SECURITIES AND EXCHANGE COMMISSION

This file is maintained pursuant to the Freedom of Information Act (5 U.S.C.
552). It contains a copy of each decision, order, rule or similar action of the
Commission, for July 2006, with respect to which the final votes of
individual Members of the Commission are required to be made available
for public inspection pursuant to the provisions of that Act.
Unless otherwise noted, each ofthe following individual Members of the
Commission voted affirmatively upon each action of the Commission shown
in the file:

CHRISTOPHER COX, CHAIRMAN
CYNTHIA A. GLASSMAN, COMMISSiONER
PAULS . ATKINS, COMMISSIONER
ROEL C. CAMPOS, COMMISSIONER
ANNETTE NAZARETH, COMMISSIONER

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
April 7,2006

IN THE MATTER OF
KSW INDUSTRIES, INC.

ORDER OF SUSPENSION
OF TRADING

File No. 500-1

It appears to the Securities and Exchange Commission ("Commission") that there is a
lack of current and accurate information concerning the securities of KSW Industries, Inc.
("KSW Industries") because of questions regarding the accuracy of assertions by KSW
Industries in statements made to investors concerning, among other things: (1 ) the identity of
KSW Industries' current chief executive officer and president; and (2) its business activities,
including a joint venture it purportedly entered into in or about November 2005, a letter of intent
it issued in or about February 2006, and negotiations it entered into in or about March 2006 to
license the company's purported EM-100 process.
The Commission is of the opinion that the public interest and the protection of investors
require a suspension of trading in the securities of the above-listed company.
Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act of
1934, that trading in the above-listed company is suspended for the period from 9:30a.m. EDT,
April 7, 2006 through 11 :59 p.m. EDT, on April21, 2006.
By the Commission.

Nancy M. Morris
Secretary

~= J. Lynn Taylor

Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
April 19, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12266

In the Matter of
ORDER INSTITUTING ADMINISTRATIVE
PROCEEDINGS PURSUANT TO SECTION
15(b) OF THE SECURITIES EXCHANGE
ACT OF 1934 AND SECTIONS 203(e) AND
203(f) OF THE INVESTMENT ADVISERS
ACT OF 1940

SHARON E. VAUGHN and
DIRECTORS FINANCIAL
GROUP, LTD.,
Respondents.

I.

The Securities and Exchange Commission (the "Commission") deems it appropriate and in
the public interest that public administrative proceedings be, and hereby are, instituted against
Directors Financial Group, Ltd. ("DFG") pursuant to Section 203(e) of the Investment Advisers
Act of 1940 (the "Advisers Act"), and against Sharon E. Vaughn pursuant to Section 15(b) of the
Securities Exchange Act of 1934 (the "Exchange Act") and Section 203(£) of the Advisers Act
(Vaughn and DFG referred to collectively as the "Respondents").

II.

After an investigation, the Division ofEnforcement alleges that:
1.
DFG is an investment adviser registered with the Commission since
December 1998. DFG is an Illinois corporation organized in 1992, with its principal place of
business in Lake Forest, Illinois. Vaughn is the sole owner ofDFG which she operates out of her
home. DFG also is the managing member of, and investment adviser to a private hedge fund,
Directors Performance Fund, LLC (the "Fund").
2.
Vaughn, age 63, resides in Lake Forest, Illinois. Vaughn is the President
and sole owner ofDFG which she runs out of an office in her home. As President ofDFG,
Vaughn provides investment advice and portfolio management services to high net worth
individuals and manages the investments of the Fund. Vaughn also has been a registered
representative with a broker-dealer, Milestone Financial Services, Inc., since May 5, 1999.
3.
On March 2, 2006, the Commission fil ed a Complaint in the United States
District Court for the Northern District ofillinois against Vaughn and DFG captioned Securities

'•

and Exchange Commission v. Sharon E. Vaughn and Directors Financial Group, Ltd., No. 06-C1135.
4.
The Commission's Complaint alleged, among other things, that, in the
course of investing $25 million of the Fund's assets in a fraudulent "Prime Bank" scheme, DFG
and Vaughn (a) made material misrepresentations to the Fund's investors regarding the Fund's
trading strategy, permitted investments, and risk of loss, (b) did not properly investigate the
Trading Program investment before committing the Fund's assets, (c) failed to disclose material
facts to investors regarding their investments, including the nature and structure of the Fund's
investment in the fraudulent scheme, and (d) produced inaccurate records to, and withheld other
records from, the Commission's exam staff during the Commission's examination ofDFG. Based
on those allegations, the Complaint asserted that Vaughn and DFG violated Section 17(a) of the
Securities Act of 1933 (the "Securities Act"), Section lO(b) of the Exchange Act and Rule 10b-5
thereunder, and Sections 206(1) and 206(2) of the Advisers Act. It also asserted that DFG, aided
and abetted by Vaughn, violated Section 204 of the Advisers Act and Rule 204-2 thereunder.
5.
On March 2, 2006, the Court entered an order that, among other things,
permanently enjoined Vaughn and DFG from violating Section 17(a) of the Securities Act,
Section 10(b) ofthe Exchange Act and Rule lOb-5 thereunder, and Sections 206(1) and 206(2) of
the Advisers Act. The Court's March 2 order also enjoined DFG from violating, and Vaughn
from aiding and abetting any violation of, Section 204 of the Advisers Act and Rule 204-2
thereunder. In a written consent, Vaughn and DFG agreed to the entry of the order of permanent
injunction.

III.
In view of the allegations made by the Division of Enforcement, the Commission deems it
necessary and appropriate in the public interest that public administrative proceedings be instituted
to determine:

A.
Whether the allegations set forth in Section II are true and, in connection therewith,
to afford Respondents an opportunity to establish any defenses to such allegations; and
B.
What, if any, remedial action is appropriate in the public interest against DFG
pursuant to Section 203(e) of the Advisers Act and against Vaughn pursuant to Section 15(b) of the
Exchange Act and Section 203(f) of the Advisers Act.

IV.
IT IS ORDERED that a public hearing for the purpose of taking evidence on the questions
set forth in Section III hereof shall be convened at a time and place to be fixed, and before an
Administrative Law Judge to be designated by further order as provided by Rule 110 of the
Commission's Rules of Practice, 17 C.F.R. § 201.110.
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IT IS FURTHER ORDERED that Respondents shall each file an Answer to the allegations
contained in this Order within twenty (20) days after service of this Order, as provided by Rule 220
of the Commission's Rules ofPractice, 17 C.F.R. § 201.220.
If a Respondent fails to file the directed answer, or fails to appear at a hearing after being
duly notified, that Respondent may be deemed in default and the proceedings may be determined
against that Respondent upon consideration of this Order, the allegations of which may be deemed
to be true as provided by Rules 155(a), 220(±), 221(±) and 310 of the Commission's Rules of
Practice, 17 C.F.R. §§ 201.155(a), 201.220(±), 201.221(±) and 201.310.
This Order shall be served forthwith upon Respondents personally or by certified mail.
IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 210 days from the date of service of this Order, pursuant to Rule 360(a)(2) of
the Commission's Rules of Practice.
In the absence of an appropriate waiver, no officer or employee of the Commission engaged
in the performance of investigative or prosecuting functions in this or any factually related
proceeding will be permitted to participate or advise in the decision of this matter, except as witness
or counsel in proceedings held pursuant to notice. Since this proceeding is not "rule making" within
the meaning of Section 551 of the Administrative Procedure Act, it is not deemed subject to the
provisions of Section 553 delaying the effective date of any fmal Commission action.

By the Commission.

Nancy M. Morris
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 53801 I May 15, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12294

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS

In the Matter of
DONNA YEAGER and
ROBERT YEAGER,
Respondents.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 ("Exchange Act") against Donna Yeager
("D.Yeager") and Robert Yeager ("R.Yeager") (collectively "Respondents").
II.

In anticipation of the institution of these proceedings, Respondents have submitted Offers
of Settlement (the "Offers") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over them and the subject matter of these
proceedings, and the findings contained in Section III.3 below, which are admitted, Respondents
consent to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions
("Order"), as set forth below.

III.
On the basis of this Order and Respondents' Offers, the Commission finds that:
1.
D.Yeager is the president of American Enterprises, Inc. ("American Enterprises"), a
broker-dealer not registered with the Commission. D.Yeager, 42 years old, is a resident of
Hahnville, Louisiana.
2.
R.Yeager is the sole shareholder and a director of American Enterprises, a brokerdealer not registered with the Commission. R.Yeager, 63 years old, is a resident of Hahnville,
Louisiana.
3.
On April20, 2006, a final judgment was entered by consent against D.Yeager and
R.Yeager, permanently enjoining them from future violations of Sections 5 and 17(a) of the
Securities Act of 1933 ("Securities Act"), Sections 10(b) and 15(a) of the Exchange Act and Rule
1Ob-5 thereunder, in the civil action entitled Securities and Exchange Commission v. American
Enterprises, Inc., et al., Civil Action Number 06-20975-CIV-Huck/Simonton, in the United States
District Court for the Southern District of Florida.
4.
The Commission's complaint alleged that, since at least 1998, and in connection
with the offer and sale ofunregistered securities in the form of investments in various
entertainment ventures, D.Yeager and R.Yeager misrepresented, among other things, the amount,
risk and source of investor returns, the existence and amount of sales commissions, and otherwise
engaged in a variety of conduct which operated as a fraud and deceit on investors.

IV.
In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondents' Offers.
Accordingly, it is hereby ORDERED:
Pursuant to Section 15(b)(6) ofthe Exchange Act, that Respondents D.Yeager and R.Yeager
be, and hereby are barred from association with any broker or dealer.
Any reapplication for association by the Respondents will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondents, whether or not the Commission has fully or
partially waived payment of such disgorgem~nt; (b) any arbitration award related to the conduct
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that served as the basis for the Commission order; (c) any self-regulatory organization arbitration
award to a customer, whether or not related to the conduct that served as the basis for the
Commission order; and (d) any restitution order by a self-regulatory organization, whether or not
related to the conduct that served as the basis for the Commission order.

By the Commission.

Nancy M. Morris
Secretary

By: Jn Lynn Taylor
Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

May 19,2006

In the Matter of
ORDER OF SUSPENSION OF TRADING
China Energy Savings Technology,
Inc.,
File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of China Energy Savings Technology, Inc.
("China Energy"), a Nevada corporation headquartered in Hong Kong.

The Commission is concerned that certain China Energy affiliates and shareholders may
have unjustifiably relied upon Rule 144 of the Securities Act of 1933 ("Securities Act") in
conducting an unlawful distribution of securities that failed to comply with the resale restrictions
of Rule 144 of the Securities Act. The Commission is also concerned that China Energy may
have unlawfully relied upon Form S-8 of the Securities Act to issue unrestricted securities.
Questions also have arisen regarding the accuracy and completeness of information
contained in China Energy' s public filings with the Commission concerning, among other things,
statements regarding the company's shareholder base.
The Commission is of the opinion that the public interest and the protection of investors
require a suspension oftrading in the securities of the above-listed company.
Therefore, it is ORDERED, pursuant to Section 12(k) of the Securities Exchange Act of
1934, that trading in the above-listed company is suspended for the period from 12:01 a.m. EDT,
May 19, 2006, through 11:59 p.m. EDT, on June 2, 2006.

By the Commission.
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Nancy M. Morris
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
June 26, 2006

IN THE MATTER OF
Rudy 45

ORDER OF SUSPENSION
OF TRADING

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities ofRudy 45 ("RDYF") because
the company has failed to make required periodic corporate filings and/or has made
inadequate or incomplete periodic corporate filings since December 2004, because of
questions raised regarding the accuracy and adequacy of publicly disseminated
information concerning, among other things, an acquisition announced by Rudy 45, and
because of possible manipulative conduct occurring in the market for the company's
stock.

The Commission is of the opinion that the public interest and the protection of
investors require a suspension of trading in the securities of the above-listed company.
Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act
of 1934, that trading in the above-listed company is suspended for the period from 9:30
a.m. EDT, on June 26, 2006 through 11:59 p.m. EDT, on July 10, 2006.

By the Commission.

~)l1~,( ti;f//1 M4v~6,
Nancy M. Morris
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 54093 I July 3, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12354
ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS

In the Matter of
IRVING J. STITSKY,
Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 ("Exchange Act") against Irving J. Stitsky
("Stitsky" or "Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over him and the subject matter of these
proceedings, and the findings cont~ined in Section III.C. and III.E. below, which are admitted,
Respondent consents to the entry or this Order Instituting Administrative Proceedings Pursuant to
Section 15(b) of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial
Sanctions ("Order"), as set forth below.

III.
On the basis of this Order and Respondent's Offer, the Commission finds that
A.

Respondent, 61 years old, is a resident ofBayside, New York.

B.
Respondent participated in offerings of Detour Magazine, Inc., Tri-Corn
Technology Group, Inc., Wineco Productions, Inc. and Fidelity Capital Group Holdings, Inc.
stocks, which were penny stocks.
C.
On June 11, 2005, a final judgment was entered by consent against Stitsky,
permanently enjoining him from future violations of Section 17(a) of the Securities Act of 1933
("Securities Act"), Section 10(b) ofthe Exchange Act and Rule 10b-5 thereunder, and Rule 102 of
Regulation M, in the civil action entitled Securities and Exchange Commission v. Vincent
Napolitano, et al. , Civil Action Number 9:99-CV-04807, in the United States District Court for the
Eastern District ofNew York. Stitsky was also ordered to disgorge $441 ,583.48 together with
prejudgment interest in the amount $172,953.43 and to pay a civil penalty of$110,000.
D.
The Commission's complaint alleged that, beginning in 1997, Stitskyprofited from
the sale of large blocks of rnicrocap stock in a pump and dump scheme. Stitsky received large
blocks of rnicrocap stock from issuers as compensation for promoting those stocks in an Internet
based newsletter. Stitstky sold the stocks he promoted while recommending newsletter subscribers
purchase the stock. Through this conduct, the complaint alleged, Stitsky violated the antifraud
provisions of the Securities Act and the Exchange Act.
E.
On February 26, 2002, Stitsky pled guilty to one count of conspiracy to commit
securities fraud in violation of Title 18 United States Code, Section 371 before the United States
District Court for the Eastern District of New York, in United States v. Irving J. Stitsky , Crirn.
Information No. CR 99-755. Ajudgment in the criminal case was entered against Stitsky. He was
sentenced to a prison term of 33 months followed by three years of supervised release.
F.
The count of the criminal information to which Stitsky pled guilty alleged, inter
alia, that Stitsky conspired to defraud investors and obtained money and property by means of
materially false and misleading statements in connection with the purchase or sale of securities.
The facts underlying Respondent's criminal conviction are the same as those alleged in the
Commission's complaint.
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IV.
In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Stitsky's Offer.

Accordingly, it is hereby ORDERED:
Pursuant to Section 15(b)(6) of the Exchange Act, Respondent be, and hereby is, barred
from participating in any offering of a penny stock, including: acting as a promoter, finder,
consultant, agent or other person who engages in activities with a broker, dealer or issuer for
purposes of the issuance or trading in any penny stock, or inducing or attempting to induce the
purchase or sale of any penny stock.
By the Commission:

~/WJJ!W:J

Nancy M. Morris
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 5, 2006

IN THE MATTER OF

ADZONE RESEARCH, INC.

ORDER OF SUSPENSION
OF TRADING

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of AdZone Research, Inc.
("AdZone"), a Delaware corporation headquartered in Calverton, New York. Questions
have arisen regarding the accuracy of assertions by AdZone, and by others, in press
releases and internet postings to investors concerning, among other things: (1) the
company's contracts with two non-profit organizations, (2) the nature and extent of the
orders that the company has received for the sale of licenses of its software products, and
(3) the company's recent contributions to its employee Incentive Stock Plan.

The Commission is of the opinion that the public interest and the protection of
investors require a suspension of trading in the securities of the above-listed company.
Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act
of 1934, that trading in the above-listed company is suspended for the period from 9:30
a.m. EDT, July 5, 2006, through 11:59 p.m. EDT, on July 18, 2006.

By the Commission.

rv~~

Nancy M. Morris
Secretary

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 5, 2006
Administrative Proceeding
File No. 3-12355

In the Matter of
VERIT AS FINANCIAL ADVISORS,
LLC, VERITAS ADVISORS, INC.,
PATRICKJ. COX and
RITA A. WHITE,
Respondents.

)
)
)
)
)
)
)
)
)
)

ORDER INSTITUTING PUBLIC
ADMINISTRATIVE AND CEASE-ANDDESIST PROCEEDINGS AND
NOTICE OF HEARING PURSUANT TO
SECTION 21C OF THE SECURITIES
EXCHANGEACTOF1~4AND

SECTIONS 203(e), 203(f) AND 203(k)
OF THE INVESTMENT ADVISERS
ACT OF 1940

I.
The Securities and Exchange Commission ("Commission") deems it appropriate and in
the public interest that public administrative and cease-and-desist proceedings be instituted
against: Veritas Financial Advisors, LLC, pursuant to Sections 203(e) and 203(k) of the
Investment Advisers Act of 1940 ("Advisers Act"); Veritas Advisors, Inc. , pursuant to Section
21 C of the Securities Exchange Act of 1934 ("Exchange Act") and Sections 203( e) and 203(k) of
the Advisers Act; Patrick J. Cox, pursuant to Section 21 C of the Exchange Act and Sections
203(f) and 203(k) ofthe Advisers Act; and Rita A. White, pursuant to Section 21C ofthe
Exchange Act and Section 203(f) ofthe Advisers Act.

II.
After an investigation, the Division ofEnforcement alleges that:
A.

RESPONDENTS

1.
Veritas Financial Advisors, LLC ("Veritas Financial"), a Massachusetts limited
liability company, is located in Boston, Massachusetts. Veritas Financial was formed on or about
January 30, 2004, and it has been registered with the Commission as an investment adviser
pursuant to Section 203(a) of the Advisers Act since on or about March 4, 2004.
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2.
Veritas Advisors, Inc. ("Veritas Advisors"), a Massachusetts corporation, is
located in Boston, Massachusetts. Veritas Advisors was formed on or about November 2, 1993,
and was registered with the Commission as an investment adviser pursuant to Section 203(a) of
the Advisers Act from at least August 31, 1998 through July 31,2001, when the Commission
canceled its registration because Veritas Advisors ceased making requisite filings with the
Commission. Thereafter and through at least April 2005, Veritas Advisors continued to be an
investment adviser within the meaning of Section 202(a)(ll) of the Advisers Act.
3.
Patrick J. Cox ("Cox"), age 50, resides in Wellesley, Massachusetts. Cox has
been the sole owner and principal of both Veritas entities since their formation, and at all
·relevant times he was a person associated with an investment adviser pursuant to Section
202(a)(17) of the Advisers Act. He is a licensed Certified Public Accountant in the State of
Ohio, although his license is inactive.
4.
Rita A. White ("White"), age 37, resides in Boston, Massachusetts. Between at
least January 1999 and March 2005, White was an employee ofVeritas Advisors who performed
bookkeeping and other administrative tasks. At all relevant times, White was a person associated
with an investment adviser pursuant to Section 202(a)(17) of the Advisers Act.
B.

FACTS
Summary

5.
This matter involves fraudulent schemes through which Veritas Advisors, Cox
and White collectively misappropriated at least $2,500,000 from a female client, currently age 57
and residing in Brookline, Massachusetts, who sought Veritas Advisors' services as she was
going through a divorce and looking for someone she could trust to manage her financial affairs
(the "Client"). From at least March 1998 through March 2005, Cox made unauthorized transfers
of at least $1,200,000 from at least three of the Client's bank or investment accounts to himself
or to Veritas Advisors. From at least January 1999 through March 2005, White misappropriated
at least $1,300,000 from at least one of the Client's bank accounts for her own use.
6.
Both Veritas entities, which were controlled solely by Cox at all relevant times,
also fraudulently failed to disclose their precarious financial condition to clients, and they did not
maintain certain required books and records for investment advisers. Veritas Advisors also did
not maintain proper custody of client funds.
7.
As a result of the foregoing conduct, Veritas Financial, Veritas Advisors, Cox and
White variously willfully violated or willfully aided and abetted and caused violations of the
antifraud and other provisions of the Exchange Act and Advisers Act.
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The Veritas Entities and Their Investment Advisory Services

8.
From its formation on or about November 2, 1993 until it ceased operating in or
about April 2005, Veritas Advisors continuously provided a range of financial and investment
advisory services to clients, which included tracking client investments, advising clients on the
tax consequences of investments, selecting, interacting with and evaluating investment managers,
paying bills for clients, tax return preparation and tax and estate planning. In the course of
providing these services, Cox, as Veritas Advisors' principal, had varying amounts of discretion
over client bank and brokerage accounts, including, in some cases, authority to transfer funds
from client accounts and purchase or sell securities in client accounts.
9.
During the foregoing period, Cox informed Veritas Advisors clients about several
investment opportunities in which the clients ultimately invested, including a venture operated by
Cox's brother to market instructional golf videotapes, and two hedge funds managed by a college
acquaintance of Cox. Some clients discussed potential investments with Cox, as Veritas
Advisors' principal, while other clients sought investment advice from Cox.
10.
During the foregoing period, clients compensated Veritas Advisors by paying a
flat fee for all of its services.
11.
In October 1998, the Securities Division of the Secretary of the Commonwealth of
Massachusetts ("Securities Division") entered a consent order against Veritas Advisors and Cox,
which found that, from 1994 through 1998, Veritas Advisors and Cox had provided investment
advisory services while not being registered as investment advisers. The Securities Division
censured them, required them to register with the Securities Division and the Commission, and
ordered V eritas Advisors to pay back registration fees and administrative costs.
12.
On or about August 31, 1998, Veritas Advisors registered with the Commission as
an investment adviser (SEC File Number 801-55833).
13.
After 1999, Veritas Advisors ceased making the filings with the Commission
which were necessary to maintain its registration as an investment adviser. The Commission
canceled Veritas Advisors' investment adviser registration on or about July 31, 2001. Thereafter
and through at least April2005, Veritas Advisors continued to provide the same investment
advisory services to clients as described above, and Cox, as Veritas Advisors' principal, had
equal or greater discretion over client bank and brokerage accounts.
14.
On or about January 30, 2004, Cox fom1ed Veritas Financial as an investment
advisory business. Veritas Financial registered with the Commission as an investment adviser on
or about March 4, 2004 (CRD Number 130614; SEC File No. 801-62868). It has not withdrawn
its registration to date, although it has not made requisite filings with the Commission since at
least March 31, 2005.
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15 .
Between at least January 30, 2004 and March 31 , 2005 , the Veritas entities had
some common clients and personnel and provided similar services, and, by their own terms, the
code of ethics and compliance manual that Veritas Financial adopted in or about October 2004
also applied to Veritas Advisors employees.
16.
On or about March 31,2005, all employees ofVeritas Advisors and Veritas
Financial, excluding Cox, resigned.
Misappropriation of Client Funds by Veritas Advisors and Cox

17.
Between at least March 1998 and March 2005, there were more than fifty
unauthorized transfers of cash, totaling at least $1 ,200,000, from at least three ofthe Client's
bank or investment accounts to Veritas Advisors and Cox. These transfers are listed in Exhibit
A.

18.
The majority of the unauthorized transfers to Veritas Advisors and Cox occurred
through checks drawn on the Client's personal checking account ("checking account"), and
deposited into either the Veritas Advisors operating account or Cox ' s personal checking account.
Most of the checks were "signed" with a stamp copy of the Client's signature ("signature
stamp"). The Client had arranged for Veritas Advisors to pay her household expenses from her
checking account, and Veritas Advisors kept the signature stamp at its offices for that purpose.
In some cases, Cox, who was a signatory on the Client's checking account, signed the checks.
19.
A few of the unauthorized transfers to Veritas Advisors and Cox were made by
wire, as reflected in Exhibit A. The wire transfers originated from one of three of the Client's
accounts - her checking account, an investment account and, in one instance, a charitable
remainder trust account. These transfers occurred pursuant to written requests from Veritas
Advisors that were signed by Cox.
20.
The Client's investment account ("bond account") consisted of bonds that had to
be sold in order to generate cash. During the relevant period, there were at least monthly
transfers of cash from the Client's bond account (following the sale of bonds) to her checking
account. These transfers all were made by wire at the direction of Veritas Advisors, and Cox
signed the wire transfer requests. Cox knew of these transfers and also knew that bonds in the
bond account had to be sold in order to generate the cash that was transferred to the checking
account and, in some cases, directly to Veritas Advisors and Cox .
21.
At all relevant times, Cox continuously withdrew funds from the Veritas Advisors
operating account by making checks payable to himself and depositing them into his personal
checking account. Therefore, Cox personally benefitted from at least some of the cash transfers
from the Client' s accounts to Veritas Advisors.
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22.
The Client did not authorize the transfers to Veritas Advisors and Cox that appear
on Exhibit A. Although Cox had limited authority to transfer funds from the Client's accounts
(~,for the payment of her household expenses), he could not use that authority to transfer
funds for his personal benefit or that ofVeritas Advisors.
23.
During most, if not all, of the foregoing period, the Veritas entities and Cox were
experiencing significant financial problems that were reasonably likely to impair their ability to
provide services to clients and that should have been disclosed to clients pursuant to Rule 206( 4)4 of the Advisers Act but were not disclosed. For example, Veritas Advisors' rent for the office
space it leased was often in arrears. There also were numerous cash shortfalls in the Veritas
Advisors operating account. Veritas Advisors did not have sufficient funds to pay the salaries of
its employees for March 2005. Veritas Financial similarly was thinly capitalized and relied on
Veritas Advisors to pay all of its expenses, including filing fees for its registration with the
Commission as an investment adviser. Veritas Advisors and Cox misappropriated funds from
the Client to alleviate these and other financial problems.
Misappropriation of Client Funds bv White

24.
Between at least January 1999 and March 2005, White misappropriated at least
$1 ,300,000 from the Client.
25.
During the foregoing period, White used an average of at least five checks per
month from the Client's checking account for the payment of her own personal expenses. White
used many of the checks for the payment of her credit card balances. In tum, White routinely
used these credit cards to purchase jewelry, designer clothing and handbags, home improvement
items and other non-essential items. White made other of the Client's checks payable directly to
herself and deposited these checks into White's personal checking account.
26.
All of the above checks, whether to White or her credit card companies, were
"signed" with the Client's signature stamp. At all relevant times, White handled bill payment for
Veritas Advisors clients who used that service, including the Client, and White had access to the
Client's checks and signature stamp. The Client did not authorize White's use of the signature
stamp or checks from the Client's account for White's benefit or for the payment of White's
expenses.
27.
White concealed her unauthorized use of the Client's checks by making entries in
an electronic register for the Client's checking account, which White maintained, appear as
though these checks were being used to pay the Client's legitimate expenses. For example, many
ledger entries erroneously reflect that certain payments, which actually were made to White's
credit card companies, were made to one of the Client's credit card companies. Other ledger
entries corresponding to checks made payable to White or her credit card companies incorrectly
describe the payments as being donations to charitable organizations. Moreover, in or about
March and/or April 2005, after the Enforcement Division's investigation began and she became
5

aware of the investigation, White altered additional entries in the electronic register in a fmiher
attempt to conceal her unlawful activities.
28.
As noted above, during the relevant period, there were at least monthly transfers
of cash from the Client 's bond account (following the sale ofbonds) to the Client's checking
account. White knew about these transfers and also knew that bonds in the bond account had to
be sold in order to generate the cash that was transferred to the checking account, where it was
misappropriated by White. White fax ed wire transfer requests from Veritas Advisors to the
bank, and the bank then notified White once the transfers occurred . White also recorded the
transfers from the bond account to the checking account in the transaction register for the
Client's checking account.
Books and Records and Other Violations

29.
Between at least March 1998 and April2005, the Veritas entities, which were
controlled by Cox, did not maintain certain required books and records for investment advisers,
including a general ledger and financial statements, pursuant to Rules 204-2(a)(2) and (6) of the
Advisers Act.
30.
Between at least March 1998 and April2005, Veritas Advisors, which was
controlled by Cox, did not comply with the custody requirements of Rule 206(4)-2 of the
Advisers Act. For many clients, Cox, as Veritas Advisors' principal, had discretion over client
accounts, including limited authority to transfer funds from client accounts and sell bonds in
client accounts. Veritas Advisors also received copies of clients' brokerage and bank account
statements. However, Veritas Advisors did not send account statements to clients as often as
required by the custody rule, if at all. Veritas Advisors also kept physical stock certificates at its
offices, instead of with a qualified custodian, as required by the rule.
31.
Between at least July 31, 2001, when it ceased being registered with the
Commission as an investment adviser, and April2005, Veritas Advisors, which was controlled
by Cox, was in the business of providing investment advice for compensation without being
registered with the Commission as required by Section 203(a) of the Advisers Act and rules
thereunder. During the forego ing period, Veritas Advisors had at least fifteen clients and at least
$25,000,000 in assets under management, and no statutory exemptions from the registration
requirement or prohibitions on registration applied.
C.

VIOLATIONS
Exchange Act Violations

32.
As a result of the conduct described above, Respondents Veritas Advisors, Cox
and White willfully violated Section 10(b) of the Exchange Act and Rule 10b-5 thereunder,
which prohibit fraudulen t conduct in connection with the purchase or sale of securities. By
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misappropriating funds from the Client's accounts, Veritas Advisors, Cox and White all engaged
in fraud in violation of these provisions.
33 .
As a result of the conduct described above, Respondent Cox willfully aided and
abetted and caused Veritas Advisors ' violations of Section lO(b) ofthe Exchange Act and Rule
1Ob-5 thereunder by effectuating unauthorized transfers of cash from the Client's accounts to
Veritas Advisors and/or himself.
Advisers Act Violations-Antifraud Provisions
34.
As a result of the conduct described above, Respondents Veritas Advisors and
Cox willfully violated Sections 206(1) and 206(2) of the Advisers Act. Section 206(1) of the
Advisers Act prohibits an investment adviser from, directly or indirectly, employing any device,
scheme or artifice to defraud any client or prospective client. Section 206(2) of the Advisers Act
prohibits any transaction, practice or course of business which operates as a fraud or deceit upon
any client or prospective client. Veritas Advisors was an investment adviser at all relevant times
and owed a fiduciary duty to its clients, including the Client. By making unauthorized transfers
of cash from the Client's accounts, Veritas Advisors, acting through Cox, breached its fiduciary
duty and willfully violated Sections 206(1) and 206(2). Veritas Advisors is liable for Cox's
misappropriation of funds from the Client's accounts because Cox's know ledge, intent and
conduct can be imputed to Veritas Advisors. Cox is directly liable for primary violations of
Sections 206(1) and 206(2) for his misappropriation of funds from the Client.
35 .
As a result of the conduct described above, Respondent Cox willfully aided and
abetted and caused Veritas Advisors' violations of Sections 206(1) and 206(2) of the Advisers
Act by effectuating unauthorized transfers of cash from the Client's accounts to Veritas Advisors.
36.
As a result of the conduct described above, Respondents V eritas Financial and
Veritas Advisors, acting through Cox, willfully violated Section 206(4) of the Advisers Act and
Rule 206(4)-4 thereunder. Section 206( 4) of the Advisers Act prohibits investment advisers from
engaging in acts, practices or courses ofbusiness which are fraudulent, deceptive or
manipulative, as defined by mles and regulations thereunder. Rule 206(4)-4 requires investment
advisers registered or required to be registered with the Commission to disclose to clients all
material facts with respect to financial conditions that are reasonably likely to impair the
adviser's ability to meet contractual commitments to clients if the adviser has discretionary
authority or custody over client funds or securities. The Veritas entities met these criteria and
had financial difficulties, known to Cox, which should have been disclosed to clients but were
not disclosed.
37 .
As a result of the conduct described above, Respondent Veritas Advisors, acting
through Cox, willfully violated Section 206(4) ofthe Advisers Act and Rule 206(4)-2 thereunder.
Rule 206(~)-2 imposes requirements upon investment advisers registered or required to be
registered with the Commission concerning custody of client funds or securities. Veritas
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Advisors did not send required quarterly account statements to at least some clients, and it
maintained physical custody of client stock certificates, which instead should have been placed
with a qualified custodian.
38.
As a result of the conduct described above, Respondent Cox willfully aided and
abetted and caused the Veritas entities' various violations of Section 206(4) of the Advisers Act
and Rules 206( 4)-2 and 206( 4)-4 thereunder.
Oth er Advisers Act Viol ations

39.
As a result of the conduct described above, Respondent Veritas Advisors, acting
through Cox, willfully violated Section 203(a) of the Advisers Act, which prohibits investment
advisers from making use of the mails or any means or instrumentality of interstate commerce in
connection with their business as investment advisers unless they are registered with the
Commission. Veritas Advisors ceased being registered as an investment adviser after July 31,
2001, but thereafter and until at least April2005, it continued to be an investment adviser and to
make use of the mails and the means or instrumentalities of interstate commerce in connection
with its business as an investment adviser. No statutory exemptions to the registration
requirement of Section 203(a), or prohibitions on registration, applied during the relevant period.
40.
As a result of the conduct described above, Respondents Veritas Financial and
Veritas Advisors, acting through Cox, willfully violated Section 204 of the Advisers Act and
Rule 204-2 thereunder. Rule 204-2 requires investment advisers registered or required to be
registered with the Commission to maintain and preserve certain books and records, including a
general ledger pursuant to Rule 204-2(a)(2) and financial statements pursuant to Rule 2042(a)(6), which the Veritas entities lacked.
41.
As a result of the conduct described above, Respondent Cox willfully aided and
abetted and caused the Veritas entities' various violations of Section 203(a) of the Advisers Act
and Section 204 of the Advisers Act and Rule 204-2 thereunder.
III.
In view of the allegations made by the Division of Enforcement, the Commission deems
it necessary and appropriate in the public interest that public administrative and cease-and-desist
proceedings be instituted to determine:
A.
Whether the allegations set forth in Section II are true, and to afford the
Respondents an opportunity to establish any defenses to such allegations;

B.
Whether, pursuant to Section 21C(a) of the Exchange Act, Respondents Veritas
Advisors, Cox and White should be ordered to cease and desist from committing or causing
violations and any future violations of Section 1O(b) of the Exchange Act and Rule 1Ob-5
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thereunder, and whether they should be ordered to pay disgorgement plus prejudgment interest,
pursuant to Section 21 C( e) of the Exchange Act;
C.
Whether, pursuant to Section 203(k)(l) of the Advisers Act, Respondents Veritas
Advisors and Cox should be ordered to cease and desist from committing or causing violations
and any future violations of Sections 203(a), 206(1), 206(2) and 206(4) ofthe Advisers Act and
Rule 206( 4)-2 thereunder;
D.
Whether, pursuant to Section 203(k)(l) of the Advisers Act, Respondents Veritas
Financial, Veritas Advisors and Cox should be ordered to cease and desist from committing or
causing violations and any future violations of Section 204 of the Advisers Act and Rule 204-2
thereunder and Section 206( 4) of the Advisers Act and Rule 206( 4)-4 thereunder;
E.
What, if any, remedial action is necessary and appropriate in the public interest
against Respondent Veritas Advisors, pursuant to Sections 203( e) and 203(k) of the Advisers
Act, including, but not limited to, disgorgement plus prejudgment interest pursuant to Sections
203(j) and 203(k)(5) of the Advisers Act;
F.
What, if any, remedial action is necessary and appropriate in the public interest
against Respondents Cox and White, pursuant to Section 203(f) ofthe Advisers Act, including,
but not limited to, disgorgement plus prejudgment interest pursuant to Section 203(j) of the
Advisers Act;
G.
What, if any, remedial action is necessary and appropriate in the public interest
against Respondents Veritas Financial and Veritas Advisors, pursuant to Sections 203( e) of the
Advisers Act, including, but not limited to, a civil penalty pursuant to Section 203(i) of the
Advisers Act;
H.
What, if any, remedial action is necessmy and appropriate in the public interest
against Respondents Cox and White, pursuant to Sections 203(f) of the Advisers Act, including,
but not limited to, a civil penalty pursuant to Section 203(i) of the Advisers Act;
What, if any, remedial action is necessary and appropriate in the public interest
against Respondents Veritas Financial and Veritas Advisors, pursuant to Section 203(e) of the
Advisers Act, including, but not limited to, an order censuring them, placing limitations on their
activities, functions or operations, suspending them or revoking their registration as investment
advisers ; and
I.

What, if any, remedial action is necessary and appropriate in the public interest
against Respondents Cox and White, pursuant to Section 203(f) of the Advisers Act, including,
but not limited to, an order censuring them, placing limitations on their activities or suspending
or barring them from being associated with an investment adviser.
J.
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IV.
IT IS ORDERED that a public hearing for the purpose of taking evidence on the
questions set forth in Section III hereof shall be convened not earlier than 30 days and not later
than 300 days from service of this Order at a time and place to be fixed, and before an
Administrative Law Judge to be designated by further order as provided by Rule 110 of the
Commission's Rules ofPractice, 17 C.F.R. § 201.110.
IT IS FURTHER ORDERED that Respondents shall file an Answer to the allegations
contained in this Order within twenty (20) days after service of this Order, as provided by Rule
220 of the Commission's Rules ofPractice, 17 C.F.R. § 201.220.
If Respondents fai l to file the directed answer, or fail to appear at a hearing after being
duly notified, the Respondents may be deemed in default and the proceedings may be determined
against them upon consideration of this Order, the allegations of which may be deemed to be true
as provided by Rules 155(a), 220(f), 221(f) and 310 ofthe Commission's Rules ofPractice, 17
C.F.R. §§ 201.155(a), 201.220(f), 201.22l(f) and 201.310.
This Order shall be served forthwith upon Respondents personally or by certified mail.
IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 300 days from the date of service of this Order, pursuant to Rule 360(a)(2)
of the Commission's Rules of Practice.
In the absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any factually
related proceeding will be permitted to participate or advise in the decision of this matter, except
as witness or counsel in proceedings held pursuant to notice. Since this proceeding is not "rule
making" within the meaning of Section 551 of the Administrative Procedure Act, it is not deemed
subject to the provisions of Section 553 delaying the effective date of any final Commission action.

By the Commission.

~~

NancyM. Morris
Secretary
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Exhibit A
Unauthorized Transfers from the Client's Accounts
to Veritas Advisors and Cox
,<:'

'

,,,~,ri

"Recipient

· ,~;

.

Date

Transfer Method

Source (Account Type)

03/06/98

Check

Chec king acco unt

Cox

$

50,000

11 /30/98

Check

Checking account

Cox

$

50,000

12/03/99

W ire

Checking acco unt

Cox

$

50,000

06/22/00

Wire

Check ing acco unt

Cox

$

40,000

07/23/0 I

Check

Checki ng acco unt

Cox

$

60,000

09/ 18/0 I

Check

Checking acco unt

Veritas Advisors

$

15,000

11 /1 4/0 I

Wire

Charitab le remai nder trust acco unt

Veritas Advisors

$

25,000

0 1/ I 0/02

Check

Checki ng accoun t

Veri tas Advisors

$

30,000

05/22/02

Check

Checking account

Veri tas Advisors

$

35,000

06/24/02

Check

Checking acco unt

Veritas Advi sors

$

8,000

07/ 18/02

Check

Checki ng accou nt

Veritas Advisors

$

35,000

07/18/02

Check

Checking acco unt

Cox

$

15,000

07/24/02

Check

Checking acco unt

Veritas Advisors

$

10,000

I 0/2 1/02

Wire

Bond account

Veritas Advisors

$

50,000

12/30/02

Check

Checking account

Veritas Advisors

$

35 ,000

01 /29/03

Check

Check ing acco unt

Veritas Advisors

$

25,000

02/20/03

Check

Checking account

Veritas Advisors

$

25 ,000

02/26/03

Check

Checking acco un t

Veritas Advisors

$

7,000

03/05/03

W ire

Bond acco unt

Veritas Advisors

$

25 ,000

03/ 12/03

W ire

Bond accou nt

Veri tas Advisors

$

20,000

03/20/03

Check

Checking acco unt

Veritas Adv isors

$

5,000

05/20/03

Check

Checking account

Veritas Adv isors

$

25 ,000

06/04/03

Check

Checking accoun t

Veritas Advisors

$

1,000

06/05/03

Wire

Bond acco unt

Veritas Advisors

$

49,000

06/24/03

W ire

Bond acco unt

Veritas Advisors

$

25,000

08/27/03

Check

Checking accou nt

Veritas Adviso rs

$

20,000

09/08/03

Wire

Bond acco unt

Veritas Advisors

$

25 ,000

09110/03

Check

Checking account

Veritas Adv isors

$

10,000

•

Amount

•

'

··;·;

. ;''

. &·~

'

• ......

~.•••• ,

'.

~·

~

Date

Transfer Meth.od

.Source (4 ccount Ty'~,e) . ~

Ri~ipi~nt

09/24/03

Check

Checking acco unt

Ve ritas Adviso rs

$

17,500

11 117/03

Check

Check ing account

Veritas Advisors

$

10,000

11 /2 1/03

Check

Checki ng acco unt

Yeritas Advisors

$

25 ,000

12/0 1/03

Check

Check ing account

Yeritas Advisors

$

25 ,000

01 /27/04

Check

Checking acco unt

Yeritas Advisors

$

25 ,000

02/04/04

Check

Check ing account

Veritas Adv isors

$

20,000

03/03/04

Check

Checking acco unt

Veritas Adviso rs

$

20,000

03/ 16/04

Check

Checking acco unt

Yeritas Advisors

$

20,000

04/21 /04

Check

Checking acco unt

Yeritas Advisors

$

3,000

04/27/04

Check

Checking acco unt

Ve ritas Advisors

$

25,000

05105104

Check

Checking acco unt

Yeritas Advisors

$

20,000

05 /07/04

Check

Checkin g account

Yeritas Advisors

$

12,7 17

06/07/04

Check

Checking acco unt

Yeritas Advisors

$

20,000

06/09/04

Check

Checking acco unt

Yeritas Advisors

$

15,000

06115104

Check

Check ing acco unt

Yeritas Advisors

$

10,000

06/17/04

Check

Checking acco unt

Yeritas Adviso rs

$

10,000

07/27/04

Check

Check ing acco unt

Cox

$

10,000

07/29/04

Check

Checki ng acco unt

Cox

$

30,000

08/13/04

Check

Checking acco unt

Cox

$

11,000

09/24/04

Check

Checki ng acco unt

Yeritas Advisors

$

15 ,000

09/24/04

Check

Checki ng acco unt

Cox

$

4,000

10/25/04

Check

Checki ng acco unt

Cox

$

35 ,000

II II 0104

Check

Checking acco unt

Cox

$

25,000

12/22/04

Check

Checking acco unt

Cox

$

15,000

0 111 4/05

Wi re

Bond acco unt

Yeritas Adv iso rs

$

25,000

Total

Aniount

$1,2 18,2 17

. .,
;~·
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 54099/ July 5, 2006
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2457 I July 5, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12356

ORDER INSTITUTING CEASEAND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND
IMPOSING A CEASE-AND-DESIST
ORDER PURSUANT TO SECTION
21C OF THE SECURITIES
EXCHANGE ACT OF 1934

In the Matter of
Craig M. Waggy
Respondent.

I.
The Securities and Exchange Commission ("Commission") deems it appropriate that
cease-and-desist proceedings be, and hereby are, instituted pursuant to Section 21 C of the
Securities Exchange Act of 1934 ("Exchange Act"), against Craig M. Waggy ("Waggy").

II.
In anticipation of the institution of these proceedings, Waggy has submitted an Offer of
Settlement ("Offer"), which the Commission has determined to accept. Solely for the purpose of
these proceedings and any other proceedings brought by or on behalf of the Commission or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission' s jurisdiction over him and the subject matter of these proceedings, which are
admitted, Waggy consents to the entry of this Order Instituting Cease-and-Desist Proceedings,
Making Findings, and Imposing a Cease-and-Desist Order Pursuant to Section 21C of the
Securities Exchange Act of 1934 ("Order"), as set forth below.

