2010 to Current

DESIGNATION OF SUPERVISORS
Background

The Penson Financlal Services Supervisory Matrix is a separate document and located on the Penson
Iimranet Pisite,

Click on Compllance and scroll down and click on Supervisory Matrix, scroll down again and click on
Registared

Represantative Supervisory Matrix.

s Yancey Testimony

Q This designation of supervisor's page in the WSPs says, The Penson Financial
Services Supervisory Matrix is a separate document and located on the Penson
intranet Pi site.

And then it gives some instructions on how to get there: . "Click on Compliance and
scroll down and click on Supervisory Matrix, scroll down again and click on Registered
Representative Supervisory Matrix."

So, Mr. Yancey, we can agree, this part of the WSPs is telling us how to locate the
Registered Representative Supervisory Matrix; is that right?

A That's my reading.

(Hearing- Day 4, 956:5-956:16, Oct. 30, 2014)

Q And that section right at the beginning of WSP says Designation of Supervisors.
The Penson Financial Services supervisory matrix is a separate document and located
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| on the Penson Internet Pi site.

Do you see that, sir?

A  Yes, | see that.

Q So right at the very beginning of the WSP, it gives us that information; fair?
A Yes, sir.

(Hearing- Day 7, 1913:12-1913:20, Nov. 4, 2014)

 Poppalardo Testimony

Q Okay. So Exhibit 213, if you go to Page -- MS. ATKINSON: 728, Pat.

BY MS. ATKINSON:  Q It's the third page -- well, let's just go to the next page of the
document. Okay. So you recognize this as PFSI's written supervisory procedures,
right? : ‘

A Yes.

Q Okay. And let me ask you to look, if you would, at the page at the bottom that says
9 and 11. You see the designation of supervisors. And this is the 3010(a)(5)
designation of supervisors; is that right?

A | presume so.

(Hearing- Day 8, 2015:13-2015:25, Nov. 5, 2014)

259. PFSI's WSPs did not incorporate any org chart.

¢ Poppalardo Testimony

Q And it sounds to me like you have looked at a lot of WSPs for PFSI; is that right?
A Yes.

Q Ordid you only look at one set?

-1 A No, actually, I -- you know, in making an assessment of their supervisory system, |
felt compelled to review most of them.

Q Okay. And at least as far as the exhibits that have been offered by Mr. Yancey, no

WSP incorporates an org chart; isn't that true?
A That's true.

(Hearing- Day 8, 2028:16-2029:1, Nov. 5, 2014)

260. The purpose of PFSI’s supervisory matrix was to identify the supervisor for
each of PFSI's registered employees.

e Miller Testimony

Q How did that relate to your job of keeping the matrix document up-to-date, if at all?
A Anytime a new employee would come on or anytime someone would obtain a new
license, | would try to update that document so that it identified the person that was
managing them and, you know, sort of --
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Q And we talked about it briefly in the beginning. This document, this registered
representative supervisory matrix, you -- that's a document you know? A Yes, sir.
Q It's a document that you kept?

A Uh-huh. Yes.

Q Tell us what -- why you kept it and what it was used for within Penson.

A  We're required to designate a supervisor and identify that supervisor for each
of our registered employees. So we maintain that matrix in order to try to keep
track of that. '

(Hearing- Day 11, 2589:5-2590:11, Nov. 10, 2014)

261. PFSI's supervisory matrix listed employees under various executives.

e E£.g.,Ex 177 at3.
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262. For the time period relevant to this case, Johnson was always listed under
Yancey in PFSI’s supervisory matrix.

e EXx. 177 (February 2009)
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e Ex 175 at 1-4 & Ex. 178 (May 2009)

e Ex 182 (January 2010)

Enployey Hene o rep #vg Lszatien Dosporkeapat 4 Qg Chart ‘Raguiery
4 Peoal e B R YT E

Xy FilsEe LE b HaspneEhs
Thizres CREG Py LK el TrSien g
2aes it Pacipen LG Py Yok, Maw Yoz Cldoresr Do o el 2 argwy
Pt ol Fecaon LS Didmy Tases Eumnspwes - EVE CRr B Yaries i
TRAFTHEE bR 6y Pt en L% gk, Tarie EvEs ek - SR, DO P TaNtey :
Vodm Herg Fosaon L Dby, Tedns B Frea« S, 000 B Yerdny 4
fua s ik Daiss, T3eey Remniiver 0. BHulEE Levding P Peide gt B ~arewy

191



E’WW '-aﬂmx YT . Hireet Rephiel
] y Penaon LIS Ceftay, Toses FHl Preoess o il Pradeipal
FEARON WYY Dok, Tenid Fid FoE R gt el PEBGETERET
Pt son ¥e%¥ Dhis, Tosas Eoesifris, PO F‘&i Fﬁ-}ﬁm Frél Feadiagd
FRET B i JEsx Py - 3P P T Pl Prodepray
laabiiibosl Lcklas, T543% Egzinen - By (uwsme Pﬁ Fﬂd@g‘& Fial FREORIpran
P o Wi CAraya, Hirans Bl - Fid P e P Feneterprar
P iy Cgind i ¥ vl CuEvania Epsii{hing WE EFES Raicel BAudiiass Be’d AT
e Ex. 196 (May 2010)
Emphoyor e Cormpany Lecari Eropaytinitat Py Chae Eagrdurory Sapedse
PRl Pavs darrgadt Pansan O [ ST R Execerivaz
» 44 3 _-;_apﬂ_«. = . 3 L0
Themas (o ’\-nmn U"S S, Teua Chant barsices Skreae Zhoerr (381 fanrey
Laxz Smh Panscen U5 Hesr Yok MewYork  Customer Demicoment Ll Carmy 0ali Fanzey
Hart bk Pensan U5 fEaliar, Venms Ewerutivms - TV, {AD Bl Yaremy B8i Yanceey
Fhicanas Dadiaay Tangien 1S Balise, Tavis Exgiarhaag - UF, OO0 Bl Yaiy Bl fansay
danbin Barivg Pensaa 1S Hallas, Faas Exgenrons - SUT, OO Bill Yy BE YAty
Wik nhston PN fuen W Bﬂ&g F.mr: Exgearhngg - S‘JF Segliian LandEng, P Pandargratr Bl Mancwy
i By e
AT T H faﬁg
Anta Wsser Fﬁmwy W’s‘i Do, Tonay %T’ﬁ!?iﬁh FHats i2 Eavion Fafae! PAE PaddrEaT
B Yaneey Paian 18 Blehax Tein Evganitivaz, Presldene - (00 Phd Pondscgraft By Faadargaalt
B Bl Paysey WY By, Tt Evaesnhgy, B Fhi Paghirgeate Py Peerduripalt
Harl fen Panzon Wi Diadfas, Tenas Exdoenivas, MY Phi Papdergenfc 2hY teederpralt
Mak Fobeson Pansmn Canads ssoonTen] Camss Emrutmes, W PR Robert dkplmvson DentBcCain
Bichard RFespoctee Penzon GHOD bl Tewms Futures, T9F P Fuedengratt Phil Perrureralt
Bokber Moy Penson W% Dl Teay Exmcarive, 350, Operations Phif Peaderorat Phi Fundergrefi

o Ex. 199 (August 2010)
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Ex. 200 at 672-675 (September 2010)
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o Ex. 202 at 430-433 (October 2010)
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e Ex. 205 at 15-18 (November 2010)
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¢ Ex. 207 (November 2010)
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263. For the time period relevant to this case, Johnson was never listed under
Pendergraft in PFSI's supervisory matrix.

e See Exhibits listed above.

264. PFSI's supervisory matrix contained a column for an employee’s
“Regulatory Supervisor” and his or her “Pi Org Chart Supervisor.”

o [E£.g,Ex 177 at3.

Reglstersd Representatives Supendsony Matrix

| Empioyece Nama Lompeany Gepacment P1O1g Chant [’;ﬁeguta(ory Supssyisor

265. The “Regulatory Supervisor” was PFSI's assignment of supervisors for
purposes of NASD Rule 3010, which requires a firm to provide for the assignment of
each registered person to an appropriately registered representative(s) and/or
principal(s) who “shall be responsible for supervising that person’s activities.”
(Poppalardo; Miller; Rule 3010(a)(5))

194



¢ Poppalardo Testimony

Q You talked a little about NASD Rule 3010(a)(5), and | believe that you said FINRA
requires the assignments of each registered person to an appropriately registered
principal who shall be responsible for supervising that person's conduct.