III.
On the basis of this Order and Waggy's Offer, the Commission finds thae:

1

The findings herein are made pursuant to Waggy's offer of settlement and are not binding on
any other person or entity in this or any other proceeding.
·

~~qe{,
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A.

SUMMARY

From September 1997 to May 2002, Waggy was the Chief Financial Officer of TV Guide,
Inc., which became a subsidiary of Gems tar-TV Guide International, Inc. ("Gemstar") in July
2000. Prior to the merger, Waggy was responsible for TV Guide's books and records; after the
merger, Waggy, in consultation with Gemstar's Chief Financial Officer, was responsible for TV
Guide's books and records, which were consolidated into Gemstar's financial records.
From the qumier ended June 30, 2000, through the quarter ended March 31, 2002, Waggy
caused TV Guide to recognize and record certain revenue and expenses that were subsequently
determined not to be in accordance with Generally Accepted Accounting Principles ("GAAP").
Waggy reasonably should have known, based on information he had received or could have
reasonably determined, that the expense or revenue was improperly recorded at TV Guide and that
revenue would be improperly recognized, recorded, and reported by Gemstar. As a result, Waggy
was a cause ofGemstar's violations of the reporting and record-keeping provisions of the federal
securities laws.
B.

RESPONDENT

Craig M. Waggy is a resident of Tulsa, Oklahoma. Beginning in September 1997,
Waggy was the CFO of TV Guide, which became a Gemstar subsidiary in July 2000. In May
2002, Waggy resigned from TV Guide.

C.

RELATED PARTIES

Gemstar-TV Guide International, Inc. ("Gemstar") is a Delaware corporation with its
principal place ofbusiness in Hollywood, California. Gemstar's common stock is registered with
the Commission pursuant to Section 12(g) of the Exchange Act and listed on the NASDAQ Stock
Market.
TV Guide, Inc. ("TV Guide") was a public company until Gemstar acquired it in July

2000.

D.

FACTS
1.

Background

Gemstar was the product of a July 2000 merger between Gemstar, a company that licensed
an interactive program guide ("IPG") for televisions and sold advertising on the IPG, and TV
Guide, a company that published TV Guide magazine and owned various other media properties.
IPG is a product that allows TV viewers to navigate through, sort, obtain information on, and select
television programs. Gemstar reported revenue for IPG advertising as Interactive Platform Sector
("IP Sector") revenue. From 1999 through the quarter ended September 30, 2002, Gemstar
materially overstated its financial results by recording revenue not in accordance with GAAP.
Some of the improperly recorded revenue is discussed below.
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a.

TV Guide Awards Show Advertising

In the quarter ended June 30, 2000, which was the quarter immediately preceding
Gemstar's acquisition of TV Guide, Gemstar and TV Guide recognized and reported $1.3 million
IP Sector revenue and expense, respectively, for IPG advertising relating to the 2000 TV Guide
Awards Show. Gemstar issued an invoice to TV Guide for the advertising, which was approved
for payment by TV Guide's President and COO. However, the Awards Show had aired in the
quarter ended March 31, 2000, and there was no evidence that Gemstar ever ran IPG advertising
for the TV Guide Awards Show in the quarter ended June 30, 2000. Because Gemstar and TV
Guide recorded the $1.3 million in the pre-merger quarter, the revenue, but not the expense, carried
forward to Gemstar's financial statements in its Form 10-K for the nine-months ended December
31,2000. This revenue was material to Gemstar's separately reported IP Sector financial results.
Gemstar improperly recognized the $1.3 million in advertising revenue for the 2000
Awards Show because the revenue was neither realized or realizable nor earned. See SFAC No. 5,
~83-84 ; ARB No. 43, Chapter 1A, ~1; APB Opinion No. 10, ~12; SAB No. 101. TV Guide should
not have recorded the $1.3 million expense for the Awards Show IPG advertising because no
economic benefit had been used up in delivering or producing goods, rendering services or other
activities. See FASB Statement ofFinancial Accounting Concepts No.5 , "Recognition and
Measurement in Financial Statements of Business Enterprises"~ 85. (expenses are generally
recognized when an entity's economic benefits are used up in delivering or producing goods or
rendering services). Gemstar reversed the recognition ofthis lP Sector revenue in March 2003.

b.

Roush Corp.

In June 2000, TV Guide entered into an agreement with Roush Corp. ("Roush"), a p1ivate
company that operated a NASCAR racing team, under which TV Guide agreed to provide Roush
advertising on TV Guide media in exchange for Roush's agreement to provide TV Guide
advertising and promotional services. In the quarter ended December 31, 2000, Gems tar ran IPG
advertising for Roush, and TV Guide, in consultation with Gemstar's CPO, recognized, recorded,
and, through Gemstar, reported $1.4 million in lP Sector revenue from Roush. This revenue was
material to Gems tar's separately reported IP Sector financial results.
Gemstar improperly recognized the $1.4 million in IP Sector revenue from its nonmonetary transaction with Roush, because the fair value of the JPG advertising was inaccurately
determined. See EITF 99-17, Accotmting for Advertising Barter Transactions (to determine the
fair value of a barter transaction, a period not to exceed six months prior to the date of the barter
transaction should be used to determine whether a historical practice exists of receiving cash for
similar advertising). Gemstar reversed the recognition of this lP Sector revenue in March 2003.

c.

Fantasv Sports

In June 2001, Gemstar entered into an agreement with Fantasy Sports Properties, Inc.
("Fantasy Sports"), a private company that created and operated Internet-based fantasy sports
games. Under the agreement, Gemstar acquired Fantasy Sports' intellectual property for
approximately $20.75 million, of which $750,000 was to be paid in cash and $20 million was to be
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paid in the form of advertising run by Gemstar at Gemstar's discretion in 2001. For the year 2001,
Gemstar ran IPG advertising for Fantasy Sports and recorded and reported a total of $20 million in
IP Sector revenue from Fantasy Sports. No cash payment from Fantasy Sports to Gemstar for the
$20 million in purported advertising was ever made. TV Guide, in consultation with Gemstar's
CFO and outside auditors, recorded and, through Gemstar, reported the $20 million in 2001. The
$20 million in recorded and reported revenue from Fantasy Sports for 2001 was material to
Gemstar' s separately reported IP Sector financial results.
Gemstar's recognition of revenue from the Fantasy Sports transaction throughout 2001 did
not conform with GAAP. First, the advertising revenue was never earned because it resulted from
a transaction that lacked economic substance and was merely a pretext to permit Gemstar to record
IP Sector revenue. Second, Gemstar lacked any reasonable basis to determine the fair value of the
IPG advertising because Gemstar did not have stand-alone IPG advertising transactions with
unrelated parties from which the company received cash in amounts comparable to those
recognized in connection with the Fantasy Sports transaction. See APB Opinion No. 29 (revenue
from non-monetary transactions must be based on fair value of assets involved). In November
2002, Gemstar reversed the recognition ofthe $20 million in IP Sector revenue from Fantasy
Sports.
d.

Motorola and Tribune

In October 2000, Gemstar entered into an agreement with Motorola, Inc. ("Motorola"),
under which Motorola agreed to pay Gemstar $188 million in cash and to allow Gemstar to
characterize $17.5 million ofthat as advertising to be run over a 48 month period. Under the
agreement, Gemstar retained final discretion as to timing and placement ofthe advertising. In
April2001, Gemstar and The Tribune Company ("Tribune") entered into a transaction which
included, among others, two agreements: (1) a Stock Purchase Agreement in which Tribune paid
$106 million in cash to Gemstar for the stock of one of TV Guide's businesses; and (2) an
Advertising Agreement in which Tribune committed to purchase $1 00 million of advertising from
Gemstar over a six-year period, regardless of whether Tribune used the advertising. The
documentation for the transaction was split at the direction of Gemstar into these two component
parts. Gemstar controlled the timing and placement of the advertising that it ran for Tribune. In
2001 and the quarter ended March 31, 2002, Gems tar ran IPG advertising for Motorola and
Tribune and recognized and reported a total of$34.5 million in IP Sector revenue. Ofthe $34.5
million, TV Guide, in consultation with Gemstar's CFO, recognized, recorded, and, through
Gemstar, reported $17.9 million. This revenue was material to Gemstar's separately reported IP
Sector results.
Gemstar improperly recognized the $34.5 million in IP Sector advertising revenue from
its transactions with Motorola and Tribune, because the fair value of the IPG advertising
provided by Gemstar was not realizable, verifiable, or objectively determinable. See American
Institute of Certified Public Accountants, Statement of Position 97-2, "Software Revenue
Recognition," paragraph 10 ("[i]f an arrangement includes multiple elements, the fee should be
allocated to the various elements based on vendor-specific objective evidence of fair value,
regardless of any separate prices stated within the contract for each element"); SAB 101,
Frequently Asked Questions and Answers, Question 4 (revenue from multi-element transaction
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should be allocated to various elements based on fair value that is reliable, verifiable, and
objectively determinable; prices listed in multi-element arrangement may not be representative
of fair value because prices of different components of transaction can be altered in negotiations
and still result in same aggregate consideration). In March 2003 , Gemstar reversed the
recognition of the $34.5 million as IP Sector revenue and allocated it to other sectors.
2.

Waggy's Conduct

From September 1997 to May 2002, Waggy was the CFO ofTV Guide, which became a
Gemstar subsidiary in July 2000. After July 2000 TV Guide's books and records were consolidated
into Gemstar's financial statements and reported in Gemstar's periodic reports. Waggy was
responsible for TV Guide's books and records, including causing TV Guide to record the Awards
Show expense and the Roush, Fantasy Sports, Motorola, and Tribune revenue.
While perfonning his duties as TV Guide's CFO, including consulting with Gemstar' s
CFO and outside auditors, Waggy learned certain information regarding the Awards Show, Roush,
Fantasy Sports, Motorola, and Tribune transactions and Gemstar's lPG advertising. In causing TV
Guide to record the expense and revenue discussed above, Waggy was negligent in not knowing,
based on information that he had received and/or could have reasonably determined, that the
expense or revenue was improperly recognized and recorded at TV Guide and that revenue would
be improperly recognized, recorded, and reported by Gemstar.
E.

LEGAL DISCUSSION
1.

Causing Gemstar's Violations of the Reporting Provisions of Section
13(a) of the Exchange Act, and Rules 12b-20, 13a-1, and 13a-13
Thereunder

Section 13(a) ofthe Exchange Act and Rules 13a-1 and 13a-13 thereunder require issuers
of securities registered pursuant to Section 12 of the Exchange Act, such as Gemstar, to file with
the Commission certain annual and quarterly reports. Implicit in these provisions is the
requirement that the reports accurately reflect the issuer's financial condition and operating results.
See SEC v. IMC Int'l, Inc., 384 F. Supp. 889, 893 (N.D. Tex.), affd mem., 505 F.2d 733 (5th Cir.
1974). Rule 12b-20 under the Exchange Act further requires the inclusion of any additional
material information that is necessary to make required statements, in light of the circumstances
under which they were made, not misleading. No showing of scienter is required to establish a
violation of Section 13(a) ofthe Exchange Act. See SEC v. Savoy Indus., Inc. , 587 F.2d 1149,
1167 (D.C. Cir. 1978). Moreover, Regulation S-X requires that financial statements filed with the
Commission pursuant to Section 13(a) of the Exchange Act be prepared in accordance with
GAAP . See Peritus Software Services, Inc., Exchange Act Rei. No . 42673 (Apr. 13, 2001) (settled
proceeding). Otherwise, such financial statements shall be presumed inaccurate.
Gemstar committed primary reporting violations by filing with the Commission periodic
reports for 2000, 2001, and the first quarter of2002 that improperly reported Awards Show,
Roush, Fantasy Sports, Motorola, and Tribune IP Sector revenue. Waggy was a cause of those
reporting violations, because he caused TV Guide to record IP Sector revenue from, or expenses
for, the Awards Show, Roush, Fantasy Sports, Motorola, and Tribune, and he was negligent in
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not knowing, based on information he had received and/or could have determined through
additional inquiry, that the revenue or expense was improperly recognized and recorded at TV
Guide and would be improperly reported by Gemstar. 2
2.

Causing Gemstar's Violations of the Record-Keeping Provisions of
Section 13(b)(2)(A) of the Exchange Act and Committing Violations of
Rule 13b2-1 Thereunder

Section 13(b)(2)(A) of the Exchange Act requires reporting companies registered
pursuant to Section 12 of the Exchange Act to "make and keep books, records, and accounts,
which in reasonable detail, accurately and fairly reflect the transactions . . . ofthe issuer." No
showing of scienter is required to establish a violation of Section 13(b)(2)(A). SEC v. WorldWide Coin lnvs., Ltd., 567 F. Supp. 724, 751 (N.D. Ga. 1983). Rule 13b2-1 under the Exchange
Act also prohibits any person from directly or indirectly falsifying any book, record, or accotmt
described in Section 13(b)(2)(A).
Gemstar committed primary violations of the record-keeping provisions of Section
13(b)(2)(A) of the Exchange Act by improperly recording Awards Show, Roush, Fantasy Sports,
Motorola, and Tribune IP Sector revenue. Waggy was a cause of those record-keeping violations
and violated Rule 13b2-1 under the Exchange Act, because he caused TV Guide to record IP
Sector revenue from, or expenses for, the Awards Show, Roush, Fantasy Sports, Motorola, and
Tribune, and he was negligent in not knowing, based on information he had received and/or
could have determined through additional inquiry, that the revenue or expense was improperly
recognized and recorded at TV Guide and Gemstar. ·

2

Under Section 21 C( a) of the Exchange Act, the standard for establishing that a person was a
culpable cause of another person's violation is that the person engaged in an act or omission that
he "knew or should have known would contribute" to the primary violation. This standard
requires negligence for causing the type of non-scienter violations at issue in this case. KPMG
Peat Marwick, Exchange Act Rei. No. 43862 (June 19, 2001), aff'd, KPMG v. SEC, 289 F. 3d
109 (D.C. Cir. 2002).

6

)

IV.
In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Waggy's Offer. 3
Accordingly, it is hereby ORDERED that Waggy cease and desist from causing any
violations and any future violations of Sections 13(a) and 13(b)(2)(A) of the Exchange Act and
Rules 12b-20, 13a-1 , and 13a-13 thereunder and committing or causing any violations and any
fuh1re violations ofRule 13b2-1 thereunder.
By the Commission.

Nancy M. Morris
Secretary

~'riA . ~

ByiJiii-M. Peterson
-- Assistant Secretary

3

Waggy has agreed to pay a $25,000 civil penalty in a civil action in the Central District of
California entitled SEC v. Yuen, et al. , Case No. CV 03-4376 MRP (PLAx) .
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SECURITIES AND EXCHANGE COMMISSION
Washington, D.C.
SECURITIES EXCHANGE ACT OF 1934
Rei. No. 54095 I July 5, 2006
Admin. Proc. File No. 3-11832
In the Matter of
EAGLETECH COMMUNICATIONS, INC.
c/o Rodney E. Young, President and CEO
7241 NW 6th Street
Plantation, Florida 33317

OPINION OF THE COMMISSION
SECTION 12G) PROCEEDING
Grounds for Remedial Action
Failure to comply with periodic filing requirements
Issuer admitted failing to file periodic reports for three years and stated that it would be
unable to cure delinquencies or meet current filing obligations. Held, it is necessary and
appropriate for protection of investors to revoke the registration of issuer's securities.
APPEARANCES :
Rodney E. Young, for Eagletech Communications, Inc.
Anthony T. Byrne, for the Division of Enforcement.
Appeal filed: July 6, 2005
Last brief filed: September 20, 2005
Oral argument held: February 13, 2006
I.

Eagletech Communications, Inc. ("Eagletech") appeals from an administrative law judge's
decision finding that Eagletech had violated Section 13(a) of the Securities Exchange Act of
1934 and Rules 13a-1 and 13a-13 thereunder by failing to file its quarterly reports for any period

•

2
after December 31,2001 and its annual reports for any period after March 31 , 2001.1/ On that
basis, the law judge revoked the registration of Eagletech's securities. We base our findings on
an independent review of the record, except with respect to those findings not challenged on
appeal. '2/

II.
Eagletech is a Nevada corporation with its principal place ofbusiness in Plantation,
Florida. Eagletech was organized to manufacture and distribute a telecommunications device
developed for, and marketed to, small businesses. Eagletech's common stock is registered with
the Commission pursuant to Exchange Act Section 12(g). 3./ Eagletech admits that it has not
filed any quarterly reports with the Commission for any period after December 31, 2001 , and that
it has not filed any annual reports with the Commission for any period after March 31 , 2001, as
alleged in the Order Instituting Proceedings. ~/ At the prehearing conference, Eagletech
represented that its ability to cure its delinquencies and make current filings depended on the
outcome of pending litigation.
Eagletech asserts that it has been the victim of two separate manipulations by third
parties. In the first of these, Eagletech alleges that a group used Eagletech's stock as a vehicle for
a "pump-and-dump" scheme. ~/ Eagletech also alleges that a second group subjected Eagletech's

1/

Exchange Act Section 13(a) requires issuers of securities registered pursuant to Exchange
Act Section 12 to file periodic reports with the Commission in accordance with the rules
established by the Commission. 15 U.S.C. § 78m(a). Rule 13a-1, 17 C.P.R.§ 240.13a-1,
requires issuers to file annual reports with the Commission, and Rule 13a-13, 17 C.F.R.
§ 240.13a-13, requires issuers to file quarterly reports with the Commission. The law
judge decided the case on the Division of Enforcement's motion for summary disposition
pursuant to Rule 250 of the Commission's Rules of Practice, 17 C.F .R. § 201.250.

'2/

Rule of Practice 451(d), 17 C.P.R.§ 201.451(d), permits a member of the Commission
who was not present at oral argument to participate in the decision of a proceeding if that
member has reviewed the oral argument transcript prior to such participation. Chairman
Cox conducted the required review.

3/

15 U.S.C. § 78/(g) .

.41

The last submission Eagletech filed was a June 28, 2002 notice to the Commission that it
could not timely file its annual report for the fiscal year ended March 31, 2002.

~/

On February 15, 2005, the day the Commission instituted these proceedings, the
Commission filed a civil injunctive action in the United States District Court for the
District ofNew Jersey against seventeen individuals alleging that those defendants
(continued ... )
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3
stock to "naked" short selling between January 2000 and August 2002. fl/ Eagletech blames
these alleged schemes for the financial decline of the company. While we make no findings as to
the cause, Eagletech was experiencing extreme financial difficulties at the time it ceased making
the filings at issue here. In its last quarterly report, filed on February 19, 2002, for its fiscal
quarter ending December 31, 2001, Eagletech reported net losses exceeding $16 million and a
net working-capital deficiency exceeding $2 million. Eagletech also reported that it was
delinquent in its accounts payable, interest payments on its convertible notes, and employee
salaries. Eagletech also stated that there were substantial doubts about its ability to continue as a
going concern. By June 28, 2002, Eagletech's situation had deteriorated to the point that it filed a
notice with the Commission stating its inability to file timely its annual report because it could
not prepare its financial statements. Eagletech's former outside auditor has since resigned. At
one time, Eagletech maintained an office in Fort Lauderdale, Florida, but it now operates from
the president's horne in Plantation, Florida.
Eagletech represents that it has taken steps to redress the injuries it has suffered as a result
of the alleged criminal schemes. Eagletech has sued forty individuals allegedly involved in the
separate schemes identified by Eagletech. ]) Eagletech represented at the prehearing conference
that any monetary recovery in its civil litigation would be used to fund an effort to cure its filing
delinquencies and file current reports. As of the date of the prehearing conference, a trial date
had not been set for Eagletech's civil case against the alleged manipulators, although Eagletech
expected that the trial would be scheduled for some time in 2006.

III.
Eagletech admits that it has failed to fi le the annual or quarterly reports required under
Exchange Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder for any period after
December 31 , 2001 . Eagletech's representation regarding its current inability to cure its filing

21

(...continued)
fraudulently sold Eagletech stock between August 1999 and December 2001 as part of a
pump-and-dump manipulation. See SEC v. Labella, No. 05-CIV-852 (WGB) (D.N.J.).
In January 2005, the United States Attorney for the District of New Jersey indicted four
individuals for criminal securities manipulation in connection with the same pump-anddump scheme targeting Eagletech stock. See United States v. Labella, No. 05-CR-87
(D.N.J.).

fl/

"Naked" short selling is a technique in which speculators sell shares they do not own and
never deliver, causing failed transactions and, typically, downward pressure on the stock's
price. See Short Sales, 68 Fed. Reg. 62,972, 62,975 (Nov. 6, 2003) (Notice ofProposed
Rulernaking for Regulation SHO).
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Eagletech asserts that neither the Commission nor any other law enforcement agency has
taken any action against the alleged naked short sellers.
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delinquencies or make current filings suggests that the delinquencies are likely to continue for the
indefinite future.
Eagletech asserts as an affirmative defense that it has been the victim of criminal activity
by third parties that has made Eagletech financially unable to comply with its filing obligations.
Even if the facts are as Eagletech represents them to be, however, the alleged criminal activity
does not alter the fact of Eagletech's failure to file its quarterly and annual reports or its present
inability to cure these deficiencies, the only matters relevant to this proceeding.
Eagletech devotes much of its brief to a description of the short-selling scheme and
Eagletech's efforts to bring it to the Commission's attention. In this connection, Eagletech
criticizes the Commission's alleged lack ofunderstanding of the impact of naked short selling on
the markets. In particular, Eagletech identifies perceived inadequacies in the Commission's
recently adopted Regulation SHO, a measure addressing abuses in short selling. B._/ Eagletech
then argues on this basis that Eagletech shareholders are, or will be, victims of two takings of
property by the Commission without due process and without just compensation in violation of
the Takings Clause of the Fifth Amendment. 2/ Eagletech alleges that the first taking occurred
when the Commission adopted Regulation SHO. Eagletech alleges that Regulation SHO
deprived Eagletech shareholders of property in violation of the Fifth Amendment "when it
'grandfathered' all pre-Regulation SHO delivery failures." Eagletech then alleges that an illegal
taking will occur when the Commission's deregistration of Eagletech's stock "leaves behind a
pool of shareholders who hold shares which exceed the number of shares issued by the
company." Eagletech argues that
Grandfathering and De-registration, both acts of "Discretion of the Law" by the
Commission, has and will reward the criminal perpetrators by the inverse taking
of the value of the shares from legitimate shareholders who paid for those shares
with hard earned cash and transfers or will transfer 100% of the value to a group
of manipulators who have broken the law by selling counterfeit shares of the
company that they will never be required to deliver. lQ/

B_l

See 17 C.F.R. §§ 242.200-203. The Commission adopted Regulation SHO on July 28,
2004, with a compliance date of January 3, 2005.

2/

The Fifth Amendment provides that, in pertinent part, "[n]o person shall . .. be deprived
of . . . property, without due process of law; nor shall private property be taken for public
use without just compensation." U.S. Canst. amend. V.

lQI

The record does not reflect whether Eagletech refers to an actual counterfeiting of share
certificates or a situation in which naked short sales reflect sales volume that exceeds the
number of publicly available shares.
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This deregistration proceeding is not the appropriate forum in which to argue a claim that
adoption of Regulation SHO somehow resulted in an unconstitutional taking. Regulation SHO
was promulgated and adopted pursuant to the requirements of the Administrative Procedure
Act, ll/ and all interested and affected persons were afforded ample process in that rulemaking
by which to assert their rights. Affected parties have received all the process that is due under
the provisions of the Administrative Procedure Act.
With respect to any revocation of the registration of Eagletech's securities that may result
from this proceeding, the process that is due to Eagletech is specified in the Exchange Act and
includes the instant review proceeding as a component. Moreover, the deregistration of
Eagletech's securities, should it occur, would not be a taking, much less an uncompensated
taking. The revocation of the registration ofEagletech's securities would lessen, but not
eliminate, the shareholders' ability to transfer their Eagletech securities, which, in tum, may
further diminish the value of the securities. The diminution of property values caused by
government action is not a regulatory taking. 12/ We find that the revocation of the registration
of Eagletech's securities would not constitute an unconstitutional uncompensated taking.
We conclude that Eagletech has violated Exchange Act Section 13(a) and Rules 13a-1
and 13a-13 thereunder.
IV.

Under Exchange Act Section 12(j), the Commission is authorized, "as it deems necessary
or appropriate for the protection of investors," to revoke the registration of a security or suspend
for a period not exceeding twelve months if it finds, after notice and an opportunity for hearing,
that the issuer of the security has failed to comply with any provision of the Exchange Act or
rules thereunder. D / In determining an appropriate sanction under Section 12(j) when an issuer
has violated Exchange Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder by failing to
make required filings we are guided by our recent decision in Gateway International Holdings,
Inc. 14/ There we held that
[o ]ur determination, in such proceedings, of what sanctions will ensure that
investors will be adequately protected therefore turns on the effect on the

11/

5 U.S.C. § 500 et ~ -

12/

Penn Central Transp. Co. v. New York City, 438 U.S. 104, 131 (1978) (stating that courts
"uniformly reject the proposition that diminution in property value" is a regulatory
taking).

D/

15 U.S .C. § 78m(j).

14/

Exchange Act Rel. No. 53907 (May 31, 2006), _SEC Docket _ _ .
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investing public, including both current and prospective investors, of the issuer's
violations, on the one hand, and the Section 12(j) sanctions, on the other hand. In
making this determination, we will consider, among other things, the seriousness
of the issuer's violations, the isolated or recurrent nature of the violations, the
degree of culpability involved, the extent of the issuer's efforts to remedy its past
violations and ensure future compliance, and the credibility of its assurances, if
any, against further violations . .12/
Failure to file periodic reports violates a central provision of the Exchange Act. The
purpose of the periodic filing requirements is to supply investors with current and accurate
financial information about an issuer so that they may make sound decisions. Those
requirements are "the primary tool[s] which Congress has fashioned for the protection of
investors from negligent, careless, and deliberate misrepresentations in the sale of stock and
securities." .lQ/ Proceedings initiated under Exchange Act Section 12(j) are an important remedy
to address the problem of publicly traded companies that are delinquent in the filing of their
Exchange Act reports, and thereby deprive investors of accurate, complete, and timely
information upon which to make informed investment decisions. 17I Here, Eagletech's failure to
comply with its reporting obligations under Section 13 has deprived the investing public of such
information with respect to Eagletech's operations and financial condition for a period of more
than three years. These are serious and recurring violations.
Eagletech has stated that its violations will continue unless and until it receives a
monetary recovery in its civil litigation against the alleged manipulators, a recovery the amount,
timing, and likelihood of which are at best speculative. While Eagletech's asserted financial
inability to comply with its reporting obligations suggests not only that there is no basis for
concluding that Eagletech's failure to file is the product of a desire to flout the law, but that such
failure may be, in fact, unavoidable, Eagletech nonetheless is unable to remedy its past violations
or ensure future compliance.
In weighing the harm to the current and prospective shareholders from the sanction we
impose, we note that in any deregistration current shareholders could be harmed by a diminution
in the liquidity and value of their stock by virtue of the deregistration. Here, however, the
liquidity and value of Eagletech stock are already greatly diminished by the financial straits in
which the corporation finds itself, and deregistration is unlikely to have a significant additional
incremental effect. On the other hand, both existing and prospective shareholders are harmed by
the continuing lack of current, reliable, and audited financial information, a harm for which, as

•

.12/

Gateway, _ SEC Docket at _ _ (footnote omitted) .

.lQI

SEC v. Beisinger Indus. Corp., 552 F.2d 15, 18 (1st Cir. 1977) .

1]_1

See e-Smart Tech., Inc., Exchange Act Rel. No. 50514 (Oct. 12, 2004), 83 SEC Docket
3586, 3590-91 n.14.
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Eagletech concedes, there is no cure in sight. Therefore, suspension of registration for a period
not exceeding twelve months in the hope Eagletech would be able to return to compliance within
that period would almost certainly result only in the necessity for another proceeding under
Section 12(j) at the end of that period. Accordingly, we conclude that deregistration is necessary
and appropriate for the protection of investors.
Eagletech objects to the Commission's apparent failure to respond to Eagletech's urging
that the Commission take action against the individuals Eagletech believes engaged in the naked
short-sale manipulation. The Division has construed these objections as an attempt to argue that
Eagletech is the victim of improper selective prosecution because the Commission has proceeded
against Eagletech but not the naked short sellers. To succeed on a claim of improper selective
prosecution, Eagletech must establish that it was singled out for enforcement action while others
who were similarly situated were not, and that its prosecution was motivated by arbitrary or
unjust considerations such as race, religion, or the desire to prevent the exercise of a
constitutionally protected right. 1.8/ Eagletech has failed to allege, much less prove, any of these
elements, and we find that Eagletech was not the victim of improper selective prosecution. To
the extent that the gravamen of Eagletech's complaint is that the Commission has decided not to
take enforcement action against the naked short sellers, any such decision would be within the
Commission's prosecutorial and regulatory discretion and would be presumptively
unreviewable. l2/
Accordingly, we find that it is necessary and appropriate for the protection of investors to
revoke the registration of all classes ofEagletech's securities.
An appropriate order will issue. 20/
By the Commission (Chairman COX and Commissioners GLASSMAN, ATKINS,
CAMPOS and NAZARETH).

N~M~s~
Secretary

~/

See United States v. Huff, 959 F.2d 731, 735 (8th Cir. 1992); Brian Prendergast,
Securities Exchange Act Rel. No. 44632 (Aug. 1, 2001), 75 SEC Docket 1525, 1542.

12/

Heckler v. Chaney, 470 U.S. 821, 831-35 (1985); Board of Trade of City of Chicago v.
SEC, 883 F.2d 525, 531 (7th Cir. 1989).

20/

We have considered all of the parties' contentions. We have rejected or sustained them to
the extent that they are inconsistent or in accord with the views expressed in this opinion.

UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Rcl.No. 54095 I July 5, 2006
Admin. Proc. File No . 3-11832
In the Matter of
EAGLETECH COMMUNICATIONS, INC.
c/o Rodney E. Young, President and CEO
7241 N.W. 6th Street
Plantation, Florida 33317

ORDER IMPOSING REMEDIAL SANCTIONS
On the basis of the Commission's Opinion issued this day, it is
ORDERED that the registration of all classes of the registered securities of Eagletech
Communications, Inc., be, and it hereby is, revoked pursuant to Section 12(j) of the Securities
Exchange Act of 1934.
By the Commission.

AJC1Jl;L~ · ~·
N arrey M. Morris
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 6, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12357

In the Matter of
WARWICK CAPITAL
MANAGEMENT, INC.
and
CARL LAWRENCE,

ORDER INSTITUTING
ADMINISTRATIVE AND CEASE-ANDDESIST PROCEEDINGS PURSUANT TO
SECTIONS 203(e), 203(£) AND 203(k) OF
THE INVESTMENT ADVISERS ACT OF
1940

Respondents.

I.
The Securities and Exchange Commission ("Commission") deems it appropriate
and in the public interest that public administrative and cease-and-desist proceedings be,
and hereby are, instituted pursuant to Sections 203(e) and 203 (k) of the Investment
Advisers Act of 1940 ("Advisers Act") against Warwick Capital Management, Inc.
~"Warwick ") and pursuant to Sections 203(£) and 203(k) against Carl Lawrence
("Lawrence") (collectively "Respondents").
II.
After an investigation, the Division of Enforcement alleges that:
SUMMARY
1.
This proceeding concerns materially misleading advertising by Warwick
and Lawrence. From at least 1998 through March 2005, Warwick and Lawrence
distributed through third-party subscription services (the "database services") false and
misleading information about Warwick that: (i) overstated Warwick's assets under
management; (ii) overstated the number of Warwick's clients : (iii) falsely represented
performance returns that Warwick and Lawrence knew were fals e and misleading;
(iv) falsely represented that Warwick was in compliance with the Association for
Investment Management and Research Performance Presentation Standards ("AIMR-

•

PPS"); (v) falsely claimed that Warwick was registered with the Commission; and
(vi) overstated the length of time Warwick had been in the investment advisory business.
In its Form ADV filings from 1998 through 2000, Warwick and Lawrence also overstated
the number of clients Warwick had and its assets under management.
2.
As a result of the false and misleading returns Lawrence supplied to the
database services, Warwick repeatedly ranked at or near the top of certain database
services' rankings of investment advisers and money managers. Because of the false
information provided to the database services, Warwick appeared to have a greater
amount of assets under management than it actually managed and appeared to have a
longer operating history than it actually had. As of July 2004, at least five of Warwick's
nine clients had entered into advisory agreements with Warwick as a result of the false
information Warwick and Lawrence disseminated to the database services.
3.
While registered as an investment adviser with the Commission, Warwick
did not maintain books and records that the Advisers Act requires registered investment
advisers to maintain, such as copies of advertisements and other communications that the
investment adviser circulates to over 10 persons, as well as documents necessary to form
the basis for Warwick's performance returns.

RESPONDENTS
4.
Warwick is a New York corporation located in Bronxville, New York.
Warwick was registered as an investment adviser with the Commission from March 15,
1996 through January 2002. Warwick was established in 1991 as a sole proprietorship,
and was incorporated in 1994. Lawrence and Joan Lawrence, his spouse, each own 50%
of Warwick and are its sole employees. Warwick engaged for compensation in the
business of advising clients on investing in securities.
5.
Lawrence, age 70 and a resident of Bronxville, New York, is Warwick's
founder, president and sole control person. At all relevant times, Lawrence was
responsible for the management of Warwick' s business, and made all of Warwick's
investment and business decisions. Lawrence engaged for compensation in the business of
advising clients on investing in securities.

2

•

OTHER RELEVANT ENTITIES
6.
Nelson MarketPlace 1 ("Nelson ' s"), Mobius Group, Inc. 2 ("Mobius")
and Plan Sponsor Network, Inc. 3 ("Plan Sponsor Network") (collectively "database
services") are database services that obtain, on a voluntary basis, information from
money managers regarding each adviser's performance returns and the adviser's assets
under management. Nelson's, Mobius and Plan Sponsor Network use the data to create
databases that institutional investors and high net worth individuals can access by
subscription. Mobius also provided performance numbers to Money Management
Executive, an industry publication. An additional database service, M oney Manager
R eview, does not maintain a database, but publishes the data on each reporting firm.
FACTS
Lawrence and Warwick's Misrepresentations Through the
Database Services Concerning Warwick's Performance Returns
7.
Lawrence supplied the database services with false and misleading
performance returns for 2003 that were at least double the performance returns that
Lawrence listed in Warwick's own marketing brochure. Lawrence transmitted these false
monthly performance returns, by telephone or in writing, to the database services. The
2003 performance returns that Lawrence supplied to the database services varied and far
exceeded the returns in Warwick's marketing brochure:
Warwick
Brochure

Nelson 's

Mobius 4

Plan Sponsor
Network

25.6%

56.3%

77.07%

60.37%

8.
In 2004, two prospective clients brought the discrepancy between
Warwick's and Nelson's 2003 perform ance returns to Lawrence' s attention. In response,
Lawrence told the prospective clients that Warwick' s brochure represented the accurate

Nelson's is a unit of Thompson Financial.
The Mobius group was acquired by CheckFree Corporation in 1999 and the
business unit renamed M-Solutions and the database product was branded M-Search. In
2006, Informa Investment Solutions, an Informa Financial Company, acquired theMSolutions unit of CheckFree Corporation.
Informa Investment Solutions owns the Plan Sponsor Network database.
4

The annual returns presented here are for the "Equity Only" returns, which
exclude cash and fixed income investments.
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performance returns. However, Lawrence never changed the 2003 inflated performance
returns that Nelson's was publishing. Based upon the inflated performance returns
Lawrence supplied, Nelson's repeatedly ranked Warwick at or among the top money
managers for returns on investments in equity products.
9.
In addition to including Warwick's performance returns in its subscription
services, Mobius supplied money manager performance data to Money Management
Executive, an industry publication for investment professionals that compiles rankings
based upon the performance data. In June 2004, Money Management Executive, using
Lawrence's inflated performance numbers, ranked Warwick among the "Top Ten
Performing SMA Institutional Managers" for domestic equity, reporting that Warwick
generated a 51.26% return from the first quarter of 2003 through the first quarter of 2004.
Money Management Executive also ranked Warwick among the "Top Ten Performing
SMA Institutional Managers" during the last half of 2003 based upon inflated
performance numbers.
10.
In addition to including Warwick' s returns in its subscription services,
Plan Sponsor Network included Warwick's inflated performance returns in their "Top
Gun" rankings based upon information collected through their investment manager
questionnaires, placing Warwick within the top ten investment advisers in the "Top Gun"
rankings in all four quarters of 2003 .
11 .
Lawrence also supplied Mobius with purported historical performance
returns for Warwick for the time period 1987 to 1990, when Warwick did not even exist.
In 2004, Mobius made this data available to its subscribers.
12.
As of July 2004, five of Warwick's nine clients had contacted Lawrence to
open accounts after seeing Warwick' s performance results in Mobius, Nelson's, and/or
Money Manager Review.
Lawrence's Misrep resentations Concerning Warwick's Assets
Under Management, Its Number of Clients, and Its Registration Status
13.
At various times between 1998 and 2004, Lawrence supplied through the
database services materially misleading numbers that inflated Warwick's assets under
management and the number of Warwick's clients. Lawrence provided these inflated
numbers to make.Warwick appear larger than it actually was to induce prospective clients
to open advisory accounts with Warwick. Lawrence inflated these numbers by including
the "accounts" to which he made investment recommendations, but which Warwick did
not actively manage, in his calculation of the number of clients and Warwick 's assets
under management. From 1998 to 2004, Warwick actively managed money for between
4 and 10 clients. Lawrence, however, provided inflated numbers through the database
services that showed that Warwick had between 9 and 26 clients during this same time
period. Further, from 1998 to 2000, Warwick and Lawrence overstated the number of
clients that Warwick had and its total assets under management in its Form ADV filings
with the Commission.
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14.
The following charts summarize Warwick and Lawrence's
misrepresentations concerning (i) Warwick's assets under management and (ii) the
number of clients Warwick actively managed:
Warwick's Assets Under Management
Date

Actual
Assets
Under
Management

1Q04
2003
4Q03
3Q03
1Q03
2002
4Q02
3Q02
2001
2Q01
2000
3QOO
2QOO
1999
1998
1997
1996
1995

$9.5M
$10.5M

As
Reported
in Form
ADV

$94.2M
$95.2M
$64.5M
$64.5M
$57.5M
$54.5M
$64.5M
$58.2M
$26.9M
$37.5M
$35.2M
$48.5M
$35M

$6M

$6M
$4M

$2M
$15M

As
Published
by
Nelson's

$37.2M
$29.4M
$28.9M
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As Published
by Mobius

As
Published
by Plan
Sponsor
Network

As
Published
by Money
Manager
Review

$95.2M

$64.5M

$26.86M

$58 .2M
$28M

$35.5 M

$35M

$47.2M
$35.8M
$31.6M
$25M
$42.5M

$47.2M

$36M

Warwick's Number of Clients Actively Managed
Date

2004
1Q04
2003
4Q03
3Q03
1Q03
2002
4Q02
3Q02
2001
2Q01
2000
3QOO
2QOO
1999
1998
1997
1996
1995

Actual
Number of
Clients
8
8

5

5

As
As
Reported in Published
FormADV by Nelson's
26
26
26
26
25
20
20
20
18
9
11

4

11

As Published
by Mobius

As Published by
Plan Sponsor
Network

26

20

9

19
12

11

11

15
17
17
14
15

15

11
11

2
10

16
15
14

15.
In 2004 and 2005, Warwick and Lawrence misrepresented through the
database services that Warwick was registered with the Commission. The Commission
terminated Warwick's registration with the Commission in January 2002, and Warwick
was not registered with the Commission thereafter.
Lawrence Knew the Database Services Were Reporting
False and Misleading Information for Warwick
16.
Lawrence knew that the database services were reporting false and
misleading information concerning Warwick. Lawrence personally provided the
information to the database services, either by telephone or in writing. Further, on at
least two occasions, prospective clients brought the inaccuracies and inconsistent
numbers to Lawrence's attention. After the prospective clients brought these
discrepancies to Lawrence's attention, Lawrence did not access the database services to
verify that the information the database services were reporting was correct. Finally,
Lawrence knew that he was supplying information to the database services for the
purpose of soliciting potential clients, and he intended that prospective clients rely on the
database services rankings in considering and selecting Warwick as an investment
adviser.
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Warwick's False Statements Through the Database
Services Regarding Its AIMR-PPS Compliance
17.
Lawrence and Warwick falsely represented through each database service
that Warwick was in compliance with AIMR-PPS . Since Lawrence claimed Warwick
was AIMR-PPS compliant, he was required to report Warwick's performance returns,
assets under management, and number of clients in compliance with AIMR-PPS. AIMRPPS require investment advisers, in a composite presented, to include only clients to
whom the adviser provides discretionary investment advisory services. When calculating
and reporting Warwick 's assets under management and number of clients to the database
services, Lawrence improperly included assets under management and clients for which
he did not actively manage money. Furthermore, Lawrence and Warwick did not capture
and maintain data and information necessary to support Warwick's performance
presentation in the database services in accordance with AIMR-PPS.

Warwick's Inadequate Record Keeping
18.
While registered as an investment adviser with the Commission, Warwick
did not maintain many of the books and records that the Advisers Act requires registered
investment advisers to maintain, such as copies of advertisements and other
communications that the investment adviser circulates to over 10 persons, as well as
documents necessary to form the basis for Warwick's performance returns.

Warwick's Improper Registration With the Commission
19.
From 1998 to 2002, Warwick never had $25 million in assets under
management, and therefore, Warwick was improperly registered with the Commission as
an investment adviser.

VIOLATIONS
20.
As a result of the conduct described above, Respondent Warwick willfully
violated, and Lawrence willfully aided and abetted and caused Warwick' s violations of,
Section 204 of the Advisers Act and Rule 204-2(a)(11) thereunder, by faili ng to maintain
and/or make available for inspection by the Commission copies of each notice, circular,
advertisement, newspaper article, investment letter, bulletin or other communication that
Warwick circulated or distributed, directly or indirectly, to 10 or more persons;
21.
As a result ofthe conduct described above, Respondent Warwick willfully
violated, and Lawrence willfully aided and abetted and caused W arwick's violations of,
Section 204 of the Advisers Act and Rule 204-2(a)(16) thereunder by failing to keep all
documents that are necessary to form the basis for, or demonstrate the calculation of, the
performance or rate of return of any or all managed accounts that it used in
advertisements or other communications distributed to 10 or more persons;
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22.
As a result of the conduct described above, Respondent Warwick willfully
violated Section 206(1) and 206(2) of the Advisers Act and Lawrence willfully violated,
or willfully aided and abetted and caused Warwick's violations of, Section 206(1) and
206(2) of the Advisers Act by employing devices, schemes or artifices to defraud clients
or engaging in transactions, practices or courses of business that defrauded clients or
prospective clients;
23.
As a result of the conduct described above, Respondent Warwick willfully
violated, and Lawrence willfully aided and abetted and caused Warwick's violations of,
Section 206(4) of the Advisers Act and Rule 206(4)-1(a)(5) thereunder by engaging in
acts, practices or courses of business which were fraudulent, deceptive or manipulative,
including publishing, circulating or distributing advertisements that contained untrue
statements of material facts, or that were otherwise false or misleading;
24.
As a result of the conduct described above, Respondent Warwick willfully
violated Section 207 of the Advisers Act and Lawrence willfully violated, or willfully
aided and abetted and caused Warwick's violations of, Section 207 ofthe Advisers Act
by making untrue statements of a material fact in registration applications or reports
Warwick filed with the Commission and willfully omitting to state in such applications or
reports material facts which were required to be stated therein; and
25.
As a result of the conduct described above, Respondent Warwick willfully
violated, and Lawrence willfully aided and abetted and caused Warwick's violations of,
Section 203A of the Advisers Act for having improperly registered with the Commission.