A Right.

(Hearing- Day 8, 2008:17-2008:22, Nov. 5, 2014)

e Miller Testimony

Q Then what did the Regulatory Supervisor column mean, in your words?
A That would be the person that was responsible for regulatory supervision of that
individual.

(Hearing- Day 11, 2591:9-2591:13, Nov. 10, 2014)

And the Regulatory Supervisor column was the column that dealt with the NASD Rule
3010 supervisor, right?

A Correct.

(Hearing- Day 11, 2607:3-2607:6, Nov. 10, 2014)

o Hasty Testimony

Q I'want to direct your attention to two columns, one -- | guess the fourth and fifth
column. Pl org chart and regulatory supervisor. Do you know what those columns
mean or what those terms mean?

A ldidn't author this document, and | didn't update it. But typically these particular
columns, in a typical scenario, these would be designed to delineate who was
responsible for supervising somebody with certain types of licenses.

(Hearing- Day 7, 1748:16-1748:25, Nov. 4, 2014)

266. The purpose of Rule 3010(a)(5) is to protect investors.

¢ Poppalardo Testimony

Q You talked a little about NASD Rule 3010(a)(5), and | believe that you said FINRA
requires the assignments of each registered person to an appropriately registered
principal who shall be responsible for supervising that person's conduct.

A Right.
Q And that's that rule, right --
A Right.

Q --3010(a)(5). Why does FINRA require that?
A Because at each -- in each registration category you have a certain minimum
competence level. | mean, that you take an examination and you're tested, and a
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Series 7 test is a little different than what a manager would take, a Series 24. They've
got more knowledge of the requirements and the products that are offered than, say, a
27, who has a different kind of expertise, which goes more to customer protection,
segregation requirements, books and records, that kind of thing, but it's to ensure a
minimum level of competence. '

Q Okay. And does that fit into the scheme of policing associated persons?

A Ithink so.

Q And that's for the protection of investors?

A Yes.

(Hearing- Day 8, 2008:17-2009:16, Nov. 5, 2014)

267. The “Regulatory Supervisor” column identified a person’s supervisor from a
compliance standpoint.

e Gardner Testimony

Q The - looking at the columns that -- that you just discussed with Ms. Atkinson, do
you see a column that says "regulatory supervisor"?

A  Yes.

Q Do you have any idea what that column means?

A ldon't know the definition of it. | would assume that it's from a compliance
standpoint who the supervisor is.

(Hearing- Day 4, 1162:24-1163:6, Oct. 30, 2014)

268. The “Pi Org Chart Supervisor” designated a person’s “boss” from a Human
Resources perspective. '

o Miller Testimony

Q And when you say it had a column for who their direct supervisor was, what does
that mean?

A The person that they reported to day in and day out.

Q Is that the same as that person's boss?

A Yes. _

Q Who -- between those two columns, who's the person that would direct the
activities of the subordinate?

A It would be the Pi manager.

(Hearing- Day 11, 2590:24-2591:8, Nov. 10, 2014)

¢ Delaney Testimony

Q Okay. And when you were asked in your third testimony with this counsel
representing you whether you were surprised that Mike Johnson was under Bill Yancey
on a Supervisory Matrix, you said, "It may not surprise me if it's there because | would
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| think what those Supervisory Matrices were trying to show was that this is a broker-
dealer function and, therefore, the CEOQ is responsible for all issues of the broker-
dealer."

Question: "You're thinking of the business units to report to the CEO?"

Answer: "Yes, sir. So while functionally that may -- from an HR standpoint, there
might not have been a -- there might not have been a reporting relationship from an
HR standpoint, it certainly would have been my expectation from a compliance
standpoint that a core function of the broker-dealer would report into from a
supervisory standpoint. The supervisory in a broker-dealer context would have
reported in through the CEO. So what we were really trying to show in supervisory
procedures wasn't necessarily -- wasn't necessarily reporting relationships as far as
HR relationships go, more so in terms of from a pure supervision of the broker-dealer
standpoint, how would that have flown or how would that -- how would that -- the flow
of that look."

Do you remember giving that testimony?

A | --1don't remember giving that testimony. | remember -- | remember giving a third
testimony, and I'm not disputing that those were the words that | said; | just don't
remember giving that.

Q You don't doubt that you gave that testimony?

A No.

(Hearing- Day 5, 1391:11-1393:12, Oct. 31, 2014)

269. For the time period relevant to this case, Yancey was always listed as
Johnson’s Regulatory Supervisor in PFSI’s supervisory matrix.

e Stipulated Finding of Fact 37.

270. From May 2010 forward, Yancey was also listed as Johnson’s Pi Org Chart
supervisor in PFSI’s supervisory matrix.

e Ex 201at4,19

11, With respect to the period betweesn May 1, 2010 and August 31, 2010, provide a
description of Penson's supervisory chain identifying each supervisor’s direct reports as
well as the individualls} to which each supervisor reports. Ust the name and title of
each individual. '

Plegse refer to the attoched Supervisory Moteix.
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 Ex. 199 (August 2010)
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Ex. 205 at 15-18 (November 2010)
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271. PFSI’s supervisory matnx did not remain static, but rather was updated

frequently.
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o Ex 198

Te Joseph Ross[JRoss@penson.comi
From: Kimberly Miller

-Sent: Fri 8/13/2010 8:36:.23 AM
Importance: Normal

Sublect: RE: Supervisory Matrix

| put It okt there for you and ves, | update it about 1 time per month,

e Exhibit 177 (attaching matrix)

To: Bart McCain[bmecain@PENSON.COM]; Bill Yancey[BYancey@PENSON.COM]; Tom
DetaneyiTDelaney@PENSON.COM]

Cee Mike Johnsen[mjohnson@PENSON.COM]

From: Kimberly Miller

Sent: Thur 2/26/2009 12:43:02 PM

Importance: Nonnat

Subject: Supervisory Structure Update
Reqistered Representative Supervisory Matrixis

Mike Johnson passed his Series 24 exam this moming. | have updated the supervisory structure to move
the stock loan employees from Bill to Mike. A copy of the amended structure is atlached. Pleaselet me
know if you feel | need to make additional changes before posting.

o Exhibit 175 (attaching matrix)

Kim
A couple of things:

1} Terry Bourne is no longer with PW! and should be U5d; . ‘ _
« 2} tdontknow who Mark Robinson is ~ operating company falks who are licensed whould report to either Bill or
Bart;
3} Aland Herbreport to Doug;
4) Who does Warren Bunting report to?;

Thanks,
Tom

From: Kimberly Miller _
Sant: Thursday, May 14,2009 10:06 AM

: Tom Delaniey
;:bjg: Matdxy | Division’s Exhibit

17

Uy

Per our conversation, | have attached the updated supervisory Matrix.
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¢ Exhibit 196 (attaching matrix)

From: John Kenny

Sent: Wednesday, May 26, 2010 5:40 PM ‘
To: Kimberly Miller; Bill Yancey; Bart McCain; Andy Konchan
Subject: RE: Supervisory Matrix

Kirn,

Fdo not see Andy on the attached chart and have attached a list of changes. Please let me know i you have any
questions '

Te: John KennyldRenny@PENSON.COM]

Cc: Bill Yancey[BYancey@PENSON.COM], Bart McCainfbmecain@PENSON.COM]
From: Kimberly Miller

Sent: Wed 5/26/2010 5:48:50 PM

Importance: Normal

Subject: RE: Supervisory Malrix

Regisisred Represaniative Supervisory Mairbe 8-20410.pdf

I sent the 09 chart this morning...my apologias. This is the updated chart...

lwill compare wiwhat you provided already t6 make sure those changes are made..,

e Exhibit 199 (attaching matrix)

To: Eric Alaniz{EAlaniz@PENSON.COM}

From: Joseph Ross

Sent Mon 8/23/2010 8:23:44 AM

Importance: Normal

Subject  Supervisory Matrix

Registered Represantative Supervisory Matrix 8-1-2010.xisx

Eric:

Tom explained to me that one of the items you discuss w/Bill Yancey when you meet
with him on a quarteriy basis is the Supervisory Matrix (per attached). | am jusi

o Exhibit 277
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3ian Gover[BGover@PENSON.COM]
4/114/2010 1

From: Kimberly Miller

Sent: Wednesday, April 14, 2010 $:43 AM
To: Brian Gover; Gary Wiedman

Subject: Series 27 '

. As a result of this promotion and since Gary has not passed his 24, the regulatory supervisory matrix now
reads as follows. Let me know ASAP if this neads to be changed In any way.