III.
In view of the allegations made by the Division of Enforcement, the
Commission deems it necessary and appropriate in the public interest that public
administrative and cease-and-desist proceedings be instituted to determine:
A.
Whether the allegations set forth in Section II hereof are true and, in
connection therewith, to afford Respondents an opportunity to establish any defenses to
such allegations;
B.
What, if any, of the following remedial action is appropriate in the public
interest against Respondents, including, but not limited to, an investment advisory bar
pursuant to Section 203(f) of the Advisers Act and civil penalties pursuant to Section
203(i) of the Advisers Act; and
C.
Whether, pursuant to Section 203(k) of the Advisers Act, Respondents
should be ordered to cease and desist from committing or causing violations of and any
future violations of Sections 203A, 204, 206(1 ), 206(2), 206(4), and 207 of the Advisers
Act and Rules 204-2(a)(11), 204-2(a)(16) and 206(4)-1(a)(5) thereunder.
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IV.
IT IS ORDERED that a public hearing for the purpose of taking evidence on the
questions set forth in Section III hereof shall be convened not earlier than 30 days and not
later than 60 days from service of this Order at a time and place to be fixed, and before an
Administrative Law Judge to be designated by further order as provided by Rule 110 of the
Commission's Rules ofPractice, 17 C.F.R. § 201.110.
IT IS FURTHER ORDERED that Respondents shall file an Answer to the
allegations contained in this Order within twenty (20) days after service of this Order, as
provided by Rule 220 of the Commission's Rules of Practice, 17 C.F.R. § 201.220.
If Respondent fails to file the directed answer, or fails to appear at a hearing after
being duly notified, the Respondent may be deemed in default and the proceedings may be
determined against hitn upon consideration of this Order, the allegations of which may be
deemed to be true as provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission's
Rules ofPractice, 17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f) and 201.310.
This Order shall be served forthwith upon Respondent personally or by certified
mail.
IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 300 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission's Rules of Practice.
In the absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any factually
related proceeding will be permitted to participate or advise in the decision of this matter,
except as witness or counsel in proceedings held pursuant to notice. Since this proceeding is
not "rule making" within the meaning of Section 551 of the Administrative Procedure Act, it
is not deemed subject to the provisions of that Section 553 delaying the effective date of any
final Commission action.

By the Commission.

Nancy M. Morris
Secretary

B~;

J. Lynn Tayfor
Assistant Secretary
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COMMODITY FUTURES TRADING COMMISSION
17 CFR Part 41
RIN 3038 AB86
SECURITIES AND EXCHANGE COMMISSION
17 CFR Part 240
[Release No. 34-54106; File No. S7-07-06]
RIN 3235-AJ54
Joint Final Rules: Application of the Definition of Narrow-Based Security Index to
Debt Securities Indexes and Security Futures on Debt Securities
AGENCIES: Commodity Futures Trading Commission and Securities and Exchange
Commission.
ACTION: Joint final rules.
SUMMARY: The Commodity Futures Trading Commission ("CFTC") and the
Securities and Exchange Commission ("SEC") (together, the "Commissions") are
adopting a new rule and amending an existing rule under the Commodity Exchange Act
("CEA") and adopting two new rules under the Securities Exchange Act of 1934
("Exchange Act"). The rules will modify the applicable statutory listing standards
requirements to permit security futures to be based on individual debt securities or a
narrow-based security index composed of such securities. In addition, these rules and
· rule amendment will exclude from the definition of "narrow-based security index" debt
securities indexes that satisfy specified criteria. A future on a debt securities index that is
excluded from the definition of narrow-based security index will not be a security future
and may trade subject to the exclusive jurisdiction of the CFTC.
EFFECTIVE DATE: [Insert date 30 days from publication in the Federal Register.]
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FOR FURTHER INFORMATION CONTACT:
CFTC: Elizabeth L. Ritter, Deputy General Counsel, at 202/418-5052, or Julian E .
Hammar, Counsel, at 202/418-5118, Office of General Counsel; or Thomas M . Leahy,
Jr. , Associate Director, Product Review, at 202/418-5278, Division of Market Oversight,
51

Commodity Futures Trading Commission, Three Lafayette Centre, 1155 21 Street, NW,
Washington, DC 20581.

SEC : Yvonne Fraticelli, Special Counsel, at 202/551-5654; or Leah Mesfin, Special
Counsel, at 202/551-5655, Office of Market Supervision, Division ofMarket Regulation,
Securities and Exchange Commission, 100 F Street, NE, Washington, DC 20549-6628.

SUPPLEMENTARY INFORMATION:
The Commissions are adopting Rule 41.15 and amending Rule 41 .21 under the
CEA, 1 and adding Rule 3a55-4 and Rule 6h-2 under the Exchange Act.

I.

2

Introduction
A.

Background

Futures contracts on single securities and on narrow-based security indexes
(collectively, "security futures") are jointly regulated by the CFTC and the SEC. 3 The
definition of narrow-based security index under both the CEA and the Exchange Act sets
forth the criteria for such joint regulatory jurisdiction. Futures on indexes that are not
narrow-based security indexes are subject to the exclusive jurisdiction of the CFTC.
Under the CEA and the Exchange Act, an index is a narrow-based security index if it

All references to the CEA are to 7 U.S.C . 1 et seq.
2

All references to the Exchange Act are to 15 U.S.C. 78a et seq.

3

See Section 1a(31) ofthe CEA, 7 U.S.C. 1a(31); Section 3(a)(55)(A) ofthe
Exchange Act, 15 U.S .C. 78c(a)(55)(A).

3
meets any one of four criteria. 4 Further, the CEA and Exchange Act provide that,
notwithstanding the statutory criteria, an index is not a narrow-based security index if a
contract of sale for future delivery on the index is traded on or subject to the rules of a
board of trade and meets such requirements as are jointly established by rule, regulation,
or order of the Commissions. 5
The statutory definition of narrow-based security index was designed primarily
for indexes composed of equity securities, not debt securities. 6 For example, while three
criteria in the narrow-based security index definition evaluate the composition and
weighting of the securities in the index, another criterion evaluates the liquidity of an
index's component securities. The liquidity criterion in the statutory definition of narrowbased security index, which is important for indexes composed of common stock, is not
an appropriate criterion for indexes composed of debt securities because debt securities
generally do not trade in the same manner as equity securities. In particular, because few
debt securities meet the ADTV criterion in the statutory definition of narrow-based
security index, most indexes composed of debt securities, regardless of the number or

4

The four criteria are as follows: (1) it has nine or fewer component securities; (2)
any one of its component securities comprises more than 30% of its weighting;
(3) any group of five of its component securities together comprise more than
60% of its weighting; or (4) the lowest weighted component securities
comprising, in the aggregate, 25% of the index's weighting have an aggregate
dollar value of average daily trading volume ("ADTV") of less than $50 million
(or in the case of an index with 15 or more component securities, $30 million).
See Section 1a(25)(A)(i)-(iv) of the CEA, 7 U.S.C. 1a(25)(A)(i)-(iv); Section
3(a)(55)(B)(i)-(iv) ofthe Exchange Act, 15 U.S.C. 78c(a)(55)(B)(i)-(iv).

5

See Section 1a(25)(B)(vi) of the CEA, 7 U.S.C. 1a(25)(B)(vi); Section
3(a)(55)(C)(vi) ofthe Exchange Act, 15 U.S.C. 78c(a)(55)(C)(vi).

6

Debt securities include notes, bonds, debentures, or evidences of indebtedness.
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amount ofunderlying component seclirities in the index, would fall within the statutory
definition of narrow-based security index.
On April 10, 2006, the Commissions proposed rules 7 that would exclude debt
securities indexes that satisfied certain criteria from the statutory definition of narrowbased security index. Futures on debt securities indexes that satisfy the criteria of the
exclusion would not be security futures and thus would be subject to the exclusive
jurisdiction of the CFTC. In addition, the proposed rules and rule amendment would
modify the statutory listing standards to permit the trading of security futures on single
debt securities and narrow-based security indexes composed of debt securities.
The Commissions received comment letters on the proposed rules from two
futures exchanges, the Chicago Mercantile Exchange ("CME") and the Board of Trade of
the City of Chicago ("CBOT"), 8 and from the Futures Industry Association ("FIA"). 9 All
of the commenters generally supported the Commissions' proposal. The CME and the
CBOT requested the opportunity for public comment on the listing standards that would

7

See Securities Exchange Act Release No. 53560 (March 29, 2006), 71 FR 18030
(April 10, 2006) ("Proposing Release").

8

See letter from Craig S. Donohue, Chief Executive Officer, CME, to Jean A.
Webb, Secretary, CFTC, and Jonathan G. Katz, Secretary, SEC, dated April25,
2006 ("CME Letter"); letter from Bernard Dan, CBOT, to Jean A. Webb,
Secretary, CFTC, and Nancy M. Morris, Secretary, SEC, dated May 10, 2006
("CBOT Letter").

9

See letter from John M. Damgard, President, FIA, to Jean A. Webb, Secretary,
CFTC, and Nancy M. Morris, Secretary, SEC, dated May 16,2006 ("FIA
Letter"). In addition, the FIA supported the comments of the CME and the CBOT
and urged the Commissions to propose a regulatory standard governing the offer
and sale of security futures contracts on indexes composed of non-U.S. equities
that trade on or are subject to the rules of exchanges or boards of trade located
outside of the United States. Because the proposed rules did not relate to indexes
composed of non-U.S. equities, the Commissions are not addressing this comment
in this release.
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apply to security futures on debt securities and indexes composed of debt securities. 10 In
addition, the CBOT suggested that the Commissions reduce the minimum remaining
outstanding principal amount requirement from $250,000,000 to $100,000,000. 11
The FIA asked the Commissions to confirm that: (1) a debt security index that
meets the criteria in the rules would be broad-based even if the index included products
or instruments that are not securities; and (2) in a debt securities index that includes both
exempted securities and securities that are not exempted securities, it would be necessary
to take into account only securities that are not exempted securities in determining
compliance with the criteria in the rules. 12 These comments are discussed more fully
below.
B.

Overview of Adopted Rules

After careful consideration, the Commissions have determined to adopt the rules
and rule amendment largely as proposed, with changes to address certain issues raised by
the commenters. The Commissions believe it is appropriate to exclude certain debt
securities indexes from the statutory definition of narrow-based security index using
criteria that differ in certain respects from the criteria applicable to indexes composed of
equity securities. The Commissions believe that such modified criteria for debt securities
indexes are necessary or appropriate in the public interest and consistent with the
protection of investors because the criteria recognize the differences between equity and
debt and would permit security futures to be based on debt securities indexes. 13 In

10

See CME Letter, supra note 8, at 2; CBOT Letter, supra note 8, at 3-4.

II

See CBOT Letter, supra note 8; at 2-3.

12

See FIA Letter, supra note 9, at 2.

13

See 15 U.S.C. 78mm(a)(1).
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particular, the Commissions believe that the modified criteria addressing diversification
and public information about, and market familiarity with, the issuers of the securities
underlying a debt securities index will reduce the likelihood that a future on such an
index would be readily susceptible to manipulation and thus are more appropriate criteria
for debt securities indexes.

1.

CEA Rule 41.21 and Exchange Act Rule 6h-2

The Commissions are amending CEA Rule 41.21 and adopting Exchange Act
Rule 6h-2 to modify the statutory listing standards for security futures to permit the
trading of security futures based on debt securities that are notes, bonds, debentures, or
evidences of indebtedness and indexes composed of such securities.

2.

CEA Rule 41.15 and Exchange Act Rule 3a55-4

The Commissions are adopting CEA Rule 41.15 and Exchange Act Rule 3a55-4,
which exclude from the definition of narrow-based security index any debt securities
index that satisfies certain criteria. Specifically, CEA Rule 41.15 and Exchange Act Rule
3a55-4 provide that a debt securities index will not be considered a narrow-based security
index for purposes of Section 3(a)(55) of the Exchange Act and Section 1a(25) of the
CEA if: (1) each index component is a security that is a note, bond, debenture, or
evidence of indebtedness; (2) the index is comprised of more than nine securities issued
by more than nine non-affiliated issuers; (3) the securities of any issuer included in the
index do not comprise more than 30% ofthe index's weighting; (4) the securities of any
five non-affiliated issuers included in the index do not comprise more than 60% of the
index's weighting; and (5) the issuer of a security included in an index satisfies certain
requirements.

7
For securities that are not exempted securities, CEA Rule 41.15 and Exchange
Act Rule 3a55-4 require that the issuer of a component security: (1) be required to file
reports pursuant to section 13 or 15(d) of the Exchange Act; (2) have worldwide market
value of its outstanding common equity held by non-affiliates of $700 million or more;
(3) have outstanding securities that are notes, bonds, debentures, or evidences of
indebtedness with a total remaining principal amount of at least $1 billion; or (4) be a
government of a foreign country or a political subdivision of a foreign country.
In addition, CEA Rule 41.15 and Exchange Act Rule 3a55-4 require each security
of an issuer included in an index to have a total remaining principal amount outstanding
of at least $250,000,000. Alternatively, to respond to the CBOT's comment, the final rule
permits a municipal security in the index to have only $200,000,000 total remaining
principal amount outstanding if the issuer of such municipal security has outstanding debt
securities with a total remaining principal amount of at least $1 billion.
CEA Rule 41.15 and Exchange Act Rule 3a55-4 provide a de minimis exception
from the issuer eligibility and minimum outstanding principal balance criteria if a
predominant percentage of the securities comprising the index's weighting satisfy all of
the applicable criteria.
In addition, in response to the FIA's comments, the Commissions are adding an
alternative provision that would permit exempted securities that are debt securities (other
than municipal securities) to be excluded from an index in determining whether such
index is not a narrow-based security index under the rules.

8
Finally, CEA Rule 41.15 and Exchange Act Rule 3a55-4 contain a definition of
"control" solely to assess affiliation among issuers for purposes of determining
satisfaction of the criteria established in the rules .

II.

Discussion of Final Rules
A.

Modification of the Statutory Listing Standards Requirements for
Security Futures Products

The Commodity Futures Modernization Act of2000 14 amended the Exchange Act
and the CEA by, among other things, establishing the criteria and requirements for listing
standards for securities on which security futures products can be based. The Exchange
Act 15 provides that it is unlawful for any person to effect transactions in security futures
products that are not listed on a national securities exchange or a national securities
association registered pursuant to Sections 6(a) or 15A(a), respectively, of the Exchange
Act. 16 The Exchange Act 17 further provides that such exchange or association is
permitted to trade only security futures products that conform with listing standards filed
with the SEC and that meet the criteria specified in Section 2(a)(l)(D)(i) ofthe CEAY
The CEA 19 states that no board of trade shall be designated as a contract market with
respect to, or registered as a derivatives transaction execution facility ("DTEF ") for, any
contracts of sale for future delivery of a security futures product unless the board of trade
and the applicable contract meet the criteria specified in that section. Similarly, the

14

Pub. L. No. 106-554, 114 Stat. 2763 (2000).

15

Section 6(h)(1) ofthe Exchange Act, 15 U.S.C. 78f(h)(l).

16

15 U.S.C. 78f(a) and 78Q-3(a).

17

Section 6(h)(2) ofthe Exchange Act, 15 U.S.C. 78f(h)(2).

18

7 U.S .C. 2(a)(1)(D)(i).

19

Section 2(a)(l)(D)(i) ofthe CEA, 7 U.S.C. 2(a)(l)(D)(i).
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Exchange Act 20 requires that the listing standards filed with the SEC by an exchange or
association meet specified requirements.
In particular, the Exchange Act 21 and the CEA22 require that, except as otherwise
provided in a rule, regulation, or order, a security future must be based upon common
stock and such other equity securities as the Commissions jointly determine appropriate.
A security future on a debt security or a debt securities index currently would not satisfy
this requirement.
The Exchange Act and the CEA, however, provide the Commissions with the
authority to jointly modify this requirement to the extent that the modification fosters the
development of fair and orderly markets in security futures products, is necessary or
appropriate in the public interest, and is consistent with the protection of investors. 23
Pursuant to this authority, the Commissions have determined that it is appropriate in the
public interest and consistent with the protection of investors to amend CEA Rule 41.21
and adopt Exchange Act Rule 6h-2 to permit the trading of security futures based on debt
.securities that are notes, bonds, debentures, or evidences of indebtedness and indexes
composed of such securities. This modification is necessary to allow the listing and
trading of new and potentially useful fmancial products.
Security futures on debt securities or indexes composed of debt securities must
also conform with the listing standards of the national securities exchange or national
securities association on which they trade. The Exchange Act requires, among other
20

Section 6(h)(3) ofthe Exchange Act, 15 U.S.C. 78f(h)(3).

21

Section 6(h)(3)(D) ofthe Exchange Act, 15 U.S.C. 78f(h)(3)(D).

22

Section 2(a)(1)(D)(i)(III) ofthe CEA, 7 U.S .C. 2(a)(1)(D)(i)(III).

23

Section 6(h)(4)(A) ofthe Exchange Act, 15 U.S.C. 78f(h)(4)(A); Section
2(a)(1)(D)(v)(I) ofthe CEA, 7 U.S.C. 2(a)(l)(D)(v)(I).
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things, that such listing standards be no less restrictive than comparable listing standards
for options traded on a national securities exchange or national securities association.Z 4
In addition, the issuer of any security underlying the security future, including each
component security of a narrow-based security index, would have to be subject to the
reporting requirements of the Exchange Act due to the requirement that the security be
registered under Section 12 of the Exchange Act. 25 The listing standards for a security
future also must require that trading in the security future not be readily susceptible to
manipulation of the price of such security future, nor to causing or being used in the
manipulation of the price of an underlying security, option on such security, or option on
a group or index including such securities. 26 Because these listing standards will
continue to provide important investor protections and safeguards against such products
being readily susceptible to manipulation or causing or being used in the manipulation of
any underlying security or option on such underlying security or securities, the
Commissions believe that new Exchange Act Rule 6h-2 and the amendments to CEA
Rule 41.21 will foster the development of fair and orderly markets in security futures
products, are appropriate in the public interest, and are consistent with the protection of
investors.
B.

Rules Excluding Certain Debt Securities Indexes from the Definition
of Narrow-Based Security Index

24

Section 6(h)(3)(C) ofthe Exchange Act, 15 U.S.C. 78f(h)(3)(C).

25

Section 2(a)(1)(D)(i)(I) ofthe CEA, 7 U.S.C. 2(a)(1)(D)(i)(I); Section 6(h)(3)(A)
ofthe Exchange Act, 15 U.S.C. 78f(h)(3)(A).

26

Section 2(a)(l)(D)(i)(VII) of the CEA, 7 U.S.C. 2(a)(l)(D)(i)(VII); Section
6(h)(3)(H) of the Exchange Act, 15 U.S.C. 78f(h)(3)(H).
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The Commissions are adopting new CEA Rule 41.15 and Exchange Act Rule
3a55-4, which exclude from the statutory definition of narrow-based security index any
debt securities index that satisfies certain criteria. A futures contract on such an index
would not be a security future and thus would be subject to the exclusive jurisdiction of
the CFTC. The Commissions believe that the criteria in the rules, including the
requirements relating to the maximum weighting and concentration of securities of an
issuer in an index, the eligibility conditions for issuers, and the minimum remaining
outstanding principal amount requirement should reduce the likelihood that a future on
such an index would be readily susceptible to manipulation or could be used to
manipulate the market for the underlying debt securities. 27
1.

Index composed solely of debt securities

The new rules require that, for an index to qualify for the exclusion from the
definition of "narrow-based security index," each component security of the index must
be a security28 that is a note, bond, debenture, or evidence ofindebtedness. 29 Further,
none of the securities of an issuer included in the index may be an equity security, as

27

Although broad-based debt securities indexes that meet the criteria in the rules
should have a reduced likelihood of being readily susceptible to manipulation,
such indexes also must be determined to be not readily susceptible to
manipulation, in accordance with Section 2(a)(1)(C)(ii)(II) of the CEA, 7 U.S.C.
2(a)(1 )(C)(ii)(II).

28

The term "security" is defined in Section 2(a)(1) of the Securities Act of 1933 (the
"Securities Act"), 15 U.S .C. 77b(a)(1), and Section 3(a)(10) ofthe Exchange Act,
15 U.S.C. 78c(a)(10).

29

See Exchange Act Rule 3a55-4(a)(l); CEA Rule 41.15(a)(l). The federal
securities laws do not contain a single definition of "debt security." The
Commissions, therefore, are using the terms found in the Trust Indenture Act of
1939, 15 U.S.C. 77aaa-bbb (which governs debt securities of all types), to define
the debt securities for purposes of these rules and rule amendment.
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defined in Section 3(a)(11) of the Exchange Act and the rules adopted thereunder. 30
Thus, any security index that includes an equity security will not qualify for the exclusion
for indexes composed of debt securities. 31
The FIA asked the Commissions to confirm that a debt security index that meets
the criteria in the rules would be broad-based even if the index included products or
instruments that ar~ not securities. 32 The Commissions' proposed rules required that each
component security of an index be a security that is a note, bond, debenture, or evidence
of indebtedness. The Commissions did not propose or solicit comment on whether, and
· to what extent, indexes that include instruments that are not securities should be excluded
from the definition of narrow-based security index and have not, to date, considered the
regulatory implications of so excluding futures on indexes composed of different product
classes. Accordingly, the Commissions are adopting these requirements as proposed
without permitting indexes under the criteria to include products or instruments that are
not securities.
2.

Number and weighting of index components

The exclusion also includes conditions relating to the minimum number of
securities of non-affiliated issuers that must be included in an index and the maximum

30

15 U.S.C. 78c(a)(ll). See Exchange Act Rule 3a55-4(a)(2); CEA Rule
41.15(a)(2). A security convertible into an equity security is an equity security
under the Exchange Act and the Securities Act.

31

Indexes that include both equity and debt securities would be subject to the
criteria for narrow-based security indexes enumerated in Section 1a(25) of the
CEA and Section 3(a)(55) of the Exchange Act.

32

See FIA Letter, supra note 9, at 2. TheFIA letter did not elaborate on what these
other products or instruments might be.
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permissible weighting of securities in the index. The new rules provide that, for an index
to qualify for the exclusion:
•

The index must be composed of more than nine securities issued by more than
33
.
. non-affi1l"1ated Issuers;
nme

•

The securities of any issuer cannot comprise more than 30% of the index's
. htmg;
. 34 an d
we1g

•

The securities of any five non-affiliated issuers cannot comprise more than 60%
of the index's weighting. 35

The foregoing conditions are virtually identical to the criteria contained in the Exchange
Act and the CEA that apply in determining if a security index would not be a narrow. m
. dex. 36
base d security

In addition, the new rules provide that the term "issuer" includes a single issuer or
group of affiliated issuers. 37 An issuer would be affiliated with another issuer for
purposes ofthe exclusion if it controls, is controlled by, or is under common control with,
that other issuer. The rules define control, solely for purposes of the exclusion, to mean
ownership of 20% or more of an issuer's equity or the ability to direct the voting of 20%
or more of an issuer's voting equity. 38 The definition of control will apply solely to CEA

33

See Exchange Act Rule 3a55-4(a)(3); CEA Rule 41.15(a)(3).

34

See Exchange Act Rule 3a55-4(a)(4); CEA Rule 41.15(a)(4),

35

See Exchange Act Rule 3a55-4(a)(5); CEA Rule 41.15(a)(5).

36

See supra note 4.

37 .

See Exchange Act Rule 3a55-4(b); CEA Rule 41.15(b ).

38

While the definition of affiliate under the federal securities laws is generally a
facts-and-circumstances determination based on the definition of affiliate
contained in such laws, see,~ Securities Act Rule 405 , 17 CFR 23 0.405;
Exchange Act Rule 12b-2, 17 CFR 240.12b-2, certain rules under the Exchange
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Rule 41.15 and Exchange Act Rule 3a55-4 and is designed to provide a clear standard for
determining control and affiliation for purposes of the exclusion. Determining whether
issuers are affiliated is important in assessing whether an index satisfies the conditions in
the rules adopted today because the debt securities of all affiliated issuers included in an
index must be aggregated.
The number and weighting criteria require that an index meet minimum
diversification conditions with regard to both issuers and the underlying securities. These
criteria provide that for purposes of weighting, all debt securities of all affiliated issuers
included in the index are aggregated so that the indexes are not concentrated in the
securities of a small number of issuers and their affiliates. These criteria are important
elements of the Commissions' determination that the rules are consistent with the
protection of investors because they reduce the likelihood that a future on such a debt
securities index would be overly dependent.on the price behavior of a component single
security, small group of securities or issuers, or group of securities issued by affiliated
parties.

3.

Issuer or security eligibility criteria

New CEA Rule 41 .15 and Exchange Act Rule 3a55-4 require that, for an index to
qualifY for the exclusion from the definition of narrow-based security index, the issuer of
each component security that is not an exempted security under the Exchange Act and the
.rules thereunder must satisfY one of the following:

Act contain a 20% threshold for purposes of determining a relationship between
two or more entities. See,~' Exchange Act Rule 13d-1(c), 17 CFR
240.13d-1(c); Securities Exchange Act Release No. 39538 (January 12, 1998), 63
FR 2854 (January 16, 1998). See also Rule 3-05 under Regulation S-X, 17 CFR
210.3-05.
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•

The issuer is required to file reports pursuant to Sections 13 or 15(d) of the
Exchange Act; 39

•

The issuer has a worldwide market value of its outstanding common
equity held by non-affiliates of $700 million or more; or

•

The issuer has outstanding securities that are notes, bonds, debentures, or
evidences of indebtedness having a total remaining principal amount of at
least $1 billion.

These issuer eligibility criteria are aimed at conditioning the exclusion for a debt
securities index from the definition of narrow-based security index on the public
availability of information about the issuers of the securities included in the index. For
example, an issuer that is required to file reports pursuant to Sections 13 or 15(d) of the
Exchange Act 40 makes regular and public disclosure through its Exchange Act filings.
For issuers that are not required to file reports with the SEC under the Exchange Act, the
Commissions similarly believe that issuers having worldwide equity market
capitalization of$700 million or $1 billion in outstanding debt are likely to have public
information available about them. 41 Accordingly, the issuer eligibility criteria are
designed to provide that, other than with respect to exempted securities in the index, the
debt securities index includes debt securities of issuers for which public information is
available, thereby reducing the likelihood that an index qualifying for the exclusion
would be readily susceptible to manipulation.
39

15 U.S .C. 78m and 78Q(d).

40

15 U.S.C. 78m and 78Q.

41

These thresholds are similar to ones the SEC recently adopted in its Securities
Offering Reform rules. See Securities Act Release No. 8591 (July 19, 2005), 70
FR 44722 (August 3, 2005).
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Under the rules adopted by the Commissions today, the issuer eligibility criteria
do not apply to index components that are exempted securities, as defined in the
Exchange Act, 42 or to an issuer that is a government of a foreign country or a political
subdivision of a foreign country. The Commissions believe that it is appropriate to allow
indexes qualifying for the exclusion to include exempted securities and the debt
obligations of foreign countries and their political subdivisions. Current law permits
futures on individual exempted debt securities, other than municipal securities, and on
certain foreign sovereign debt obligations.

43

Because a future may be based on one of

these exempted debt securities, the Commissions believe that it is reasonable and
consistent with the purposes of the CEA and the Exchange Act to allow futures to be
based on indexes composed of such debt securities.
4.

Minimum principal amount outstanding

The rules require that, for a securities index to qualify for the exclusion, each
index component, other than a municipal security in certain cases, must have a total
remaining principal amount of at least $250,000,000. Although trading in most debt
securities is limited, trading volume is generally larger for debt securities with

42

See 15 U.S.C. 78c(a)(12). While issuers of exempted securities are not subject to
the same issuer eligibility conditions, other existing rules and regulatory regimes
applicable to most of such issuers provide for ongoing public information about
such issuers. See, ~' Exchange Act Rule 15c2-12, 17 CFR 240.15c2-12.

43

Section 2(a)(1)(C)(iv) of the CEA, 7 U.S .C. 2(a)(l)(C)(iv), prohibits any person
from entering into a futures contract on any security except an exempted security
under Section 3(a)(12) of the Exchange Act, 15 U.S.C. 78c(a)(12), other than a
municipal security, as defined in Section 3(a)(29) ofthe Exchange Act, 15 U.S.C.
78c(a)(29). In addition, Exchange Act Rule 3a12-8, 17 CFR 240.3a12-8, deems
the debt obligations of specified foreign governments to be exempted securities
for the purpose of permitting the offer, sale, and confirmation of futures contracts
on those debt obligations in the United States.

17
$250,000,000 or more in total remaining principal amount outstanding.44 The new rules
do not require that the securities included in the index have an investment grade rating.
Nor do the rules require particular trading volume, due to the generally lower trading
activity in the debt markets compared to the equity markets. Trading activity in a debt
security generally increases as the principal amount of the debt security increases.
Howe~er, non-investment-grade debt securities generally trade more frequently than

investment-grade debt securities. As a result of the type of trading activity that occurs in
the debt markets, the Commissions do not believe that trading volume is an appropriate
criterion for determining whether a debt securities index is narrow-based. Instead, the
Commissions are adopting a minimum principal amount criterion which is intended,
together with the other criteria in the rules adopted today geared to the debt securities
market, to provide a substitute criterion for trading volume. Accordingly, the
Commissions believe that including a minimum remaining principal amount criterion,
together with the other criteria, will decrease the likelihood that a future on an index
qualifying for the exclusion from the definition of narrow-based security index would be
readily susceptible to manipulation.
~The

CBOT urged the Commissions to reduce the minimum remaining outstanding

principal amount threshold from $250,000,000 to $100,000,000. 45 The CBOT presented
data indicating that only a small number of municipal debt securities are issued in
principal amounts exceeding $250,000,000 and argued that it would be difficult to
construct an index qualifying for the exclusion composed of municipal securities. The

44

This is based on data obtained from the Trace Reporting and Compliance Engine
(TRACE) database supplied by NASD.

45

See CBOT Letter, supra note 8, at 2-3.
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CBOT believed a $100,000,000 threshold was appropriate because it would make itmore
likely that an exchange would be able to identify a sufficient number of municipal debt
securities to be included in an index. The CBOT did not provide any data regarding other
debt securities or any data or arguments to demonstrate how its proposed $100,000,000
threshold was consistent with the principle that an index based on municipal debt
securities meeting its threshold would not be readily susceptible to manipulation.
The Commissions intend the $250,000,000 threshold to be a proxy for the
statutory trading volume criterion for equity securities. As discussed above, trading
activity in a debt security generally increases as the principal amount of the debt security
increases. The $250,000,000 threshold is not designed to maximize the number of
securities that may be included in an index qualifying for an exclusion from the definition
of narrow-based security index. Rather, by limiting an index primarily to more liquid
securities, this criterion increases the likelihood that information about such securities
will be publicly available and that the securities will have a larger market following. The
$250,000,000 threshold, together with the other criteria, is designed to reduce the
likelihood that the index would be readily susceptible to manipulation.
The Commissions are addressing the CBOT's comment in the final rules by
adopting an alternate test for municipal securities. A municipal security could either:
(1) meet the original $250,000,000 threshold; or (2) meet the following two-part test: (a)
the security has a remaining principal amount outstanding of $200,000,000; and (b) the
issuer of the security has outstanding securities that are notes, bonds, debentures, or
evidences of indebtedness having a total remaining principal amount of at least $1
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billion.46 As discussed above, the Commissions believe that issuers with $1 billion or
more in outstanding debt are likely to be followed in the market, and that information
about such issuers is more likely to be publicly available.

47

Providing an alternate lower

threshold for principal amount outstanding should provide some flexibility in
constructing indexes that include municipal securities by expanding the number of
municipal securities issues that could be eligible. At the same time, the alternate
$200,000,000 threshold is designed to reduce the likelihood that the market for a security
is not highly illiquid and thus more readily susceptible to manipulation. 48 Furthermore,
the requirement that the issuer of the security have total debt outstanding of at least
$1 billion increases the likelihood that information about the issuer and its securities will
be publicly available. The availability of such information should reduce the likelihood
that the issuer's securities -including those with a minimum principal amount
outstanding of $200,000,000 -would be readily susceptible to manipulation.

5.

De minimis exception

As the Commissions proposed, the final rules exclude an index from the
definition of "narrow-based security index" even if certain of the issuers of the underlying
securities do not meet the issuer eligibility and the securities do not meet the minimum
outstanding principal balance requirements. Specifically, an index will still qualify for
46

CEA Rule 41.15(a)(1 )(vii)(B); Exchange Act Rule 3a55-4(a)(l)(vii)(B).

47

See supra note 41 and accompanying text.

48

In a 2004 study of the municipal securities market, the SEC staff found that, over
a 10.5-month period, one-third of municipal issuers had no trades in their debt
securities and two-thirds of municipal issuers had 25 or fewer trades in their
securities. Only 2% of municipal issuers had 1,000 or more trades in their
securities during that 10.5-month period. See Office ofEconomic Analysis,
Office of Municipal Securities, and Division of Market Regulation, Report on
Transactions in Municipal Securities (2004), at 17.
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the exclusion even if an issuer does not satisfy the eligibility criteria described above 49 or
the securities do not have $250,000,000, or, for municipal securities of issuers with at
least $ 1 billion in outstanding principal amount of debt, $200,000,000 in remaining
principal amount, as applicable, if:
•

All securities of such issuer included in the index represent less than 5%
of the index's weighting; 5° and

•

Securities comprising at least 80% of the index's weighting satisfy the
issuer eligibility and minimum outstanding principal balance criteria.5 1

The Commissions believe that an index that includes a very small proportion of
securities and issuers that do not satisfy certain of the above criteria should nevertheless
be excluded from the defmition of narrow-based security index. To satisfy the exclusion,
both the 5% and the 80% weighting thresholds must be met at the time of the assessment.
The 5% weighting threshold is designed to provide that issuers and securities not
satisfying certain of the criteria will comprise only a very small portion of the index. The
80% weighting threshold is designed to provide that a predominant percentage of the
securities and the issuers in the debt securities index satisfy the criteria. By allowing debt
securities indexes that include debt securities of a small number of issuers and securities
that do not satisfy certain of the criteria to qualify for the exclusion, the de minimis

49

See supra notes 28-46 and accompanying text.

50

In determining whether the 5% threshold is met, all securities of an issuer and its
affiliates would be aggregated because of the potential for concentrated risk of the
index in a limited group of issuers.

51

The 80% calculation is based on the entire index's weighting without subtracting
issuers that are not required to satisfy the issuer eligibility criteria and minimum
outstanding principal amount criteria. This is important to ensure that a
predominant percentage of the index satisfies the required criteria.
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exception provides some flexibility in constructing an index or determining whether a
debt securities index satisfies the exclusion. The Commissions believe that the de
minimis exemption is appropriate for indexes that are predominantly composed of
securities that satisfy the specified criteria, and that providing such flexibility is
consistent with the protection of investors and is not likely to increase the possibility that
an index that qualifies for the exclusion would be readily susceptible to manipulation.

6.

Indexes that Include Exempted Securities

The FIA asked the Commissions to confirm that, in an index that includes
exempted securities and securities that are not exempted securities, only securities that
are not exempted securities must be taken into account in determining compliance with
the rules' criteria. 52 To address the FIA's comment and to clarify the treatment of an
index that includes both exempted debt securities and debt securities that are not
exempted securities, the final rules permit, but do not require, certain of the index's
exempted debt securities (other than municipal securities) to be excluded from the index
in determining whether the index is not a narrow-based security index under the rules. 5 3
Persons making the determination regarding the appropriate treatment under the rules of a
debt security index that includes both exempted and non-exempted debt securities may
use either test for determining whether the debt security index is not narrow-based.
Under the alternative method for determining whether a debt security index is not
narrow-based, exempted debt securities (other than municipal securities) may be
excluded from the application of the rule criteria. If exempted debt securities are
excluded from the application of the rule criteria, the remaining portion of the index must
52

See FIA Letter, supra note 9, at 2.

53

See CEA Rule 41.15(a)(2); Exchange Act Rule 3a55-4(a)(2).
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satisfy each of the rule's criteria without taking into account the portion of the index .
composed of the exempted debt securities in order for the index as a whole to not be a
narrow-based security index under the rules.
The Commissions believe this new provision is consistent with the objectiv<:;_ and
intent of the proposed rules. The Commissions also believe it responds to the PIA's
request for clarification of the treatment of indexes that include exempted securities and
securities that are not exempted securities.

C.

Tolerance Period

Section 1a(25)(B)(iii) of the CEA54 and Section 3(a)(55)(C)(iii) ofthe Exchange
Act 55 provide that, under certain conditions, a future on a security index may continue to
trade as a broad-based index future, even when the index temporarily assumes
· characteristics that would render it a narrow-based security index under the statutory
definition. An index qualifies for this tolerance and therefore is not a n.arrow-based
security index if: (1) a future on the index traded for at least 30 days as an instrument
that was not a security future before the index assumed the characteristics of a narrowbased security index; and (2) the index does not retain the characteristics of a narrowbased security index for more than 45 business days over three consecutive calendar
months. 56

54

7 U.S .C. la(25)(B)(iii).

55

15 U.S .C. 78c(a)(55)(C)(iii).

56

If the index becomes narrow-based for more than 45 days over three consecutive
calendar months, the statute then provides an additional grace period of three
months during which the index is excluded from the definition of narrow-based
security index. See Section 1a(25)(D) ofthe CEA, 7 U.S.C. 1a(25)(D); Section
3(a)(55)(E) ofthe Exchange Act, 15 U.S.C. 78c(a)(55)(E).
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In addition, current CEA Rule 41.12 57 and Exchange Act Rule 3a55-2 58 address
the circumstance when a broad-based security index underlying a future becomes narrowbased during the first 30 days of trading. In such case, the future does not meet the
requirement of having traded for at least 30 days to qualify for the tolerance period
granted by Section la(25)(B)(iii) ofthe CEA 59 and Section 3(a)(55)(C)(iii) of the
Exchange Act. 60 These rules, however, provide that the index will nevertheless be
excluded from the definition of narrow-based security index throughout that first 30 days,
if the index would not have been a narrow-based security index had it been in existence
for an uninterrupted period of six months prior to the first day of trading.
III.

Listing Standards for Security Futures on Debt Securities
The listing standards requirements for security futures are set forth in Section

2(a)(l)(D)(i) of the CEA 61 and Section 6(h)(3) ofthe Exchange Act. 62 Among other
things, the listing standards for security futures products must be no less restrictive than
comparable listing standards for options traded on a national securities exchange or
national securities association,63 and the listing standards must require that trading in the
security futures product not be readily susceptible to manipulation of the price of the
security futures product, or to causing or being used in the manipulation of the price of an

57

17 CFR41.12.

58

17 CFR 240.3a55-2.

59

7 U.S.C. 1a(25)(B)(iii).

60

15 U.S.C. 78c(a)(55)(C)(iii).

61

7 U.S.C. 2(a)(1)(D)(i).

62

15 U.S.C. 78f(h)(3).

63

See Section 6(h)(3)(C) of the Exchange Act, 15 U.S.C. 78f(h)(3)(C).
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underlying security, option on such security, or option on a group or index including such
securities. 64
The CME and CBOT urged the SEC to publish for comment the listing standards
that would apply to security futures on debt securities. 65 The commenters maintained that
·interested parties should have an opportunity to provide meaningful comment on the
listing standards for such security futures .
As noted above, the Exchange Act and the CEA require that the listing standards
for security futures be no less restrictive than comparable listing standards for exchangetraded options. 66 This statutory standard does not require that the SEC adopt rules.
Instead, the Exchange Act contemplates that exchanges proposing to list and trade
security futures products must file proposed rule changes that include listing standards
that, among other things, are consistent with this standard. 67 Currently, the only debt
securities on which options trade are U.S. Treasury securities. 68 The SEC, however,
recently published for comment a proposed rule change by the Chicago Board Options
Exchange to list options on certain corporate debt securities. 69 The SEC would welcome
comments from the CME and others on the CBOE's proposal, particularly as it relates to
comparable listing standards for security futures on debt securities.
64

See Section 2(a)(1)(D)(i)(VII) ofthe CEA, 7 U.S.C. 2(a)(1)(D)(i)(VII); Section
6(h)(3)(H) of the Exchange Act, 15 U.S .C. 78f(h)(3)(H).

65

See CME Letter, supra note 8, at 2; CBOT Letter, supra note 8, at 3-4.

66

See supra note 63.

67

A proposed rule change must, among other things, satisfy the substantive
requirements of Section 6 of the Exchange Act and the procedural requirements of
Section 19 of the Exchange Act.

68

See CBOE Rule 21.1 et seq.

69

See Securities Exchange Act Release No. 53935 (June 2, 2006), 71 FR 34174
(June 13, 2006).
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III.

Paperwork Red uction Act

CFTC:
The Paperwork Reduction Act of 1995 ("PRA"), 70 imposes certain requirements
on federal agencies (including the CFTC) in connection with their conducting or
sponsoring any collection of information as defined by the PRA. The rule and rule
amendment do not require a new collection of information on the part of any entities.

SEC:
The PRA does not apply because new Exchange Act Rules 3a55-4 and 6h-2 do
not impose any new "collection of information" requirements within the meaning under
the PRA.
Costs and Benefits of Final R ules

IV.
CFTC:

Section 15(a) of the CEA 71 requires the CFTC to consider the costs and benefits
of its actions before issuing new regulations under the CEA. By its terms, Section 15(a)
does not require the CFTC to quantify the costs and benefits of new regulations or to
determine whether the benefits of the regulations outweigh their costs. Rather, Section
15(a) requires the CFTC to "consider the cost and benefits" of the subject rules in light of
five broad areas of market and public concern: ( 1) protection of market participants and
the public; (2) efficiency, competitiveness, and financial integrity of futures markets;
(3) price discovery; (4) sound risk management practices; and (5) other public interest
considerations. The CFTC may, in its discretion, give greater weight to any one of the
five enumerated areas of concern and may, in its discretion, determine that,
70

44 U.S.C. 3501 et seq.

71

7 U.S .C. 15(a).
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notwithstanding its costs, a particular rule is necessary or appropriate to protect the public
interest or to effectuate any of the provisions or to accomplish any of the purposes of the
CEA.
The rule and rule amendment will foster the protection of market participants and
the public by establishing criteria for futures on broad-based debt securities indexes that
will reduce the likelihood that these products would be readily susceptible to
manipulation. The statutory listing standards for security futures provide for similar
protection of market participants with regard to security futures on narrow-based debt
securities indexes and individual debt securities that will be made available for listing and
trading pursuant to the final rules.
In addition, the rule and rule amendment will encourage the efficiency and
competitiveness of futures markets by permitting the listing for trading of new and
potentially useful products on debt securities and security indexes. In the absence of the
rule and rule amendment, futures on debt securities indexes that meet the proposed
criteria for non-narrow-based security' index treatment, as well as security futures on
narrow-based debt securities indexes and individual debt securities, would be prohibited.
Efficiencies will also be achieved because the rule and rule amendment, in establishing
criteria for broad-based debt securities indexes, take into consideration the characteristics
of such indexes and the issuers of the underlying debt securities that render joint SEC and
CFTC regulation unnecessary. By not supjecting futures on debt securities indexes that
meet the criteria to joint SEC and CFTC regulation, the costs for listing such products
will be minimized.
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The rule and rule amendment will have no material impact from the standpoint of
imposing costs or creating benefits, on price discovery, sound risk management practices,
or any other public interest considerations.
Although exchanges may incur costs in order to determine whether a debt
securities index meets the criteria to be considered broad-based established by the rules,
the CFTC believes that these costs are outweighed in light of the factors and benefits
discussed above.

SEC:
New Exchange Act Rule 6h-2 permits a national securities exchange to list and
trade security futures based on a security that is a note, bond, debenture, or evidence of
indebtedness or on a narrow-based index composed of such securities. New Exchange
Act Rule 3a55-4 excludes from the definition of "narrow-based security index" those debt
securities indexes that satisfy certain criteria.

A.

Benefits

The benefits of new Exchange Act Rules 6h-2 and 3a55-4 are related to the
benefits that will accrue as a result of expanding the range of securities on which security
futures and other index futures may be based. By permitting the trading of security
futures based on debt securities or debt securities indexes and excluding certain indexes
based on debt securities from the definition of narrow-based security index, new
Exchange Act Rule 6h-2 permits a greater variety of financial products to be listed and
traded that potentially could facilitate price discovery and the ability to hedge. New
Exchange Act Rule 3a55-4 provides clear, objective criteria for excluding from the
jurisdiction of the SEC futures contracts on certain debt securities indexes. By providing
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an objective rule to determine when a debt securities index is not a narrow-based
securities index for purposes of the Exchange Act Section 3(a)(55), new Exchange Act
Rule 3a55-4 alleviates any additional regulatory costs of dual CFTC and SEC jurisdiction
where it is appropriate to do so. Futures contracts on debt securities indexes that do not
meet the criteria in Exchange Act Rule 3a55-4 for the exclusion from the definition of
narrow-based debt security index will be subject to the joint jurisdiction of the SEC and
CFTC. Futures on debt securities indexes that do meet the criteria for the exclusion,
however, will be subject to the exclusive jurisdiction of the CFTC and may be traded
only on designated contract markets and registered DTEFs. Investors generally will
benefit from the new rules by having a wider choice of financial products to buy and sell.
The amount of the benefit will likely be correlated to the volume of trading in these new
instruments.

B.

Costs

In complying with the new rules, a national securities exchange, national
securities association, designated contract market, registered DTEF, or foreign board of
trade (each a "listing market") that wishes to list and trade futures contracts based on debt
securities indexes will incur certain costs. 72 A listing market that wishes to list and trade
such a futures contract will be required to ascertain whether the underlying debt securities
index is or is not a narrow-based debt security index, according to the criteria set forth in
Rule 3a55-4, and thus whether a future on such debt security index is subject to the
exclusive jurisdiction of the CFTC or to the joint jurisdiction of the SEC and CFTC. This

72

In the Proposing Release, supra note 7, the Commissions requested comment on
the costs and benefits associated with the proposed rules and rule amendment but
did not receive any specific cost or benefit data in response.
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analysis will have to be performed at the initial listing and monitored periodically to
ensure continued compliance under new Exchange Act Rule 3a55-4. The SEC notes,
however, that in the absence of new Exchange Act Rule 3a55-4, a listing market desiring
to list futures on a debt securities index would still have to bear the costs associated with
performing a similar analysis under the statutory defmition of narrow-based security
index. The costs associated with new Exchange Act Rule 3a55-4 would largely replace
the costs of performing an analysis under the statutory definition of narrow-based
security index for debt securities indexes and, therefore, there is little or no cost increase.
The determination of whether a debt securities index is excluded from the
definition of narrow-based debt security index will require listing markets to make certain
calculations based on the type of issuer and concentration of the security in the index,
including calculations, as appropriate, relating to the issuer eligibility provisions,73 the
total outstanding principal of each of the underlying securities, and calculations related to
the weighting of each of the securities in the index. A listing market may incur costs if it
contracts with an outside party to perform these calculations. In addition, a listing market
may incur costs associated with obtaining and accessing appropriate data from an
independent third-party vendor. For example, a listing market may be required to pay
certain fees to a vendor to acquire the necessary information. Furthermore, if these
calculations require data that are not readily available, particularly if foreign data are
needed, a listing market may possibly incur additional costs to obtain such data.

73

The issuer eligibility calculations for issuers of non-exempted securities, nonExchange Act reporting issuers, or issuers that are not foreign governments could
include the worldwide market value of outstanding common equity held by nonaffiliates of such issuer or the aggregate remaining principal amount of
outstanding debt of such issuer.
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Market participants that elect to create debt securities indexes for trading futures
thereon will also incur non-regulatory costs associated with constructing these products.
Such costs will be the ordinary costs of doing business.
V.

Consideration of Burden on Competition, and Promotion of Efficiency,
Competition, and Capital Formation

SEC:
Section 3(f) of the Exchange Act

74

requires the SEC, when engaged in a

rulemaking that requires it to consider or determine whether an action is necessary or
appropriate in the public interest, to consider whether the action will promote efficiency,
competition, and capital formation. Section 23(a)(2) of the Exchange Act75 requires the
SEC, in adopting rules under the Exchange Act, to consider the impact any rule will have
on competition. In particular, Section 23(a)(2) of the Exchange Act prohibits the SEC
from adopting any rule that will impose a burden on competition not necessary or
appropriate in furtherance of the purposes of the Exchange Act. In the Proposing
Release, the SEC requested comment on these statutory considerations and received none
that addressed them specifically.
New Exchange Act Rule 6h-2 will permit the listing and trading of security
futures based on debt se9urities and narrow-based debt securities indexes. New
Exchange Act Rule 3a55-4 sets forth clear methods and guidelines for a listing market to
distinguish futures contracts on debt securities indexes that are subject to joint
jurisdiction of the SEC and CFTC from futures contracts on debt securities indexes that
are subject to the exclusive jurisdiction of the CFTC. The SEC believes that the new

74

15 U.S.C. 78c(f).

75

15. U.S .C. 78w(a)(2).
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rules, by allowing listing markets to list and trade new financi al products, will promote
efficiency and competition. The new rules will create opportunities for listing markets to
compete in the market for such new products and perhaps to create new products that will
compete with existing products. The resulting increased competition and more efficient
markets should not have an adverse impact on capital formation.

VI.

Regulatory Flexibility Act Certifications

CFTC:
The Regulatory Flexibility Act ("RF A") 76 requires federal agencies, in
promulgating rules, to consider the impact of those rules on small entities. The rules
herein will affect contract markets and registered DTEFs. The CFTC previously
established certain definitions of "small entities" to be used by the CFTC in evaluating
the impact of its rules on small entities in accordance with the RF A. 77 In its previous
determinations, the CFTC has concluded that contract markets and DTEFs are not small
entities for the purpose of the RF A. 78
SEC:
In the Proposing Release, the Commission certified, pursuant to Section 605(b) of
the RF A,79 that new Exchange Act Rules 3a55-4 and 6h-2 would not have a significant
economic impact on a substantial number of small entities. The Commission solicited
comment as to the nature of any impact on small entities, including empirical data to

76

5 U.S.C. 601 et seq.

77

See 47 FR 18618 (April20, 1982).

78

See 47 FR 18618, 18619 (April20, 1982) (discussing contract markets); 66 FR
42256, 42268 (August 10, 2001) (discussing DTEFs).

79

5 U.S.C. 605(b).
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support the extent of such impact costs and benefits associated with the proposed
amendment, and no comments were received.

VII.

Statutory Authority
Pursuant to the CEA and the Exchange Act, and, particularly, Sections

1a(25)(B)(vi) and 2(a)(1)(D) ofthe CEA 80 and Sections 3(a)(55)(C)(vi), 3(b), 6(h), 23(a),
and 36 ofthe Exchange Act, 81 the Commissions are adopting Rule 41.15 and
amendments to Rule 41.21 under the CEA, 82 and Rules 3a55-4 and 6h-2 under the
Exchange Act. 83

VIII. Text of Adopted Rules
List of Subjects
17 CFR Part 41
Security futures products.
17 CFR Part 240
Securities.

Commodity Futures Trading Commission
In accordance with the foregoing, Title 17, chapter I, part 41 of the Code of
Federal Regulations is proposed to be amended as follows:

PART41-SECURITYFUTURESPRODUCTS
1.

The authority citation for part 41 continues to read as follows:

80

7 U.S.C. 1a(25)(B)(vi) and 2(a)(l)(D).

81

15 U.S.C. 78c(a)(55)(C)(vi), 78c(b), 78f(h), 78w(a), and 78mrn.

82

17 CFR 41.15 and 41.21.

83

17 CFR 240.3a55-4 and 240.6h-2.
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Authority: Sections 206,25 1 and 252, Pub. L. 106-554, 114 Stat. 2763, 7 U.S.C. 1a, 2,
6f, 6j , 7a-2, 12a; 15 U.S .C. 78g(c)(2).

*****
Subpart B-Narrow-based Security Indexes

*****
2.

Add Section 41.15 to read as follows:

§ 41.15 Exclusion from Definition of Narrow-Based Security Index for Indexes
Composed of Debt Securities
(a)

An index is not a narrow-based security index if:

(1)

(i) Each ofthe securities of an issuer included in the index is a security, as

defined in section 2(a)(l) ofthe Securities Act of 1933 and section 3(a)(10) ofthe
Securities Exchange Act of 1934 and the respective rules promulgated thereunder, that is
a note, bond, debenture, or evidence of indebtedness;
(ii)

None of the securities of an issuer included in the index is an equity

security, as defined in section 3(a)(11) of the Securities Exchange Act of 1934 and the
rules promulgated thereunder;
(iii) . The index is comprised of more than nine securities that are issued by
more than nine non-affiliated issuers;
(iv)

The securities of any issuer included in the index do not comprise more

than 30 percent of the index's weighting;
(v)

The securities of any five non-affiliated issuers included in the index do

not comprise more than 60 percent of the index's weighting;
(vi)

Except as provided in paragraph (a)(l)(viii) of this section, for each

security of an issuer included in the index one of the following criteria is satisfied:
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(A)

The issuer of the security is required to file reports pursuant to section 13

or section 15(d) of the Securities Exchange Act of 1934;
(B)

The issuer of the security has a worldwide market value of its outstanding

common equity held by non-affiliates of $700 million or more;
(C)

The issuer of the security has outstanding securities that are notes, bonds,

debentures, or evidences of indebtedness having a total remaining principal amount of at
least $1 billion;
(D)

The security is an exempted security as defined in section 3(a)(12) of the

Securities Exchange Act of 1934 and the rules promulgated thereunder; or
(E)

The issuer of the security is a government of a foreign country or a

political subdivision of a foreign country; and
(vii)

Except as provided in paragraph (a)(1)(viii) of this section, for each

security of '!-n issuer included in the index one of the following
(A)

criteri~

is satisfied:

The security has a total remaining principal amount of at least

$250,000,000; or
(B)

The security is a municipal security (as defined in section 3(a)(29) of the

Securities Exchange Act of 1934 and the rules promulgated thereunder) that has a total
remaining principal amount of at least $200,000,000 and the issuer of such municipal
security has outstanding securities that are notes, bonds, debentures, or evidences of
indebtedness having a total remaining principal amount of at least $1 billion; and
(viii)

Paragraphs (a)(l)(vi) and (a)(1)(vii) of this section will not apply to

securities of an issuer included in the index if:
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{A)

All securities of such issuer included in the index represent less than five

percent ofthe index's weighting; and
(B)

Securities comprising atleast 80 percent of the index's weighting satisfy

the provisions of paragraphs (a)(l )(vi) and (a)(l )(vii) of this section.
(2)(i)

The index includes exempted securities, other than municipal securities as

defined in section 3(a)(29) of the Securities Exchange Act of 1934 and the rules
promulgated thereunder, that are:
(A)

Notes, bonds, debentures, or evidences of indebtedness; and

(B)

Not equity securities, as defined in section 3(a)(11) of the Securities

Exchange Act of 1934 and the rules promulgated thereunder; and
(ii)

Without taking into account any portion of the index composed of such

exempted securities, other than municipal securities, the remaining portion of the index
would not be a narrow-based security index meeting all the conditions under paragraph
(a)(l) ofthis section.
(b)

For purposes of this section:

(1)

An issuer is affiliated with another issuer if it controls, is controlled by, or

is under common control with, that issuer.
(2)

For purpos~s of this section, "control" means ownership of20 percent or

more of an issuer's equity, or the ability to direct the voting of 20 percent or more of the
issuer's voting equity.
(3)

The term "issuer" includes a single issuer or group of affiliated issuers.

*****
Subpart C-Requirements and Standards for Listing Security Futures Products
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3.

Amend Section 41.21 by:
a.

Removing "or" at the end of paragraph (a)(2)(i);

b.

Removing "; and," at the end of paragraph (a)(2)(ii) and adding ", or" in its

c.

Adding paragraph (a)(2)(iii);

d.

Removing "or" at the end of paragraph (b)(3)(i)

e.

Removing"; and," at the end of paragraph (b)(3)(ii) and adding", or" in

place;

its place; and

f.

Adding paragraph (b )(3)(iii).

The revisions and additions read as fo llows:

§ 41.21 Requirements for underlying securities
(a)* * *
(2)

The underlying security is:

(i)

Common stock,

(ii)

Such other equity security as the Commission and the SEC jointly deem

appropriate, or
(iii)

a note, bond, debenture, or evidence of indebtedness; and,

(3) * * *
(b)* * *
(3)

The securities in the index are:

(i)

Common stock,

(ii)

Such other equity securities as the Commission and the SEC jointly deem

appropriate, or
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(iii)
(4)

a note, bond, debenture, or evidence of indebtedness; and,

***

Securities and Exchange Commission
In accordance with the fore going, Title 17, chapter II, part 240 of the Code of
Federal Regulations is amended as follows:
PART 240--GENERAL RULES AND REGULATIONS, SECURITIES
EXCHANGE ACT OF 1934
1. The authority citation for part 240 continues to read, in part, as follows:
Authority: 15 U.S.C . 77c, 77d, 77g, 77j , 77s, 77z-2, 77z-3, 77eee, 77ggg, 77nnn,
77sss, 77ttt, 78c, 78d, 78e, 78f, 78g, 78i, 78j , 78j-1 , 78k, 78k-1 , 781, 78m, 78n, 78o, 78p,
78q, 78s, 78u-5, 78w, 78x, 78ll, 78mm, 79q, 79t, 80a-20, 80a-23, 80a-29, 80a-37, 80b-3,
80b-4, 80b-11 , and 7201 et seq.; and 18 U.S.C. 1350, unless otherwise noted.

*****
2. Section 240.3a55-4 is added to read as follows:
§240.3a55-4 Exclusion from definition of narrow-based security index for indexes
composed of debt securities.
(a)

An index is not a narrow-based security index if:

(1)(i) Each ofthe securities of an issuer included in the index is a security, as
defined in section 2(a)(l) ofthe Securities Act of 1933 (15 U.S.C. 77b(a)(1)) and section
3(a)(10) ofthe Act (15 U.S .C. 78c(a)(10)) and the respective rules promulgated
thereunder, that is a note, bond, debenture, or evidence of indebtedness;
(ii) None of the securities of an issuer included in the index is an equity security,
as defined in section 3(a)(11) of the Act (15 U.S.C. 78c(a)(11)) and the rules promulgated
thereunder;
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(iii) The index is comprised of more than nine securities that are issued by more
than nine non-affiliated issuers;
(iv) The securities of any issuer included in the index do not comprise more than
30 percent ofthe index's weighting;
(v) The securities of any five non-affiliated issuers included in the index do not
comprise more than 60 percent of the index's weighting;
(vi) Except as provided in paragraph (a)(1)(viii) of this section, for each security
of an issuer included in the index one of the following criteria is satisfied:
(A) The issuer of the security is required to file reports pursuant to section 13 or
section 15(d) of the Act (15 U.S.C. 78m and 78Q(d));
(B) The issuer of the security has a worldwide market value of its outstanding
common equity held by non-affiliates of $700 million or more;
(C) The issuer of the security has outstanding securities that are notes, bonds,
debentures, or evidences of indebtedness having a total remaining principal amount of at
least $1 billion;
(D) The security is an exempted security as defined in section 3(a)(12) of the Act
(15 U.S.C. 78c(a)(12)) and the rules promulgated thereunder; or
(E) The issuer of the security is a government of a foreign country or a political
subdivision of a foreign country;
(vii) Except as provided in paragraph (a)(l)(viii) ofthis section, for each security
of an issuer included in the index one of the following criteria is satisfied:
(A) The security has a total remaining principal amount of at least $250,000,000;
or
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(B) The security is a municipal security, as defined in section 3(a)(29) of the Act
(15 U.S.C. 78c(a)(29)) and the rules promulgated thereunder that has a total remaining
principal amount of at least $200,000,000 and the issuer of such municipal security has
outstanding securities that are notes, bonds, debentures, or evidences of indebtedness
having a total remaining principal amount of at least $1 billion; and
(viii) Paragraphs (a)(l)(vi) and (a)(l)(vii) ofthis section will not apply to
securities of an issuer included in the index if:
(A) All securities of such issuer included in the index represent less than five
percent of the index's weighting; and
(B) Securities comprising at least 80 percent of the index's weighting satisfy the
provisions of paragraphs (a)(l)(vi) and (a)(1)(vii) ofthis section; or
(2) (i)The index includes exempted securities, other than municipal securities, as
defined in section 3(a)(29) of the Act and the rules promulgated thereunder, that are:
(A) Notes, bonds, debentures, or evidences of indebtedness; and
(B) Not equity securities, as defined in section 3(a)(11) of the Act (15 U.S.C.
78c(a)(11)) and the rules promulgated thereunder; and
(ii)

Without taking into account any portion of the index composed of such

exempted securities, other than municipal securities, the remaining portion of the index
would not be a narrow-based security index meeting all the conditions under paragraph
(a)(l) ofthis section.
(b)

For purposes of this section:

(1)

An issuer is affiliated with another issuer if it controls, is controlled by, or

is under common control with, that issuer.
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(2)

For purposes of this section, control means ownership of20 percent or

more of an issuer's equity, or the ability to direct the voting of20 percent or more of the
issuer's voting equity.
(3)

The term issuer includes a single issuer or group of affiliated issuers.

3.

Section 240.6h-2 is added to read as follows:

§240.6h-2
Security future based on note, bond, debenture, or evidence of
indebtedness.

A security future may be based upon a security that is a note, bond, debenture, or
evidence of indebtedness or a narrow-based security index composed of such securities.
Dated:
By the Commodity Futures Trading Commission.

Eileen A. Donovan
Acting Secretary

By the Securities and Exchange Commission.

J. Lynn Taylor
Assistant Secretary

Dated: July 6, 2006

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 54108 I July 6, 2006
INVESTMENT ADVISERS ACT OF 1940
Release No. 2531 I July 6, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12358

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
SECURITIES EXCHANGE ACT OF 1934
AND SECTION 203(f) OF THE
INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS

In the Matter of
TODD J. COHEN,
Respondent.

I.
The Securities and Exchange Commission ("Commission") deems it appropriate and in
the public interest that public administrative proceedings be, and hereby are, instituted pursuant
to Section 15(b) of the Securities Exchange Act of 1934 ("Exchange Act") and Section 203(f) of
the Investment Advisers Act of 1940 ("Advisers Act") against Todd J. Cohen ("Cohen" or
"Respondent").

II.
In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission's jurisdiction over him and the subject matter of
these proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Administrative Proceedings Pursuant to Section 15(b) of the Securities Exchange Act of 1934

and Section 203(f) of the Investment Advisers Act of 1940, Making Findings, and Imposing
Remedial Sanctions ("Order"), as set forth below.

III.
On the basis of this Order and Respondent's Offer, the Commission finds 1 that:
A.

RESPONDENT

Todd J. Cohen, age 40, was a principal at Suncoast Capital Group, Ltd. ("Suncoast"), a
registered broker-dealer based in Ft. Lauderdale, Florida, from the time he and another person
founded the firm in 1993 until its sale to another broker-dealer in 2000. He was also Suncoast's
president and the supervisor of the trading desk. Cohen had a one-third interest in the general
partner that owned approximately sixty-five percent of Suncoast. Cohen currently heads the
marketing department of a registered investment adviser located in Weston, Florida. Cohen holds
NASD Series 7 and 24 licenses. Cohen lives in Weston, Florida.
B.

OTHER RELEVANT ENTITIES AND INDIVIDUALS

1.
Suncoast was a broker-dealer registered with the Commission from 1993 to 2000
pursuant to Section 15(b) of the Exchange Act. Suncoast's principal place of business was in Fort
Lauderdale, Florida. Suncoast's assets were sold to another broker-dealer in 2000.
2.
New York Life Insurance Company, Inc. ("New York Life"), a mutual insurance
company headquartered in New York City, is owned by its policyholders and regulated by the
New York State Department of Insurance. From late 1997 through 1999, New York Life was a
customer of Suncoast with regard to certain proprietary investments made by New York Life.
3.
Anthony Dong-Yin Shen ("Shen") was employed by New York Life from 1995
until approximately October 1999 as a trader of government agency and mortgage-backed
securities held in New York Life's proprietary accounts . Shen was Suncoast's contact at New
York Life. 2

The findings herein are made pursuant to Respondent's Offer of Settlement and are not binding on any
other person or entity in this or any other proceeding.
2

The Commission filed a civil action against Shen on March 22, 2001, and Shen consented, without
admitting or denying the allegations in the Commission's Complaint, to a final judgment that was entered on
November 19, 2003, enjoining Shen from violating Section 17(a) of the Securities Act of 1933 ("Securities Act")
and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder. The final judgment also ordered Shen to pay
disgorgement of $278,000. See SEC v. Anthony D. Shen, et al., 01 Civ. 2438 (GDB) (S.D.N.Y.), Litigation Release
No. 18478 (November 24, 2003).

2

4.
Deborah J. Breckenridge ("Breckenridge") was a registered representative and
salesperson at Suncoast from 1993 until approximately August 1999. Breckenridge was the
Suncoast salesperson assigned to the New York Life account. 3
5.
HowardS. Singer ("Singer"), age 57, was a trader at Suncoast from July 1998 until
the sale of its assets to another broker-dealer in 2000. At Suncoast, Singer worked as a trader on
the trading desk and had primary responsibility for trading Treasury securities. While at Suncoast,
Singer worked under Cohen's supervision. Singer no longer works in the securities industry. 4
6.
A Suncoast trader who worked under Cohen's supervision ("Trader A") from
August 1997 until the sale ofSuncoast's assets to another broker-dealer in 2000 had primary
responsibility for trading mortgage-backed securities.
C.

BACKGROUND

Over a seventeen-month period in 1998 and 1999, Breckenridge, a registered representative
at broker-dealer Suncoast, paid cash bribes and kickbacks and arranged for other gifts and
gratuities to Shen, a trader at Suncoast's largest client, New York Life. In exchange, Shen directed
a number of transactions in Treasury securities and mortgage-backed securities to Suncoast. Most
of the trades that Shen directed to Suncoast were executed at prices that were off-market or at
prices that were more favorable to Suncoast and detrimental to New York Life than the prices that
were otherwise available in the market. Most of the trades that Shen directed to Suncoast were
executed by Singer or Trader A. Singer and Trader A both knew that the prices Suncoast charged
in many of these transactions bore no reasonable relationship to prevailing market prices.

The Commission filed a civil action against Breckenridge on March 22, 2001, and Breckenridge consented,
without admitting or denying the allegations in the Commission's Complaint, to a final judgment that was entered
on March 31,2004, enjoining her from violating Section 17(a) ofthe Securities Act and Section IO(b) ofthe
Exchange Act and Rule 10b-5 thereunder. The final judgment also ordered Breckenridge to pay $236,562 in
disgorgement and prejudgment interest. See SEC v. Anthony D. Sh en, eta/., 01 Civ. 2438 (GDB) (S.D.N.Y.),
Litigation Release No. 18667 (Aprill3, 2004). On April13, 2004, the Commission instituted settled administrative
proceedings pursuant to Section 15(b) of the Exchange Act barring Breckenridge from association with any broker
or dealer.
4

On September 25, 2003, the Commission instituted settled administrative and cease-and-desist proceedings
against Singer pursuant to Section 8A of the Securities Act and Sections 15(b) and 21 C of the Exchange Act. In
those proceedings, the Commission found that Singer executed six trades in U.S. Treasury securities at prices that
were off-market and not reasonably related to prevailing market prices, and that Singer thereby violated Section
17(a) of the Securities Act and Section IO(b) of the Exchange Act and Rule 10b-5 thereunder. The Commission also
found that Singer willfully aided and abetted Breckenridge and Shen's violations of Section 10(b) of the Exchange
Act and Rule lOb-5 thereunder. In settlement of those proceedings, Singer consented, without admitting or denying
the Commission's findings, to the issuance of an order that: (i) ordered him to cease and desist from committing or
· causing any violations and any future violations of Section l7(a) ofthe Securities Act and Section 10(b) of the
Exchange Act and Rule lOb-5 thereunder, (ii) suspended Singer from association with any broker or dealer for a
period of three months, and (iii) ordered him to pay a civil money penalty of$25,000.

3

D.

COHEN'S F AlLURE TO SUPERVISE

1.
Cohen directly supervised Singer from July 1998 until the sale ofSuncoast's assets
in 2000. Cohen failed reasonably to supervise Singer with a view to detecting and preventing
Singer's violations ofthe federal securities laws. Cohen failed to respond to various "red flags"
relating to Singer's trading activity, including the fact that the prices charged in several of the
trades of Treasury securities executed for New York Life were excessively marked down and not
reasonably related to prevailing market prices, as well as the unusually high commissions earned
by Suncoast on those trades.
2.
Six of the Treasury securities trades executed by Singer included markdowns of
5.5/32 percent to 10/32 percent of the face value of the securities. The Commission found that,
under the relevant particular facts, including industry practice, prices on comparable transactions,
and the riskless nature of the securities transactions, the prices on the Treasury trades were
excessively marked down and not reasonably related to prevailing market prices. Singer
consented, without admitting or denying the Commission's findings, to the issuance of an order
that: (i) ordered him to cease and desist from committing or causing any violations and any future
violations of Section 17(a) ofthe Securities Act and Section 10(b) ofthe Exchange Act and Rule
10b-5 thereunder, (ii) suspended Singer from association with any broker or dealer for a period of
three months, and (lii) ordered him to pay a civil money penalty of $25,000.
3.
The Commission also found that Singer had a duty to treat Suncoast's customers
fairly and to inform Suncoast's customers of material information relevant to their trading
relationship. Singer failed to disclose to New York Life the material information that the Treasury
trades were executed at prices that were off-market and not reasonably related to prevailing market
pnces.
4.
Based on the foregoing findings, the Commission found that Singer willfully
violated Section 17(a) ofthe Securities Act and Section lO(b) ofthe Exchange Act and Rule lOb-5
thereunder, which prohibit fraudulent conduct in the offer and sale of securities and in connection
with the purchase or sale of securities. The Commission also found that Singer willfully aided and
abetted and caused Breckenridge and Shen's violations of Section 1O(b) of the Exchange Act and
Rule 1Ob-5 thereunder.
5.
As Singer's supervisor, Cohen reviewed and approved Singer's trade tickets and
reviewed daily trading blotters reflecting Singer's trading activity. Suncoast's written supervisory
procedures required Cohen to review each order ticket or review the firm's trading blotters
reflecting commissions and markups. The written supervisory procedures also required Cohen to
ensure that markups, markdowns and commissions charged by the firm on trades executed by
Singer were consistent with the firm's policies and based upon prevailing market prices.
6.
Cohen did not adequately evaluate whether Singer's trading activity involved offmarket pricing despite the red flags presented by the order tickets and trading blotters. As Singer's
immediate and direct supervisor, Cohen was responsible for detecting and preventing Singer's
violations of the federal securities laws as a result of the excessive markdowns charged to New
4

York Life. Cohen did not discharge his supervisory duties because he failed to take any steps to
investigate the red flags presented by Singer's trading activity.
7.
Cohen directly supervised Trader A from August 1997 until the sale ofSuncoast's
assets in 2000. Cohen failed reasonably to supervise Trader A with a view to detecting and
preventing Trader A's violations of the federal securities laws. Cohen failed to respond to various
"red flags" relating to Trader A's trading activity, including the excessive prices charged in several
of the trades of mortgage-backed securities executed for New York Life and the unusually high
commissions earned by Suncoast on those trades. Cohen ignored an additional red flag when he
failed to question or follow up on Breckenridge and Shen's request to significantly decrease the
markup on one ofthe trades that had been executed by Trader A. If he had inquired or followed
up, he may have detected that Trader A, Breckenridge and Shen were attempting to conceal the
excessive markups from New York Life.
8.
Twenty-one trades of mortgage-backed securities executed by Trader A included
markups or markdowns of2.25/32 percent to 42.5/32 percent of the face value ofthe securities.
Under the particular facts of this case, including industry practice, prices on comparable
transactions, and the riskless nature of the securities transactions, the prices on the mortgagebacked security trades were excessive and not reasonably related to prevailing market prices.
9.
Trader A had a duty to treat Suncoast's customers fairly and to inform Suncoast's
customers of material information relevant to their trading relationship. Trader A failed to disclose
to New York Life the material information that the mortgage-backed security trades were executed
at prices that were off-market and not reasonably related to prevailing market prices.
10.
As Trader A's supervisor, Cohen reviewed and approved Trader A's trade tickets
and reviewed daily trading blotters reflecting Trader A's trading activity. Suncoast's written
supervisory procedures required Cohen to review each order ticket or review the firm's trading
blotters reflecting commissions and markups. The written supervisory procedures also required
Cohen to ensure that markups and commissions charged by the firm on trades executed by Trader
A were consistent with the firm's policies and based upon prevailing market prices.
11.
Cohen did not evaluate whether Trader A's trading activity involved off-market
pricing despite the red flags presented by the order tickets and trading blotters. As Trader A's
immediate and direct supervisor, Cohen was responsible for detecting and preventing Trader A's
violations of the federal securities laws as a result of the excessive markups charged to New York
Life. Cohen did not discharge his supervisory duties because he failed to take any steps to
investigate the red flags presented by Trader A's trading activity.
12.
As a principal with a one-third interest in the general partner that owned
approximately sixty-five percent of Suncoast, Cohen shared in the profits generated by the
excessive commissions on the trades executed by Singer and Trader A.
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E.

VIOLATIONS

Section 15(b)(6) of the Exchange Act, incorporating by reference Section 15(b)(4)(E) of
the Exchange Act, authorizes the Commission to sanction any person who is associated, or at the
time of the alleged misconduct was associated, with a broker or dealer if it finds that the sanction
is in the public interest and the person "has failed reasonably to supervise, with a view to
preventing violations of the [federal securities laws], another person who commits such a
violation, if such person is subject to his supervision." Exchange Act § 15(b)(4)(E); Exchange
Act§ 15(b)(6). Similarly, Section 203(f) of the Advisers Act, incorporating by reference Section
203(e)(6) ofthe Advisers Act, authorizes the Commission to sanction any person who is
associated, or at the time of the alleged misconduct was associated, with an investment adviser if
it finds that the sanction is in the public interest and the person "has failed reasonably to
supervise, with a view to preventing violations of the [federal securities laws], another person
who commits such a violation, if such person is subject to his supervision." Advisers Act §
203(e)(6); Advisers Act§ 203(f) .
A supervisor must respond reasonably when confronted with indications suggesting that a
registered representative or other person subject to the supervisor' s supervision may be engaged in
improper activity. In the Matter of John H. Gutfreund, 51 S.E.C. 93, 113, Exchange Act Release
No. 34-31554 (Dec. 3, 1992). "The supervisory obligations imposed by the federal securities laws
require a vigorous response even to indications ofwrongdoing." Id. at 108. "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 the federal securities laws." In the Matter of Edwin Kantor, 51
S.E.C. 440, 447, Exchange Act Release No. 32341 (May 20, 1993) (internal quotations omitted).
As a result of the conduct described above, Cohen failed reasonably to supervise Singer .
and Trader A with a view to detecting and preventing their violations of Section 17( a) of the
Securities Act and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder. Cohen also
failed reasonably to supervise Singer and Trader A with a view to detecting and preventing their
aiding and abetting Breckenridge and Shen's violations of Section 10(b) of the Exchange Act and
Rule 1Ob-5 thereunder, and Singer's causing of such violations.
F.

UNDERTAKING

Cohen shall provide to the Commission, within ten (10) days after the end of the six-month
suspension period described below in Section N, an affidavit that he has complied fully with this
sanction. Such affidavit shall be submitted under cover letter that identifies Todd J. Cohen as a
Respondent and the file number of these proceedings, and hand-delivered or mailed to Antonia
Chion, Division of Enforcement, Securities and Exchange Commission, 100 F St., N.E.,
Washington, D.C. 20549-7553.
N.
In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Cohen's Offer.
6

Accordingly, pursuant to Section 15(b) of the Exchange Act and Section 203(f) of the
Advisers Act, it is hereby ORDERED that:

A.
Cohen be, and hereby is, suspended from acting in a supervisory capacity for any
broker, dealer, or investment adviser for a period of six (6) months, effective beginning the second
Monday following the issuance of this Order.
B.
Respondent shall, within ten ( 10) days of the entry of this Order, pay disgorgement
of$52,897.11 and prejudgment interest of$30,504.45 to the United States Treasury. Such payment
shall be: (A) made by United States postal money order, certified check, bank cashier's check or
bank money order; (B) made payable to the Securities and Exchange Commission; (C) handdelivered or mailed to the Office of Financial Management, Securities and Exchange Commission,
Operations Center, 6432 General Green Way, Alexandria, Stop 0-3, VA 22312; and (D) submitted
under cover letter that identifies Todd J. Cohen as a Respondent in these proceedings, the file
number of these proceedings, a copy of which cover letter and money order or check shall be sent
to Antonia Chion, Division ofEnforcement, Securities and Exchange Commission, 100 F St., N.E.,
Washington, D.C. 20549-7553.
C.
Respondent shall, within ten (10) days ofthe entry of this Order, pay a civil money
penalty in the amount of$50,000 to the United States Treasury. Such payment shall be: (A) made
by United States postal money order, certified check, bank cashier's check or bank money order;
(B) made payable to the Securities and Exchange Commission; (C) hand-delivered or mailed to the
Office of Financial Management, Securities and Exchange Commission, Operations Center, 6432
General Green Way, Alexandria, Stop 0-3, VA 22312; and (D) submitted under cover letter that
identifies Todd J. Cohen as a Respondent in these proceedings, the file number of these
proceedings, a copy of which cover letter and money order or check shall be sent to Antonia
Chion, Division ofEnforcement, Securities and Exchange Commission, 100 F St., N.E.,
Washington, D.C. 20549-7553.

By the Commission.

Nancy M. Morris
Secretary

By: J. Lynn Taytor
Assistant Secret~ry
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 7, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12359

In the Matter of

ORDER INSTITUTING
ADMINISTRATIVE AND CEASE-ANDDESIST PROCEEDINGS PURSUANT TO
SECTIONS 15(b)(6), 15B(c)(4), and 21C OF
THE SECURITIES EXCHANGE ACT OF
1934

ANTHONY C. SNELL, and
CHARLES E. LECROY
Respondents.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 15(b)(6), 15B(c)(4), and 21C of the Securities Exchange Act of
1934 ("Exchange Act") against Anthony C. Snell and Charles E. LeCroy (collectively,
"Respondents").
II.

After an investigation, the Division ofEnforcement alleges that:
A.

RESPONDENTS

1.
Anthony C. Snell ("Snell"), age 46, a resident of Smyrna, Georgia, was a
Vice President in J.P . Morgan Securities, Inc.'s ("J.P. Morgan") Atlanta, Georgia office from
January 1998 until March 2004. Snell has held Series 7, 52, 53, and 63 securities licenses.
2.
Charles E. LeCroy ("LeCroy''), age 51, a resident ofWinter Park, Florida,
was Snell's direct supervisor and the Managing Director of J.P. Morgan's Southeast Regional
Office in Orlando, Florida. LeCroy has held Series 7, 24, 53, and 63 securities licenses.
B.

OTHER RELEVANT ENTITIES

1.
J.P. Morgan Securities, Inc., a member of the NASD and NYSE, is a
broker-dealer and a municipal securities dealer registered with the Commission. J.P. Morgan is
incorporated in Delaware and its principal place ofbusiness is in New York, New York.

.I

C.

CONDUCT OF SNELL AND LECROY

1.
In April2003, in an effort to circumvent the requirements ofRule G-38 of
the Municipal Secmities Rulemaking Board ("MSRB"), Snell and LeCroy submitted a fictitious
invoice to J.P. Morgan seeking a $50,000 payment for legal services to Ronald A. White
("White"), an influential attorney with close ties to senior city officials in the City of Philadelphia,
when they knew that such legal services had not been provided. Among other things, Rule G-38
requires municipal securities dealers to prepare written agreements memorializing their
relationship with consultants 1 and to disclose their consulting arrangements to relevant issuers and
2
the Municipal Securities Rulemaking Board.
2.
White had previously declined to sign a Rule G-38 agreement with J.P.
Morgan. However, White still wanted to perform consulting services and be paid for acting as a
Rule G-38 consultant. White ultimately did advocate on behalf of J.P. Morgan for municipal
securities business from the City ofPhiladelphia. To satisfy White's requests for payment, Snell
instructed him to prepare the invoice so that it appeared to be solely for legal services performed in
connection with a bond issue that had recently closed in Mobile, Alabama. The provision of such
legal services would have been exempt from the requirements ofRule G-38 . Snell and LeCroy
submitted the invoice to J.P. Morgan for payment, despite knowing that White had not, in fact,
provided any legal services on the Mobile, Alabama bond offering ("Mobile deal"). J.P. Morgan
honored the invoice and paid White $50,000.
3.
In June 2004, the United States Attorneys' Office for the Eastern District of
Pennsylvania ("USAO") indicted Snell and LeCroy, in addition to several other individuals, on
multiple counts related, primarily, to Philadelphia's "pay to play" system of awarding municipal
securities business. Snell and LeCroy were each charged with ·two counts of wire fraud stemming

At the time of this payment in 2003 , Rule G-38 defined "consultant" to mean any person used by
a broker, dealer, or municipal securities dealer to obtain or retain municipal securities business through
direct or indirect communication by such person with an issuer on behalf of such broker, dealer or
municipal securities dealer where the communication is undertaken by such person in exchange for, or
with the understanding of receiving, payment from the broker, dealer or municipal securities dealer or any
other person; provided, however, that the following persons shall not be considered consultants for
purposes of this rule: (A) a municipal finance professional of the broker, dealer or municipal securities
dealer; and (B) any person whose sole basis of compensation from the broker, dealer or municipal
securities dealer is the actual provision oflegal, accounting or engineering advice, services or assistance
in connection with the municipal securities business that the broker, dealer or municipal securities dealer
is seeking to obtain or retain.
2

On August 17, 2005 , the Commission approved amendments to Rule G-38 , which replaced the
existing rule on consultants with a new rule prohibiting municipal securities dealers from paying any
persons not affiliated with the dealer to solicit municipal securities business . The revised Rule G-38
became effective on August 29, 2005 and provides in relevant part that "no broker, dealer, or municipal
securities dealer may provide or agree to provide, directly or indirectly, payment to any person who is not
an affiliated person of the broker, dealer or municipal securities dealer for a solicitation of municipal
securities business on behalf of such broker, dealer or municipal securities dealer."
2

from the fictitiou s $50,000 invoice. Snell and LeCroy pleaded guilty to both counts of wire fraud
in January 2005, and were sentenced by the Comi in July 2005.
4.
Snell and LeCroy met with White in 2001 and believed that because of
White's relationship with senior city officials, White could assist them in obtaining municipal
business as a hired consultant for J.P . Morgan. In December 2001, Snell and LeCroy arranged for
White to meet with J.P. Morgan's head of public finance to discuss entering into a formal Rule G38 consulting agreement. White declined to sign a Rule G-38 agreement with J.P . Morgan because
he did not want to make the required disclosures, and because J.P. Morgan prohibited its
consultants from making any political contributions or other payments to issuers.
5.
Snell and LeCroy knew that White had declined to enter into a Rule G-38
consulting agreement with the firm. J.P. Morgan was still interested in fostering a relationship
with White, however, and agreed to use his legal services, make contributions to his favorite
charities and provide opportunities for a printing company, RPC Unlimited, Inc. ("RPC"), owned
by White's paramour, in order to establish and maintain a relationship with him. J.P. Morgan
enlisted White's legal assistance on one bond issue involving the Philadelphia International Airport
which closed in April 2002. J.P. Morgan paid White for his legal services on this offering.
6.
Although White declined to sign a Rule G-38 consulting agreement with
J.P. Morgan, White did lobby on behalf of J.P. Morgan in conversations with both the Treasurer
and Director of Finance for the City of Philadelphia. For example, in early 2003, Snell contacted
White to request his assistance with the Philadelphia Municipal Authority bond offering (the
"PMA deal"), a transaction on which J.P. Morgan was working with the City. Initially, the PMA
deal was going to be a swap transaction. Swaps typically generate much larger fees for the
investment banks involved in the transactions than traditional bond offerings. In April 2003, Snell
learned that the City decided not to structure the deal as a swap, but rather as a standard cash
market refunding. In April2003, Snell called White and asked him to contact the Treasurer on J.P.
Morgan's behalf to see if he would take a second look at the deal and allow J.P. Morgan to do the
transaction as a swap, as originally planned. As Snell requested, White agreed to talk to the
Treasurer about switching the deal back to a swap transaction. Although the transaction remained
a bond offering, J.P. Morgan received $423,963 as senior manager on this offering.
7.
In addition, the Director ofFinance testified throughout the criminal trial
that White had "advocated" on behalf of J.P. Morgan. The Director of Finance identified at least
four separate transactions, including the PMA Deal, in which White endorsed J.P. Morgan for City
business. Specifically, she testified that White advocated for J.P. Morgan's inclusion in a bond
issue involving the Philadelphia Convention Center, although the deal ultimately did not close.
White advocated for J.P. Morgan to be included in a swap transaction involving the Philadelphia
Airport, which closed in 2002. The Director ofFinance also identified a workers' compensation
deal which did not come to fruition due to tax issues.
8.
Although White may not have always been successful in his efforts to
increase J.P. Morgan's role in municipal securities business with the City of Philadelphia, it is clear
that White acted on J.P. Morgan's behalf, and attempted to get J.P. Morgan included on multiple
3

deals with the City of Philadelphia. As Snell testified at trial, White had managed to "assist J.P.
Morgan in getting city business here in Philadelphia."
9.
White did not advance J.P. Morgan's interests for free. Rather, White
promoted J.P. Morgan in exchange for J.P. Morgan's contributions to his favorite charitable
causes, use of his paramour's printing business, and the retention ofhis law firm for legitimate
legal services. Over time, it became difficult for Snell and LeCroy to find ways to legally
compensate White to White's satisfaction since White had refused to be a publicly-disclosed Rule
G-38 consultant for J.P. Morgan.
10.
J.P. Morgan refused requests from Snell for larger contributions to White's
charities, and Snell and LeCroy could not find transactions for which it was appropriate to retain
White's legal services. On several occasions, White told Snell that he was dissatisfied with what
he considered J.P. Morgan's "reciprocating or meeting [their] commitments to him" with respect to
his efforts in helping J.P. Morgan get municipal securities business in Philadelphia. Snell and
LeCroy were concerned that White, if not satisfied, could be "an impediment to doing business in
Philadelphia," and would tell officials in the City government that J.P. Morgan should not be
included in municipal finance transactions.
11 .
Ultimately, in April2003, after failing to secure printing business for RPC,
and failing to identify additional legal work for White's firm, Snell and LeCroy devised a plan
whereby J.P. Morgan would pay White $50,000 for legal services White had not provided.
LeCroy suggested they pay White from the fees J.P. Morgan had received from the Mobile bond
issue. In April2003 , Snell and White instructed White's bookkeeper to prepare an invoice in the
amount of$50,000 from White to J.P. Morgan for services rendered in connection with the Mobile
bond issue. LeCroy was the senior J.P. Morgan employee on the Mobile offering; Snell did not
work on it. The invoice, directed from White's law firm to LeCroy and Snell at J.P . Morgan, is
dated AprilS, 2003, references the "$121,550,000 Mobile County, Alabama, Limited Obligation
School Warrants, Series 2003," and bills $50,000 "for professional services rendered as special
counsel to the underwriter." It sought a wire payment to a Ronald A White, PC corporate account
at Commerce Bank in Philadelphia.
12.
Over the next several weeks, White checked with his office and with Snell
several times to make sure the invoice was sent and paid. In a telephone conversation on May 23,
2003 during which White was in Philadelphia and Snell was in his office in Atlanta, Snell assured
White that the invoice would be paid within approximately one week. At J.P. Morgan, the invoice
was approved by LeCroy, then by LeCroy's supervisor, and finally by a corporate attorney who
signed off on legal bills as a "formality." On May 30, 2003, J.P. Morgan wired $50,000 from its
bank account in Tampa, Florida to White's law firm's account in Philadelphia.
13.
After arranging for J.P. Morgan to pay White $50,000 for services he did
not provide, Snell and LeCroy continued to search for municipal securities business with the City
of Philadelphia that could involve legal work for White's fim1, printing work for RPC, and
charitable contributions to White's favorite causes.
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14.
On June 29, 2004, the USAO announced the filing of a 56-count indictment
against Snell, LeCroy, and ten other individuals charging, among other things, wire fraud, mail
fraud, conspiracy to commit honest services fraud, perjury and extortion. See U.S. v. White, et.al.
Crim. No. 04-00370 (E.D. Pa., June 29, 2004). The charges in the indictment stemmed, primarily,
from the relationship between the former Treasurer of the City ofPhiladelphia, and White. Among
other things, the indictment alleged that the defendants unlawfully bestowed gifts upon the
Treasurer and/or White in exchange for favorable treatment from senior city officials. Specifically,
the indictment alleged that Snell and LeCroy unlawfully arranged for White to receive $50,000 for
work White did not perform.
15.
On January 13,2005 and January 18,2005, respectively, Snell and LeCroy
pleaded guilty to two counts of mail fraud in violation of Title 18 United States Code, Section 1343
before the United States District Court for the Eastern District of Pennsylvania, in United States v.
White, et al. , Crim. No . 04-00370. Snell was sentenced to two years probation, including 90 days
house arrest, and was ordered to pay a $15,000 fee and $200 special assessment. LeCroy was
sentenced to three months incarceration per charge, to be served concurrently, and two years
supervised release including 90 days home custody. The Court also ordered LeCroy to pay a fine
in the amount of $15,000 and a $200 special assessment. LeCroy and Snell were jointly and
severally liable for paying restitution to J.P. Morgan in the amount of $50,000.
16.
The counts of the criminal indictment to which Snell and LeCroy pleaded
guilty alleged that they had engaged in a scheme or artifice to defraud and to obtain money or
property by means of materially false or fraudulent pretenses, representations, or promises by
directing White to submit a false invoice to J.P. Morgan seeking the payment of $50,000 for legal
work which White did not actually perform.
17.
The convictions of Snell and LeCroy arose out of the conduct of a brokerdealer and municipal securities dealer.
D.