Thank you,

272. Kim Miller was the compliance department employee charged with
maintaining the supervisory matrix.

o Miller Testimony

Q And we talked about it briefly in the beginning. This document, this registered
representative supervisory matrix, you -- that's a document you know?
A Yes, sir.
| Q It's adocument that you kept?
A Uh-huh. Yes.

Hearing- Day 11, 2589:24-2590:5, Nov. 10, 2014)
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273. Miller attempted to make the matrix as accurate as possible, and relied on
business unit leaders to advise them if the matrix was incorrect or needed revisions.
(Miller, exhibits)

s Miller Testimony

Q And as a general matter, Ms. Miller, when you would update the supervisory

| matrix, you would do your best to make sure it was accurate; is that fair?

A Yes. Obviously, | wanted to be accurate, but | would typically update it because a
| new employee was hired, and | would add someone or remove someone if they
returned. | didn't redo the entire firm each month.

Q That's fair. Let me ask you this: If you had noticed an error on the matrix, you
would have tried to correct it, right?

A Yes, of course.

Q And one of the things you would do when updating it is that you would go to
business units and ask for their input on whether certain persons reported -- or where a
| certain person reported in their business unit; is that fair?

A Yes.

(Hearing- Day 11, 2609:18-2610:10, Nov. 10, 2014)

I mean, you weren't always aware of changes made in operational area at Penson,
right?

A That's correct. ;

Q And among other things, you would look to executives in those areas to tell you
whether the matrixes was correct or in error; is that fair?

A Yes, that's fair.

(Hearing- Day 11, 2615:22-2616:4, Nov. 10, 2014)

o Ex 277

To: Brian Gover[BGover@PENSON.COM]
From:  Kimberly Miller

Sent:  Wed 4/14/2010 11:23:06 AM
Importance: Nomal
Subject RE: Series 27

OK, 1 will change it to list you as his Regulatory Supervisor
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From: Brian Gover
Séﬂt' W&dnesd Aprzl, 14, 201{3 11:20 AM

Thani(s

From: Kimberly Miller

Sent: Wednesday, April 14, 2010 9:43 AM
To: Brian Gover; Gary Wiedman
Subject: Series 27

As a result of this promotion and since Gary has not passed his 24, the regulatory supervisory matrix now
reads as follows. Let me know ASAP if this needs to be changed In any way.

Thank you,

274. If an executive alerted Miller that the supervisory matrix was incorrect, she
would correct the document.

¢ Miller Testimony

Q That would be your practice. If someone said, Hey, this is incorrect, in fact, you
should list the person under me instead of under someone else, you would make those

changes?
A Sure. If it was brought to my attention, | would make that change.

(Hearing- Day 11, 2613:1-2613:6, Nov. 10, 2014)

275. At some point, Miller was instructed to move Johnson from underneath
Pendergraft to underneath Yancey, and to add Yancey as Johnson’s regulatory
supervisor.

¢ Miller Testimony

Q Do you recall at some point changing this matrix to put Bill's name in as regulatory
supervisor for Mike Johnson?
A  Yes, sir.

Q Why did you do that?
A | was directed at some point to move people from underneath Phil onto Bill.
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And who directed you to do that?

| don't recall who directed me to do it.

When were you directed to do that?

It would have been prior to the Ridge conversion, but | don't recall the date.

Do you -- Ms. Miller, do you know why you were directed to do that?

I do not.

Do you recall asking any questions at the time you were directed to do that?

Not that | recall. | don't remember the conversation. | remember doing it. | just--1
don't know what they had going on from a corporate standpomt that they would have
asked me to, but | just -- | didn't question them.

POTOPOXPO

(Hearing- Day 11, 2594:22-2595:18, Nov. 10, 2014)

276. Miller presumed that Yancey was aware that she had been instructed to list
Yancey as Johnson’s regulatory supervisor.

e Miller Testimony

Q By the way, did you -- do you have any recollection of ever telling Mr. Yancey that
| someone had instructed you to put his name and not Phil Pendergraft's name in the
regulatory supervisor --

A ldidn't--

Q -- column for Mike Johnson?

A ldidn't relay that to Bill. | assumed that whoever was directing me would have had

-that conversation.

(Hearing- Day 11, 2599:2-2599:11, Nov. 10, 2014)

277. Miller provided the matrix to Yancey on more than one occasion.

e Miller Testimony

Q Is this a document that you routinely provided to him?
A |think I'd given it to him a couple of times. | don't know about routinely.

(Hearing- Day 11, 2591:25-2592:3, Nov. 10, 2014)

278. In February 2009, Yancey received a copy of the supervisory matrix from
Miller that specifically updated the Stock Loan supervisory structure. Yancey was asked
to review the supervisory matrix to alert Miller to any additional changes needed.

o Ex 177 atp.1

205



To: Bart McCain[bmocain@PENSON.COMI; Bill Yancey[BYancey@PENSON.COM]; Tom
Delaney[TDslaney@PENSON.COM]

Cc: Mike Johnson[mjochnson@PENSON.COM]

From: Kimberly Miler

Sent: Thur 2/26/2009 12:43:.02 PM

Imporitance: Nomnat )

Sublect: Supervisory Structure Update

Reqistered Representative Supernvisory Matrboxls

Miks Johnson passed his Series 24 exam this moming. | have updated the supervisory struciure to move
the stock loan employees from Bill to Mike. A copy of the amended structure is attached. Please letme
know if you feel | need to make additional changes before posting.

279. Yancey had a chance to read and review the matrix.

e Yancey Testimony

Q Now, I believe you also discussed briefly with Ms. Addleman that you agreed that
a matrix, the supervisory matrix had been e-mailed to you, and you didn't believe that
you had a chance to read or review it. Am | remembering your testimony right?

A Notexactly. I'm not saying | didn't have a chance to. | just don't recall having done
so and don't remember receiving it.

(Hearing- Day 7, 1913:21-1914:3, Nov. 4, 2014)

280. It was Yancey’s practice to read e-mails from compliance department
employees.

s Yancey Testimony

Q And it was your practice, | would assume, to read e-mails that Compliance was
sending you and asking for input, right?
A As often as | could.

(Hearing- Day 4, 958:23-959:1, Oct. 30, 2014)

281. Delaney expected that Yancey would review documents sent to him by the
Compliance department for his review.

¢ Delaney Testimony

Q When your Compliance Officer sends things to senior officers for their review, did
you expect that they would review them?

A As a general matter, yes. That's always going to be facts and circumstances
dependent.

Q But as a general matter, you would expect that?

A As a general matter.
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| (Hearing- Day 3, 667:16-667:22, Oct. 29, 2014)

282. Yancey specifically responded to Miller and thanked her for providing the
matrix.

e FEXx. 263

To ‘Kimberly Millerfkmillar@PENSON,COM]; Bart McCainjbmecain@PENSON.COM]; Tom
Delaney{TDalaney@PENSON.COM]

Ce: Mike Johnson[miohnson@PENSON.COM]

From: Bl Yancey

Bent: Thur 2/28/2008 12:43:23 PM

Importance: High

Subject RE: Supenvisory Structure Update

Kim

Bill

283. The February 2009 supervisory matrix listed Johnson under Yancey, and
listed Yancey as Johnson’s regulatory supervisor. Johnson was not listed under
Pendergraft.

o Ex 177 atp.3,5
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284. If Yancey had instructed Miller to move Johnson under Pendergraft, she
would have done so. Yancey did not do so.
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e Miller Testimony

Q Now, if Mr. Yancey had responded to you and said, Ms. Miller, there's an error on
the document, please move Mike Johnson under Phil Pendergraft, you would have
done that?

A Yes, | would.

Q If Mr. Yancey had responded to you and said, Ms. Miller, there's an error on the
document, | should not be listed as Mike Johnson's regulatory supervisor, you would
have made that change, right?

1A Yes.

Q And you don't recall Mr. Yancey ever saying that to you, do you?

A ldon'trecall that he did, no.

(Hearing- Day 11, 2614:21-2615:8, Nov. 10, 2014)

285. In May 2010, Yancey again received a copy of the supervisory matrix from
Miller. Yancey was asked to review the matrix for accuracy.

e Ex 196 atp.2

From: Kimberly Miller

Sent: Wednesday, May 26, 2010 8:58 AM

To: Bill Yancey; Bart McCain; John Kenny; Andy Konchan
Subject: Supervisory Matrix

i have rovised the Supervisoty Matrix to include Andy Konchan. Please review for accuracy, as we are not
always aware of changes made in the Operational areas.

286. After a PFSI executive altered Miller that she had attached the prior year’s
supervisory matrix, Miller re-sent an updated version, again to Yancey.

e Ex. 196 at1
To: John KennylJKenny@PENSON.COM]
Cc: Bill Yancey[BYancey@PENSON.COM]; Bart McCainfbmecain@PENSON.COM]

From: Kimberly Miller

Sent: Wed 5/26/2010 5:49:50 PM

Importance: Normal

Subject RE: Supervisory Matrix

Fegisiered Represeniative Suparvisory Mairix 5-2010.pdf

{sent the 09 chart this morning..my apologias, This is the updated chart.

I will compare w/what you provided already to make sure those changes are made...
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From: John Kenny

Sent: Wednesday, May 26, 2010 5:40 PM

To: Kimberly Miller; Bill Yancey; Bart McCain; Andy Konchan
Subject: RE: Supervisory Matrix

Kim,

1 do not see Andy on the attached chart and have attached a list of changes. Please iet me know if you have any
guestions

287. The May 2010 supervisory matrix listed Johnson under Yancey, and listed
Yancey as Johnson'’s regulatory supervisor. Johnson was not listed under Pendergraft.

e Ex 196 atpp.3,5
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288. The May 2010 supervisory matrix had been updated to amend Johnson’s
title to Senior Vice President, and his employer to Penson Worldwzde It also continued
to designate Yancey as Johnson’s regulatory supervisor.

e Ex 177 atp.3
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e Miller Testimony

Q And I think you said earlier, when you were talking about errors in the matrix, an
earlier matrix had listed Mike Johnson as a Penson U.S. employee. Do you recall
that?

A ldo.

Q So this has now been fixed. Mike Johnson is listed as a Penson Worldwude

| employee, right?

A Yes.

(Hearing- Day 11, 2616:13-2616:20, Nov. 10, 2014)

289. Yancey did not respond to Miller to ask her to make any changes to the
supervisory matrix.

¢ Yancey Testimony

Q Did you reply to Ms. Miller's e-mail and say, there's a mistake, Mike Johnson
shouldn't be listed under me?
A As | said, | don't remember receiving it, and | don't remember replying to it.

(Hearing- Day 4, 963:15-963:19, Oct. 30, 2014)

e Miller Testimony

Q And you don't recall Mr. Yancey ever responding and asking you to make any
changes to this matrix, correct?

A Not by memory, no.

Q And again, if Mr. Yancey had said, Ms. Miller, there's an error, you need fo list
Mike Johnson under Phil Pendergraft, you would have made that change? A Yes,
Sir.

(Hearing- Day 11, 2618:10-2618:18, Nov. 10, 2014)
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290. In August 2010, Joe Ross, a compliance department employee, e-mailed
Eric Alaniz a copy of the supervisory matrix. Ross noted that he understood Alaniz
discussed the supervisory matrix with Yancey quarterly. :

e Ex 199

Tor Eric AlniZEAlanz@PENSON.COM]

From: Joseph Ross

Sent: Mon 812372010 8:23:44 AM

imporkince: Normal

Subject  Supervisory Matrix

Regliered Represeiitastive Suparvisory Matrlx 8-1-2010 xisX

Eric:

Tom explained to me that one of the items you discuss w/Bill Yancey when you meet
with him on a quarterly basis is the Supervisory Matrix (per attached). | am just

291. The August 2010 supervisory matrix lists Johnson under Yancey, and
Yancey was designated as both Johnson'’s regulatory supervisory and his “Pi Org
Chart” supervisor. Johnson was not listed under Pendergraft.
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292. In November 2010, Miller e-mailed a copy of the supervisory matrix to
Delaney. That supervisory matrix lists Johnson under Yancey, and Yancey was
designated as both Johnson’s regulatory supervisory and his “Pi Org Chart” supervisor.
Johnson was not listed under Pendergraft.

e Ex 207atpp.1,3
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To: Tom Dataney|TDelaney@PENSON.COM]
Frome Kimberly Miller

Sent: Tue 1171662010 11:41:19 AM

Importancs: Nommnst

Subject  Supervisory Mairix

Fegisterad Representative Supervizory Malbrly 13-1-2010.ndf
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293. It is important for a broker-dealer to be accurate in its communications with
regulators, including documents provided to regulators.

¢ Yancey Testimony

Q And we can agree that especially for a broker-dealer, communications with
regulators are important, correct?

Yes.

And in communications with regulators, it's important to be accurate?

As possible.

Accurate as possible?

Yes, sir.

And you would personally expect Penson to be accurate in its communications
with regulators?

A Yes, sir.

Q You would expect Penson to be honest in its communications with reguiators?

A  Yes, sir.

OPOo>POo>

(Hearing- Day 3, 881:5-881:19, Oct. 29, 2014)

Q But here we have a letter from Kim Miller in Compliance to FINRA. And | believe
we agreed yesterday that your expectation is that communications from Penson to
regulators should be accurate as best as they can, right?
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A Yes, sir.

(Hearing- Day 4, 967:24-968:4, Oct. 30, 2014)

e Miller Testimony

Q Letme ask you generally: As a compliance officer, you knew it was important to
be as accurate as possible in your communications with regulators, right?

A Yes.

Q You would never knowingly provide a regulator false information, right?

A Notintentionally, no.

Q You did your best to be sure that the documents that you sent were complete and
accurate to the best of your knowledge, fair?

A Fair.

(Hearing- Day 11, 2619:7-2619:18, Nov. 10, 2014)

294. Regulators typically requested a copy of the PFSI supervisory matrix.

¢ Miller Testimony

Q Now, this is a document that you from time to time would use in responding to
regulatory inquiries, is that correct, this matrix? _

A Typically, the on-site examiners would ask for a copy of this so that they would -
you know, it would assist them with their interview process.

(Hearing- Day 11, 2596:6-2596:11, Nov. 10, 2014)

295. Miller also sent regulators the PFSI supervisory matrix.

o Miller Testimony |

Q So would you ever send this document to regulators?
A Ifit was requested.

Q Do you recall ever doing so?

A I'msure | did at some point.

(Hearing- Day 11, 2596:12-2596:16, Nov. 10, 2014)

296. In September 2010, PFSI sent a regulatory response to FINRA, which was
an important regulator of PFSI. In that response, PFSI instructed FINRA to reference
the supervisory matrix for a “description of Penson’s supervisory chain identifying each
supervisor's direct reports as well as the individual(s) to which each supervisor reports”
for the time period May 2010 through August 2010. In the attached supervisory matrix,
Johnson was listed under Yancey, and Yancey was designated as both Johnson’s
regulatory supervisory and his “Pi Org Chart” supervisor. Johnson was not listed under
Pendergraft.
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o Ex 201atpp. 1,4, 19

Te: ‘Sheridan, Ryan'fRyan.Sheridan@finra.org]

From: Kimberly Miller

Sent Wed 9/8/2010 3:20:14 PM

Importance: Normal

Subject Trading Activity in Various Securities on Various Trade Dates
FINRA Response - Varios Securities pdf

Respnnga.zip

Attached Is Pensan’s response 1o your ingulry dated August 26, 2010,

11. With respect to the period between May 1, 2010 and August 31, 2010, provide a
description of Panson’s supervisory chain identifying each supervisor’s direct reports as
well as the individual{s} to which each supervisor reports. List the name and title of
each individual.