VIOLATIONS

1.
As a result of the conduct described above, Respondents willfully violated
Section 15B(c)(1) of the Exchange Act by using the mails or any means or instrumentality of
interstate commerce to effect any transaction in, or to induce or attempt to induce the purchase or
sale of, any municipal security in contravention of any rule of the Municipal Securities
Rulemaking Board.
2.
As a result of the conduct described above, Respondents willfully violated
MSRB Rule G-38 which requires broker-dealers and associated persons of broker-dealers that use
consultants to set forth in writing, at a minimum, the name, company, role and compensation
arrangement of each such consultant prior to the consultant communicating with any issuer on its
behalf, and to disclose this information both to the relevant issuer and the MSRB for public
dissemination.

5

Ill
In view of the allegations made by the Division of Enforcement, the Commission deems it
necessary and appropriate in the public interest that public administrative and cease-and-desist
proceedings be instituted to determine:

A.
Whether the allegations set forth in Section II are true and, in connection therewith,
to afford Respondents an opportunity to establish any defenses to such allegations;

B.
What, if any, remedial action is appropriate in the public interest against
Respondents pursuant to Sections 15(b) and 15B(c) of the Exchange Act including, but not limited
to civil penalties pursuant to Section 21 B of the Exchange Act;
C.
Whether, pursuant to Section 21C of the Exchange Act, Respondents should be
ordered to cease and desist from committing or causing violations of and any future violations of
Section 15B(c)(1) of the Exchange Act and MSRB Rule G-38.

IV.
IT IS ORDERED that a public hearing for the purpose of taking evidence on the questions
set forth in Section III hereof shall be convened not earlier than 30 days and not later than 60 days
from service of this Order at' a time and place to be fixed, and before an Administrative Law Judge
to be designated by further order as provided by Rule 110 of the Commission's Rules of Practice, 17
C.F.R. § 201.110.
IT IS FURTHER ORDERED that Respondents shall file an Answer to the allegations
contained in this Order within twenty (20) days after service of this Order, as provided by Rule 220
of the Commission's Rules ofPractice, 17 C.F.R. § 201.220.
If Respondents fail to file the directed answer, or fai l to appear at a hearing after being duly
notified, the Respondents may be deemed in default and the proceedings may be determined against
them upon consideration of this Order, the allegations of which may be deemed to be true as
provided by Rules 155(a), 220(£), 221(£) and 310 of the Commission's Rules of Practice, 17 C.F.R.
§§ 201.155(a), 201.220(£), 201.22 1(£) and 201.310.
This Order shall be served forthwith upon Respondents personally or by certified mail.
IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 300 days from the date of service of this Order, pursuant to Rule 360(a)(2) of
the Commission's Rules ofPractice.
In the absence of an appropriate waiver, no officer or employee of the Commission engaged
in the performance of investigative or prosecuting functions in tlus or any fac tually related
proceeding will be permitted to participate or advise in the decision of this matter, except as witness
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or counsel in proceedings held pursuant to notice. Since this proceeding is not "mle making" within
the meaning of Section 551 ofthe Administrative Procedure Act, it is not deemed subject to the
provisions of Section 553 delaying the effective date of any final Commission action.
By the Commission.

Nancy M. Morris
Secretary

By: J. Lynn Taylor
Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 54115 I July 10, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12360

In the Matter of
DONALD FRANK MINTMIRE, ESQ.:
Respondent.

ORDER OF SUSPENSION PURSUANT
TO RULE 102(e)(2) OF THE
COMMISSION'S RULES OF
PRACTICE
I.

The Securities and Exchange Commission deems it appropriate to issue an order
of forthwith suspension of Donald Frank Mintmire, Esq. ("Mintmire") pursuant to Rule
102(e)(2) ofthe Commission's Rules ofPractice [17 C.F.R. § 200.102(e)(2)]. 1
II.
The Commission finds that:
1.
Mintmire is an attorney and was licensed to practice law in the State of Florida on
July 19, 1984.
2.
On February 9, 2005, Mintmire was convicted by a federal jury in United States
v. Donald Frank Mintmire, No . 04-14020-CR-Grah, in the United States District Court
for the Southern District of Florida, of one count of Obstruction of Official Proceeding
(18 U.S.C. § 1512(c)(2)) and one count of Conspiracy to Obstruct Justice (1 8 U.S.C. §§
1505 and 371). On February 8, 2006, the Court entered a judgment and sentenced
Rule 102( e)(2) provides in pertinent part: "Any attorney who has been suspended or disbarred by
a court ofthe United States or of any State; ... or any person who has been convicted offelony or a
misdemeanor involving moral turpitude shall be forthwith suspended from appearing or practicing before
the Commission. A disbarment, suspension, revocation or conviction within the meaning of this section
shall be deemed to have occurred when the disbarring, suspending, revoking or convicting agency or
tribunal enters its judgment or order. . . ."

Mintmire to 21 months in federal prison, fining him $80,000, and prohibiting him from
engaging in any business that offers securities, investments or business opportunities.
3.
On February 20, 2006, the Supreme Court of Florida ordered an automatic
suspension of Mintmire from the Florida Bar pursuant to Rule 3-72(e) of the Rules
Regulating the Florida Bar based on his federal felony conviction. On or about April 1,
2006, Mintmire ' s license to practice law in Florida was suspended by the Florida State
Bar based on his conviction. On May 18, 2006, the Supreme Court of Florida entered a
judgment barring Mintmire from practicing law in Florida.
Ill.
In view of the foregoing, the Commission finds that Mintmire has been suspended
by a court and has been convicted of a felony within the meaning of Rule 102( e)(2) of the
Commission's Rules of Practice.

Accordingly, it is ORDERED, that Donald Frank Mintmire is forthwith
suspended from appearing or practicing before the Commission pursuant to Rule
102(e)(2) ofthe Commission's Rules ofPractice .
.By the Commission.

Nancy M. Morris
Secretary

Qu")!Ji . ~

8 : ~\ M. Peterson
y Assistant Secretary

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 54114 I July 10, 2006
INVESTMENT ADVISERS ACT OF 1940
Release No. 2532 I July 10,2006
ADMINISTRATIVE PROCEEDING
File No. 3-12361
ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
SECURITIES EXCHANGE ACT OF 1934
AND SECTION 203(f) OF THE
INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS

In the Matter of
RICHARD W. DEBOE,
Responden t.

I.
The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) ofthe Securities Exchange Act of 1934 ("Exchange Act") and Section 203(f) ofthe
Investment Advisers Act of 1940 ("Advisers Act") against Richard W. DeBoe ("DeBoe" or
"Respondent").

II.
In anticipation ofthe institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III.3 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)

.ofthe Securities Exchange Act of 1934 and Section 203(£) of the Investment Advisers Act of 1940,
Making Findings, and Imposing Remedial Sanctions ("Order"), as set forth below.

III.
On the basis ofthis Order and Respondent's Offer, the Commission finds that:
1.
From August 1998 to May 2000, DeBoe was a registered representative associated
with Deutsche Bane Alex Brown ("Deutsche Bane"), a broker-dealer and investment adviser
registered with the Commission. Deutsche Bane is now Deutsche Bank Securities, Inc. DeBoe, 70
years old, is a resident of New York, New York.
2.
On March 3, 2005, the Commission filed an action, entitled SEC v. Richard W.
DeBoe, Civil Action No. 05 CV 2522 (AKH) (S.D.N.Y.). The complaint alleged that DeBoe,
while employed as a registered representative at Deutsche Bane, engaged in fraudulent conduct
concerning certain customer accounts and aided and abetted the fraudulent conduct in the same
accounts by Peter N . Brant ("Brant"). According to the complaint, DeBoe, a former colleague and
social friend of Brant, knew of Brant's conviction for felony securities fraud. Between 1998 and
1999, DeBoe opened four new accounts at Deutsche Bane for customers referred to him by Brant.
The complaint further alleged that each of the customers gave Brant trading authority. According
to the complaint, Brant's role as investment adviser and his acceptance of fees for these services
violated his bar from the securities industry, which was known by DeBoe or he was reckless in not
knowing. The complaint also alleged that once the accounts were opened, DeBoe gave free rein to
Brant over the accounts, participated with Brant in churning the accounts, violated explicit
instructions from customers, and allowed Brant to misappropriate ftmds from DeBoe' s customer
accounts for Brant' s own use. This fraudulent conduct generated commissions for DeBoe, who
before opening these accounts referred by Brant, had been a "low" producer who earned relatively
low commission income.
3.
On June 26, 2006, a final judgment was entered by consent against DeBoe,
permanently enjoining him from future violations of Section 17(a) of the Securities Act of 1933,
Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, and aiding and abetting violations
of Sections 206(1) and 206(2) of the Advisers Act, in the civil action entitled SEC v. Richard W .
DeBoe, Civil Action Number 05 CV 2522 (AKH), in the United States District Court for the
Southern District ofNew York.
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IV.

'

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Richard W. DeBoe' s Offer.

Accordingly, it is hereby ORDERED:
Pursuant to Section 15(b)(6) of the Exchange Act and Section 203(f) of the Advisers Act,
that Respondent Richard W. DeBoe be, and hereby is barred from association with any broker,
dealer, or investment adviser.
Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

By the Commission.

d

Nancy M. Morris
Secretary

1.,

d '
1

i&
.

By: J. ~ynn T~~ A~-~~ -

Assfstant ~ec~ ~tary
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SECURITIES AND EXCHANGE COMMISSION
Washington, D.C.
SECURITIES EXCHANGE ACT OF 1934
Rel. No. 54127 I July 11, 2006
INVESTMENT ADVISERS ACT OF 1940
Rel. No. 2533 I July 11, 2006
Admin. Proc. File No. 3-11179

In the Matter of

IFG NETWORK SECURITIES, INC.,
WILLIAM KISSINGER, and
DAVID LEDBETTER

OPINION OF THE COMMISSION
BROKER-DEALER PROCEEDING
INVESTMENT ADVISER PROCEEDING
CEASE-AND-DESIST PROCEEDING
Grounds for Remedial Action
Fraud
Alleged Aiding and Abetting or Causing Fraud
Alleged Failure to Supervise
Registered representative of broker-dealer committed fraud by negligently omitting to
disclose material facts concerning the cost structure associated with different classes of
multiple-class mutual funds. Held, it is in the public interest to order registered
representative to cease and desist from committing any violations or future violations, and
to pay disgorgement.
Charge that broker-dealer and president of broker-dealer failed to exercise reasonable
supervision over registered representative with a view to preventing his violations of the
antifraud provisions was not sustained. Held, proceedings with respect to broker-dealer
and president of broker-dealer are dismissed.
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APPEARANCES :
Peter J. Anderson, Lawrence A. Dany III, Olga Greenberg, and Brian L. Rubin, of
Sutherland Asbill & Brennan LLP, for IFG Network Securities, Inc. and David Ledbetter.
Matthew J. Siembieda, Timothy D. Katsiff, and Evan H. Lechtman, of Blank Rome LLP,
for William Kissinger.
David L. Kornblau, William P Hicks, M. Graham Loomis, and WilliamS. Dixon, for the
Division of Enforcement.
Appeal filed : March 3, 2005
Last brief received: June 1, 2005
Oral argument: November 15, 2005 1/
I.

The Division of Enforcement appeals from the decision of an administrative law
judge. 2/ The law judge dismissed the Division's charges that William Kissinger violated
Section 17(a) of the Securities Act of 1933, l / Section 10(b) of the Securities Exchange Act of
1934, 1/ and Rule 1Ob-5 thereunder, 'j_/ and that Kissinger aided and abetted or was a cause of

ll

Rule ofPractice 451(d), 17 C.P.R. § 201.451(d), provides that a member of the
Commission who does not attend an oral argument may participate in the decision of the
proceeding if that member reviews the oral argument transcript. Commissioner
Glassman, who did not attend the oral argument in this matter, has performed the
requisite review.

2/

IFG Network Securities, Inc., William Kissinger, Kissinger Advisory, Inc., Bert Miller,
Glenn Wilkinson, and David Ledbetter, Initial Decision Rei. No. 273 (Feb. 10, 2005), 84
SEC Docket 3287. On appeal, the Division has dropped respondents Miller and
Wilkinson from its case, and it has also dropped Kissinger Advisory, which no longer
exists. The Division also does not appeal with respect to Kissinger's sales to one of his
customers, Lucy Portier, which were included in the proceeding before the law judge.

ll

15 U.S .C. § 77q(a) .

.41

15 U.S .C. § 78j(b).

'j_/

17 C.P.R. § 240.1Ob-5.
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violations of Sections 206(1) and 206(2) of the Investment Advisers Act of 1940. Q./ Kissinger
formerly operated an office of supervisory jurisdiction ("OSJ") of registered broker-dealer IFG
Network Securities, Inc. ("IFG"). Kissinger was an OSJ principal and registered representative
associated with IFG, and he was associated with Kissinger Advisory, Inc. , a registered
investment adviser. The Division's allegations arose in connection with Kissinger's sales to
advisory and non-advisory customers of Class B shares of certain mutual funds in the Kemper
Funds and Oppenheimer Funds mutual fund families. The law judge also dismissed the
Division's allegations that IFG and David Ledbetter, IFG's president, failed to exercise reasonable
supervision over Kissinger with a view to preventing his violations of the antifraud provisions, as
required by Exchange Act Sections 15(b)(4)(E) and 15(b)(6), 11because she found that the
Division had failed to establish that Kissinger committed any violations.
The Division argues that the law judge erred in concluding that Kissinger's actions did not
constitute fraud and aiding and abetting or causing fraud. The Division contends that Kissinger,
in recommending that his customers invest in Class B, rather than Class A, shares of mutual
funds, failed adequately to disclose to six of his customers the differences in expense structure of
investments in these different share classes. The Division also contends that Kissinger failed to
disclose to the customers that Class A shares would outperform Class B shares for investments of
at least $250,000, which qualified for a breakpoint discount. The Division further alleges that
Kissinger failed to disclose to his customers that he received a larger commission from the
investors' purchase of Class B shares than he would have received had the customers invested in
Class A shares instead. These alleged omissions are the basis for the Division's charges that
Kissinger violated the antifraud provisions of the Securities Act and the Exchange Act and aided
and abetted or was a cause of Kissinger Advisory's violations of the antifraud provisions of the
Advisers Act. The Division seeks an order barring Kissinger from association with any broker,
dealer, or investment adviser and a cease-and-desist order. The Division also seeks $36,170 in
disgorgement from Kissinger, an amount that the Division contends is the difference between the
commissions he received for selling Class B shares and what he would have received for selling
Class A shares in the transactions at issue here. The Division also seeks a civil money penalty of
$100,000.
Kissinger contends that he adequately disclosed all material information to the six
customers with respect to their investments in Class B shares. He further contends that the
disclosures that the Division argues Kissinger should have made were not in accordance with
industry practice at the time of the events in question. Kissinger maintains that there is no basis
in the public interest for the imposition of the sanctions sought by the Division.

Q./

15 U.S .C. § 80b-6(1) and (2).

11

15 U.S .C. § 78o(b)(4)(E) and (6).
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The Division argues that IFG and Ledbetter failed reasonably to supervise Kissinger in
that they did not adequately ensure that he disclosed all material facts regarding transactions in
multiple-class funds to his customers. The Division asks that the Commission censure IFG and
bar Ledbetter from association with any broker or dealer in a supervisory capacity. In addition,
the Division seeks $3 ,604 in disgorgement from IFG, which the Division alleges represents the
excess commissions IFG received from selling Class B shares to the six customers at issue in this
case. The Division also requests that Ledbetter and IFG pay civil money penalties of $100,000
and $300,000 respectively.
IFG and Ledbetter contend that the Division failed to establish that Kissinger acted
fraudulently and, therefore, there can be no failure to supervise. IFG and Ledbetter argue further
that, even if Kissinger is found to have acted fraudulently, IFG's supervisory system adequately
ensured proper disclosure. IFG and Ledbetter, therefore, assert that no sanctions are warranted.
We base our findings on an independent review of the record, except with respect to those
findings not challenged on appeal.
II.
A.

Background

Kissinger formed Kissinger Financial Services ("KFS"), of which he was the president
and controlling owner, in 1984. '§/ KFS included both Kissinger Advisory and an entity referred
to as Kissinger Securities, Inc. 2/ During the period from 1994 to 2001, Kissinger operated an
OSJ of IFG, a broker-dealer headquartered in Atlanta, Georgia. 10/ Kissinger was an OSJ
principal and registered representative associated with IFG. Ledbetter was president ofiFG from
November 1989 until May 2000, at which time he became IFG's vice president. As IFG's

'§/

Kissinger is a certified public accountant, and he testified that he "holds the designation
of personal financial specialist," is a certified financial plai)Iler, and holds Series 7, Series
63 , Series 24, and Series 31 securities licenses.

2/

The record does not indicate that Kissinger Securities, Inc. was a registered broker-dealer.
However, Kissinger refers to it in his testimony as a commission-based "brokerage" firm.
In any event, there is no dispute that the commissions earned through the transactions at
issue here ultimately were distributed by IFG -- either through KFS or Kissinger
Securities, Inc. -- to Kissinger.

10/

NASD Conduct Rule 3010 defines an OSJ as any office of a member at which occurs any
of certain defined functions, including, among other things, the final acceptance of new
accounts on behalf of the member or the review and endorsement of customer orders. In
2001 , Kissinger ended his association with IFG and associated with r~gistered brokerdealer Sanders Morris Harris, after which Kissinger Advisory ceased doing business.
Kissinger is currently a registered representative of Sanders Morris Harris.
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president, Ledbetter was ultimately responsible for supervision of OSJ principals such as
Kissinger.
During the period from July 1998 to December 2000 (the "relevant period"), Kissinger
averaged approximately $2,000,000 in annual revenues, of which approximately 70% comprised
commissions from the sale of mutual fund shares and 30% comprised advisory fees . Kissinger
had approximately 350 advisory customers and approximately 700 non-advisory customers. In
2000, investments in Class B shares of mutual funds represented approximately 11% of the
$300,000,000 that Kissinger had under management. Kissinger described his customer base,
including the six customers at issue here, as long term, buy-and-hold investors, who were
interested in making a financial plan and organizing their financial futures, as opposed to day
traders looking to make rapid trades for quick profits.
B.

Class A and Class B Shares of Mutual Funds

The Division's allegations in this matter revolve around Kissinger's disclosures to six of
his customers when he recommended that they invest in Class B, rather than Class A, shares of
Kemper and Oppenheimer mutual funds. Typically, Class A shares differ from Class B shares
with respect to their cost structure. Class A shares usually include an initial sales charge, or
front-end load, a fee that is levied upon the purchase of mutual fund shares, while Class B shares
do not. Class A shares include breakpoint discounts, which reduce the front-end load
incrementally in the event that the investor invests specified amounts in the fund. At each
breakpoint, the representative's commission rate is reduced. In Kemper funds, the front-end load
for Class A shares was reduced from 3.5% at the $100,000 breakpoint to 2.6% at the $250,000
investment level and 2.0% at the $500,000 level. For Oppenheimer funds, the front-end load was
reduced from 3.75% at the $100,000 breakpoint to 2.5% at the $250,000 level and 2.0% at the
$500,000 level.
Unlike Class A shares, Class B shares usually include a contingent deferred sales charge
("CDSC"), or back-end load, which is a fee that is levied upon the sale of mutual fund shares.
Exchanges between funds in a fund family do not trigger a CDSC, if those exchanges also are
into shares of the same class. The CDSC in both Kemper and Oppenheimer funds reduced with
each year that the investor held the fund shares, phasing out entirely after six years, at which
point the Class B shares would convert into Class A shares. Since there are no breakpoints for
Class B shares, there is no reduction in the commission rate for larger investments in Class B
shares. This means that, for investments at or above the breakpoint levels, the representative
receives a larger percentage commission for Class B shares than for Class A shares.

•
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A mutual fund's expense ratio measures the fund's total annual expenses expressed as a
percentage of the fund's net assets . The expense ratio includes asset-based sales charges, such as
charges permitted under Investment Company Act Rule 12b-1 , ll/ that are taken from the mutual
fund's assets to pay to market the fund and distribute its shares. The expense ratios for Class B
·shares generally are higher than the expense ratios for Class A shares. During the relevant
period, Class B shares in both the Kemper and Oppenheimer fund families had annual expense
ratios that were 75 basis points higher than the annual expense ratios for Class A shares in the
same funds , because of the higher 12b-1 fees associated with Class B share investments.
All of the investments at issue in this proceeding were purch ases of the Class B shares of
Kemper and Oppenheimer funds in amounts greater than the $250,000 breakpoints established by
both fund families . Two of the investments were for $500,000, which was the next breakpoint
offered by both fund families . The prospectuses of both Kemper and Oppenheimer funds
disclosed the differences in fee structures between the share classes. Oppenheimer's prospectuses
stated that, at the $1 ,000,000 level, Class A shares generally outperformed Class B shares
because of the availability ofbreakpoint discounts; both fund families' prospectuses stated that
the fund families would not accept Class B share investments in amounts above $500,000.
C.

IFG's and Ledbetter's Supervisory System

IFG's home office consisted of several departments which were headed by general
securities principals. These department heads reported to Ledbetter in connection with
compliance matters. Julie Ann Sullivan, a registered principal, was IFG's chief compliance
officer during a portion of the relevant period, and she reported to Ledbetter. Edward W oil, a
registered principal, also worked in IFG's compliance department during this time, and he
reported to Sullivan. Supervision ofthe OSJ principals was diffused among various home office
principals (including Business Review Principals ("BRPs"), a trading officer, an operations
officer, and an advertising review principal) based on functional responsibilities. In addition,
IFG's compliance department conducted annual audits ofbranch offices and OSJs. IFG also had
a mutual fund coordinator to answer representatives' questions about mutual fund sales. 12/
Ledbetter testified that, as president ofiFG, he had ultimate responsibility to ensure that adequate
supervisory procedures were in place at IFG.

lll

17 C.P.R. § 270.12b-l.

12/

Ledbetter estimated that IFG had fewer than ten complaints per year related to mutual
funds and that, other than the complaint of Kissinger's customer Myrna Moran, discussed
in greater detail below, IFG received no complaint concerning the adequacy of
disclosures with respect to the sale of Class A and Class B shares .

•

7
BRPs reported directly to IFG's Chief Operations Officer who, in tum, reported to the
president. It was the responsibility of BRPs to review and approve each transaction by every OSJ
principal and registered representative. They reviewed these transactions for issues such as
suitability and sales practice violations, including failure to take advantage ofbreakpoints.
During the relevant period, when BRPs reviewed investments of $250,000 or more in Class B
shares of a mutual fund, they looked for, but did not require, written documentation that IFG's
registered representatives had disclosed the various cost structures associated with Class A and
Class B shares. BRPs also reviewed transactions for compliance with the Class B share purchase
limits set forth in the applicable mutual fund prospectuses. BRPs referred transactions about
which they had concerns to the compliance department.
IFG's Registered Representative Manual ("Manual") included information concerning
representatives' disclosure responsibilities with respect to multiple-class mutual funds. In
November 1995, material related to the disclosure obligations at issue here was added to the
Manual. In February 1998, IFG distributed a pamphlet to all of its OSJs and branch offices
entitled "Dos and Don'ts For Registered Representatives Who Provide Mutual Fund Advice,"
published by the Investment Company Institute, that contained information about multiple-class
funds, including information about breakpoints and fund fees.
Subsequently, in November 1998, IFG issued a Compliance Alert, recommending that its
representatives utilize what it labeled a Mutual Fund Disclosure Form as part of their regular
sales practices for purchases of mutual funds with multiple-share classes. The November 1998
Compliance Alert stated that representatives were not required to use the Mutual Fund
Disclosure Form, but that the form would assist in documenting the fact that representatives had
made the necessary disclosures. The Mutual Fund Disclosure Form highlighted the features of
Class A, B, and C shares. It stated that mutual fund class designations relate to the fee and
commission structure employed by the fund. The Mutual Fund Disclosure Form further stated
that each fund had its own schedule of fees set forth in its prospectus, and it directed potential
investors to review the prospectus carefully.
The Mutual Fund Disclosure Form stated that Class A shares generally are structured
such that a sales charge is assessed, and a commission paid to the representative, at the time of
purchase. It noted that most Class A shares provide commission discounts called breakpoints for
large purchases. The Mutual Fund Disclosure Form stated that generally Class B shares are
structured so that no commission is charged at the time of purchase, but that funds usually charge
higher marketing fees for Class B shares than for Class A shares in order to pay commissions and
marketing expenses. The Mutual Fund Disclosure Form stressed that Class A shares are usually
more advantageous than Class B shares for investors able to invest enough to qualify for
breakpoint discounts. The form noted that, for this reason, many mutual funds will not accept
Class B share purchases in excess of $500,000 because, at this level, Class A shares charge such
a reduced commission that they are preferable to other fee and commission structures.

8
The Mutual Fund Disclosure Form contained a section that identified the customer's
investment choice, including the share class of the fund selected and the amount invested. The
form also contained a place for the customer's signature to confirm that he or she had received
and reviewed the applicable prospectuses, understood the sales charges associated with the class
of shares selected, and had an opportunity "to discuss all issues" with the registered
representative. Kissinger testified that he could not specifically recall whether he received the
November 1998 Compliance Alert, which included the Mutual Fund Disclosure Form, but he
testified that he used the form with his customers "when it was suggested." 1J./
D.

Kissinger's Disclosures to Customers

Kissinger had both advisory and non-advisory customers. Kissinger spent the first
meeting with prospective advisory customers analyzing the customer's financial position but did
not make any specific investment recommendations or engage in even generic financial planning
until the customer had signed the standard advisory contract. The three advisory customers at
issue here signed this contract. The contract contained information about the services to be
provided by Kissinger and the manner in which Kissinger would receive payment from the
customer, including a flat fee for the creation of the customer's financial plan, a periodic feebased monitoring service, and commissions paid to IFG in the event that the customer accepted
Kissinger's specific investment recommendations. 14/
After the customer signed the advisory contract, Kissinger would prepare a generic
financial plan that set forth his suggested allocation of assets and investment strategy without
reference to specific investments. If the customers agreed to implement the plan, Kissinger
would hold another meeting with the customer during which he recommended specific funds.
Kissinger testified that, prior to recommending any specific investment to an advisory customer,
he would inform the customer that he was acting in his capacity as a salesperson. Kissinger
would explain to the customer basic information about the funds he recommended, such as the
fund manager, some of the fund's major investments, its overall strategy, and certain other
information, and he would provide the customer with the fund prospectuses. Kissinger generally
instructed the customer to take the prospectuses home and think about the information provided

1J./

In May 1999, IFG issued to its registered representatives a Compliance Alert stating that,
for customers qualifying for breakpoint discounts available for Class A shares, the higher
annual expenses associated with Class B share investments generally make Class A
shares less expensive than Class B shares.

14/

The customers at issue here, both advisory and non-advisory, used brokerage services
provided by Kissinger as an associated person ofiFG.

•
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for a week or two before making any investment decisions. Each customer also signed or
initialed an asset positioning form upon investing. 12/
Non-advisory customers were individuals who chose not to receive comprehensive
financial planning advice from Kissinger. Kissinger recommended investments in specific funds
to non-advisory customers, providing them with prospectuses for each recommended investment.
Non-advisory customers did not sign the advisory contract, did not have the same types of
generic, broad financial planning meetings with Kissinger as advisory customers had, and
compensated Kissinger solely by means of commissions from the sales of mutual funds, not
through the flat fees and periodic monitoring fees that advisory customers paid.

E.

Kissinger's Recommendation of Class B Mutual Fund Shares

Kissinger asserts that many of his customers expressed a strong aversion to paying any
up-front fees and that he interpreted such statements as meaning that the customer did not want
to purchase Class A shares, because all Class A shares entailed up-front fees. When a customer
expressed such a strong preference, Kissinger felt that "there was no need to keep beating [the
customers] over the head" by telling them about the availability of breakpoint discounts and other
elements of the expense structure of investments in Class A shares and about other distinctions
between the two share classes. Kissinger told his customers that Class B shares entailed an early
withdrawal penalty (the CDSC), that was reduced each year that the customer held the fund's
shares until, after a six-year holding period, the Class B shares converted to Class A shares.
Kissinger thought of a fund prospectus as his "Bible" when making recommendations to
customers. He believed that, because the Kemper and Oppenheimer prospectuses permitted
investors to make purchases of Class B shares up to a $500,000 limit, investments in Class B
shares in amounts up to $500,000 would be advantageous for the customer. 1.6/
It was Kissinger's practice to provide customers with a print-out of a performance
analysis of any fund he recommended, using a CDA Weisenberger software program that

1.2/

Kissinger referred to this form as a "switching form." It identified the Class B share
investments of the customers, but did not show the differences between Class B and Class
A investments.

16/

The relevant Kemper prospectuses at the time stated that orders for Class B shares for
$500,000 or more would be declined. The relevant Oppenheimer prospectuses at the time
stated that, at the $1 ,000,000 investment level, Class A shares will generally outperform
Class B shares, and that, as a result, Oppenheimer normally will not accept purchase
orders of $500,000 or more of Class B shares. Kissinger testified that, because of this
language, he believed that the Oppenheimer prospectus was unclear as to the relative
advantages of the two share classes at the $500,000 level but that Oppenheimer would
approve Class B share transactions in amounts up to and including at least $500,000.
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compared the historical results of a given investment against certain benchmarks. However,
Kissinger did not perform such an analysis comparing the expected performance of Class A
versus Class B shares for either the Kemper or Oppenheimer funds. Kissinger testified that he
believed that the reasoning behind the initial creation of Class B shares as an investment option
was to provide an investment vehicle for investors who opposed paying up-front fees.
Kissinger told the six customers at issue in this proceeding that Class B shares involved
no up-front fees and that all of their money could "go to work" for them in Class B shares.
Kissinger testified that he believed that Class B shares were the superior investment for these
·customers at the time he made the recommendations. All of the customers stated that they did
not consider themselves to be expert in investing and finance, and that they relied heavily on
Kissinger's expertise in making their investment choices. All of the customers received
prospectuses for the funds Kissinger recommended.
The three advisory customers were Mary Ann Cline, Myrna Moran, and Mary Jane Daley.
Cline invested approximately $423,000 in April1999. Although she acknowledged signing and
initialing her asset positioning form, which showed that she was investing in Class B shares of
the Kemper funds, Cline recalled no discussion with Kissinger of the differences between the two
classes of shares. Cline testified that Kissinger did not discuss breakpoint discounts, expenses, or
relative commissions that he would receive. Cline testified that she had a long history of
working with Kissinger and that she trusted his advice. She testified that she had no
understanding of the differences between Class B shares and Class A shares when she invested in
the Kemper Class B shares.
Moran invested $500,000 in April 1999 as part of a total investment of $1.7 million.
Moran testified that she communicated to Kissinger that her investing goal was to preserve her
money and earn enough to live on for the rest of her life. She thought of herself as a long-term
investor. Although Moran acknowledged signing and initialing her asset positioning form, which
showed that she was investing in Class B shares of the Kemper funds, Moran recalled no
discussion with Kissinger of the differences between the two classes of shares. Moran said that
she knew that different share classes existed, but did not know what the differences between the
classes were. She testified that Kissinger did not discuss breakpoint discounts, expenses, or
relative commissions that Kissinger would receive. Moran testified that Kissinger told her
nothing about any disadvantages of investing in Class B shares. Moran testified that she had no
understanding of the differences between Class B shares and Class A shares at the time she
invested in the Kemper Class B shares. Moran acknowledged signing Kissinger's standard
advisory contract and initialing the asset positioning form, but she said that she did not read these
documents carefully and did not understand what they said when she signed them.
Moran came to Kissinger in or around June 1998. Because her $1.7 million investment
amount was much larger than that typically invested by Kissinger's customers, Kissinger
contacted IFG with a request for documents necessary to ensure that he properly disclosed
relevant facts about Moran's investments, including the $500,000 purchase of Class B shares of
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Kemper funds at issue here. In response, Sullivan provided Kissinger with a document called a
"Mutual Fund Disclosure Form." l]j This June 1998 disclosure form did not specifically
explain the cost differences between investments in Class A and Class B shares. It included a
paragraph that said, "Please note that the above-referenced fund families offer other share
classes, with different fees and compensation structures. Please refer to the prospectuses
provided for more detailed explanation of fund classes available and their respective fees ." The
form originally provided by Sullivan included a sentence for each fund that was being
recommended to Moran (Kissinger recommended certain Fidelity funds in addition to the
Kemper Class B funds), which said, "First year charges related to compensation are estimated to
be XXX, and XX per year, thereafter." Kissinger suggested to Sullivan that this sentence was
improper in projecting future performance and that it should be deleted. Sullivan agreed to
remove this language from the document. Moran signed this revised version of the Mutual Fund
Disclosure Form on June 12, 1998.l8/
Daley invested approximately $326,000 in January 2000. Daley stated that she believed
that Kissinger had her best interests in mind when he recommended that she invest in Class B
shares, that she knew Kissinger would receive commissions for the sales of mutual fund shares in
her account, and that she remains a satisfied customer. Daley also stated that she recalls no
specific discussion of breakpoint discounts or expense differences between share classes.
The three non-advisory customers were William Moulyn, Barry Hart, and Satwant Chona.
Moulyn invested approximately $250,000 in December 1999. He testified that he relied on
Kissinger's investment advice "1 00%" and that he had never heard of the concept of different
share classes until the time he received his subpoena to testify in this proceeding. 19/

17/

This was a different document from the Mutual Fund Disclosure Form included with
IFG's November 1998 Compliance Alert, discussed above.

ll/

On November 7, 1999, Moran wrote Kissinger a letter complaining about the way in
which he was handling her investments. Kissinger sent the letter to Sullivan who
forwarded it to Ledbetter. Ledbetter investigated Moran's complaint on behalf ofiFG and
participated in a mediation with Moran and her attorney that resolved her complaint by
converting her Class B shares into Class A shares and by IFG's paying of her legal
expenses. Ledbetter testified that, based on speaking with Moran and participating in the
mediation, he believed that her complaint was related to the performance of the funds that
Kissinger had recommended, not to the differences between share classes of the Kemper
funds.

19/

Moulyn is no longer a customer of Kissinger, largely because he wished to invest in
individual stocks and sought to make frequent trades in and out of positions in those
stocks, which is not the investment model that Kissinger typically employs with his
customers.
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Hart invested approximately $426,000 in January 2000. He testified that he came to
Kissinger seeking rapidly to invest his retirement money because his former employer's 401(k)
plan was about to close, and he needed to transfer his funds into a new account. Hart testified
that he entrusted his retirement funds to Kissinger. Hart recalled that Kissinger stressed the lack
of up-front fees for Class B shares. Hart understood from Kissinger that the main drawback to an
investment in Class B shares was that he would have to maintain his investment for an extended
period of time in order to avoid early withdrawal penalties, but this did not concern Hart because
he thought of himself as a long-term investor, not seeking to tum quick profits. Hart
acknowledged that he communicated to Kissinger a strong desire not to lose any of his money in
the course of transferring his account from his employer's 401(k) plan, and Hart told Kissinger
that he opposed paying up-front fees for that reason. Hart acknowledged having signed and
initialed his asset positioning form, which indicated that he would be investing in Class B shares,
and he also signed the version of the Mutual Fund Disclosure Form recommended in IFG's
November 1998 Compliance Alert, but he said that he did not truly understand the distinction
between share classes. Hart testified that he trusted Kissinger as an expert to explain all of the
salient facts about his investments.
In January 2000, an Oppenheimer representative contacted Kissinger's office and asked
that IFG's compliance department approve the $426,000 trade by Hart before Oppenheimer
processed the trade because the value of the transaction was "substantially large" for a purchase
of Class B shares. Woll reviewed the trade. In an e-mail addressed to Sullivan and others, but
not to Ledbetter, Woll concluded that "the difference between A share and B share returns are
real and significant," and urged Sullivan to obtain additional information from Kissinger before
IFG approved the transaction. IFG's compliance department requested that Kissinger's office
forward the Mutual Fund Disclosure Form that Hart had signed. The record indicates that
Oppenheimer subsequently processed the transaction. 20/

Chona invested $500,000 in June 2000. He explained that he sought to retire and
entrusted Kissinger to invest his money in a way that would permit this to happen. Chona told
Kissinger that the return on his investments was very important to him and that he disliked

20/

Kissinger testified that he does not recall receiving a telephone call from Oppenheimer
about Hart's transaction. Christopher Pollitt, an employee of Kissinger, testified that he
received Oppenheimer's initial telephone call requesting approval of the transaction by
IFG's compliance department. Pollitt then telephoned IFG's compliance department,
where he spoke to Richard Dunston. Dunston asked that Pollitt fax documentation
related to Hart's transaction. Pollitt testified that after he faxed the relevant documents to
Dunston explaining the transaction, he never heard from Oppenheimer or IFG again
regarding Hart's transactions. Pollitt recalled that Oppenheimer did not state that the
transaction was 12§: se improper. Pollitt testified that he processed all of Kissinger's
trades, and he did not recall that any transactions in Class B shares for the other five
investors at issue here drew any questions from a fund family regarding the size of the
transaction.
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paying up-front charges. Chona acknowledged that he signed his asset allocation "switching
form" and another document asserting that he had read all the prospectuses that Kissinger
provided to him, but he testified that he had not actually read the prospectuses. Chona also
signed the version of the Mutual Fund Disclosure Form recommended in the November 1998
Compliance Alert but testified that Kissinger never told him about the availability ofbreakpoint
discounts for his investment or the relative expenses of the different share classes.
III.
A.

Kissinger's Violations of Antifraud Provisions

The antifraud provisions of the Securities Act prohibit fraudulent and deceptive acts and
practices in connection with the offer, purchase, or sale of a security; the Advisers Act prohibits
advisers from defrauding customers. Proof of scienter is required to establish violations of
Securities Act Section 17(a)(1 ), Exchange Act Section 1O(b) and Rule 1Ob-5 thereunder, and
Advisers Act Section 206(1); 21 / to establish violations of Securities Act Sections 17(a)(2) and
17(a)(3), and Advisers Act Section 206(2), negligence is sufficient. 22/ Securities Act Sections
17(a)(2) and 17(a)(3) make it unlawful for any person in the offer or sale of any securities to
obtain money or property by means of any material misrepresentations or omissions, or to engage
in any transaction, practice, or course of business that operates as a fraud or deceit on the
purchaser. Advisers Act Section 206(2) makes it unlawful for any investment adviser to engage
in any transaction, practice, or course of business that operates as a fraud or deceit upon a client.
It is undisputed that all of Kissinger's conduct was in connection with the offer, purchase, or sale
of a security and that the omissions alleged to have been fraudulent were made to Kissinger's
customers, whether advisory or non-advisory. The issues before us are whether the omissions
were misleading and, if so, whether they were material and made with the requisite mental state
to constitute a violation.
Misleading Omissions
The Division alleged that Kissinger omitted to disclose to his customers: (1) that Class A
shares were likely to produce higher returns than Class B shares for them at the investment
amounts at which they purchased Class B shares; (2) the availability of breakpoint discounts at

21/

See Aaron v. SEC, 446 U.S. 680, 695, 697 (1980); Ernst & Ernst v. Hochfelder, 425 U.S.
185, 193 (1976); Steadman v. SEC, 603 F.2d 1126, 1134 (5th Cir. 1979), affd, 450 U.S.
91 (1981).

22/

Aaron, 446 U.S . at 680, 697 & 701 -02 (establishing that a showing of scienter is not
required for findings of violations of Securities Act Sections 17(a)(2) and 17(a)(3)); SEC
v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 195 (1963) (finding that mere
negligence may establish a violation of Advisers Act Section 206(2)).
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the $250,000 and $500,000 levels, as applicable, if they had purchased Class A shares; 23/
(3) that Class B shares of the Kemper and Oppenheimer funds had expense ratios that were 75
basis points higher than the expense ratios for Class A shares in the same funds, because of the
higher Rule 12b-1 fees associated with the Class B shares; and (4) the fact that Kissinger
received a larger commission for the sale of Class B shares than he would have received if the
customers had purchased Class A shares instead. Kissinger acknowledges that he made none of
these disclosures to the six customers at issue here.
Class A and Class B shares of any particular fund own the same underlying assets; thus,
any difference in the relative performance levels of the two share classes (the first omitted
disclosure alleged by the Division) will result from the differences in the cost structures of the
two classes (the latter omitted disclosures), together with the impact ofthe Class B CDSC, or
early withdrawal penalty. We find that Kissinger's failure to make full disclosures as to the
differences in cost structures between the two classes of shares was misleading, in light of his
admitted recommendations to these customers that they should invest in Class B shares, rather
than Class A shares, because all of their money could "go to work" with such an investment.
Without knowledge ofthese cost differences, the customers were not in a position to make fully
informed decisions as to the appropriate choice between the two classes of shares. While the
information Kissinger disclosed to his customers about their Class B share investments (that they
entail no up-front fees and have a CDSC) is literally true, it presented an incomplete picture of
the relative cost structure of the two share classes and the potential impact of the cost structure
on the returns on their investments and therefore made his recommendation to invest in Class B
shares misleading. 24/
Moreover, in support of its position that it was misleading to omit any disclosure of the
relative performance of Class A versus Class B shares, the Division offers an expert opinion and
mathematical calculations showing that, for investors with a certain investment profile, Class A
investments will produce higher returns than Class B shares. The investment profile of the six
customers in this case presented many characteristics tending to suggest that Class A shares were
likely to be advantageous for them. These customers intended to hold their investments for the
long term without withdrawals and, with the exception of customer Moulyn, invested in taxadvantaged accounts . The Division's model in its brief on appeal and expert testimony presented
by the Division before the administrative law judge indicate that, under reasonable assumptions
for these particular investors, relatively simple mathematical calculations would have shown that

23/

All of the customers here invested amounts that qualified for the $250,000 breakpoint
discount, and Moran and Chona qualified for the $500,000 breakpoint discount.