P)‘ease refer to the attacized Superwsory Matnx
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¢ Yancey Testimony

Q Okay. Exhibit 201 is an e-mail from Kim Miller to Ryan Sheridan at FINRA. Do
you see that?
A |see that

Do you know who FINRA is?
“Sure.
What's FINRA?
FINRA is a regulatory agency, an SRO.
Did they have some regulatory authority over Penson Financial Services?
Yes, they did.
Important regulator?
Yes.
(Hearing- Day 4, 967:4-967:17, Oct. 30, 2014)

POrTOPOP>O:!

Q Now, Mr. Yancey, do you see your name on this matrix?
A ldo.
Q Al right. And do you see Mike Johnson's name listed underneath you?
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A ldo. : :
Q And the supervisors associated with Mr. Johnson in this matrix, it's you, right? Bill
Yancey is listed as the regulatory supervisor?

A Yes, sir. ‘

Q So we can agree that at least that is what Ms. Miller sent FINRA in response to
their request for a description of Penson's supervisory chain identifying each
supervisor's direct reports, correct?

A Yes, sir.

(Hearing- Day 4, 969:5-969:19, Oct. 30, 2014)

297. Delaney would expect that Kim Miller's submission to FINRA would contain
the most accurate, complete and up-to-date information available.

¢ Delaney Testimony

Q Okay. Would you look please at Exhibit 201. And Exhibit 201 is an e-mail from
Kim Miller to Ryan Sheridan at FINRA.org dated September 8th, 2010. And she is
attaching a -- she says, "Attached is Penson's response to your inquiry dated August
26th, 2010." Do you see where I'm reading?

A  Yes, ma'am.

Q Okay. And as a general matter, you would expect when the people who are
working for you, when they're sending stuff to FINRA, who is one of Penson's
regulatory organizations, has regulatory oversight over Penson, you would expect what
they send to be correct; isn't that right?

A Certainly to the best of their abilities.

Q Sure. And you would expect them to seek out the most accurate, complete and
up-to-date information available; is that right?

A That was the specific purpose of creating that division within the Compliance
department to liaise with the regulators so that we could -- we could accomplish just
that, yes.

(Hearing- Day 3, 667:23-668:18, Oct. 29, 2014)

298. By looking at the September 2010 supervisory matrix, FINRA would
conclude that Yancey was Johnson’s supervisor.

¢ Miller Testimony

Q And so you would agree with me that, just by looking at this document, FINRA
would conclude that Bill Yancey was Mike Johnson's supervisor, fair?
A l'would think that that's what they would think, yes.

(Hearing- Day 11, 2621:25-2622:6, Nov. 10, 2014)

¢ Hasty Testimony
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Q Look at Exhibit 201. So Exhibit 201 is an e-mail from Kim Miller to Ryan Sheridan
at FINRA. And it was Ms. Miller's job to provide to the regulators the information that
they were looking for, right?

A Yes.

Q And she was to provide them with the most complete, accurate information that was
available; isn't that correct?

A Yes.

Q Soif you would look at the fourth page of the letter. The letter says 3 and 4, No. 11,
it says: With respect to the period between May 1st, 2010 and August 31st, 2010,
provide a description of Penson's supervisory chain, identifying each supervisor's direct
reports as well as the individuals to which each supervisor reports. List the name and
title of each individual. And you would expect Ms. Miller to provide that information to
the FINRA examiner; isn't that right?

A  Yes.

Q What's she -- what is her answer there?

A Please refer to the attached supervisory matrix.

Q Okay. And let me ask you to look at the attached supervisory matrix, which is
Bates stamp 0261. Let me ask you to look at the top two sections there. You will see a
section for Bill Yancey, CEO, Penson Financial. Do you see Michael Johnson's name
under there?

A Yes. »

Q And if you go across, it says Pi org chart. Do you see the column that says Pi org
chart?

A Yes.

Q It says Pi org chart, Bill Yancey, it says regulatory supervisor, Bill Yancey. Do you
see that?

A Yes.

Q And then if you look at the -- at Mr. Pendergraft's section. Do you see?

A If's cut off on my screen a little bit, too. | can only see the first column. I'm sorry.
Say your question again.

Q Do you see Mr. Pendergraft's section?

A Yes.
Q Do you see Michael Johnson under that section?
A |donot.

Q You would agree with me that looking at this, a regulator would believe that Mr.
Yancey is Mr. Johnson's supervisor; isn't that correct?
A Yes.

(Hearing- Day 7, 1785:12-1787:12, Nov. 4, 2014)

¢ Poppalardo Testimony

Q So from at least May 31st, 2010 through November 2010, at least for that period of
time, you would agree with me that Penson is telling the regulators that -- that Mr.
Yancey is Mr. Johnson's supervisor?

A Yes.
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(Hearing- Day 8, 2015:1-2015:6, Nov. 5, 2014)

299. In September 2010, PFSI sent a copy of the supervisory matrix to an
examiner at the National Stock Exchange. In that supervisory matrix, Johnson was
listed under Yancey, and Yancey was designated as both Johnson’s regulatory
supervisory and his “Pi Org Chart® supervisor. Johnson was not listed under
Pendergraft.
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300. In October 2010, PFSI sent FINRA a copy of the supervisory matrix. In that
supervisory matrix, Johnson was listed under Yancey, and Yancey was designated as
both Johnson's regulatory supervisory and his “Pi Org Chart” supervisor. Johnson was
not listed under Pendergraft.

o Ex. 202 atpp. 1,430
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T 'Ng, Kai'[Kai.Ng@finra.org); Holly Hasty[HHasty@PENSON.COM]
Cc: 'thwild, Francine[Francine.tkwild@finra.org); 'McCluskey,
Patrick'[Patrick.McCluskey@finra.org]; "Martuscello, Christine’{Christine Martuscello@fi nra org}l; 'Sit,
JasonfJason.Sit@finra.org] -
From: Kimbery Miller
Sent Mon 10/11/2010 4:34:27 PM
Importance: Normial
Subject  RE: FINRA Matter ID: 20100219487 (NYSE Amex, BOX, PHLX, BATS)Penson Financlal
Sarvices, Inc.
WSP Matrix and Documesnts 2ip

Attached is Penson’s completad WSP Matrix and attachments for our upcoming Option Exam. Please feal free to
contact me w/any guestions.
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301. In November 2010, PFSI sent the Chicago Board of Options Exchange
(“CBOE"), which is one of the primary options exchanges in the United States, a
response to a CBOE inquiry which included a copy of the supervisory matrix. In that
supervisory matrix, Johnson was listed under Yancey, and Yancey was designated as
both Johnson’s regulatory supervisory and his “Pi Org Chart” supervisor. Johnson was
not listed under Pendergraft.

e Ex 205atpp. 1,15
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To: '‘Samardzija, Tanja[samardzija@cboe.com}; Kimberly Millerfkmiller @PENSON.COM]
From: Holly Hasty :

Sent: Mon 11/1/2010 4:24:01 PM

Importance: Normal

Subject RE: CBOE Sponsored Access Exam - Exam-In-Progress Report

Progress Report Reponse Letter FINAL.pdf

Penson Progress Report Response Documents.zip

Tanja,

Please find attached the Firm's response to the Progress Report. We have one
outstanding item that | expect to have the data for by no later than Thursday. All other
items have been provided. If you have any questions, please let me know.
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¢ Yancey Testimony

Q Do you know what CBOE is?

A ldo.

Q Whatis CBOE?

A Chicago Board of Options Exchange.

Q And what is the Chicago Board of Options Exchange?

It's -- it's one of the primary options exchanges in the United States.

>

(Hearing- Day 4, 972:2-972:9, Oct. 30, 2014)

302. By looking at the November 2010 supervisory matrix, CBOE would conclude
that Yancey was Johnson’s supervisor.

e Hasty Testimony

Q Let'slook at Exhibit 205. Exhibit 205, the top e-mail, that's from you; is that
correct?

A  Yes.

Q Andwhatisitto?

A Tanja Samardzija. Sorry, that was a terrible pronunciation.
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It's S-A-M-A-R-D-Z-I-J-A. And where does that person work?

CBOE.

And what's CBOE?

The Chicago Board Options Exchange.

And that's one of Penson's regulators; isn't that right?

A Yes.

Q And you send some documents along with your e-mail; is that correct?

A Yes. ' :
| Q Let look at the document that's labeled Bates number ending 8304, PFSI 1528304.
And do you recognize this as the supervisory matrix that we've been discussing?

[ do. '

And this is the document that you sent to the Chicago Board of Options Exchange?

I did.

And if you look at the section that is under Mr. Yancey's name --

Itis cut off on mine. '

We can get you a paper copy.

That's fine. | just wanted you to know | was going to turn my head. Yes.

So you Mr. Yancey's section?

Yes. _

Do you see Michael Johnson there?

Yes.

And if you read across that row that Mr. Johnson is in, what does it say under Pi org
art?

Bill Yancey.

And what does it say under regulatory supervisor?

Bill Yancey.

Do you see the section that belongs to Mr. Pendergraft?

Yes.

And do you see Mr. Johnson anywhere under that section?

No.

So you would agree with me that the Chicago Board of Options Exchange receiving
this document would understand that Mr. Yancey was Mr. Johnson's supervisor; isn't
that true?

A Yes.

OPOTrO

OPOPOPTPOPoLOPOPOTOITO>OP

(Hearing- Day 7, 1787:13-1789.14, Nov. 4, 2014)

303. In April 2011, PFSI sent a response to a CBOE inquiry. In that response,
PFSl instructed FINRA to reference the supervisory matrix for a description of
“regulatory supervisors.” In the attached supervisory matrix, Johnson was listed under
Yancey, and Yancey was designated as both Johnson’s regulatory supervisory and his
“Pi Org Chart” supervisor. Johnson was not listed under Pendergraft.

e Ex 175atpp.9, 10, 12
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Frome Kimberly Miller <kmiller@PENSON.COM>

Sent: Wednasday, April 20, 2011 833 AM

To: 'dailymonitoring@choe.com’

Subject: Penson Financial Services, Inc. - Associated Persons Exam Swesp

Attachmants CBOE Response 4-20-11.pdf; Registerad Representative Supervisory Matrix 4-2011 s

FAttached s Penson’s response to your 447 inquiry.
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iv.  Johnson was Unsupervised with Respect to Requlatory and Compliance
Issues.

304. After August 2008, Yancey did not exercise any supervision over Johnson
or PFSI’'s Stock Loan department.

¢ Yancey Testimony

| Q Okay. And after that time -- just to be sure the record's clear, after August of 2008,
as a practical matter, you did not supervise Mike Johnson?

A Correct.

Q And you did not supervise the Stock Lending group at PFSI?

A Because it was fully supervised by Phil Pendergraft.

Hearing- Day 4, 951:9-951:16, Oct. 30, 2014)

¢ De La Sierra Testimony

Q Mr. De La Sierra, | want to talk now for a minute about the interactions that you
observed between Mr. Yancey and Penson Financial's Stock Lendmg Did you
observe interactions there?

A Not much, no.

Q What do you mean by "not much"?

A | mean Bill would come by, you know, personally and say, "Hello" and "How are
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things going?" But, you know, checking in on how the business was doing, no.
Q You did not observe him checking on how the business was doing?
A No

(Hearing- Day 1, 220:15-221:1, Oct. 27, 2014)

e Johnson Testimony

Q Aliright. | want to talk now about your interaction, involvement with -- with Bill
Yancey, Mr. Yancey. Once you became head of Global Stock Lending, describe your
interactions, if any, with Mr. Yancey.

A | think limited.

(Hearing- Day 2, 529:19-529:23, Oct. 28, 2014)
Q And if | could ask you, who -- how often do you think Mr. Yancey stopped by to ask

about Stock Loan issues?
A Infrequently.

(Hearing- Day 2, 530:8-530:11, Oct. 28, 2014)

305. Yancey asked Johnson not to attend his weekly meetings once Johnson
was promoted to Senior Vice President.

s Johnson Testimony

1 Q Were you involved in meetings with Mr. Yancey after that time?

A No. No. Iwas notin-- | was asked not to attend the morning meetings once |
went to Global; however, Bill would stop by my office when he had Stock Loan issues
and ask me whatever those questions were.

Q Whois it that asked you not to attend the Monday morning meetings?

A Mr. Yancey.

(Hearing- Day 2, 529:24-530:7, Oct. 28, 2014)

306. Delaney was frustrated that Johnson did not attend the March 31, 2010
meeting with Yancey at which Rule 204 compliance was discussed, because “it was a
step that [he] was taking above and beyond [his] role as the Chief Compliance Officer
to try and facilitate some supervision discussion around what was happening at that
time.”

¢ Delaney Testimony

Q And at your third testimony, you said -- you were asked these questions and you
gave these answers:

"This is the meeting in response to the December 20097?"

"Yeah."

222



"So there was the original --"

{ Answer: "Yeah, there was the original meeting that we had -- Eric and | had with Bill.
And then in the spring of 2009, we had this larger --"

Question: "20107?"

Answer: "Oh, or -- I'm sorry. You're right 2010. We had this larger -- this larger
meeting with everyone, everybody there."

Question: "And all of this is in response to Alaniz's December 2009 3012 audit?"
Answer: "Yes, sir."

Question: "Of Rule 2047"

Answer: "Yes, sir"

Question: "Okay."

Answer: "So, interestingly, in that meeting though --"

Question: "The March?"

Answer: "The March 2009 larger meeting."

Question: "20107"

Answer: "I'm sorry. Thank you. March 2010 larger meeting. Mike Johnson wasn't
there, and | remember thinking that to be -- that to be somewhat" -- it says somewhere
-- "to be somewhere remarkable that we're holding a larger meeting and that he wasn't
there. | recall either Rudy or Brian being there. They weren't very participative in the
meeting. So there -- so there was -- | recall it being remarkable and, frankly, frustrating
that we had put this meeting together and Mike Johnson wasn't there, but that the
purpose of what that meeting was to make sure that while it wasn't necessarily my job
as the Chief Compliance Officer, it was a step that | was taking above and beyond my
role as the Chief Compliance Officer to try and facilitate some supervision discussion
around what was happening at that time."

Do you remember giving that testimony?

A | remember giving testimony.

(Hearing- Day 5, 1379:24-1381:15, Oct. 31, 2014)

307. PFSI disclosed to FINRA in March 2011 that it was violating Rule 204 by not
closing out until the afternoon of T+6.

o Ex 89atpp.31-32

13. Exception

The Fm'n was not compliance with Regulation SHO SEC Rule 204 {Close-Out Requiremerrt} and
NASD Conduct Rule 3010 {Supervision).
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With regords to the timing of long-sale doseouts, the Firm does not believe it & industry
practice to close out long soles prior to the market open on T+6. Not once has the Firm ever
had o borrow dosed out by o lending counterparty at the open. Conversely, the Firm’s
borrowlng countesparties will not accept o dossout price on a stock loan ot the market open.
Thus, the Firm executes dossouts versus long soles at the conclusion of the DTCC troding
window gt opproximately 3:00 EST daily, 0s is universally practiced. Closing out loons ot the
market open would put the Kirm at o competitive disadvantage ond ultimately hinder the
Firmy's ability to cover its customers” delivery obligotions.

308. Even though PFSI disclosed to FINRA in March 2011 that it was violating
Rule 204 by not closing out until the afternoon of T+6, and even though that sort of
information was information Yancey expected should have been brought to his
attention, Yancey did not learn of that practice until long after March 2011.

e Yancey Testimony

Q Okay. Okay. So sometime in the last quarter of 2011, you learned generally that
there may be a conflict between industry practice for closing out loans and Rule 204?
A Yes, generally.

Q Okay. Now, Mr. Yancey, whether -- well, let me take a step back. When you
learned that, did you know that in fact, Penson Financial Services was choosing to
follow industry practice rather than the law?

A No, sir.

(Hearing- Day 4, 940:9-940:19, Oct. 30, 2014)

I think what you said is that you did not learn about this at the time in March of 2011; is
that right?

A Yes. ,

1 Q The first time you learned about it, | think you said was long after that, right? A
| believe so. f

Q Sure. Let me ask you this. We can agree it was long after March 20117 A
Yes.