24/

See John J. Kenny, Securities Act Rei. No. 8234 (May 14, 2003), 80 SEC Docket 564,
576 ("Although the letters contain some truthful statements, the letters are misleading
because of the omitted information"), affd, Kenny v. S.E.C., 87 Fed. Appx. 608 (8th Cir.
2004).
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Class A shares were the superior investment. 25/ Kissinger's defense that, under certain
circumstances, Class B shares will produce higher returns (~ if the customer takes maximum
annual withdrawals throughout the six-year CDSC period), while technically true, does not
render any less misleading his omissions, in light of his affirmative recommendation of Class B
shares to these particular customers based on his assurances that Class B shares would allow all
of their money to "go to work."
Materiality
Generally speaking, "[a]n omitted fact is material if there is a substantial likelihood that a
reasonable shareholder would consider it important." 26/ The rate of return of an investment is
important to a reasonable investor. In the context of multiple-share-class mutual funds, in which
the only bases for the differences in rate of return between classes are the cost structures of
investments in the two classes, information about this cost structure would accordingly be
important to a reasonable investor. Kissinger's argument that his customers' stated desire to
avoid up-front fees in their investments rendered additional information about the cost structure
differential between the two share classes not material conflicts with his concession that the rate
of return on the investments was the issue of greatest importance to all six customers at issue
here. Without additional information about the cost differences between share classes, his
customers did not have the "total mix of information" necessary to make their investment
decisions. 27I We find that there is a substanti al likelihood that a reasonable investor would
consider information that might have enabled them to understand the likely return differences
between an investment in Class A shares and an investment in Class B shares to be important in
making the decision about which share class to purchase.

25/

Respondents argue that the Division's case is based on a theory that Class A shares
always outperform Class B shares, a premise that they contend is not supported by the
record. However, as discussed in the text, we believe that the Division amply
demonstrated at the hearing below that its case with respect to Kissinger and Kissinger
Advisory was based on the theory that, under the facts and circumstances of this case,
Kissinger's omissions as to the differences in cost structure between share classes were
misleading. For these six customers of Kissinger, who intended to hold their investments
for the long term without systematic withdrawals, Kissinger's omission to disclose the
availability ofbreakpoints at their investment levels and the higher expense ratios and
commissions in Class B shares was misleading. This is especially true in light of his
advice that Class B shares would satisfy the goal of avoiding up-front fees .

26/

SEC v. Steadman, 967 F.2d 63 6, 643 (D.C. Cir. 1992) (quoting TSC Indus., Inc. v.
Northway, Inc., 426 U.S . 438, 449 (1 976)).

27/

See Basic, Inc. v. Levinson, 485 U. S. 224, 23 1 (1 988).
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Requisite Mental State
Negligence is the failure to exercise reasonable care. 28/ The IFG Compliance Manual,
the Investment Company Institute pamphlet distributed by IFG in February 1998, and the IFG
Compliance Alerts ofNovember 1998 and May 1999 all discussed the differences in cost
structure of multiple-class mutual funds and the importance of ensuring that investors understood
the impact of these costs on their investments. 29/ These documents would have given notice to
a reasonable securities industry professional that some analysis of the impact of these different
cost structures on the return on an investment was required before recommending one class of
shares rather than the other, especially in amounts above the breakpoint levels. Kissinger never
attempted such an analysis, nor did he request that IFG or the fund families provide him with an
analysis of which share class would likely outperform, given these customers' investment
profiles. All of the investments at issue occurred after IFG's November 1998 Compliance Alert,
and all but the Cline and Moran investments occurred after the May 1999 Compliance Alert.
Kissinger was aware of the existence ofbreakpoint discounts available for the purchase of
Class A shares, and that Class B shares entailed higher expense ratios and greater commissions to
Kissinger than Class A shares. He knew that, in advising his customers that an investment in
Class B shares would avoid the up-front fees of Class A shares and enable all of their money to
"go to work," he was omitting information about the difference in cost structure between the
share classes. Kissinger testified that, at the time he recommended the Class B shares at issue
here, he believed that the recommendations presented a "win-win" situation for both him and his
customers because he received a greater commission than he would have received had the
customers invested in Class A shares, and the customers would enjoy greater returns on their
investments because they did not have to pay any up-front fees on the Class B shares. Kissinger
had not, however, performed any mathematical analysis (or made any sort of inquiry) to support
this belief, although the software for doing so was readily available to him. Thus, he did not
have a reasonable basis for concluding that disclosure of these additional costs were unnecessary
and his failure to do so was a departure from the standard of reasonable prudence and was
negligent. 30/

28/

SEC v. Hughes Capital Corp., 124 F.3d 449, 453-54 (3d Cir. 1997). See also Ira Weiss,
Securities Act Rei. No. 8641 (Dec. 2, 2005), _ SEC Docket _ _, __ .

29/

Kissinger claimed that he never received the January 1995 document and testified that he
did not recall whether he received the November 1998 and May 1999 Compliance Alerts.
He was not questioned about and did not testify whether he received the Investment
Company Institute pamphlet distributed by IFG in February 1998.

30/

Lieb v. Merrill Lynch, 461 F.Supp. 951 , 953 (E.D. Mich. 1978) (holding that brokers
must study recommended securities sufficiently to become informed as to the nature,
price, and financial prognosis ofthe security), affd, 647 F.2d 165 (6th Cir. 1981) (Table).
(continued ... )
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In his defense, Kissinger points out that Oppenheimer and Kemper both permitted
investments in Class B shares in amounts up to $500,000, and he notes that neither the fund
families nor IFG stopped the execution ofhis customers' transactions when he submitted the
transactions for execution. In addition, he argues that under certain assumptions, which did not
apply to the customers at issue here, Class B shares may be the better investment. These factors
do not provide a reasonable basis for an unequivocal recommendation of Class B shares without
full disclosure of the cost structure differences.
Kissinger argues that it was not customary securities industry practice during the relevant
period to make the disclosures at issue here. Kissinger states that neither industry practice,
Commission regulations, nor any rules implemented by the relevant fund families, obligated him
to make such disclosures and that, therefore, he was not obligated to make them. Kissinger
points out that IFG (and Kemper and Oppenheimer, as applicable) processed all of the relevant
transactions, and Kissinger claims that he interpreted the lack of comments or questions about
the transactions as providing implicit approval of the transactions. Kissinger claims that IFG
never specifically instructed him to make the disclosures at issue here, although he acknowledges
that IFG told all of its registered representatives to make full and accurate disclosures about any
investments recommended to their customers.
Kissinger's claim that non-disclosure of the differences between share classes was
standard industry practice at the time is without merit. The courts and the Commission have
repeatedly held that a practice may be prevalent in the industry and still be fraudulent. W
Moreover, Kissinger has not shown that the practice in which he engaged was universal in the
industry. He told the customers that Class B shares did not have an up-front fee and would allow
all of their money to 11 go to work, 11 even though he was aware of a number of other elements of
the cost structure (besides the lack of an up-front fee) that could have made an investment in
Class B shares at these amounts less advantageous for the customer. He failed to take any steps
to determine ifB shares were in fact most advantageous for his customers.

30/

( ... continued)
Kissinger's failure to conduct any analysis that included the impact of expense ratios and
breakpoint discounts on the recommended investments, or even to request that such an
inquiry be done before he recommended an investment in Class B shares, falls short of
this requirement. Given Kissinger's knowledge that investments in Class B shares did not
include the possibility of taking advantage ofbreakpoint discounts and also involved
higher expense ratios than Class A shares, we find that his failure to make further inquiry
beyond merely considering the impact of the up-front fees for Class A shares to have been
unreasonable .

.lll

Newton v. Merrill Lynch, Pierce, Fenner & Smith, 135 F.3d 266, 274 (3 d Cir. 1998);
Fundamental Portfolio Advisors, Inc., Securities Act Rei. No. 8574 (May 23 , 2005), 85
SEC Docket 1754, 1760 n.16; Marc N. Geman, 54 S.E.C. 1226, 1256 and n. 64 (200 1),
affd, Geman v. SEC, 334 F.3d 1183 (lOth Cir. 2003).
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Accordingly, we find that Kissinger negligently omitted to disclose material information
to his customers that made the disclosures relating to his recommendation of Class B shares
misleading, thereby violating Securities Act Sections 17(a)(2) and 17(a)(3). 32/
B.

IFG's and Ledbetter's Supervision of Kissinger

The Commission may censure, suspend, limit the activities of, or revoke the registration
of, any broker or dealer if we find that (1) such sanction is in the public interest and (2) the
broker or dealer "failed reasonably to supervise, with a view to preventing [securities]
violations . .. , another person who commits such a violation, if such other person is subject to
his supervision." 3 3/ We also may sanction any natural person associated with a broker or dealer
if we find that such individual has failed to supervise. 34/ No firm or individual shall be
disciplined for failure to supervise, however, if there were in place "procedures, and a system for
applying such procedures, which would reasonably be expected to prevent and detect" the
securities violation in question, and the person responsible for administering such procedures and
system "reasonably discharged [his] duties and obligations ... without reasonable cause to
believe that such procedures and system were not being complied with." 35/
The Division contends that IFG and Ledbetter failed reasonably to supervise Kissinger in
that the process for reviewing and approving Class B share transactions was unreasonable, and
that IFG and Ledbetter did not adequately ensure that Kissinger disclosed all material facts to his
customers. For example, the Division argues that, because IFG and Ledbetter lacked any system
for contacting customers making large Class B share investments to inquire about the basis for
their investments, as provided for in IFG's dealer agreements with Oppenheimer and Kemper, the
system established by IFG and Ledbetter for complying with the dealer agreements was
ineffective, thereby making it more difficult for IFG and Ledbetter to identify whether adequate
disclosures were made by IFG's registered representatives. The Division further argues that
BRPs reviewed only whether a Class B share transaction complied with the fund family's dollar
share limits on Class B investments. Under the Division's theory, a closer inspection of the
transactions would have included analysis of whether the investments would have received
breakpoint discounts if they had been made in Class A shares instead of Class B shares. The

32/

In light of Kissinger's violations of Securities Act Sections 17(a)(2) and 17(a)(3) and, as
discussed below, the sanctions imposed, we do not reach the Division's allegations that
Kissinger aided and abetted or was a cause of Kissinger Advisory's violations of Section
206 of the Advisers Act.

33/

Exchange Act Section 15(b)(4)(E), 15 U.S.C. § 78o(b)(4)(E).

34/

Exchange Act Section 15(b)(6), 15 U.S.C. § 78o(b)(6).

35/

Exchange Act Section 15(b)(4)(E), 15 U.S .C. § 78o(b)(4)(E).
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Division theorized that a transaction review policy that included such an analysis would have
been more reasonably designed to prevent Kissinger's violations.
Although the evidence and arguments presented by the Division in this case are not
without force, we find that the Division has not established that IFG and Ledbetter failed to
exercise reasonable supervision. IFG and Ledbetter implemented procedures that were addressed
specifically to disclosure by IFG's associated persons of material facts with respect to the
different cost structures of Class A and Class B shares and that could reasonably have been
expected to prevent Kissinger's violations. IFG discharged its supervisory duties in two ways :
through written materials and through specific oversight and investigation of individual offices
and transactions. With respect to IFG's written materials, IFG had in place a Registered
Representative Manual that addressed the disclosure obligations with respect to multiple-class
mutual funds . IFG also distributed the pamphlet "Dos and Don'ts For Registered Representatives
Who Provide Mutual Fund Advice" in February 1998 and Compliance Alerts in November 1998
and May 1999, each ofwhich provided information about the differences in cost structure and
commissions in multiple-class funds.
In addition to its written compliance materials, IFG and Ledbetter had in place procedures
and a system for reviewing and approving purchases of multiple-class mutual funds that would
have reasonably been expected to ensure that its associated persons disclosed all material facts to
their customers. BRPs reviewed and approved every transaction by every OSJ principal and
registered representative. BRPs also reviewed transactions for compliance with the Class B
share purchase limits set forth in the applicable mutual fund prospectuses. 36/ In addition, IFG's
compliance department conducted annual audits ofbranch offices and OSJs and annually
reviewed OSJ principals' customer files . Accordingly, we conclude that under the circumstances
of this case, the Division has not established that IFG and Ledbetter failed to exercise reasonable
supervision with a view to preventing Kissinger's antifraud violations within the meaning of
Sections 15(b)(4)(E) and 15(b)( 6) of the Exchange Act.
IV.

Securities Act Section 8A(a) authorizes the Commission to impose a cease-and-desist
order upon any person who "is violating, has violated, or is about to violate" any provision of
either of these acts or any rule or regulation thereunder, or against any person who "is, was, or
would be a cause of [a] violation, due to an act or omission the person knew or should have
known would contribute to such [a] violation." 37/ In determining whether a cease-and-desist

36/

We note that the amounts in question in the transactions at issue here represent a
relatively small portion of Kissinger's business.

37/

15 U.S.C. §§ 77h-l(a).
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order is an appropriate sanction, we look to whether there is some risk of future violations. 38/
The risk of future violations required to support a cease-and-desist order is significantly less than
that required for an injunction. 39/ We also consider whether other factors demonstrate a risk of
future violations, but not all factors need to be considered, and no factor is dispositive. Beyond
the seriousness of the violation, these include the isolated or recurrent nature of the violation,
whether the violation is recent, the degree of harm to investors or the marketplace resulting from
the violation, the respondent's state of mind, the sincerity of assurances against future violations,
recognition of the wrongful nature of the conduct, opportunity to commit future violations, and
the remedial function to be served by the cease-and-desist order in the context of any other
sanctions sought in the proceeding. 40/
We conclude that Kissinger's violations are sufficiently serious, were recurrent, and raise
a sufficient risk of future violation to warrant imposition of a cease-and-desist order against him.
Kissinger's failure to disclose all of the material facts concerning Class A and Class B shares
harmed customers by making it more difficult for the customers to make an informed investment
decision. At stake in that decision were the amount of fees the customers would pay, the amount
of returns they would receive, and the amount of commissions Kissinger would receive, on the
customers' investments. Although a small portion of Kissinger's business, his violations were
committed in transactions with six customers over a period from July 1998 to December 2000;
thus, his violations were recurrent. In addition, a cease-and-desist order will serve the remedial
purpose of encouraging Kissinger to take his responsibilities more seriously in the future.
Exchange Act Section 21 B authorizes orders of disgorgement in, among others, cases
involving willful violations of the Securities Act. 41/ Disgorgement is an equitable remedy
designed to deprive wrongdoers of unjust enrichment and to deter others from violating the
securities laws. 42/ The Division asks that we order Kissinger to disgorge $36,170, an amount it
states represents the difference in commissions that Kissinger received for selling Class B shares

38/

KPMG Peat Marwick, 54 S.E.C. 1135, 1185 (2001), petition denied, 289 F.3d 109 (D.C.
Cir. 2002).

39/

Id. at 1191.

40/

Id. at 1192.

41 /

15 U.S.C. §§ 78u-2(e). Kissinger's conduct was willful. Wonsover v. SEC, 205 F.3d
408, 414 (D.C. Cir. 2000) ("Generally, [willful] means ... that [a] person ·... knows what
he is doing. It does not mean that, in addition, he must suppose that he is breaking the
law").

42/

S.E.C. v. First City Financial Corp., 890 F.2d 1215, 1230 (D.C. Cir. 1989); S.E.C. v.
Robert Johnston and Fiduciary Planning, Inc., 143 F.3d 260, 263 (6th Cir. 1998); John J.
Kenny, 80 SEC Docket at 595.
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instead of Class A shares to the six customers at issue. Kissinger does not contest this amount.
Disgorgement here will prevent Kissinger from reaping substantial financial gain from his
violations. Disgorgement also will impress upon him and other securities professionals the need
to make full and accurate disclosures in connection with sales of multi-class mutual fund shares.
Accordingly, we order Kissinger to pay $36,170 in disgorgement together with prejudgment
interest pursuant to Rule 600 of the Commission's Rules of Practice. 43/
An appropriate order will issue. 44/
By the Commission (Chairman COX and Commissioners GLASSMAN, ATKINS and
CAMPOS); Commissioner NAZARETH not participating.

Nancy M. Morris
Secretary

9;ial11.~
By:

M1 M. Peterson

Assistant Secretary

43/

17 C.F.R. § 201.600.

44/

We have considered all of the parties' contentions. We have rejected or sustained these
contentions to the extent that they are inconsistent or in accord with the views expressed
herein.

UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Rel. No. 54127 I July 11, 2006
INVESTMENT ADVISERS ACT OF 1940
Rel. No. 2533 I July 11, 2006
Admin. Proc. File No. 3-11179

In the Matter of the Application of

IFG NETWORK SECURITIES, INC.,
WILLIAM KISSINGER, and
DAVID LEDBETTER

ORDER IMPOSING REMEDIAL SANCTIONS
On the basis of the Commission's opinion issued this day it is
ORDERED that William Kissinger cease and desist from committing any violations or
future violations of Section 17( a)(2) and 17(a)(3) of the Securities Act of 1933; and it is further
ORDERED that Kissinger disgorge the amount of $36,170, plus prejudgment interest, as
calculated in accordance with Commission Rule of Practice 600;
Payment of the amount to be disgorged shall be: (i) made by United States postal money
order, certified check, bank cashier's check, or bank money order; (ii) made payable to the
Securities and Exchange Commission; (iii) mailed or delivered by hand to the Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green
Way, Alexandria, Virginia 22312; and (iv) submitted under cover letter that identifies the

•
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respondent and the file number of this proceeding. A copy of the cover letter and check shall be
sent to William P. Hicks, counsel for the Division of Enforcement, Securities and Exchange
Commission, 3475 Lenox Road, NE, Suite 1000, Atlanta, Georgia 30326-1232.; and it is further
ORDERED that the proceeding with respect to IFG Network Securities Inc. and David
Ledbetter be, and it hereby is, dismissed.
By the Commission.

Nancy M. Morris
Secretary

Q)itl11~
By: M1 M. Peterson

Assistant Secretary

.'
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UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 54128 I July 11, 2006
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2459 I July 11,2006
ADMINISTRATIVE PROCEEDING
File No. 3-12363

In the Matter of

ORDER INSTITUTING ADMINISTRATIVE
PROCEEDINGS PURSUANT TO RULE
102(e) OF THE COMMISSION'S RULES OF
PRACTICE, MAKING FINDINGS, AND
IMPOSING REMEDIAL SANCTIONS

Marvin Winick,
Respondent.

I.
The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against Marvin
Winick ("Respondent" or "Winick") pursuant to Rule 102(e)(3)(i) of the Commission's Rules of
Practice.'

1

Rule 102(e)(3)(i) provides, in relevant part, that:

The Commission, with due regard to the public interest and without preliminary hearing,
may, by order, . .. suspend from appearing or practicing before it any ... accountant ... who has
been by name ... permanently enjoined by any court of competent jurisdiction, by reason of his
or her misconduct in an action brought by the Commission, from violating or aiding and abetting
the violation of any provision of the Federal securities laws or of the rules and regulations
thereunder.

.
II.
In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the fmdings
herein, except as to the Commission's jurisdiction over him and the subject matter ofthese
proceedings, and the findings contained in Section III(4) below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Rule 102(e)
of the Commission's Rules of Practice, Making Findings, and Imposing Remedial Sanctions
("Order"), as set forth below.

III.
On the basis of this Order and Respondent's Offer, the Commission finds that:
1.
Winick, from Thornhill, Ontario, is an accountant who frequently serves as a
consultant to issuers that have a class of securities registered pursuant to Section 12 of the
Securities Exchange Act of 1934 ("Exchange Act") [15 U.S. C.§ 781] or that are required to file
reports pursuant to Section 15(d) of the Exchange Act [15 U.S.C. § 78o(d)] ("U.S. public
companies"). He also frequently serves as an officer or director of and provides other
miscellaneous services on behalf of U.S. public companies.
2.
In 2003 , Winick was hired as a consultant by Greentech USA, Inc. ("Greentech"),
Information Architects Corporation ("IACH") and Tekron, Inc. ("Tekron") (collectively referred to
here as "the issuers"). He was responsible for preparing the issuers' financial statements and
preparing and filing their Commission filings.
3.
At all relevant times, Greentech, IACH and Tekron each had a class of securities that
was registered with the Commission pursuant to Section 12(g) of Exchange Act and was traded on
the Over-the-Counter Bulletin Board ("OTCBB").
4.
On June 30, 2006, the Commission filed a complaint against Winick in SEC v.
Marvin Winick, et al. (Civil Action No. 306-CV-1164-D) in the U.S. District Court for the
Northern District of Texas, Dallas Division. On July 5, 2006, the court entered an order
permanently enjoining Winick, by consent, from future violations of Section 17(a) of the Securities
Act of 1933 ("Securities Act") and Section 10(b) of the Exchange Act and Rules 10b-5 and 13b2-1
thereunder, and aiding and abetting violations of Sections 13(a), 13(b)(2)(A) and 13(b)(2)(B) of the
Exchange Act and Rules 12b-20, 13a-1 and 13a-13 thereunder. Winick was also ordered to pay
$30,985 in disgorgement of ill-gotten gains, plus prejudgment interest, and ordered to surrender
50,000 shares ofiACH stock he received from IACH. He was also ordered to pay a $100,000 civil
penalty, and prohibited from acting as an officer or director of any U.S. public company.
5.
The Commission's complaint alleged that Winick was hired by Greentech, IACH
and Tekron as a consultant charged with responsibility for, among other things, properly preparing
2
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and fi ling the issuers ' Commission filings; instead Winick filed 2003 Forms 10-KSB on each
issuer's behalf that included fraudulent Reports of Independent Certified Public Accountants
("Audit Report(s)") and fraudulent auditor's consent letters ("Consent(s)"). More specifically, the
Commission alleged that Winick placed an electronic signature of an Oklahoma City-based
accounting firm ("accounting firm") on the Audit Reports and Consents without authorization from
the accounting firm; in fact, neither the accounting firm nor any other auditor had audited the
issuers' 2003 financial statements. The complaint further alleged that Winick subsequently filed
on the issuers' behalf Forms 10-QSB that contained a balance sheet comparing the financial results
for the current quarter with those for the previous annual period and falsely designating the annual
period as "audited." According to the complaint, after the accounting firm confronted Winick
about the fraudulent Audit Reports and Consents, Winick filed a 2003 Form 10-KSB/A on behalf
of iACH that included an Audit Report and Consent putatively signed by a second auditor, based
in Colorado. Again, Winick placed this signature on the Auditor Report and Consent without
authorization from the auditor and, in fact, no audit had been completed. The complaint further
alleged that in February 2005, Winick filed on Tekron's behalf another Form 10-QSB that
contained a balance sheet comparing the fmancial results of the current quarter with those of the
prior annual period, falsely designating the annual period as "audited."

IV.
In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanction agreed to in Respondent Winick' s Offer.

Accordingly, it is hereby ORDERED, effective immediately, that Winick is suspended
from appearing or practicing before the Commission.
By the Commission.

Nancy M. Morris
Secretary

CALtl11 . fJ~

By: (Jill M. Peterson
·- Assistant Secretary
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CONCEPT RELEASE CONCERNING MANAGEMENT'S REPORTS ON
INTERNAL CONTROL OVER FINANCIAL REPORTING
AGENCY:

Securities and Exchange Commission.

ACTION:

Concept Release; request for comment.

SUMMARY: The Commission is publishing this Concept Release to understand better
the extent and nature of public interest in the development of additional guidance for
management regarding its evaluation and assessment of internal control over financial
reporting so that any guidance the Commission develops addresses the needs and
concerns of public companies, consistent with the protection of investors.
DATES: Comments should be submitted on or before [insert date 60 days after the date
of publication in the Federal Register].
ADDRESSES: Comments may be submitted by any of the following methods:
Electronic comments:
•

Use the Commission 's Internet comment form
(http://www.sec.gov/rules/concept.shtml); or

•

Send an e-mail to rule-comments@sec.gov. Please include File Number S7- 1106 on the subject line; or

•

Use the Federal eRulemaking Portal (http://www.regulations.gov). Follow the
instructions for submitting comments.

Paper comments:
•

Send paper submissions in triplicate to Nancy M. Morris, Secretary, Securities
and Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.

All submissions should refer to File Number S7-11-06. This file number should be
included on the subject line if e-mail is used. To help us process and review your
comments more efficiently, please use only one method. The Commission will post all
comments on the Commission ' s Internet Web site
(http://www.sec.gov/rules/concept.shtml). Comments also are available for public
inspection and copying in the Commission' s Public Reference Room , 100 F Street, NE,
Washington, DC 20549. All comments received will be posted without change; we do
not edit personal identifying information from submissions. You should submit only
infonnation that you wi sh to make available publicly.

FOR FURTHER INFORMATION CONTACT: Lillian Brown, Division of
Corporation Fin ance or Michael Gaynor, Office of Chief Accountant, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549.
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I.

BACKGROUND
1

Section 404(a) ofthe Sarbanes-Oxley Act of2002 directed the Commi ssion to
prescribe rules that require each annual report that a company, other than a registered
investment company, files pursuant to Section 13(a) or 15(d) 2 of the Securities Exchange
Act of 1934 3 to contain an internal control report: (1) stating management ' s
responsibiliti es for establishing and maintaining adequate internal control structure and
procedures for financial reporting; and (2) containing an assessment, as of the end of the
company' s most recent fi scal year, ofthe effectiveness of the company's internal controls
and procedures for financial reporting. On June 5, 2003 , the Commi ssion adopted rules
impl ementing Section 404 with regard to management 's obligations to report on internal
control over financial reporting.
Domestic reporting companies that meet the definition of "accelerated filer" under
the Commission ' s rul es were required to comply with the internal control reporting
provisions for the first time in connection with their fiscal years ending on or after
November 15, 2004. Foreign private issuers that meet the definition of accelerated filer
must comply with those provisions for their first fisca l year ending on or after July 15,
2006. On September 22, 2005 , the Commission postponed the compliance date for
domestic and foreign non-accelerated filers until their first fi scal years ending on or after
July 15, 2007.
On May 17, 2006, the Commission announced its intent to issue an additional
postponement for compli ance for non-accelerated fil ers. As a1mounced in that press
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release, the Commission expects to propose an additional extension of the dates for
complying with our internal control over financial reporting requirements for companies
that are non-accelerated filers, including foreign private issuers that are non-accelerated
filers.
Section 404(b) of Sarbanes-Oxley, as well as the Commission's rules adopted to
implement the requirements of that section of the Act, require every registered public
accounting finn that prepares or issues a financial statement audit report for a company
also to attest to and report on management's assessment of internal control over financia l
reporting, in accordance wi th standards to be established by the Public Company
Accounting Oversight Board (PCAOB). On June 17, 2004, the Commission issued an
order approving PCAOB Auditing Standard No. 2, "An Audit of Internal Control over
Financial Reporting Performed in Conjunction with an Audit of the Financial
Statements" (AS No. 2), which established the requirements that apply when an
independent auditor is engaged to provide an attestation and report on management ' s
assessment ofthe effectiveness of a company's internal control over financial reporting.
In the release adopting the Commission 's rul es implementing Section 404, we
expressed our belief that the methods of conducting assessments of internal control O\'er
financial reporting wi ll , and should, vary from company to company.4 We continue to
beli eve that it is impractical to prescribe a single methodology that meets the needs of
every company. However, we have received feedback that the limited nature and extent
of detailed management guidance available has resulted in management 's implementation
and assessment efforts being driven largely by AS No. 2. Therefore, we are planning to
4
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issue additional guidance to assist management in its performance of its assessment of
internal control over financial reporting. On May 17, 2006, we announced, among other
things, our intent to issue this Concept Release seeking comment on a variety of issues
that might be the subject of Commi ssion guidance for management. As we noted in that
announcement, in writi ng any guidance we will be sensitive to the fact that many
companies already have invested substantial resources to establish and document
programs and procedures to perform their assessments over the last few years.

II.

INTRODUCTION
Based on the cumulative feedback received since the adoption of the rules

implementing Section 404, the Commission deems it necessary to issue additional
guidance for management on its assessment of the effectiveness of internal control over
financial reporting. We currently anticipate that the guidance issued would be in the
form of a rule, which wo uld address the topics that we have outlined in thi s Concept
Release: risk and contro l identification, management' s evaluation, and documentation
requirements (each•ofthese topics is addressed separately throughout the remainder of
this document). Additionally, we anticipate that the rule would be written in such a
manner that if companies followed the rule, they would be deemed to have complied with
Rules 13 a-15(c) and 15d- 15(c) of the Exchange Act. Further, we anticipate any
modifications to AS No . 2 would be consistent with the rule.
The Commi ssion is publishing this Concept Release to solicit public comment on
the provision of additional guidance to management of public companies that are subject
to the SEC ' s rules related to management ' s assessment of internal control over financial
reporti ng and , to assist the Commi ssion so that any guidance it ultimately develops
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addresses the needs and concerns of all public compani es. We raise a series of questions
throughout this release on assessing ri sks, identify ing controls, evaluating effectiveness
of internal control, and documenting the basis for the assessment. Through the questions
in thi s Concept Release, we seek to eli cit specifi c public comment on such matters
including, but not limited to, the extent and nature of public interest in the development
of additional management guidance, whether additional guidance would be useful for all
reporting companies or just a subset of those compani es, the parti cul ar subj ect areas that
any addi tional guidance should address, and the ex tent of additi onal guidance that would
be useful.
Since the Commission adopted rul es in June 2003 to impl ement Secti on 404 of
the Sarbanes-Oxley Act, compani es and third parties have devoted considerabl e attention
to the methods that management may use to assess the effecti veness of internal control
over fi nancial reporting. To date, many publi c companies have developed their own
assessment procedures internally. Many also have retained consultants or purchased
commercia l software and other products to establi sh or improve their assessment
procedures . When the Commi ssion first adopted the internal control over fi nancial
reporting requirements, we emphasized two broad principl es: (I ) that the scope and
process of the assessm ent must be based on procedures suffi cient both to evaluate its
design and to test its operating effecti veness;5 and (2) that the assessment, including
testing, must be supported by reasonabl e evid enti al matter. 6 We stated that it was
important for each company to use its informed judgment about its own operations, ri sks,
and processes in documenting and evaluating its controls. We continue to beli eve that
5
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management must bring its own experience and informed judgment to bear in designing
an assessment process that meets the needs of its company and that provides reasonable
assurance as to whether the company's internal control over financi al reporting is
effective.
While we emphasized the concept of management flexibility in adopting our rules
impl ementing Section 404, our rules do require management to base its assessment of a
company's internal control on a suitable evaluation framework, in order to fac ilitate
comparability between the assessment reports. It is important to note that our rules do
not mandate the use of a particular framework, because multipl e frameworks exist and
others may be developed in the future. However, in the release adopting the Secti on 404
requirements, the Commission identifi ed the Internal Control- Integrated Framework
created and published by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO) as an exampl e of a suitable framework. 7' 8
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See COSO, Internal Control-Integrated Framework (1 992). In 1994, COSO published an addend um to
the Reporting to External Parties volume of the COSO Report. The addendum di scusses the issue of, and
provides a vehicle for, expanding the scope of a public management report on internal control to address
add itional controls pertaining to safeguarding of assets. In 1996 , COSO issued a supplement to its original
framework to address the app lication of internal control over financial derivative activities.
The COSO framework is the result of an ex tensive stud y of internal control to establish a common
definition of internal control that wo uld serve the needs of companies, independent pub lic accountants,
legis lators, and regulatory agencies, and to provide a broad framework of cri teria against which companies
could evaluate and improve their control systems. The COSO fra mework divides internal control into three
broad objectives: effectiveness and effici ency of operations, reliability of financial reporting, and
comp li ance with applicable laws and regulations. Our rules relate onl y to reli ab ility of financia l reporting.
Each of the obj ectives in the COSO framework is further broken down into five interrelated components:
control environment, risk assessment, control activities, information and communi catio n, and monitoring.
Under the COSO framework, management is ab le to monitor, evaluate, and improve their contro l systems
through the use of the five co mponents.
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In that release, we also cited the Guidance on Assessing Contro l published by the Canadian Insti tute of
Chartered Accountants and the Turnbull Report published by the Institute of Chartered Accountants in
England & Wa les as exampl es of other suitable fra meworks that issuers cou ld choose in evaluat ing the
effec ti veness of their interna l control over financial reporting. We encourage co mpanies to exam ine and
select a framework that may be use ful in their own circumstances and the furth er deve lopment of
alternati ve fram eworks.
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While the COSO framework provides an integrated fram ework that identifi es the
components and objectives of internal control, it does not set forth detailed guidance as to
the steps that management must follow in assessing the effectiveness of a company's
internal control over financial reporting. W e, therefore, di stingui sh between the COS O
framework as an internal control framework and other forms of guidance that illustrate
how to conduct an assessment of the effectiveness of internal control over financial
reporting. An y additional management guidance that we may issue is not intended to
replace or modify the COSO framework or any other suitable framework .
In detennining the need for additional guidance to managemen t on how to
conduct its assessment, it is important to consider the steps that already have been taken
by the Commi ssion and others to provide guidance to companies and audit firm s. The
Commi ssion held its firs t roundtable discussion about implementation of the internal
control reporting provisions on April 13, 2005 . The Commission held the 2005
roundtabl e to seek input to consider the impact of the Section 404 reporting requirements
in view of the fact that the implementati on of the requirements resulted in a major change
for management and auditors. A broad range of interested patti es, including
representatives of managements and boards of domestic and foreign public companies,
auditors, investors, legal counsel, and board members of the PCAOB, participated in the
di scussion. We also invited and received written submissions from the public regarding
Section 404 in advance of the roundtabl e.
Feedback obtained fro m the 2005 roundtable indicated that the internal control
reporting requirements had led to increased focus by management on internal control
over fin ancial reporting. However, the feedback also identifi ed parti cul ar impl ementation
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areas in need of furth er cl arification to redu ce unnecessary costs and burdens without
j eopardizing the benefits of the new requirements.
In response to thi s feedback, the Commission and its staff issued gu idance on
May 16, 2005. 9 An overarching message of that guidance was that it is the responsibility
of managem ent, not the auditor, to determine the appropriate nature and fo rm of internal
controls for the company and to scope their evaluation procedures acco rdingly.
Additionally, based on feedback received, a number of the implementation issues arose
from an overl y conservati ve appli cation of the Commission rules and AS No 2, and the
requirements of AS No. 2 itself, as well as questi ons regarding the approptiate role of the
auditor. Accordingly, much of the guidance in the staff statement emphasized and
clarified existing provisions of the rul es and other Commission guidance relating to the
exercise of professional judgment, the concept of reasonable assurance, and the permitted
communi cations between management and auditors.
The staff s guid ance addressed implementation issues in the following seven
areas:
•

The purpose of internal control over fin ancial reporting;

•

The concept of reasonabl e assurance, the importance of a top-down, ri skbased approach, and scope of testing and assessment ;

•

Evaluating internal control defi cienci es;
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Commission Statement on Implementation oflnt emal Control Reporting Requirements, Press Release
No. 2005-74 (May 16, 2005) (hereinafter "May 2005 Commission Guidance"); Division of Corporation
Finance and Office of Chief Accountant: Staff Statement on Management's Report on Internal Control
Over Financia l Reporting (May 16, 2005) (hereinafter "May 2005 Staff Guidance) availabl e at
SEC.gov/spotli ght/soxcorn/.htm .
Also on May 16, 2005 , the PCAOB and it s staff issued guidance to auditors on their audits under Auditing
Standard No.2. T he PCAOB ' s guidance focused on areas in whi ch the efficiency of the audit could be
substantiall y improved. Topics incl uded the importance of the integrated audit, the role of ri sk assessment
throughout the process, the importance of tak ing a top-down approach, and audi tors' use of the work o f
others.
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•

•

Disclosures about material weaknesses;

•

Information technology issues;

•

Communications with auditors; and

•

Issues related to small businesses and foreign private issuers.

Overall, the May 16, 2005 guidance was well-received, and some commenters
have indicated there has been some improvement in the effectiveness and efficiency of
Section 404 compliance efforts. However, some constituents, especially smaller public
companies, continue to request the provision of additional guidance. For example, in its
Final Report to the Commission, issued on April 23 , 2006, the Commission ' s Advi sory
Committee on Smaller Public Companies raised a number of concerns it perceived
regarding the ability of smaller companies to comply cost-effectively with the
requirements of Section 404. The Advisory Committee identified as an overarching
concern the difference in how smaller and larger public companies operate. The
Advi sory Committee focused in particular on three characteristics: I) the limited number
of personnel in smaller companies constrains the companies ' ability to segregate
conflicting duties; 2) top management ' s wider span of control and more direct channels
of communication increase the risk of management override; and 3) the dynamic and
evolving nature of smaller companies limits their ability to maintain well -documented
static business processes. 10
The Advisory Committee suggests these characteristics create unique differences
in how smaller companies achieve effective internal control over financial reporting that
may not be adequately accommodated in AS No . 2 or other implementation guidance as

°
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Final Report o f the Advisory Committee on Small er Pub lic Companies to the United States Sec uriti es
and Exchange Co mmission (April 23 , 2006) (hereinafter " Advisory Co mmittee Report" ) at 35-36, ava ilable
at SEC.gov/info/smallbus/acspc.shtml.
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currently applied in practice. 11 In addition, the Advisory Committee noted serious cost
ramifications for smaller public companies stemming from the cost of frequent
documentation change and sustained review and testing for perceived compliance wi th
Section 404.
The Advisory Committee's final report set forth several recommendations for the
Commi ssion to consider regardin g the application of the Section 404 requirements to
smaller public companies. The Advisory Committee recommended partial or complete
exemptions for specified types of smaller public companies from the internal control
reporting requirements under certain conditions, unl ess and until a framework is
developed for assessing internal control over financi al reporting that recognizes the
characteristics and needs of those companies. The Advisory Committee also
recommended, among other things, that COSO and the PCAOB provide additional
guidance to help faci litate the design and assessment of internal control over financial
reporting and make processes related to internal control more cost-effective. 12 In
additi on, some commenters on the Advisory Committee's exposure draft of its report
suggested that the Commission reexamine the appropriate role of outsid e auditors in
connection wi th the management assessment required by Section 404. 13
Further, in April 2006, the U.S. Government Accountability Office issued a
Report to the Committee on Small Business and Entrepreneurship, U.S. Senate, enti tl ed
Sarbanes-Oxley Act, Consideration of Key Principles Needed in Addressing
Implementation for Smaller Public Companies, which recommends that in considering
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Adv isory Committee Report at 37, ava ilable at SEC.gov/info/smallbus/acspc .shtml.
Advisory Co mmittee Report at 52, ava ilable at SEC.gov/info/smallbus/acspc .shtm l.

S ee , ~, letter from BDO Seidman, LLP (April 3, 2006) , avai lable at
SEC.gov/info/sma ll bus/acspc.shtml.
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the concerns of the Advisory Committee, the Commission should assess the available
guidance on m anagement's assessment to determine whether it is sufficient or whether
additional action is needed . The report indicates that management 's impl ementation and
assessment efforts were largely driven by AS No. 2, as guidance at a simil ar level of
detail was not available for management ' s implementation and assessment process.
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Further, the GAO report recommended that the Commission coordinate with the PCAOB
to help ensure that the Section 404-related audit standards and guidance are consistent
with any additional management guidance issued .
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On May 10, 2006, the Commi ssion and PCAOB conducted a second Roundtable
on Internal Control Reporting and Auditing Provisions to solicit feedback on accel erated
filers ' second year of compliance with the Section 404 requirements. Although som e
parti cipants expressed reservations about changing the processes they have already
impl emented, a number of the participants expressed at the roundtabl e and in their wri tten
comments the view that additional guidance was needed.
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COSO plans to publish additional application guidance on its control framework
in the near future. 17 Thi s guidance is intended to assist the m anagement of sm all er
compani es in understanding and applying the COSO framework. It is expected that
COSO ' s new guidance will outline principles fundamental to the five components of
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internal contro l described in the COSO framework. The guidance will define each
principl e and describe the attributes of each, li st a variety of approaches that smaller
compani es can use to appl y the principl es, and include examples of how sm all er
companies have appli ed the principl es. As noted in the May 17, 2006 announcement, we
anticipate that thi s guidance will help organizations of all sizes to better understand and
apply the COSO framework as it relates to intern al control over fin an·c ial reporting.
W e are issuing thi s Concept Release to understand better the extent of public
interest in the development of additional guidance for management regarding its
evaluation and assessment of internal contro l over fin anci al reporting. As noted in our
May 17, 2006 announcement, so that thi s guidance might be helpful to all compani es, the
Commi ssion currentl y intends that any future guidance we issue will be scalabl e and
responsive to individual circumstances. We also are interested in understanding what
additional guidance accelerated fil ers would find helpful. 18
1. Would addi tional guidance to management on how to evaluate the effecti veness of a

company's interna l contro l over financial reporting be useful ? If so, would addi tional
guidance be usefu l to all reporting compani es subj ect to the Section 404 requirements
or onl y to a sub-group of compani es? What are the potential limitations to
developi ng guidance that can be appli ed by most or all reporting compani es subject to
the Section 404 requirements?

18

We emphasize that the publi catio n of this Concept Release does not refl ect a general dissatisfac tion by
the Commission with the assessments accelerated fil ers have completed to date. Ra ther, we are issuing this
Concept Release because we are committed to do ing as much as we can to reduce an y concerns about the
nature and ex tent o f assess ment procedures that manage ment must establi sh and ma inta in, to assist in
mak ing the requirements scalable fo r compani es o f all sizes and complex ity, and to he lp companies
eva luate interna l contro l over fin ancia l reporting in a prac ti ca l and cost-e ffi cient manner.
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2. Are there special issues applicable to foreign private issuers that the Commi ssion
should consider in developing guidance to management on how to evaluate the
effectiveness of a company' s internal control over financial reporting? If so, what are
these? Are such considerations applicabl e to all foreign private issuers or only to a
sub-group of these filers?
3. Should additional guidance be limited to articulation ofbroad principles or should it
be more detailed?
4. Are there additional topics, beyond what is addressed in this Concept Release, that
the Commission should consider issuing guidance on? If so, what are those topics?
5. Would additional guidance in the format of a Commission rule be preferable to
interpretive guidance? Why or why not?
6. What types of evaluation approaches have managements of accelerated fi lers found
most effective and efficient in assessi ng intemal control over financial reporting?
What approaches have not worked, and why?
7. Are there potential drawbacks to or other concerns about providing additional
guidance that the Commission should consider? If so, what are they? How might
those drawbacks or other concerns best be mitigated? Would more detailed
Commission guidance hamper future efforts by others in this area?
8. Why have the majority of companies who have completed an assessment, domestic
and foreign , selected the COSO framework rather than one of the other frameworks
available, such as the Turnbull Report? Is it due to a Jack of awareness, knowledge,
training, pressure from auditors, or some other reason? Would companies benefit
from the development of addi ti onal frameworks?
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9. Should the gu id ance incorporate the May 16, 2005 "Staff Statement on
Management's Report on Internal Control Over Financial Reporting"? Should any
portions of the May 16, 2005 guidance be modifi ed or eliminated? Are there
additional topics that the guidance should address that were not addressed by that
statement? For exampl e, are there any topics in the staffs "Management's Report on
Internal Control Over Financi al Reporting and Certificati on of Di sclosure in
Exchange Act Pe1iodic Reports Frequently Asked Questi ons (revised October 6,
2004)" 19 that should be incorporated into any guidance the Commi ssion mi ght issue?
10. We also seek input on the appropriate ro le of outside auditors in connecti on with the
management assessment required by Section 404(a) of Sarbanes-Oxley, and on the
manner in which outside auditors provid.e the attestation required by Secti on 404(b ).
Should possibl e alternatives to the current approach be considered and if so, what?
Would these alternatives provide investors with simil ar benefi ts without the same
level of cost? How would these alternatives work?