(Hearing- Day 7, 1923:17-1924:12, Nov. 4, 2014)

Q So the question here reads the same language. You-all are speaking about Exhibit
89. It says: To continue that paragraph, not once has the firm ever borrowed -- ever
had a borrower closed out by lending -- by a lending counterparty. Conversely, the
firm's borrowing counterparties will not accept a closeout price on a stock loan after
market open. Thus, the firm executes closeouts versus long sales at the conclusion of
the DTCC trading window at approximately 3:00 EST daily, as is universally practiced.
Closing out loans at the market open would put the firm at a competitive disadvantage,
and ultimately hinder the firm's ability to cover its customers' delivery obligations. Do
you see that?
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Answer: Yes.
Question: Did you understand in March 2011 that Penson saw a conflict between
industry practice and the requirements of Rule 204 and chose to follow industry
practice?
| Answer: | really didn't.

Question: Is this something you would have expected to be brought to your attention?
Answer: Yes. :
Did | read that correctly, Mr. Yancey?
A You did.

(Hearing- Day 7, 1925:21-1926:20, Nov. 4, 2014)

309. Pendergraft's primary interactions with Johnson and PFSI Stock Loan were
with respect to financing issues.

¢ De La Sierra Testimony

Q Mr. De La Sierra, did you observe any interactions between Mike Johnson and Phil
Pendergraft?

A Yes, l did.

Q Describe those interactions for us. What did you see them interacting about?

A If Phil came over, it would typically be about financing.

Q Anything else that you saw Mr. Johnson and Mr. Pendergraft interact about? A
| mean, | know that they interacted about compensation, but | didn't -- you know, |
wasn't involved in those.

Q Compensation for you and members of your team?

A Correct.

(Hearing- Day 1, 219:15-220:14, Oct. 27, 2014)

Q Okay. He would come by your area, meaning PFSl's Stock Loan?

A Correct. Phil Pendergraft would come by to our Stock Loan area.

Q Okay. How often would you say?

At depended on the financing need, but maybe a couple times a month.

A ltwasn't regular. You know, he didn't have a, you know, weekly stop by. So | can't
really put a number on it, but --

Q Would you say that this occurred, though, throughout the time period of 2008
through 20117

Yes.

Okay. Who would he talk with when he stopped by?

Primarily Mike Johnson.

Okay. Would he talk with anyone else?

Myself or Brian Hall.

What would he talk to you about?

If Mike wasn't there, generally speaking, any conversation | had with Phil was
going to be about financing.

>PO>POPO>
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(Hearing- Day 1, 284:9-285:12, Oct. 27, 2014)

Q Okay. What kind of questions would he ask?

A Just what was -- what was our liquidity; could we generate 50 million, 80 million;
how long terms of the - the trades.

Q Okay. Anything else?

A No.

(Hearing- Day 1, 285:20-285:25, Oct. 27, 2014)

Q Okay. Would Mr. Johnson ever tell you Phil's on my case about this or that?

A Yes.

Q And -- and what d:d he say?

A Just, Phil was always asking him about the financing and conduit, and the conduit
was in New York, the New York group.

(Hearing- Day 1, 288:9-288:15, Oct. 27, 2014)

e Yancey Testimony

Q And Mr. Pendergraft testified that he also had monthly business review meetings
or MBRs.

Yes.

And did Mr. Johnson make presentations in those MBRs?

He did.

And did you have occasion to know about his presentations of those MBRs?

| generally did not stay for his presentations at the MBR.

What did you hear about them?

That they were -- they discussed all aspects of the business, including PFSI
correspondent communications or PFSI challenges. But mostly about the financial
reporting that would go on and he would give financial reports, is my understanding, to
Phil about, you know, all of the -- all of the individual operating companies for which he
had a role.

>TOorOoror

(Hearing- Day 7, 1861:3-1861:20, Nov. 4, 2014)

310. In his 12 years working at PFSI and Penson Worldwide, Johnson received
only one review, and it was prior to 2008.

e Johnson Testimony

When you transitioned and became the head of Global Stock Lending, did you receive
any employee reviews?

A 1l worked at Penson for 12 years, | think, and I had one review.

Q And do you recall approximately when that review was, sir?

A Before 2008.
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(Hearing- Day 2, 526:13-526:20, Oct. 28, 2014)

311. Johnson was not generally kept in the loop on Penson matters.

e Johnson Testimony

Okay. Were you generally kept in the loop on decisions that Penson was making?
No. :

Is there any example of that?

Yes.

Could you describe those, please. ‘

One good example was the -- the merger or acquisition of Broad Ridge. There
were probably 80 people involved with that, and | was never told about it as a senior
VP in the holding company or a part of it. The day before that was announced, on a
Sunday, Dan Son came to my house and told me about it. | was never in the loop with
anything related to Penson matters. '

>POrOoro

(Hearing- Day 2, 527:2-527:14, Oct. 28, 2014)

312. No one at PFSI supervised Johnson or the PFSI Stock Lending department
with respect to regulatory or compliance issues.

o De La Sierra Testimony

Q Did you observe interactions between Mr. Johnson and Mr. Pendergraft on
operational issues?

A No.
Q How about compliance issues?
A No.

Q Did you observe interactions between Mr. Johnson and Mr. Pendergraft with
respect to anything regarding Reg SHO?

A No.
Q How about Rule 2047
A No.

(Hearing- Day 1, 219:15-220:14, Oct. 27, 2014)

Q Did you observe Mr. Yancey checking in on any operational issues of PFSI's Stock
Lending?

A No.

Q Did you observe Mr. Yancey checking in on any compliance issues with PFSI's
Stock Lending?

No.

Anything specific to Reg SHO?

No.

Anything specific to Rule 2047

OO >P
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A No.

(Hearing- Day 1, 221:2-221:11, Oct. 27, 2014)

313. After Johnson was transitioned to Senior Vice President for Global
Securities Lending, PFSI Stock Loan was essentially left alone from an oversight
perspective. .

e Johnson Testimony

| Let me ask you -- let me ask it this way: Do you recall the time when you transitioned

‘| from being a Penson Financial Services employee to a Penson Worldwide employee?
Do you generally remember that?

A Yes.

Q And describe for me, once that transition happened, the level of guidance or
oversight that others at Penson gave to the Stock Lending function at Penson Financial
Services.

A | think that Stock Loan was left alone from -- just left alone, and that when
executives or other individuals needed questions and answers on whatever subject
matter that fell into Stock Loan, they would ask them.

(Hearing- Day 2, 525:23-526:11, Oct. 28, 2014)

314. PFSI Stock Loan was unsupervised; the department had to “run on the fly
and make it.” v *

e Johnson Testimony

Q And do you recall in that testimony saying something to the effect of, with respect
to Penson Financial Services Stock Loan department, that there was no supervision,
so you had to run on the fly and make it?

A |--1--Tve never seen my transcript, so | don't know what | said.

Q Allright. Let me ask you, does that sound like an accurate description?

A Of?

Q Of the supervision of the Stock Lending department.

A  Yes.

(Hearing- Day 2, 530:18-531:4, Oct. 28, 2014)

315. Prior to the time that Rule 204T was implemented, Mike Johnson requested
a compliance person be assigned to the Stock Loan desk to assist with compliance
issues. That individual left before Rule 204T was implemented, and was not replaced.
Although several compliance personnel sat near the Stock Loan department, they were
there because of space issues and did not provide compliance-related guidance to

Stock Loan.

¢ De La Sierra Testimony
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Q ... lwant to talk now about interaction with the Compliance department and Stock
Lending at PFSI to the extent you observed it.
So was there any point in time where compliance was involved and embedded
with Penson Financial Stock Lending?
A Yes.
Q Tell us about that. _
A We had a -- Nick Russell worked for us in a compliance type role.
Q What do you mean "in a compliance type role"? What did Mr. Russell do? A
Well, Mike wanted -- Mike Johnson wanted a compliance person. He came from
compliance. He wanted that person on the desk. This was shortly before the naked
short rule, and Nick's role was handling that for us. He monitored the spreadsheets
and maintained those for the department to make sure that we were covering short
sales that we approved on that day since we now had to pre-borrow for those
securities.
Q And you said Mr. Russell came on board shortly before the naked short rule. Do
you recall approximately when that was?
A 2007 possibly, -6 maybe.
Q Okay. Do you recall -- well, let me ask it this way: Did Mr. Russell stay on Stock
Lending's desk?
A Hedid not.
Q Do you recall when he left?
A | don't know exactly when. He wasn't there when this -- when 204T went into
place, he was no longer with the department -- or with the firm.
Q So Mr. Russell left Penson Financial's Stock Lending department before Rule
204T came out; is that right?
A Correct.
Q Was Mr. Russell replaced?
A He was not.
Q Was there ever a point where personnel from Comphance sat near Stock Lending
at Penson Financial Services?

A Yes.
| Q Describe that for us.
A We had -- the room setup?
Q Yes,sir.
A Okay. So on a -- one side of our room, Mike had his office. He had a sliding
window and a door, so that was typically open. | was next to Mike. Next to my left was
Brian Hall. We faced Lindsey Wetzig, Terry Ray, Dawnia Robertson, Marc McCain,
Logan. Those are the operations. And then behind them was our two programmers,
Matt Battaini and Dave Chen, and Dave faced the three compliance people that were
in our group or in our area, | should say.
And who were those three compliance people?
Holly Hasty, Kim Miller and Aaron Mcinerney.
Do you know why Ms. Hasty, Ms. Miller and -- is it Ms. Mcilnerney?
Mr.
-- Mr. Mclnerney sat near Stock Lending?
I was told space.

OO PO
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Q Were they there for the same reason that Mr. Russell was there?

A No.

Q Did you routinely interact with the three people you named in terms of
compliance issues?

A No.

Q Did they routinely provide any sort of guidance on operational issues in
Stock Lending?

A No.

(Hearing- Day 1, 222:2-224:22  Oct. 27, 2014)

IV. THE DIVISION SEEKS REMEDIES AGAINST RESPONDENTS

316. Yancey currently worked in the broker-dealer industry as the managing
director of clearing and execution services. He continues to supervise staff.

¢ Yancey Testimony

All right. Mr. Yancey, do you currently still work in the broker-dealer industry?
Yes, | do.

What's your position? Generally, what do you do in the industry?

Clearing and execution services.

And do you have a title?

Managing director.

Managing director.

Do you supervise anyone?

A Two salespeople.

OrTOPO>XO

(Hearing- Day 4, 985:22-986:7, Oct. 30, 2014)

317. PFSI’s overall annual revenue was approximately $200 million to $250
million during the relevant time period.

e Yancey Testimony

A' | think that's a mistake. | think | - | have a better recollection now. 1 think the firm -

Q Go ahead. :
A 1t - | think the firm earned about $200 million in revenue annually, | believe. And |

think then, therefore, that it was great -- it was substantially higher than this amount.

(Hearing- Day 4, 981:12-981.18, Oct. 30, 2014)

¢ McCain Testimony

Q [I'msorry. My question was really about what's the total annual revenue of PFSI?
We can talk in a bit about the relationship to PWI.
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-] A Total revenue for PFSI was 240, 250, 250 million a year.

(Hearing- Day 9, 2164:9-2164:13, Nov. 6, 2014)

318. PFSI Stock Loan’s annual revenue was approximately in the range of $20
million to $25 million during the relevant time period, or approximately 10% of PFSI’s
total annual revenues.

e Ex 239atp.15149

lending client shares are often a significant source of their business revenues. The

Penzon Stock Loan Department generated average menthly revenues of $1.94 million,

or approximately $23 3 million per year, doring the period October 2008 to April 2012°

¢ McCain Testimony

Q Okay. What was the percentage of PFSI revenue that was made up of Stock Loan

or Stock Loan revenue?
A That's a hard question. My best recollection on that is that it was -- it varied from 7

to 10 percent.

(Hearing- Day 9, 2164:19-2164:24, Nov. 6, 2014)

319. Bonuses were calculated based on three components: performance of
Penson Worldwide, the overall corporate entity; performance of PFSI; and Yancey’s
personal goals.

¢ Yancey Testimony

Q Okay. Did you receive any bonuses when you were CEO at Penson Financial
Services?

At times.

Do you recall generally how the bonuses were calculated?

Bonuses were calculated, sort of, in three ways.

Okay. And what were those ways?

Corporate performance, how the whole company did in its entirety, and then
operating company performance, and then personal goals and objectives.

Q So those first two, do | understand right the first is Penson Worldwide's profitability,
right?

A That's right.

Q And when you say the "operating company," that's PFSI's profitability?

A Yes.

>Oo0ror
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| (Hearing- Day 4, 982:16-983:7, Oct. 30, 2014)

320. From 2008 through 2010, Yancey earned bonuses totaling between
approximately $300,000 to $1.2 million dollars.

s Yancey Testimony

{ Q In 2008, am | right that your bonus was somewhere greater than 100,000 and less
than 500,0007 Does that sound right?

A It's been six years. | think so.

Q [If it would be helpful just to refresh your recollection, Mr. Yancey, if you want to
look at your investigative testimony. And this will start on Page 29.

A Okay.

Q And I'm going to try to do this logically. | am looking at Line 10: "Question: Did
you receive any cash bonuses in 20087"

"Answer: Generally" -- excuse me. "l believe so0."

"Question: Generally how much were those bonuses?"

"Answer: | don't recall.”

"Question: Less than a million dollars?"

"Yes."

"Less than $500,0007"

"Yes."

"More than $100,000?"

"l think so0."

Does that refresh your recollection that the bonus would have been from -- a range
from somewhere more than 100,000 to less than 500,0007?

A Probably in that range.

Q How about 2009. Is that still the same range, somewhere between 100,000 and
500,0007? ;

A ljust don't have a clear recollection at all. ,

Q Let's again, take a look just to see if this helps, Mr. Yancey. If you turn back one
page, starting at the bottom of Page 28, Line 24.

"Question: Can you ballpark your 2009 bonus for me?"

"Answer: | can't.”

"Question: More than a million dollars?"

"No."

"More than $500,0007"

“No."

"More than $100,0007"

"] think so." ‘

Does that refresh your recollection that it was likely somewhere in the range of 100- to
$500,0007?

A Yes, | think probably in that range.

Q Okay. And then again, since you've got the document in front of you, I think I'm
doing this in the reverse order of your testimony. | apologize.

On Page 27, starting at Line 3, you were asked -- or excuse me. Your answer is:
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"20117 No. 2010, yes, | think s0."

"Question: So somewhere between 100 and 500 in 20107"

Your answer was, "Probably between one and two, | would estimate.” Does that help
refresh your recollection that in 2010, your bonus was between 100 and 200,0007?

A ldon'trecall, to be very honest. Perhaps.

(Hearing- Day 4, 983:8-985:18, Oct. 30, 2014)

Q ... [T]his investigative testimony that you ga\}e, this was back in, like, I believe it's
20- - January 2013, a littte more than a year ago.
| A Almost two.

| Q Alot--alot more than a year ago. And your memory was better in time back then
than it is now. Fair?
A Yes, sir.

/

(Hearing- Day 4, 980:11-980:19, Oct. 30, 2014)

321. From 2008 through 2011, Delaney earned bonuses totaling approximately
$40,000 dollars.

o Exhibit 224 (Delaney Investigative Testimony) atp. 12 -13

Q So the $20,000 figure just below the $50,000 figure on Exhibit 77, page three, that
was the annual salary, the annual bonus that Penson paid to you for fiscal year 2010.
Is that right?

A | think that's correct.

Q And the line below that, another approximately $20,000, was that for fiscal year
20097

A Correct.

(Delaney, Tom- INV vol |, 12:21-13:3, Apr. 4, 2012)

322. While Delaney claimed he was no longer acting as a Chief Compliance
Officer, his current employer testified that he is currently serving in that position.

¢ Delaney Testimony

Okay. Were you at one point the Chief Compliance Officer?

I was.

When did that change?

In June of this past year.

And do you have an understanding of why?

I do.

What's that understanding?

When -- when | received my Wells letter, that becomes a disclosure issue on your --
on your Form U4. And once | had disclosed it, or in advance of the disclosing of that, |
had a conversation with the management and leadership team at First Command. And

>OrXPO>PO>PO
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| we agreed thatin‘gorder‘t’q — which it would not just have been a personal disclosure, but
! also would: have been adisclos or First Command.
‘best that | step down as the Chief Gmphance Officer.

supervisor there at First Command’?

|A Hughézmp n

| (Hearing- Day 5, 1?*;21,2‘:205’?{2,1‘3;’:}5‘,;Oc{. 31, 2014)
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