III.

RISK AND CONTROL IDENTIFICATION
While companies have been required to establish and mai ntain internal accounting

controls since the enactment of the Foreign Corrupt Practices Act in 1977,20 Section 404
of the Sarbanes-Oxley Act re-emphasized the importance of the relationship between
effective internal controls and reliabl e financial reporting. An integral element of
establishing and maintaining effective internal control over financial reporting involves
identifying ri sks to reliable financial reporting and designing appropriate internal controls
19
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T itle I of Pub . L. N o. 95-213. T he FCPA required the Co mmi ssion to adopt rules requiring public
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contro ls. See Exchange Ac t Section I 3(b ).
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that address the risks. The controls that management identifies as addressing risks to
financial reporting include those that operate at a company level and are pervasive to
many individual account balances and di sclosures, as well as those that are specific to
certain individual account balances or disclosures. Echoing the Commission's statement
in its May 16, 2005 guidance that management must bring reasoned judgment to the
process, the staff stated that management should use its cumulative knowledge,
experience, and judgment (applying both qualitative and quantitative factors) in
identifying these controls and designing the appropriate procedures for their
documentation and testing.
Feedback that the Commission has received indicates that, in implementing the
requirements of Section 404, many compani es did not efficiently and effectively identify
risks to reliable financial reporting and relevant internal control functions, ultimately
leading to the identification, documentation, and testing of an excessive number of
controls ? 1 We are also skeptical of the large number of internal controls that some
companies have identified, documented and tested. While there were likely numerous
contributing factors to these implementation issues, one cause may have been the overly
conservative application of AS No. 2 by auditors in the initial years.
The Commission also has heard that companies had difficulty in determining how
controls related to the prevention of fraud should be included in their risk assessment. 22
However, as noted in the May 16, 2005 staff guidance, while no system of internal
control can prevent or detect every instance of fraud, effective internal control over
21

See transcript of Roundtable on Internal Control Reporting and Auditing Provisions, May I 0, 2006,
Panels 2 and 3; letter from Protiviti Inc. (April 28 , 2006) ; letter from Comp uter Sciences Corporation
(CSC) (Apri l 28, I 006); and letter from IM A (May 4, 2006).
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financial reporting can help companies deter fraudulent financial accounting practices or
detect them earlier.
As noted above, the Advisory Committee observed that the distinct characteristi cs
of small er public companies affect the financial reporting risks and the controls needed to
address them . For example, the significant risk of management override that arises from
wider spans of control and more direct channels of communication may create an
increased need for entity level controls and board oversight. Moreover, the difficulty in
segregating duties and changing business processes may impact the implementation of
internal controls at these companies.
We anticipate additional guidance in this area would cover a number of the
implementation issues that have arisen during the first two years of compliance.
Guidance issued in this area would address how management should determine the
overall objectives for internal control over financial reporting and identify the related
risks. In determining the obj ectives for internal control over financial reporting, the
guidance would discuss how management might add ress company-level, financial
statement account and disclosure level considerations, as well as fraud risks.
Additionally, we anticipate that we would provide additional guidance on how
management identifies the controls to address the recognized risks. This would include
guidance on common issues that exist in identifying controls (e.g. materiality
considerations, multi-location issues, concept of"key" controls).
11. What guidance is needed to help management implement a "top-down, risk-based"
approach to identifying risks to reliable financial reporting and the related internal
control s?

17

12. Does the existing guidance, which has been used by management of accelerated
filers, provide sufficient information regarding the identification of controls that
address the risks of material misstatement? Would additional guidance on identifying
controls that address these risks be helpful?
13 . In light of the forthcoming COSO guidance for smaller public companies, what
additional guidance is necessary on risk assessment or the identifi cation of controls
that address the risks?
14. In areas where companies identified significant start-up efforts in the first year
(~.,documentation

of the design of controls and remediation of deficiencies) wi ll

the COSO guidance for smaller public companies adequately assist companies that
have not yet complied with Section 404 to efficiently and effectively conduct a risk
assessment and identify controls that address the risks? Are there areas that have not
yet been addressed or need further emphasis?
15. What guidance is needed about the role of entity-level controls in evaluating and
assessing the effectiveness of internal control over financial reporting? What specific
entity-level control issues should be

addressed(~.,

GAAP expertise, the role of the

audit committee, using entity-level controls rather than low-level account and
transactional controls)? Should these issues be addressed differently for larger
companies and smaller companies?
16. Should guidance be given about the appropriateness of and extent to which
quantitative and qualitative factors, such as likelihood of an error, should be used
when assessing risks and identifying controls for the entity? If so, what factors
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should be addressed in the guidance? If so, how should that guidance reflect the
special characteristics and needs of smaller public companies?
17. Should the Commission provide management with guidance about fraud controls? If
so, what type of guidance? Is there existing private sector guidance that companies
have found useful in this area? For example, have companies found the 2002
guidance issued by the AICPA Fraud Task Force entitled "Management Antifraud
Programs and Controls" 23 useful in assessing these risks and controls?
18. Should guidance be issued to help companies with multipl e locations or business
units to understand how those affect their risk assessment and control identification
activities? How are companies currently determining which locations or units to test?
IV. MANAGEMENT'S EVALUATION
As noted, the Commi ssion 's and the staff' s May 16, 2005 guidance emphasized
that management ' s assessment should be based on the particul ar risks of individual
companies, and recommended a top-down, risk-based approach to determine the accounts
and related processes that management should consider in its assessment. Therefore,
management 's judgments about the significance and complexity of the risk areas it has
identified should form the basis not only for determining what controls to evaluate, but
also for determining the nature, timing, and extent of its evaluation procedures. A riskbased evaluation can allow management to assess whether the company' s internal control
over financial reporting is effective at a "reasonable assurance" level. 24
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Management Antifraud Programs and Control s: Guidance to Help Prevent and Deter Fraud,
co mmi ssioned by the Fraud Task Force of the Ameri can Institute of Certified Public Accounting's
Auditing Standards Boa rd (2002) , avai labl e at http ://www.a icpa.o rg/download/members/div/auditstd/ AU003 16.PDF.
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See R ules 13a- 15(f) and 15d- 15(f) of the Exc hange Act.
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One of the reasons cited most frequently by accelerated filers for the higher than
anticipated costs in their firs t year of compliance with the Section 404 requirements is
that too much work was done to test and document low-risk areas. 25 The Commi ssion
continues to hear that management has difficulty applying a top-down, risk-based
approach in their individual assessments and some believe that compliance costs are, and
may continue to be, higher than necessary? 6
The Commission' s rules require that management 's assessment be " as of' the
company' s fiscal year end , but the rul es do not preclude management from obtai ning
evidence to support its assessment through cumul ati ve knowledge it acq ui res throughout
the year and in prior years. In fact, management' s dail y interactions w ith its internal
controls may provide it with an enhanced ability to make informed judgments regarding
the areas that present the greatest risk to the reliability of the financial statements, as well
as how to evaluate the relevant controls. We have heard anecdotal evidence that, in some
cases, management may have unnecessaril y tested controls using separate evaluation-type
testing in connection with its annual assessment, rather than relying on its ongoing
monitoring activiti es, which may include, for exampl e, cumulative knowledge and
experiences from its daily interactions with controls.
In addition to testing, another key part of management ' s assessment process is the
evaluation of control deficiencies it discovers in the process of its evaluation. Paramount
to evaluating the significance of an indi vidual control deficiency, or combination of
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See transcript of Roundtable on Internal Contro l Reporting and Auditing Provisions, May I 0, 2006,
Panels 2 and 3; letter fro m Watson Wyatt Worldwide (Marc h 3 I , 2006); letter from QUALCOMM Inc.
(April 27 , 2006); and letter from Association for Fi nancial Professionals (May I , 2006).
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See transcript of Roundtable on Interna l Contro l Reporting and Aud iting Provisions, May I 0, 2006,
Panels I and 2; letter from Pfi zer Inc. (May 1, 2006); letter from So theby' s Ho ldings, Inc. (May I , 2006);
and letter from U.S. Chamber of Co mmerce (M ay 3, 2006).
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control defici encies, is to have a comprehensive understanding of the nature of the
deficiency, its cause, the relevant financial statement assertion the control was designed
to support, its effect on the broader control environment, and whether effective
compensating controls exist? 7 Management must exercise judgment in a reasonabl e
manner in the evaluation of deficiencies in internal control , considering both quantitative
and qualitative factors. 28

.

As noted above, the Advisory Committee observed that the distinct characteristics
of smaller public companies affect the assessment of financial reporting ri sks and the
controls implemented to address them . These characteristics may also affect how those
companies evaluate their internal control.
Another area where the Commission continues to hear that companies are having
difficulty in completing their assessment of internal control over financial reporting
involves the impact of information technology (IT) processes. For example, some
commenters have expressed concerns over the extent to which IT processes should be
included in the scope oftheir assessment. 29 As the staffs May 16,2005 staff guidance
indicates, Section 404 is not a one-size-fits-all approach to assessing controls, and for that
reason, while we believe that controls not related to internal control over financi al
reporting should not be included in the assessment, providing a li st of the exact general
IT control s that should be included in an assessment may not be practi cal. Given that
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28

See May 2005 Staff Guidance at B.
Id .

29

See transcript of Roundtable on Internal Contro l Reporting and Auditing Provisions, May I 0, 2006,
Panels 2 and 3; letter fi·om II A (May I , 2006); letter from CSC (April 28, 2006) ; letter from A ll en (April
28 , 2006); letter from WPS Resources Corp . (M ay 5, 2006); and letter from R.G. Scott & Assoc iates, LLC
(April 8, 2006) .
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fact, we would like to explore whether there are specific areas related to IT where
additional guidance could be provided.
Based on the cumulative feedback received , we believe that guidance on
management' s evaluation process and revisions to AS No.2 may help reduce or eli minate
the excessive testing of internal controls by improving the focus on risk and better use of
entity-level controls. We anticipate that the guidance would cover topics such as the
overall obj ective of evaluation procedures; methods or approaches available to
management to gather evidence to support its assessment (i .e. on-going monitoring,
benchmarking, and updating prior evaluations); and factors that management should
consider in determining the nature, timing and extent of its evaluation procedures. This
guidance would address whether and how entity-level controls may adequately address
risk at the financial statement and disclosure level and considerations as to the extent
information technology general controls are included in the scope of management's
assessment. Further, we anticipate the guidance would cover considerations of
management in determining the severity of an identifi ed control deficiency.

19. What type of guidance would help explain how entity-level controls can reduce or
eliminate the need for testing at the individual account or transaction level? If
applicable, please provide specific examples of types of entity-level contro ls that have
been useful in reducing testing elsewhere.
20. Would gui dance on how management's assessment can be based on evi dence other
than that derived from separate evaluation-type testing of controls, such as on-going
monitoring activities, be useful? What are some of the sources of evidence that
compan ies find most useful in ongoing monitoring of control effectiveness? Would
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guidance be useful about how management's daily interaction with controls can be
used to support its assessment?
21. What considerations are appropriate to ensure that the .guidance is responsive to the
special characteristics of entity-level controls and management at smaller public
companies? What type of guidance would be useful to small public companies with
regard to those areas?
22. In situations where management determines that separate evaluation-type testing is
necessary, what type of additional guidance to assist management in varying the
nature and extent of the evaluation procedures supporting its assessment would be
helpful ? Would guidance be useful on how risk, materiality, attributes of the controls
themselves, and other factors play a role in the judgments about when to use separate
evaluations versus relying on ongoing monitoring activities?
23. Would guidance be useful on the timing of management testing of controls and the
need to update evidence and conclusions from prior testing to the assessment " as of'
date?
24. What type of guidance would be appropriate regarding the evaluation of identified
internal control deficiencies? Are there particular issues in evaluating deficient
controls that have only an indirect relationship to a specific financial statement
account or disclosure? If so, what are some of the key considerations currently being
used when evaluating the control deficiency?
25 . Would guidance be helpful regarding the definitions of the terms "material weakness"
and "significant deficiency"? If so, please explain any issues that should be
addressed in the guidance.
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26. Would guidance be useful on factors that management should consider in determining
whether management could conclude that no material weakness in internal control
over financial reporting exists despite the discovery of a need to correct a financial
statement error as part of the financial statement close process? If so, please explain.
27. Would guidance be useful in addressing the circumstances under which a restatement
of previously reported financial information would not lead to the conclusion that a
material weakness exists in the company's internal control over financial reporting?
28. How have companies been able to use technology to gain efficiency in evaluating the
effectiveness of internal controls

(~ .,

by automating the effectiveness testing of

automated controls or through benchmarking strategies)?
29. Is guidance needed to help companies determine which IT general controls should be
tested? How are companies determining which IT general controls could impact IT
application controls directly related to the preparation of financi al statements?
30. Has managem ent generally been utilizing proprietary IT frameworks as a guide in
conducting the IT portion of their assessments? If so, which framework s? Which
components of those frameworks have b een particularly useful ? Which components
of those frameworks go beyond the objectives of reliable financial reporting?

Y.

DOCUMENTATION TO SUPPORT THE ASSESSMENT
Developing and maintaining an appropriate amount of evidential matter is an

inherent element of effective internal control. 30 This evidential matter should provide

30

Section 13(b)(2)(A) of the Exchange Act requires companies to " make and keep books, records, and
accounts, which in reasonable detail , accurately and fairly reflect the transactions and dispositions of the
assets of the issuer." We have previously stated, as a matter of policy, that under Section 13(b)(2) "every
public company needs to establish and maintain records of sufficient acc uracy to meet adequately four
interrelated objectives: appropri ate refl ection of corporate transactions and the disposition of assets;
effec ti ve administratio n of other face ts of the issuer' s internal control system ; preparation of its financial
statements in accordance with generally accepted accounting principles; and proper auditing." Statement
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reasonable support for the assessment of whether controls are designed to prevent or
detect material misstatements or omissions; for the conclusion that tests to assess the
effectiveness of internal control were appropriately planned and performed; and for the
conclusion that the results of such tests were appropriately considered in management ' s
conclusion about effectiveness. 3 1 Further, public accounting firm s that attest to, and
report on, management ' s assessment ofthe effectiveness of the company' s internal
control over financial reporting may review evidential matter supporting management ' s
assessment. 32
Feedback that the Commi ssion received in connection with its 2005 Roundtable
and other feedback on the first year of compliance indicates that, in implementing the
requirements of Section 404 for the first time, many companies approached ri sk and
control identification more formally than they may have historically and, consequently,
compani es may have incurred significant documentation costs. 33 This documentation
consisted of, among other things, detail ed process maps describing controls over
initiating, recording, processing and reconciling account balances, classes of transactions,
and disclosures included in the financi al statem ents. Many companies also have
indicated that in their initial implementation of Section 404, too many controls were
of Policy Regarding the Fore ign Com1pt Practices Act of 1977 , Release No. 34- 17500 (Jan . 29, 1981) [46
FR II 544].
31 Instruction I to Item 308 of Regulations S-K and S-8, Instruction I to Item I 5 of Form 20-F and
Instruction I to paragraphs (b), (c), (d) , and (e) of General Instruction 8 .6 to Form 40-F provide that " the
Registrant must mainta in evidential matter, including documentation, to provide reasonable support fo r
management ' s assessment of the effecti veness of the registrant ' s internal control over financial reporting."
32 AS No . 2 sets forth the criteria auditors should use when eva luating whether management 's
documentation provides reasonab le support for its assessment of internal control over financial reporting.
See , 1~42 -4 6 of PCAOB Aud iti ng Standard No. 2, An Audit of Internal Contro l over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements.
33 See transcript of Roundtable on Implementation of Internal Control Reporting Provisions, April 13 ,
2005; letter fro m Mortgage Bankers Association (February 25 , 2005) ; letter from Paul a Jourde (March 4,
2005); letter from White Moun tains Insurance Group (March 29, 2005); and letter from Intel Corpora ti on
(March 3 1, 2005).
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identified, which resulted in excessive documentation. 34 Frequently, this excessive
documentation was blamed, at least in part, on the auditors and their application of AS
No. 2. Further, we have anecdotally heard that this documentation, in many cases,
substantially exceeded that normally produced by financial institutions under the Federal
Deposit Insurance Corporation Improvement Act of 1991 ,35 notwithstanding substantially
similar statutory language to that found in Section 404.
In its report, the Advisory Committee suggested that smaller public companies
have unique characteristics and needs for flexibility that make the documentation
elements of Section 404 particularly burdensome for those compani es. In its opinion, the
Section 404 internal control reporting requirements as currently appli ed in practice might
impose a lack of flexibility on smaller public companies that would put them at a
competitive disadvantage. We have also heard that excessive documentation demands
mi ght impose extra or particularly burdensome costs on smaller public companies.
The Commission anticipates that management would benefit from additional
guidance on the appropriate and required levels of documentation to support their
assertion on the effectiveness of internal control over financial reporting. Topics
addressed might include clarifying the overall objectives of the documentation, including

34

See transcript of Roundtable on Internal Control Reporting and Auditing Provisions, May I 0, 2006 ,
Panels I and 2; Jetter from IIA (May I , 2006); letter from America's Community Bankers (May I , 2006) ;
letter from Stephan Stephanov (March 27 , 2006); and Jetter from Institute of Chartered Accountants in
England and W ales (March 28, 2006).

35

12 U.S.C. 183 Jm . Section 11 2 ofthe Federal Deposit Insurance Corporation Improvement Act of 1991
added Section 36, "Independent Annual Audits of Insured Depository Institutions," to the Federal Deposit
Insurance Act. Section 36 required the Federal Deposit Insurance Corporation, in consultation with
appropriate federal banking agencies, to promulgate regulati ons requiring each insured depository
instituti on with at least $150 million in total assets, as of the beg inning of its fi scal year, to have an annual
independent audit of its financial statements performed in accordance with generally accep ted auditing
standards, and to provide a management report and an independent public accountant ' s attestation
concern ing both the effecti veness of the institution' s internal control structure and proced ures for financ ia l
reporting and its compliance with designated safe ty and soundness la ws .
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factors that might influence documentation requirements and other common
documentation concerns (e.g. updating of previously created documentation or how to
address controls for which operation does not result in documented evidence). We also
anticipate that guidance might be helpful in addressing the flexibility and cost
containment needs of smaller public companies in particular.
31 . Were the levels of documentation performed by management in the initial years of
completing the assessment beyond what was needed to identify controls for testing?
If so, why (M., business reasons, auditor required, or unsure about "key" controls)?
Would specific guidance help companies avoid this issue in the future? If so, what
factors should be considered?
32. What guidance is needed about the form, nature, and extent of documentation that
management must maintain as evidence for its assessment of risks to financial
reporting and control identification? Are there certain factors to consider in making
judgments about the nature and extent of documentation (M., entity factors , process,
or account complexity factors)? If so, what are they?
33. What guidance is needed about the extent of documentation that management must
maintain about its evaluation procedures that support its annual assessment of internal
control over financial reporting?
34. Is guidance needed about documentation for information technology controls? If so,
is guidance needed for both documentation of the controls and documentation of the
testing for the assessment?
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35. How might guidance be helpful in addressing the flexibility and cost containment
needs of smaller public companies? What guidance is appropriate for smaller public
companies with regard to documentation?

VI.

SOLICITATION OF ADDITIONAL COMMENTS
In addition to the areas for comment identified above, we are interested in any

other issues that commenters may wish to address relating to compani es' compliance
with the SEC's rules related to management's assessment of internal control over
financial reporting. For example, we are interested in whether commenters believe that
there are additional topics not addressed in this Concept Release for which guidance
would be useful. We also invite commenters to provide to us descriptions of, or actual
process plans, that they have utilized or created for portions or all of managem ent's
assessment. Please be as specific as possible in your discussion and analysis of any
additional issues. Where possible, please provide empirical data or observations to
support or illustrate your comments.
By the Commission.
Nancy M. Morris
Secretary
Dated : July 11 , 2006

5}kflt./lb~
By: Jill M. Peterson
Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
INVESTMENT ADVISERS ACT OF 1940
Release No. 2535 I July 12, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12364

In the Matter of
TERRY F. ALLEN
Respondent.

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS PURSUANT TO
SECTION 203(f) OF THE INVESTMENT
ADVISERS ACT OF 1940

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in
the public interest that public administrative proceedings be, and hereby are, instituted pursuant
to Section 203(£) of the Investment Advisers Act of 1940 ("Advisers Act") against Terry F. Allen
("Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission's jurisdiction over him and the subject matter of
these proceedings and the findings contained in paragraph III.2., which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings, Making Findings, and
Imposing Remedial Sanctions Pursuant to Section 203(£) of the Investment Advisers Act of 1940
("Order"), as set forth below.

III.
On the basis of this Order and Respondent's Offer, the Commission finds that:

•

Respondent, Terry F. Allen, age 65 , is a resident ofFerrisburg, Vermont.
Allen is the founder, owner and control person ofTerry's Tips, Inc. Allen acted as an umegistered
investment adviser.
1.

2.
On June 12, 2006, a final judgment was entered by consent against Allen,
permanently enjoining him from future violations of Section 1O(b) of the Securities Exchange
Act of 1934 and Rule 10b-5 thereunder and Sections 206(1) and 206(2) of the Advisers Act, in
the civil action entitled Securities and Exchange Commission v. Terry's Tips, Inc., et al. , Civil
Action Number 2:05-CV-188, in the United States District Court for the District of Vermont.
Respondent was ordered to disgorge $100,000 and pay a civil penalty of$120,000.
3.
The Commission's complaint alleged that Allen solicited customers for
Terry's Tips auto trading program through the use of false and misleading performance
projections. Terry' s Tips autotrading program allowed individuals to designate Terry's Tips as
the entity authorized to send trading instructions to a broker-dealer to execute trades based on
those instructions in the client's personal brokerage account. Allen made all the decisions
regarding which trades to place in the client's autotrading accounts.
4.
The Complaint also alleges that, in addition to the trading instructions sent
to the broker-dealer, Allen and his staff provided advice regarding the autotrading program to
clients over the telephone and by e-mail. Allen or a member of his staff personally responded to
all client e-mail and telephone inquiries regarding autotrading. Allen or a member of his staff
provided clients, on an individualized basis, specific advice on matters such as the degree of risk
associated with each auto trading strategy, which of the several strategies to select given the
client's investment obj ectives and when to switch from one strategy to another. Through this
conduct, the complaint alleged that Allen acted as an investment adviser.

IV.
In view of the foregoing, the Commission deems it appropriate in the public interest to
impose the sanctions agreed to in Respondent's Offer.
Accordingly, it is hereby ORDERED :
Pursuant to Section 203(f) of the Advisers Act, that Respondent Allen be, and hereby is
barred from association with any investment adviser, with the right to reapply for association after
two years to the appropriate self-regulatory organization, or if there is none, to the Commission.
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Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.
By the Commission.

Nancy M. Morris
Secretary

~rn . ~

By: Ut11 M. Peterson
Assistant Secretary
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,!\Jot- f4tr*t-Jf>~
SECURITIES AND EXCHANGE COMMISSION
Washington, D. C.
SECURITIES ACT OF 1933
Rel. No. 8721 I July 13, 2006
SECURITIES EXCHANGE ACT OF 1934
Rei. No. 54143 I July 13, 2006
Admin. Proc. File No. 3-11465

In the Matter of

DOLPHIN AND BRADBURY, INCORPORATED
and
ROBERT J. BRADBURY

OPINION OF THE COMMISSION
BROKER-DEALER PROCEEDING
CEASE-AND-DESIST PROCEEDING

Grounds for Remedial Action
Antifraud violations
Broker-dealer acting as underwriter for public offering of municipal bonds, and firm's
chief executive officer, offered and sold bonds based on offering documents that
recklessly omitted to disclose material fact that made information provided misleading, in
violation of Section 17(a) of the Securities Act of 1933, Sections lO(b) and 15B(c)(l) of
the Securities Exchange Act of 1934 and Rule 10b-5 thereunder, and Municipal
Securities Rulemaking Board Rule G-17. Held, it is in the public interest to order brokerdealer and officer to cease and desist from committing or causing any violation or future
violation of the provisions they were found to have violated; to order both to pay civil
money penalty; and to order broker-dealer to disgorge ill-gotten profits plus prejudgment
interest.

•
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APPEARANCES:
Philip G. Kircher, William J. Winning, Scott Magargee, and Patricia Sons Biswanger, of
Cozen O'Connor, for Dolphin and Bradbury, Incorporated and Robert J. Bradbury.
Amy J. Greer, Denise D. Colliers, and Mark R. Zehner, for the Division of Enforcement.

Appeal filed: March 17, 2005
Last brief received: June 1, 2005
Oral argument: October 31, 2005
I.
Dolphin and Bradbury, Incorporated ("D & B"), a broker-dealer registered with the
Commission since 1986, Robert J. Bradbury, who owns 38% ofD & Band serves as its
chairman, chief executive officer, and chief operating officer (together, "Respondents"), and the
Division of Enforcement appeal from the decision of an administrative law judge.l/ The law
judge found that, as alleged in the Order Instituting Proceedings ("OIP"), offering documents
used by Respondents to market to investors long-term, non-taxable municipal bonds were
misleading. D & B served as underwriter of the bond issue. The law judge found that, through
their conduct in connection with the bond issue, Respondents willfully violated Section 17(a) of
the Securities Act of 1933, 2/ Section lO(b) of the Securities Exchange Act of 1934 J./ and Rule
1Ob-5 thereunder, 1/ and Municipal Securities Rulemaking Board Rule G-17 ("MSRB Rule G17"), and that D & B willfully violated, and Bradbury willfully aided and abetted and caused
D & B's violation of, Exchange Act Section 15B(c)(l). )_/ The law judge ordered D & Band
Bradbury to cease and desist from committing or causing violations of the provisions they were
found to have violated; jointly and severally to disgorge $482,562.50, plus prejudgment interest;
and to pay civil penalties of$400,000 and $82,000 respectively. The law judge rejected the
Division's request that he create a fund for the benefit of investors into which the disgorgement

1/

We take official notice of the fact that, on March 8, 2006, D & B filed with the
Commission a request to withdraw its registration as a broker-dealer on Form BDW
(Uniform Request- Withdrawal from Broker-Dealer Registration), which request remains
pending. D & B therefore continues to be registered with the Commission as a
broker-dealer.

2/

15 U.S.C. § 77q(a).

J/

15 U.S .C. § 78j(b) .

.11

17 C.P.R.§ 240.10b-5.

2/

15 U.S.C. § 78Q-4(c)(1).
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and civil penalties would be paid. 9_/ We base our findings on an independent review of the
record, except with respect to those findings not challenged on appeal.
II.
Acquisition by the Dauphin County General Authority of Forum Place
In July 1998, the Dauphin County General Authority ("DCGA" or "Authority"), a
municipal authority, issued bonds to finance its acquisition of Forum Place, a multi-story
building in Harrisburg, Pennsylvania, with approximately 376,000 square feet of net leasable
office space and a parking garage for approximately 1,090 vehicles. DCGA acquired Forum
Place, which is located in downtown Harrisburg adjacent to the Capitol Complex, for the public
purpose of leasing space to departments and agencies of the Commonwealth or other
governmental units. I / Before the purchase, John Vartan ofVartan Enterprises, Inc., acting on
behalf of the private owner ofF orum Place, the Musalair Trust, had negotiated leases for much
of the office space; at closing, the seller assigned these leases to DCGA.
DCGA financed the purchase through the public offer and sale of unrated, non-taxable
revenue bonds, with the source of funds for repayment limited to the stream of revenue generated
by the building. ~/ The Forum Place offering comprised $72.25 million of Office and Parking
Revenue Bonds, Series A of 1998; $3.1 million Subordinated Office and Parking Revenue
Bonds, Series B of 1998; and $10.9 million of Subordinated Office and Parking Revenue Bonds,

9_1

See Sarbanes-Oxley Act§ 308, Pub. L. No. 107-204, 116 Stat. 745 (2002); 17 C.P.R.
§§ 201.1100-06.

11

Harrisburg is the seat of Dauphin County as well as the capital of Pennsylvania. The
Commonwealth of Pennsylvania ("Commonwealth") is the largest employer in Dauphin
County.
In a separate proceeding, also based on the Forum Place bond offering, DCGA, without
admitting or denying the Commission's allegations, consented to the entry of findings that
it violated Sections 17(a)(2) and 17(a)(3) of the Securities Act and to the imposition of a
cease-and-desist order. See Dauphin County Gen. Auth., Securities Act Rel. No. 8415
(Apr. 26, 2004), 82 SEC Docket 2884.

~/

General obligation bonds, in contrast, are backed by the full faith and credit of the issuer.
See John Downes & Jordan Elliot Goodman, Barron's Dictionary of Finance and
Investment Terms 235 (5th ed. 1998).
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Series C of 1998. 2/ The Series A bonds had maturity dates ranging from 2003 to 2025, 10/ and
the two types of Series B bonds matured in either 2003 or 2009.ll/
The Forum Place bonds initially qualified as non-taxable under Section 103 of the
Internal Revenue Code ("Code"), 12/ and DCGA pledged to preserve that status throughout the
life of the bonds. Section 103(a) of the Code generally excludes from a taxpayer's gross income
interest received on state or local bonds. The general rule in Section 103( a) is, however, subject
to several exceptions set forth in Section 103(b ). Among these is an exception for private
activity bonds. U / In order to avoid coming within that exception, at least 90% of the lease
revenues at Forum Place had to come from state and local government tenants. 14/ If payments
for use by the federal government, individuals, and private entities collectively exceeded 10%,
the bonds' non-taxable status could be lost. U/
Leasing at Forum Place at the Time of the DCGA Acquisition
Before DCGA purchased Forum Place, Vartan had already negotiated several leases for
office space at Forum Place with the Commonwealth and other entities. By mid-1998,
approximately 375,000 square feet of the 376,000 square feet of total net leasable space in the
office building were occupied. Terms of the office leases ran from two to ten years, with various
renewal options; terms ofthe parking leases ran from three to eight years. The principal tenant at
Forum Place was the Commonwealth's Department ofTransportation ("PennDOT").

2/

The Series C Bonds were not sold publicly and are not the subject of this proceeding.

lQ/

More specifically, $4.8 million matured in 2003; $7.8 million were to mature in 2008,
$3.9 million in 2010, and the majority- $55.6 million- in 2025.

lll

Two million dollars' worth of Series B bonds matured in 2003, and $1.1 million were to
mature in 2009 .

.12/

26 U.S.C. § 103(a) .

.U.I

ld. § 103(b).

14/

26 U.S.C. § 141.

121

One month prior to the purchase of Forum Place, DCGA had publicly issued
approximately $45 million in revenue bonds to finance the acquisition of Riverfront
Office Center ("Riverfront"), another privately-owned office building in Harrisburg, for
the purpose ofleasing space to the Commonwealth and other government tenants. The
Riverfront transaction, in which Respondents were also involved, was in this sense very
similar to the Forum Place transaction, and the official statement ("OS")- the principal
disclosure document- for Riverfront was used as a model in drafting the Forum Place
OS .

•
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Until 1994, most ofPennDOT's Harrisburg employees had offices in the
Transportation & Safety Building ("T & S Building"), which was owned by the Commonwealth.
A 1994 fire, plus ongoing environmental problems, caused government officials to seek
temporary facilities for the occupants of the T & S Building. In October 1995, PennDOT, acting
through the Commonwealth's Department of General Services ("DGS"), and Vartan Enterprises,
Inc., acting for the Musalair Trust, signed a lease for 284,142 net usable square feet of office
space at Forum Place (the "PennDOT lease"), which was then under construction, for use by
some ofPennDOT's administrative employees. 16/ The PennDOT lease was for a term of sixtyone and one-half months, with an option to renew for an additional year. When the PennDOT
lease was signed, the Commonwealth had not yet decided whether to reconstruct the firedamaged T & S Building or replace it with new construction, but it always intended to move the
PennDOT employees out of Forum Place once renovation or replacement of the T & S Building
was completed.
In January 1996, DGS publicly announced that the T & S Building would be demolished
and replaced with a new structure, the Keystone Building. In October 1996, PennDOT's
employees moved into Forum Place; the Commonwealth's lease on space for PennDOT would
expire in November 2001 .
In July 1998, when DCGA acquired Forum Place, the PennDOT lease accounted for
approximately 79% of the office space in Forum Place, and it generated approximately 60% of
Forum Place's total lease revenues. Although DGS had announced its intent to construct the
Keystone Building, the demolition of the T & S Building and construction of the Keystone
Building were delayed by environmental and legal problems. Thus, as of July 1998, when
DCGA acquired Forum Place, the T & S Building was still standing, and site preparation for the
Keystone Building had not begun.
Although the T & S Building was to be demolished, other buildings used by the
Commonwealth as office space for various agencies were undergoing renovation in the mid1990's. Before the PennDOT lease was signed in October 1995, Vartan met with Gary Crowell,
the Secretary ofDGS, who informed Vartan that the Commonwealth would use all of the space
covered by that lease either for PennDOT administrative employees or as "swing space" for other
agencies during the renovation period. 11./ DGS made no commitment, however, to use this
"swing space" for a particular period of time. Several years later, a few months before DCGA's
acquisition of Forum Place, a local newspaper reported that Crowell said that, after the PennDOT

l.Q/

DGS acted as the Commonwealth's leasing agent. V artan Enterprises, Inc. acted as agent
for the Musalair Trust.

17I

DGS serves, among other things, as the leasing agent for most of the Commonwealth's
agencies. "Swing space," as the term is used here, means flexible, vacant office space
that could be used by Commonwealth agencies or departments that needed temporary
quarters.

•
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employees moved out of Forum Place, the Commonwealth would "likely use that building as
'swing space' to house a variety of agencies" that would be temporarily dislocated as the
Commonwealth continued to renovate Capitol Complex buildings. 1.8.1
Preparation of the Offering Documents
Robert D. Fowler, president of Public Finance Consultants, Inc. ("PFC"), a financial
advisory business, served as the financial advisor to DCGA on the Forum Place transaction. 12/
On Fowler's recommendation, DCGA retained D & Bas underwriter of the Forum Place bond
issue and Pepper Hamilton LLP ("Pepper Hamilton") as bond counsel. David W. Sweet served
as lead attorney for Pepper Hamilton on the Forum Place transaction. On June 22, 1998, Sweet
and Bradbury placed a telephone call to Thomas O'Neill of the firm Lamb, Windle & McErlane,
P.C. ("LWM"), proposing that LWM serve as underwriter's counsel on the Forum Place
transaction. O'Neill agreed to act as the principal LWM lawyer with respect to the Forum Place
transaction; O'Neill's partner, James McErlane, subsequently acted for the firm while O'Neill was
on vacation.
Bradbury, Fowler, Sweet, and O'Neill all had extensive experience with municipal bonds,
and all had worked together previously. Bradbury first did business with Fowler's company,
PFC, in 1989; he also had a long-standing business relationship with Pepper Hamilton. D & B
had worked on more than fifty bond offerings for DCGA since 1986. 20/ Sweet had known
Fowler since approximately 1990 and had worked on several transactions with PFC. Sweet and
O'Neill had been law partners at one time and were still social friends. O'Neill had known
Fowler for thirty years. O'Neill had worked on more than 100 transactions with D & B, one
dozen transactions with PFC, and three or four transactions with DCGA.
During the June 22 call, Bradbury and Sweet told O'Neill that Forum Place was a
relatively novel transaction involving the acquisition by a municipal authority of a building that
would be leased almost entirely to governmental agencies, so that the interest from bonds issued
to finance the transaction would be exempt from federal taxes because the building was publicly
owned and publicly used. O'Neill was also told that there was a "tight time frame" for the Forum
Place project and that he should use the preliminary official statement ("POS") from an earlier,
similar transaction as a model in drafting the Forum Place POS because doing so "would save a

1.8.1

Jack Sherzer, "State Lease Study Spurs City Fears," The Patriot-News, Feb. 15, 1998, at
B-1.

1.2/

The OIP charged PFC and Fowler with having caused DCGA's violations of Securities
Act Sections 17(a)(2) and 17(a)(3). The law judge found that these charges were not
established. Neither Fowler nor PFC is a party to this appeal.

20/

Bradbury testified that D & B assisted DCGA on the "remarketing of notes"
approximately fifty times, as well as five or ten new bond issues.
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lot of time." 21/ Because Pepper Hamilton had served as underwriter's counsel to D & B on the
earlier project, Sweet had access to computerized versions of key documents used in that
transaction. Sweet therefore sent O'Neill a computer disc containing offering documents from
DCGA's preceding bond issue, which O'Neill used as models in preparing the Forum Place
documents. O'Neill had not been advised, by Bradbury or anyone else, of any distinctions
between the two transactions, and he assumed there were none. Thus, the disclosures he
included in the Forum Place POS are almost identical to comparable provisions used in the
earlier transaction. O'Neill circulated a first draft of the POS for comments on or about June 26,
1998. 22/
On June 30, 1998, Fowler, Sweet, and Crowell met, primarily to discuss the
Commonwealth's plans for leasing space at Forum Place after PennDOT moved to the Keystone
Building. 23/ Participants in the meeting had conflicting recollections as to the specifics of
Crowell's remarks, but all agreed that Crowell gave no commitments or guarantees that the
Commonwealth would continue to lease space at Forum Place after PennDOT's departure. 24/
Bradbury did not attend this meeting, relying instead on the description of the meeting given him
by Fowler and Sweet. Neither Bradbury, nor anyone else, informed O'Neill or his partner
McErlane about either the meeting or PennDOT's plans to move out of Forum Place when the
Keystone Building was ready for occupancy.
On July 7, O'Neill sent the first half of the revised POS and a draft purchase contract to
Sweet for distribution at a DCGA meeting on the following day. The agenda for the July 8
meeting included approval ofDCGA's purchase of Forum Place, approval of the bond purchase
contract with D & B, approval of the POS, and related matters. During the meeting, the issue of
PennDOT's anticipated move from Forum Place into the Keystone Building arose. Fowler

W

As explained supra note 15, DCGA had acquired the Riverfront Office Complex in June
1998.

22/

The record contains three versions of the POS and the offi cial statement ("OS"), the latter
dated July 17, 1998. There are no relevant differences among these four documents with
respect to the omissions at issue.

23/

Fowler testified that he had recognized as early as April1 998 that the fate of Forum Place
after PennDOT's move was likely to be a concern for prospective bondholders.

24/

According to Fowler, Crowell said that he expected the Commonwealth to use Forum
Place as swing space for the next fifteen to twenty years. According to Sweet, Crowell
said that Forum Place would be ideal for Commonwealth use as swing space for a five- to
ten-year period during which various government buildings were undergoing renovation.
Crowell testified, however, that he said that the Commonwealth's need for swing space
could not be projected with any certainty, but that Forum Place could possibly be used as
swing space for the remainder of the original term of the PennDOT lease and the
additional one-year option period.
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reported on the June 30 meeting with Crowell, stating that Crowell had said the Commonwealth
might use Forum Place as swing space for fifteen or twenty years. 25/ There was no discussion
at the meeting as to whether PennDOT's anticipated move should be disclosed in the POS.
Bradbury did not attend this meeting.
At the July 8 meeting, Fowler also presented financial proj ections of anticipated tenant
revenues at Forum Place through 2008. The projections were provided so that DCGA could
determine whether future cash fl ow at Forum Place would be sufficient to service the debt and
eventually retire the bonds. Fowler based his cash flow analysis on the assumption that the
existing tenants would extend their leases without interruption, or would be replaced
immediately by other qualified tenants at similar rates. Bradbury, who had received Fowler's
proj ections before they were presented to the DCGA at the July 8 meeting, discussed the
assumptions with Fowler, concluded that they were reasonable, and added footnotes to the
projections. The first of these footnotes stated, "Revenues based on actual Commonwealth of
Pennsylvania, U.S . Government[,] and other leases now in effect at the time of Closing and
assume[] all leases will continue to option date or renew on similar terms (see Lease Terms and
Options on page 5)." The projections listed the individual leases, providing information such as
agency, start date, term, and space occupied, identified PennDOT's lease as "Lease #91988
(PENDOT)" and "Lease #91988 Pennsylvania Dept. ofTransportation," and in columns to the
right listed projected revenues from each lease for each year from 1998 through 2008. Neither
the proj ections nor the footnotes contained any mention ofPennDOT's anticipated departure
from Forum Place.
DCGA voted to approve the purchase of Forum Place and proceed with the bond offering.
It reaffirmed the appointment of PFC as financi al advisor and Pepper Hamilton as bond counsel,
and approved the appointment of other professionals involved with the project. DCGA also
approved the content of the POS and authorized its distribution. 26/ Because O'Neill was on
vacation at the time, his partner McErlane finalized the Forum Place POS after the July 8
meeting, adding a more detailed summary of tenant leases that included their expiration dates.
The final version of the officiaJ statement ("OS") is dated July 17, 1998 .
The OS stated that the Forum Place bonds were "limited obligations of the Authority,"
that they were secured solely by the receipts and revenues received by DCGA from payment on
leases for office and parking space, and that neither the general credit ofD CGA nor the credit or
taxing power of Dauphin County, the Commonwealth, or any political subdivision thereof was
25/

Sweet was present at the July 8 DCGA meeting. Although Sweet's testimony as to what
Crowell said at the June 30 meeting about the Commonwealth's likely use of Forum Place
as swing space differed from that of Fowler (whose testimony was consistent with the
summary Fowler presented at the July 8 meeting), the record does not show that Sweet
took issue with Fowler's summary.

26/

The record does not show that DCGA authorized the distribution of the financial
projections to investors.
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pledged for the payment of the principal and interest on the bonds. The OS further warned that
the Pennsylvania General Assembly was not required to appropriate the funds necessary to make
the payments due under the leases,
The OS explained that the current terms ofleases at Forum Place ran from two to ten
years, with various renewal options. 27I The OS warned, in capital letters and bold type, that
"THE OFFICE LEASES ARE SCHEDULED TO EXPIRE PRIOR TO THE MATURITY OF
THE 1998 BONDS. THERE IS NO COMMITMENT, REQUIREMENT OR GUARANTEE
THAT THE COMMONWEALTH WILL RENEW OR EXTEND ANY OF THE LEASES."
The OS did not, however, contain any disclosure regarding PennDOT's anticipated departure
from Forum Place once the Keystone Building was completed. Although Bradbury, Fowler, and
Sweet all knew that PennDOT intended to leave Forum Place when the Keystone Building was
completed, none of them conducted any investigation into the construction schedule for the
Keystone Building. Moreover, none of them initiated any discussion as to whether PennDOT's
intended move from Forum Place should be disclosed in the offering documents, and none of
them raised the issue in any way with others working on the transaction.
Sales of the Forum Place Bonds
In late June 1998, D & B sales agents began contacting institutional investors to find out
whether they would be interested in acquiring the Forum Place bonds. D & B put together an
information package containing, among other things, the POS, the existing Forum Place leases,
and the financial projections prepared by Fowler with Bradbury's added footnotes . 28/ D & B
sent the package to those investors who expressed an interest. 29/ D & B also arranged for
interested prospective investors to tour Forum Place; on July 7, 1998, two such tours were
conducted by Vartan and attended by a member ofD & B's sales staff. 30/ Bradbury did not

27/

An appendix to the OS provided more information about the individual leases, including
agency, start date, term, and space occupied.

28/

The information package also contained a March 1997 building appraisal that showed,
among other things, that occupancy rates for "Class A" office space in Harrisburg's
Central Business District were 97% to 99%. Although the OIP charged that the vacancy
rate information in the appraisal, taken together with other information sent to investors,
was misleading, the law judge found that the appraisal was not misleading, either taken
alone or when considered with otherinformation. The Division has not appealed this
finding, and it is not now before us.

29/

Steven Syfert, a senior vice president at D & B who worked in the area of institutional
sales, testified that several of the customers he approached had no interest in participating
in the offering because it involved long-term bonds supported by short-term leases.

30/

Bradbury did not inform his sales staff about PennDOT's intended departure from Forum
Place.

•
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attend these tours himself, but spoke over the telephone to several potential investors about the
investment.
Bradbury testified that it was his "general understanding" that in the Harrisburg market
for office space, tenants, and particularly state agencies, tended to stay in the buildings they
occupied. Nevertheless, in his discussions with investors, Bradbury fai led to disclose that,
contrary to the usual trend, PennDOT planned to vacate Forum Place as soon as construction of
the Keystone Building was completed. 11/
Bradbury also discussed with some investors his understanding that Forum Place would
be used as swing space by the Commonwealth. In testimony, Bradbury recalled that he "was
advised that ... the State would be using [Forum Place as] swing space," but conceded that the
Commonwealth had neither committed to doing so nor clearly specified any period of time it
planned to use the PennDOT space following expiration of the existing PennDOT lease. Indeed,
the record reveals significant disagreement among the members of the finance team with respect
to their understanding of the Commonwealth's intentions regarding Forum Place. 32/
Despite these uncertainties, Bradbury assured prospective investors about the future of
Forum Place by referring to the Commonwealth's swing space needs. Putnam's McCormack
testified that Bradbury answered several questions she had about the future occupancy of Forum
Place; notes that McCormack had made contemporaneously with Putnam's purchase state that
after PennDOT vacated Forum Place, the head of DGS "fully expects this building to always be
needed - many of the [Capitol] Complex buildings are older and have asbestos problems."
Barnett Sherman, an analyst at Morgan Stanley, testified that he "had a conversation with Mr.
Bradbury . .. and, broadly speaking, my recollection was that there was an insurance that
regardless of who came and went in the building, because of the building's proximity to the state
capitol, that there would be generally a lot of demand for other government services or other
government agencies to come in and use that building. So whoever left would be quickly
replaced." Similarly, Keith Lowe, an analyst for Evergreen Funds, testified that he discussed
with Bradbury "the State Capitol Complex and the fact that the buildings were very old and in

ll/

Bradbury did, however, disclose this information in response to direct questioning by
Susan McCormack, a credit analyst for Putnam Investments, Inc. ("Putnam"), in what
McCormack called "an iterative process." McCormack's contemporaneous notes state
that PennDOT's old building, the T &S Building, "will be imploded this summer due to
asbestos, and a new one built" and that PennDOT "will probably move out of" Forum
Place in 2001 or 2002. When asked why he did not feel that PennDOT's departure
needed to be disclosed to all investors, Bradbury testified that this information "would
have been speculative" and that he "believed that what we disclosed was sufficient within
the official statement explaining the short-term nature of the leases and the long-term
bonds."

32/

See supra note 24.
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need of repairs, if something more specific to the lines of asbestos or mediation, that this
complex that we were looking to purchase this building would provide very viable swing space
so that those entities could move in and out, if need be, as part of the reconfiguration or the
upgrading ofthose facilities ." 33/
D & B sold a total of $72.3 million of Series A bonds to four institutional investors, with
conditional trade dates between July 10 and July 14; these trades would settle at closing on July
31, 1998. 34/ Putnam, which discovered that PennDOT planned to vacate Forum Place when the
Keystone Building was complete, nevertheless was the single largest purchaser of the Series A
bonds, buying almost $27 million of the bonds. Other purchasers in the primary market, none of
whom then knew about PennDOT's intended move, were Merrill Lynch, PaineWebber, and
Evergreen Funds. 35/ D & B sold about two-thirds of the subordinated Series B bonds to
Wilmington Trust Bank; it sold some of the Series B bonds to members of Bradbury's family and
to persons Bradbury characterized as "good friends" of his, and retained the remainder for
D & B's own account. 36/

33/

The law judge considered McCormack and Sherman to be "very credible," and Lowe
"generally credible." Credibility determinations of the fact-finder are "entitled to
considerable weight and deference." Leslie A. Arouh, Securities Exchange Act Rei. No.
50889 (Dec. 20, 2004), 84 SEC Docket 1880, 1893 n.40; see also Universal Camera
Corp. v . NLRB, 340 U.S. 474,496 (1951). Moreover, we note that Respondents do not
question the credibility of any witness who testified at the hearing.

34/

Because the Forum Place bonds were new issues, D & B's initial sales were conditional,
or "when issued," transactions; that is, the trades were made conditionally because the
bonds, though authorized, had not yet been issued. See Barron's Dictionary of Financial
and Investment Terms 699 (5th ed. 1998).

35/

Evergreen Funds was a subsidiary of First Union Bank, D & B's primary bank and
clearing agent. Morgan Stanley eventually purchased $4 million in Forum Place bonds in
the secondary market from PaineWebber. In August 1998, Merrill Lynch learned that
PennDOT would be moving out of Forum Place and sold all of the bonds it had
purchased in July.

36/

A few months after the closing of the Forum Place bond transaction, D & B sold its
Series B bonds to First Financial Bank, of which Bradbury was a member of the Board of
Directors.
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Closing of the Transaction and Subsequent Events
The Forum Place transaction closed on July 31, 1998. D & B purchased the Series A and
Series B bonds from DCGA at a 1% discount from par value. 37/
In connection with the closing, D & B received various opinion letters from counsel
associated with the transaction. LWM, as underwriter's counsel, provided an opinion letter
stating, among other things, that "nothing has come to our attention that would lead us to believe
that the [OS] as of its date ... contains an untrue statement of a material fact or omits to state a
material fact necessary to make the statements therein ... not misleading." 38/ Pepper Hamilton,
as bond counsel, provided a supplemental opinion letter to D & B, stating that certain sections of
the OS fairly described the matters they discussed and that the tax matters discussed in the OS
accurately reflected the firm's opinion. 39/

On August 1, 1998, the day after the Forum Place bond closing, the T & S Building was
imploded. Through the remainder of 1998 and 1999, Forum Place remained filled with
Commonwealth agency tenants. In late 2000, PennDOT vacated most of its space in Forum
Place and moved into the newly completed Keystone Building. 40/ The Commonwealth
continued to pay rent on the vacant PennDOT space at Forum Place until the lease expired on
November 15, 2001 . By December 2001, Forum Place was 55% empty. At the time of the
hearing, the Series A bonds were in technical default, with principal and interest payments being
made from the debt service reserve fund rather than from revenues, and the Series B bonds were
in default, with no payments being made to bondholders. 41 /

37/

The record does not suggest that D & B or Bradbury received any compensation for
underwriting the Forum Place bonds beyond this 1% profit margin on sales of the bonds.

38/

As previously noted, no one told O'Neill about PennDOT's intended move.

39/

The bond purchase agreement also references an opinion letter from Goldberg, Katzman
& Shipman, P.C., the solicitor for DCGA, apparently affirming DCGA's authority to issue
the bonds and consummate the transaction and opining as to representations in the OS.
This letter, which is not part of the record or referenced in the parties' briefs, was
apparently limited on its face to "statements made with respect to the Authority."

40/

PennDOT vacated 257,410 net usable square feet of space. Some PennDOT computer
operations remained at Forum Place.

41/

An analyst from Evergreen Funds, which still held Forum Place bonds at the time of the
hearing, testified that DCGA tapped the debt service reserve fund to pay the principal and
interest due on the Series A bonds, which, he stated, was a violation of a trust indenture
covenant made by DCGA. A chronology prepared by Fowler indicates that the Series B
(continued ... )
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In 2003, the bondholders forced Forum Place into receivership. 42/ At the time of the
hearing before the law judge, in August 2004, the occupancy rate for Forum Place was
approximately 55%, and the Series A bonds traded at approximately half of their par value.
III.
A. Section 17(a), Section lO(b), and Rule lOb-5

Securities Act Section 17(a), Exchange Act Section 1O(b), and Exchange Act Rule 1Ob-5
all prohibit fraudulent and deceptive acts and practices in connection with the offer, purchase, or
sale of a security. Violations of Section 17( a)(1 ), Section 1O(b ), and Rule 1Ob-5 may be
established by a showing that persons acting with scienter omitted material facts in connection
with securities transactions, such that the omission rendered disclosures that were made
materially false or misleading. 43/ Scienter need not be shown to establish a violation of
Sections 17(a)(2) and (3); such violations may be premised on a showing of negligence. 44/ An.
omission is material if there is a substantial likelihood that a reasonable investor would have
considered the omitted fact important in making an investment decision, and disclosure of the
omitted fact would have significantly altered the total mix of information available. 45/
The Forum Place POS and OS contained disclosures about the use of rent for space at
Forum Place to pay the principal and redemption price of and interest on the bonds. They also
contained disclosures about the tax-exempt status of the bonds and the importance to that status
of the continued use of Forum Place as office space for the Commonwealth. An appendix
provided details about the existing leases, including the PennDOT lease. The financial
projections that Respondents distributed with the POS contained revenue projections that

41/

(... continued)
bonds entered default on July 15, 2002; because the trust indenture summary indicates
that replenishment of the debt service reserve fund must occur before Series B bonds can
be paid, it is likely that the Series A and B bonds entered default at about the same time;
i.e., July 2002.

42/

See Mfrs. & Traders Trust Co. v. Dauphin County Gen. Auth., Dauphin County Court of
Common Pleas, Equity Action No. 2003-EQ-0040.

43/

Basic Inc. v. Levinson, 485 U.S. 224, 239 n.17 (1988); Ernst & Ernst v. Hochfelder, 425
U.S. 185, 193 n.12 (1976).

44/

Aaron v. SEC, 446 U.S. 680, 701-02 (1980).

45/

Basic, 485 U.S . at 231-32; TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976);
see also SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 186 (1963) (stating
that a fundamental purpose of the federal securities laws is "to substitute a philosophy of
full disclosure for the philosophy of caveat emptor").
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assumed the continuation of the PennDOT lease, or the immediate replacement ofPennDOT by
another qualified tenant at a similar rate, through 2008. Moreover, in discussing the Forum Place
bonds with potential investors, Bradbury assured them of the continued viability of the project by
indicating that, regardless of the short-term nature of the existing leases, the Commonwealth
planned to use Forum Place as swing space for an indefinite, but substantial, amount of time.
Whether the Forum Place leases would generate enough revenue to service the bonds and
whether the bonds would maintain their tax-exempt status would have been crucially important
considerations to investors. 46/ PennDOT was the principal tenant of Forum Place by a wide
margin, occupying more than three-quarters of the space and generating 60% of the total lease
revenues; moreover, it was a state government entity, so its lease was critically important in light
of the tax rule that allowed the bonds to maintain their non-taxable status as long as 90% of the
lease revenues at Forum Place were from qualified tenants. We find that a reasonable investor
would have considered the intended departure of a tenant of this importance significant in
deciding whether to purchase Forum Place bonds. 47/ Thus, Respondents' failure to disclose the
anticipated departure ofPennDOT from Forum Place upon the completion of the Keystone
Building was a material omission. 48/ This omission rendered the disclosures made in the POS,
OS, and financial projections about the financial underpinnings of the bonds materially false and
misleading: PennDOT's intended departure would make it much more difficult for DCGA to
achieve the necessary level of revenues to service the bonds and to preserve their tax-exempt
status.

46/

The investors who testified at the hearing all agreed that the information would have been
important to them, characterizing it variously as "very critical," "a critical factor," "very
material," and "important." Even Respondents' expert testified that the information
"would have been important."

4 7/

The fact that Putnam bought almost $27 million of the bonds despite its knowledge of
PennDOT's intended move does not alter our conclusion. See Raymond L. Dirks, 47
S.E.C. 434, 443 (1981) (stating that actual investment decisions are a factor that the
Commission may consider, but they are not dispositive of the issue of materiality), affd,
681 F.2d 824 (D.C. Cir. 1982), rev'd on other grounds, 463 U.S. 646 (1983). Because
Bradbury orally disclosed information about PennDOT's intended move to Putnam,
however, there was no material omission of the information with respect to Putnam, and
we therefore impose no liability based on those sales.

48/

The OIP recited that the financial projections, like the OS, "omitted information about
PennDOT's relocation to the Keystone building." We find that the projections, although
distributed to investors with the OS, were not physically part of the OS, but rather a
separate document, and that the failure to disclose PennDOT's intended move in the
projections was also a material omission that provides the basis for additional findings of
violation.
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Respondents invoke the "bespeaks caution" doctrine to argue that cautionary language in
the OS negates the materiality of the alleged omissions. They argue that the OS contained
warnings to the effect that (1) the bonds would be secured solely by revenues generated from the
office building, (2) DCGA was obligated to service the bond debt "solely from rents and other
available revenues," (3) the leases held by tenants in the building would expire prior to the
maturity of most of the bonds being sold, 49/ and (4) PennDOT occupied almost 80% of Forum
Place, and the lease on that space would expire in 2001. Moreover, they argue, the OS contained
a bold-faced statement in upper-case letters that there was no commitment or guarantee that the
Commonwealth would renew or extend any of the office leases. These portions of the OS,
Respondents contend, generally disclosed the risk that leases would not be renewed, creating
problems with debt service and security of the bonds, such that the omission of the specific
disclosure ofPennDOT's anticipated move was not material.
We find that the inclusion of the language on which Respondents rely was not sufficient
to render the omission of PennDOT's intended move immaterial. Language warning of risks
forms part of the "total mix" of information against which we assess materiality, and in
appropriate circumstances, adequate warnings may render certain omissions immaterial. But
"[ c]autionary words about future risk cannot insulate from liability the failure to disclose that the
risk has transpired." 50/ Here, the cautionary language cited by Respondents warns of future
risks of non-renewal, but it does not disclose the actual knowledge that PennDOT at the time
intended to move out of Forum Place when the Keystone Building was completed. Thus, the
inclusion of these warnings does not alter our conclusion as to the materiality of the omission.
Respondents contend that PennDOT's anticipated move to the Keystone Building was
publicly available information and that they cannot be held liable for failing to disclose material
information that is readily accessible in the public domain. Respondents argue that the
information about the plans for PennDOT was readily accessible :from several different sources:
it was reported in Harrisburg's Patriot-News, discussed at the public meetings ofDCGA (and
reported in the official minutes of those meetings), discussed by DGS representatives in response
to questions posed, and available for discussion at the investor tours arrang~d by D & B.
Sophisticated institutional investors, Respondents argue, must be presumed to know what is in
the newspapers, and it must be assumed that they understand that newspapers in the local
markets where bonds are issued are a valuable source of information.

49/

Approximateiy $5 million ofthe Series A bonds matured on January 15, 2003 , and one
lease was not scheduled to end until 2007.

50/

Rombach v. Chang, 355 F.3d 164, 173 (2d Cir. 2004) (stating that the "bespeaks caution"
doctrine does not protect "someone who warns his hiking companion to walk slowly
because there might be a ditch ahead when he knows with near certainty that the Grand
Canyon lies one foot away") (quoting In re Prudential Sec. Inc. P'ships Litig. , 930 F.
Supp. 68, 72 (S.D.N.Y. 1996)).
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The extent to which information is publicly available can be a factor in assessing
materiality because, in determining whether an omission is material, we consider whether
disclosure of the omitted fact would be viewed by a reasonable investor as having significantly
altered the "total mix" of information available. 21/ The "total mix" of information may include
"information already in the public domain and facts known or reasonably available to
shareholders." 52/ The information, however, must be "reasonably" available. 53/ Publication of
a few articles in local newspapers with limited circulation and discussion at DCGA meetings that
were open to the public do not meet this standard. 54/ Moreover, although Respondents argue
that the entities that purchased the bonds were "large Wall Street institutions that employed
sophisticated analysts responsible for researching potential bond purchases," this was a public
offering, and our inquiry is based on the total mix of information that was reasonably available to
investors generally, not the entire universe of information that might have been found by

21/

Basic, Inc. v. Levinson, 485 U.S. at 231-32.

52/

United Paperworkers Int'l v. Int'l Paper Co., 985 F.2d 1190, 1199 (2d Cir. 1993) (quoting
Rodman v. Grant Found., 608 F.2d 64, 70 (2d Cir. 1979)).

53/

See Koppel v. 4987 Corp., 167 F.3d 125, 131-32 (2d Cir. 1999) (quoting United
Paperworkers, 985 F.2d at 1198).

54/

See,~' United Paperworkers, 985 F.2d at 1199 (finding that eight newspaper articles
were too "few in number, narrow in focus, and remote in time" to affect materiality
analysis; "the mere presence in the media of sporadic news reports . .. should not be
considered to be part of the total mix of information" for purpose of assessing materiality
of disclosures in proxy statements); RichMark Capital Corp., Exchange Act Rel. No.
48758 (Nov. 7, 2003), 81 SEC Docket 2205, 2214-15 & n.24 (stating that press release
plus brief mentions in April media reports were not part of "total mix" of information
reasonably available to investors in July-September time period) (citing United
Paperworkers), affd, 86 Fed. Appx. 744 (5th Cir. 2004); cf. Koppel, 167 F.3d at 131
(holding that offering shareholders opportunity to review report that was available at one
location during limited hours did not make report part of "total mix" of information
available).

Although Respondents argue that the Patriot-News "frequently reported on" PennDOT's
proposed move and related issues, the record contains only one such article, dated five
months before the Forum Place bond closing. Evidence as to other press coverage is
inconclusive.

17
sophisticated investors. 55/ Moreover, the protection of the antifraud provisions of the securities
laws extends to sophisticated investors as well as those less sophisticated. 56/
As noted above, liability under Securities Act Section 17(a)(l) and Exchange Act Section
1O(b) and Rule 1Ob-5 thereunder requires a showing of scienter. Scienter may be established by
a showing of recklessness. 57/ Reckless conduct involves "an 'extreme departure from the
standards of ordinary care, . . . which presents a danger of misleading buyers or sellers that is
either known to the [actor] or is so obvious that the actor must have been aware of it."' 58/
The standard of care to which municipal underwriters are expected to adhere is informed
by releases we issued in 1988 and 1994, in which we explained that underwriters have a "duty to
the investing public to have a reasonable basis for recommending any municipal securities, and
[a] responsibility, in fulfilling that obligation, to review in a professional manner the accuracy of
statements made in connection with the offering." 59/ Moreover, we have observed that, when
municipal securities professionals underwrite a bond offering, they impliedly represent to the
investing public that they have a "reasonable basis for belief in the truthfulness and completeness
of the key representations made in any disclosure documents used in the offerings," documents
that should "accurately reflect all material facts which a prudent investor should know in order to
evaluate the offering before reaching an investment decision." 60/

55/

Respondents argue that Merrill Lynch, which purchased $5.6 million of the bonds,
reviewed Harrisburg and Pittsburgh newspapers routinely and that Putnam, which
purchased almost $27 million of the bonds, commonly reviewed out-of-town newspapers
as part of its research on investments. The fact that these investors reviewed local
newspapers does not relieve D & B and Bradbury of the obligation to disclose material
information in connection with their offer and sale of the bonds.

56/

Brian A. Schmidt, Exchange Act Rei. No. 45330 (Jan. 24, 2002), 76 SEC Docket 2255,
2271 & n.40 (citing additional authority).

57/

See,~'

Robert M. Fuller, Securities Act Rei. No. 8273 (Aug. 25, 2003), 80 SEC Docket
3539, 3546 n.20, petition denied, 95 Fed. Appx. 361 (D.C. Cir. 2004).

58/

SEC v. Steadman, 967 F.2d 636, 641-42 (D.C. Cir. 1992) (quoting Sundstrand Corp. v.
Sun Chemical Corp., 553 F.2d 1033, 1044-45 (7th Cir. 1977)).

59/

Statement of the Commission Regarding Disclosure Obligations of Municipal Securities
Issuers and Others, 59 Fed. Reg. 12748, 12758 (Mar. 17, 1994) (interpretation;
solicitation of comments).

601

Municipal Securities Disclosure, 53 Fed. Reg. 37,778, 37,787 & 37,788 n.76 (Sept. 28,
1988) (proposed rulemaking).
(continued .. .)
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We conclude that, based on a consideration of all the circumstances, Respondents'
conduct in connection with the Forum Place offering constituted an extreme departure from the
standards of ordinary care. As we have discussed, the majority of the Forum Place bonds had a
twenty-seven-year term. The leases ran from two to ten years with various renewal options. The
lease revenues were the only source of funding for the bonds. PennDOT was the principal tenant
at Forum Place and was a type of tenant on which the non-taxable status of the Forum Place
bonds depended. It is undisputed that Bradbury knew that PennDOT planned to vacate Forum
Place when construction of the Keystone Building was complete. Neither the OS nor the
financial projections disclosed this information. Bradbury could not specifically recall reviewing
the Forum Place POS or discussing the need to disclose PennDOT's intended departure with any
member of the finance team. Indeed, Bradbury never informed his own counsel, who prepared
the OS, of PennDOT's plans. Nor did Bradbury make any effort to determine when the Keystone
Building would be completed and how the completion of that building and the resulting
departure ofPennDOT from Forum Place would affect DCGA's ability to service the bonds.
Under the circumstances, Bradbury had far from a reasonable basis for belief in the completeness
of the OS or accompanying financial projections, which served as his primary sales material.
Respondents must have appreciated that the omission ofPennDOT's planned departure
from Forum Place would result in a significant understatement of the risks associated with an
investment in the bonds, especially as PennDOT's departure ran counter to the presumption in the
Harrisburg market for office space that state agencies tended to relocate only rarely. Modeled on
an offering that did not involve the impending departure of a major tenant, the OS contained
general cautionary language that advised investors that the Forum Place leases were scheduled to
expire before the maturity date of the bonds and that there was no guarantee that the
Commonwealth would renew its leases. However, as one investor put it, "[T]here's a big
difference between facing the potential loss of your biggest tenant and actually knowing that
you'll have to replace your major tenant within three years." Similarly, Respondents must have
appreciated that the financial projections would mislead investors as to the associated risks. The
projections presented a healthy financial outlook for the project based on the assumption that
PennDOT's space in Forum Place would remain leased under similar contract terms for at least
ten years. That assumption was far more risky than it appeared to an investor reading the
projections because of the undisclosed fact that PennDOT planned to move to a new building.
We cannot accept that someone with Bradbury's experience in municipal financing and
with Bradbury's knowledge ofPennDOT's intended move would fail to recognize that the

60/

( ... continued)
We note that Respondents' own expert stated that a municipal underwriter had an
obligation "to form a basis, reasonable basis for a belief in key representations in the
official statement, to disclose material information of which the underwriter is aware; and
I would go beyond that and say to disclose material information of which the underwriter
should be aware as a result of [an] investigation to form a reasonable basis for belief in
key representations."
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intended move would be significant to investors and that the failure to disclose that move would
render the information provided misleading. The fact that Bradbury told investors about the
Commonwealth's potential use of Forum Place as swing space shows that he believed that
investors would consider the continued occupancy of Forum Place office space by qualified
tenants significant. 611 Nor can we accept that Bradbury could justify his failure to disclose
PennDOT's planned departure- to both his own sales team and to potential investors - because it
was "speculative," when, at the same time, he reassured investors by telling them of the
Commonwealth's intentions to use the building as swing space despite the fact that he learned
about the swing space program secondhand, admittedly did not know how long the
Commonwealth intended to use swing space, and made no effort to clarify or confirm the
information. We find , therefore, that Respondents acted recklessly, and thus with the requisite
scienter to support findings of violation under the anti-fraud provisions charged. 62/
In challenging the law judge's finding of scienter, Respondents assert that they did not
attempt to restrict the flow of information, but rather helped investors get information by

2.1/

We note that the OIP charges Respondents with the fraudulent offer and sale of the
Forum Place bonds based on the "misleading Official Statement and financial
projections" without making reference to Bradbury's oral representations to investors
about the use of Forum Place as swing space. However, this issue ofBradbury' s oral
representations was litigated extensively during the proceeding and was the subject of
testimony from several witnesses and from Bradbury himself. We therefore deem it
appropriate to consider the evidence regarding this issue in assessing Respondents'
scienter.

62/

In arguing that they did not act with scienter, Respondents rely, among other things, on
Howard v. SEC, 376 F.3d 1136 (D.C. Cir. 2004). In Howard, the court held that the type
of recklessness required to support liability for aiding and abetting a securities law
violation may be established by showing that 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" or a danger of misleading investors so
obvious that the alleged aider and abettor must have been aware of it. Id. at 1142-43
(citing Steadman, 967 F.2d at 641-42; Sundstrand Corp., 553 F.2d at 1045). On the facts
of that case, the court found that Howard did not encounter "red flags," id. at 1147, and its
discussion of the uncertainty of the state of the law with respect to the primary violation
at issue suggests that the court did not regard the danger in question as obvious. Id. at
1145-46. Because the present case does not charge aiding and abetting of the antifraud
provisions under Securities Act Section 17(a)(l) and Exchange Act Section 10(b) and
Rule 10b-5 thereunder, this aspect of Howard is not directly applicable to the primary
violations of those provisions at issue here. Under the Howard test, in any event, we find
that Respondents acted recklessly: we find that the danger that failing to mention
PennDOT's intended departure would mislead investors about the financial underpinnings
of the bond issue was "obvious" and thus, under Howard, Respondents acted recklessly.
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referring them to others involved with the Forum Place transaction and arranging Forum Place
tours. Additionally, they assert that Bradbury disclosed PennDOT's intended move to one
investor and would have disclosed it to others if they had asked about it. They further state that
Bradbury "did not consciously reject any suggestion from any other member of the finance team
to disclose material information" in the OS and that he involved in the transaction family
members, friends, and institutions with which Respondents had significant connections.
We do not believe these facts contradict a finding of scienter. The fact that Respondents
did not restrict, and even enabled or facilitated, access by specific investors to certain information
about the Forum Place transaction does not contradict our finding that they acted recklessly in
offering and selling the bonds based on offering documents that failed to disclose a particular,
and critical, piece of information. 63/ The OIP does not charge Respondents with having
withheld information from investors who requested it; it charges them with having failed to
present the information to investors who would have considered it significant in light of the other
information provided. The absence of evidence showing that Bradbury consciously rejected
suggestions that PennDOT's intended move should have been disclosed in the OS does not
negate his scienter; the need to disclose that information was so obvious that Bradbury must have
realized the danger of omitting it, even without having it brought to his attention by others. 64/

•

As noted above, however, we impose no liability with respect to the sales to Putnam, to
whom Bradbury disclosed information about PennDOT's intended move.
64/

Respondents argue that a finding of recklessness is inconsistent with Bradbury's actual
knowledge that others involved in the transaction never suggested that PennDOT's
intended move should be disclosed. However, whether or not others were culpable in
failing to ensure that the information about PennDOT's intended move was disclosed
does not exonerate Respondents.
We also reject Respondents' argument that the "comfort" they received from the
supplemental letter, in which Pepper Hamilton opined, among other things, that the
section of the OS captioned "Security and Sources of Payment for the 1998 Bonds" "fairly
described" the information provided therein, is inconsistent with a finding that they acted
recklessly with respect to the failure to disclose PennDOT's intended move. While
Pepper Hamilton opined that the security and sources of payment were fairly described,
the letter explicitly stated that the firm "[was] not passing upon" and "[did] not assume
any responsibility for" the completeness of the statements contained in the OS.
Similarly, the fact that Respondents received an opinion letter from LWM stating that
nothing "had come to [the firm's] attention" that would lead it to believe that the OS
contained material misstatements or omissions does not undercut the conclusion that they
acted recklessly in failing to disclose the intended move, because Bradbury did not inform
O'Neill about the move and did not inquire as to whether O'Neill was aware of it (which
he was not).
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Finally, it is well established that investing one's own funds, or the fund s of friends or family
members, does not negate scienter. 65/
Respondents argue that it is inconsistent to find that they acted with scienter while
various others involved with Forum Place were not charged with any violations, or, in the case of
DCGA, consented only to negligence-based violations. A refusal to prosecute is a "classic
illustration of a decision committed to agency discretion," and agency decisions about the best
use of staff time are a matter of proseeutorial judgment. 66/ Further, it is well established that
respondents who offer to settle may properly receive lesser sanctions than they otherwise might
have based on "pragmatic considerations such as the avoidance of time-and-manpowerconsuming adversary proceedings." 67I The Commission's decision not to charge certain others
involved in the Forum Place bond offering, or to accept an offer of settlement that includes
consent to a lesser violation, does not imply approval or exoneration of the conduct involved.
We thus conclude that Respondents willfully violated Section 17(a) of the Securities Act and
Section 1O(b) of the Exchange Act and Rule 1Ob-5 thereunder.
B.

Rule G-17 and Section 15B(c)(1 )

MSRB Rule G-17 imposes on brokers, dealers, and municipal securities dealers an
obligation to deal fairly and not to engage in any deceptive, dishonest, or unfair practice. 68/
Bradbury, as an associated person ofD & B, was also bound by this rule. 69/ We have held that

See,~'

65/

Gilbert F. Tuffli , Jr., 46 S.E.C. 401 , 405 (1 976) (stating that respondent's
"willingness to gamble with [his] own funds [gives him] no license to deceive others")
(citing cases); see also Alfred Miller, 43 S.E.C. 233, 238 (1966) ("Merely informing a
customer, whether he is a friend or former customer, that the stock is speculative, is not
sufficient disclosure of an issuer's adverse financial condition, and in any event cannot
excuse making false or misleading representations to him.") .

66/

Chicago Bd. of Trade v. SEC, 883 F.2d 525, 530-31 (7th Cir. 1989) (citations omitted).

67/

David A. Gringas, 50 S.E.C. 1286, 1293-94 (1 992) (citing Nassar & Co., 47 S.E.C. 20, 26
(1978), affd, 600 F.2d 180 (D.C. Cir. 1979)).

68/

The MSRB recently noted that Rule G-17 encompasses two basic principles: an antifraud
prohibition and a general duty to deal fairly even in the absence of fraud. The MSRB
stated that Rule G-17 "was implemented to establish a minimum standard of fair
conduct." Interpretative Notice Regarding Rule G-17, on Disclosure ofMaterial Facts
(Mar. 20, 2002).

691

See Wheat, First Sec., Inc. , Exchange Act Rel. No. 48378 (Aug. 20, 2003) 80 SEC
Docket 3406, 3421 n.29; Pryor, McClendon, Counts & Co., Exchange Act Rel. No.
48094 (June 26, 2003), 80 SEC Docket 1728, 1735.
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Rule G-17 can be violated, at a minimum, through negligent conduct. 70/ Under these
circumstances, in light of our finding that Respondents acted with scienter in connection with the
offer and sale ofForum Place bonds, we find that Respondents also violated Rule G-17 .
Exchange Act Section 15B(c)(1) prohibits any broker, dealer, or municipal securities
dealer from using the mails or interstate commerce "to effect any transaction in, or to induce or
attempt to induce the purchase or sale of, any municipal security in contravention of any rule of
the [MSRB]." 71 / Based on our findings above that D & B violated MSRB Rule G-17, we find
that D & B also willfully violated Section 15B(c)(1 ). 72/
To show that Bradbury aided and abetted D & B's violation of Section 15B(c)(1), the
Division was required to establish that (1) D & B committed the primary violation; (2) Bradbury
had a general awareness that his role was part of an overall activity that was improper; and (3)
Bradbury substantially assisted the primary violation. 73/ We have already found that D & B
violated Section 15B(c)(l), and our finding that Bradbury acted recklessly - that the omission of
the information about PennDOT's intended move posed a danger so obvious that he must have
been aware of it- is sufficient to establish his general awareness that his conduct was part of an
activity that was improper. 74/ Finally, Bradbury's use of the OS to market the bonds to
investors, while knowing of the omission of the information at issue, establishes that he
substantially assisted the primary violation. Thus, we find that Bradbury willfully aided and
abetted D & B's violation of Section 15B(c)(1). 75/

70/

Wheat, First Sec., 80 SEC Docket at 3425 (holding that MSRB Rule G-17 requires a
showing of at least negligence to establish an unfair practice violation); SEC v. Dain
Rauscher, Inc. , 254 F.3d 852, 856 (9th Cir. 2001) (holding that negligence satisfies the
standard for liability under MSRB Rule G-17).

71/

15 U.S.C. § 78Q-4(c)(1).

72/

See Wheat, First Sec., 80 SEC Docket at 3421.

73/

See Graham v. SEC, 222 F.3d 994, 1000 (D.C. Cir. 2000); Investors Research Corp. v.
SEC, 628 F.2d 168, 178 (D.C. Cir. 1980).

74/

See Howard, 376 F.3d at 1142-44 (holding that, in assessing liability for aiding and
abetting a securities law violation, awareness of wrongdoing may be established by
showing a danger so obvious that alleged aider and abettor must have been aware of it,
and considering obviousness of danger in analyzing scienter).

75/

Our finding that Bradbury aided and abetted D & B's violation necessarily makes him a
"cause" of that violation. See, M , Zion Capital Mgmt., LLC, Securities Act Rel. No.
8345 (Dec. 11 , 2003), 81 SEC Docket 3063, 3077 (citing Sharon M. Graham, 53 S.E.C.
1072, 1085 n.35 (1998), aff'd, 222 F.3d 994 (D.C. Cir. 2000)). Moreover, we may find
(continued ... )
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IV.
A.

Disgorgement, Civil Penalties, and Ability to Pay

Disgorgement is a remedy designed to deprive respondents of ill-gotten gains by forcing
them to give up the amount by which they were unjustly enriched by their misconduct. 76/ The
law judge ordered that Respondents disgorge a sum representing the difference between the price
at which they purchased the Forum Place bonds sold in the transactions at issue and the resale
price of those bonds. 77/ We conclude that this calculation of disgorgement is appropriate but
reduce the amount to $313,995.31, plus prejudgment interest, because we do not impose liability
for Respondents' sales to Putnam. 78/ Where, as here, two respondents "collaborate or have a
close relationship in engaging in the violations of the securities laws," joint and several liability
for the disgorgement of illegally obtained proceeds is often appropriate. 79/ Bradbury, the
chairman, chief executive officer, chief operating officer, and 38% owner of D & B, is intimately

75/

( ...continued)
that Bradbury acted willfully- as we do here -by finding that he knowingly engaged in
the conduct at issue, whether or not he knew that conduct violated the law. See, u, FuSung Peter Wu, Exchange Act Rel. No. 45694 (Apr. 4, 2002), 77 SEC Docket 922, 934
n.31 (citing Wonsover v. SEC, 205 F.3d 408, 415 (D.C. Cir. 2000)).

76/

SEC v. Blavin, 760 F.2d 706, 713 (6th Cir. 1985) (citing SEC v. Commonwealth Chern.
Sec., Inc., 574 F.2d 90, 102 (2d Cir. 1978)).

77I

The law judge ordered disgorgement in the amount of $482,560.50: $31,000 for the
Series B bonds and $451,562.50 for the Series A bonds. Because we do not impose
liability for the sale of bonds to Putnam, to whom Bradbury disclosed PennDOT's
anticipated departure, we have accordingly reduced the latter figure by $168,567.19, the
difference between the purchase and resale prices of the almost $27 million of Series A
bonds sold to Putnam.

78/

Although Respondents argue that the prejudgment interest ordered by the law judge is
excessive given the period of time tolled by the agreement between the parties,
Respondents explicitly agreed, in the tolling agreement they executed, not to seek to
"avoid or reduce any sanctions or relief to be imposed" in these proceedings.
Nonetheless, our conclusion that liability should not be imposed for the sale ofbonds to
Putnam results in a reduction in the amount of prejudgment interest imposed.

79/

SEC v. First Pac. Bancorp, 142 F.3d 1186, 1191-92 (9th Cir. 1998) (holding that the
"close relationship" warranting joint and several liability existed because the individual
defendant was chairman of the board, chief executive officer, and majority shareholder of
the corporate co-defendant); see also SEC v. Great Lakes Equities Co., 775 F. Supp. 211 ,
214 (E.D. Mich. 1991) (finding that, where the actions of an individual respondent are
"inextricably interwoven" with the actions of a corporate respondent, joint and several
liability for payment of the disgorgement is appropriate).

•
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related to his co-respondent company, and his actions serve as the basis forD & B's liability.
Nevertheless, the record is unclear as to whether Bradbury personally received commissions or
other direct benefit from the sale of the Forum Place bonds. 80/ Therefore, under the
circumstances, we have determined, in our discretion, to impose liability for the disgorgement
amount only on D & B. .81.1
Section 21 B of the Exchange Act allows the imposition of civil money penalties in
administrative proceedings where respondents have willfully violated or willfully aided and
abetted any violations of the Securities Act, the Exchange Act, or the rules and regulations
thereunder, and where such penalties are in the public interest. 82/ For each act or omission
involving fraud that "directly or indirectly resulted in substantial losses or created a significant
risk of substantial losses to other persons," third-tier civil penalties may be warranted. We find
that a civil penalty against Respondents is in the public interest and that third-tier penalties are
appropriate because Respondents' activities created a significant risk of substantial losses.
The Division sought civil penalties of $550,000 against D & B and $110,000 against
Bradbury, amounts that equal the statutory maximum for each violation in the third tier. 83/
Although the facts of this case could have supported penalties of at least the amount requested by
the Division, we find that penalties in the amounts of $400,000 against D & B and $82,000
against Bradbury are appropriate, taking into consideration Respondents' prior lack of
disciplinary history and the need to deter misconduct by others. 84/
D&B argues that its financial condition has materially changed since the Forum Place
bond offering, and that it is no longer in a position to satisfy the disgorgement, interest, and
penalty amounts ordered by the law judge. It argues that "since the Forum Place transaction
occurred," its financial health has declined due to "the proceedings themselves, the Division's
lengthy delay in issuing the OIP[,] and the negative publicity caused by the Division's allegations
against [Respondents]." Bradbury has not claimed that he is unable to pay any monetary

80/

We are mindful of the fact that disgorgement is intended to be remedial, not punitive, in
nature. See SEC v. Blatt, 583 F.2d 1325, 1335 (5th Cir. 1978) .

.811

We note that, to the extent Bradbury, as a part-owner ofD & B, benefitted indirectly from
the sale of the Forum Place bonds, he will likely be impacted indirectly by the
disgorgement assessed against the firm. We consider this an appropriate result.

82/

15 U.S.C. § 78u-2.

83/

See Debt Collection hnprovement Act of 1996, Pub. L. No. 104-134, title III, §31 001;
17 C.F.R. § 201.1001.

84/

These penalty amounts, which are the same as those imposed by the law judge, have not
been appealed by either party and are well within the statutory maximum for third-tier
penalties.
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sanctions levied against him at this time, but "reserves the right to make such an argument once
the issue [of joint and several liability] is ultimately determined."
We have held that, "since the respondent carries the burden of demonstrating an inability
to pay, financial information supporting that argument must be presented before the law judge,
who may then require the filing of sworn financial statements." 851 We also have held that an
argument regarding a respondent's inability to pay may be waived if not raised before the law
judge. 861 Under the circumstances, we conclude that Bradbury, who did not raise this issue
below, does not raise it now, and has not provided any evidence in support of such a claim, has
waived any argument regarding his ability to pay monetary sanctions. 87I
D & B also failed to raise its claim of inability to pay before the law judge and, like
Bradbury, has not offered any grounds for that failure. D & B requests for the first time in this
proceeding that we consider as evidence its audited reports filed annually with the Commission
pursuant to Exchange Act Section 17 881 and Rule 17a-5 thereunder. 891 The requirements of
Rule of Practice 41 O(c), 901 however- which states that any "person who files a petition for
review of an initial decision that asserts inability to pay either disgorgement, interest or a penalty
shall file with its opening brief a sworn financial disclosure statement containing the information
specified in [Rule of Practice) 630(b)"- are mandatory, not permissive, 2.1/ and the reports to
which D & B directs our attention do not satisfy these requirements . In any event, the

851

Brian A. Schmidt, Exchange Act Rei. No. 45330 (Jan. 24, 2002), 76 SEC Docket 2255,
2273.

87I

We have further recognized that there may be instances where a respondent can satisfy
the standards presented in Rule of Practice 452, 17 C.F.R. § 201.452, regarding new
evidence concerning its financial situation that the party had "reasonable grounds for
fail[ing] to adduce" earlier in the proceeding. See Schmidt, 76 SEC Docket at 2273.
Under such circumstances- not present here- we may consider a claim of inability to
pay that the respondent had not raised before the law judge.

881

15 U.S.C. § 78q.

891

17 C.F.R. § 240.17a-5.

901

17 C.F.R. § 201.410(c).

2.1/

See Terence Michael Coxon, Order Denying Motion to Delay Submission of Claim of
Inability to Pay and Requesting Additional Briefs, Exchange Act Rei. No. 42485 (Mar. 2,
2000), 71 SEC Docket 2257.
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information in D & B's reports does not indicate that D & B is unable to pay the monetary
sanctions imposed herein. 92/
B.

Cease-and-Desist Order

Securities Act Section 8A( a) and Exchange Act Section 21 C authorize the Commission to
impose a cease-and-desist order upon any person who "is violating, has violated, or is about to
violate" any provision of either of these acts or any rule or regulation thereunder, or against any
person who "is, was, or would be a cause of [a] violation" due to an act or omission the person
"knew or should have known would contribute to such a violation." 93/ In determining whether
a cease-and-desist order is an appropriate sanction, we look to whether there is some risk of
future violations. 94/ The risk of future violations required to support a cease-and-desist order is
significantly less than that required for an injunction. 95/ A single egregious violation can be
sufficient to indicate some risk of future violation. 96/ We also consider whether other factors
demonstrate a risk of future violations. Beyond the seriousness of the violation, these include the
isolated or recurrent nature of the violation, whether the violation is recent, the degree of harm to
investors or the marketplace resulting from the violation, the respondent's state of mind, the
sincerity of assurances against future violations, recognition of the wrongful nature of the
conduct, opportunity to commit future violations, and the remedial function to be served by the
cease-and-desist order in the context of any other sanctions sought in the proceeding. 97I Not all
of these factors need to be considered, and none of them, by itself, is dispositive.

92/

To the extent D & B may be attempting to argue that its financial condition has suffered a
"substantial reverse" since the hearing, see Terry T. Steen, 53 S.E.C. 618, 628 n.26
(1998), we find that the annual reports D & B asked us to consider do not establish such a
financial reversal. Further, although we have taken official notice ofD & B's filing of a
Form BDW subsequent to the completion of the briefing schedule and oral argument in
this case, see supra note 1, neither party has addressed the extent to which that filing
affects D & B's ability to pay disgorgement, interest, or a fine . As indicated, the burden
was on D & B to do so. We therefore lack a basis for making findings regarding the
impact of the Form BDW on D & B's financial situation and ability to pay.

93/

15 U.S.C. §§ 77A(a), 78u-3.

94/

KPMG Peat Marwick LLP, 54 S.E.C. 1135, 1185 (2001), reconsideration denied, 74 SEC
Docket 1351 (Mar. 8, 2001), petition denied, 289 F.3d 109 (D.C. Cir. 2002).

95/

KPMG, 54 S.E.C. at 1191.

96/

See Geiger v. SEC, 363 F.3d 481, 489 (D.C. Cir. 2004).

97/

KPMG, 54 S.E.C. at 1192.
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Here, Respondents knew of the central importance ofPennDOT's tenancy to the financial
viability of the Forum Place bonds, but the POS, the OS, and the accompanying projections they
distributed to investors omitted any mention ofPennDOT's intent to vacate Forum Place once the
Keystone Building was completed. The omission of this information deprived investors of a
material fact as they considered the purchase of the bonds, and the omission rendered disclosures
that were made misleading. The investors to whom PennDOT's intent to move was not disclosed
were harmed by the omission and by the consequently misleading disclosures.
As found above, Respondents acted recklessly in offering and selling the Forum Place
bonds based on offering documents that failed to include information about PennDOT's intended
move. Respondents provide no assurances that they would avoid future violations by acting
differently under similar circumstances. Bradbury has been employed by D & B since high
school, and his continuing involvement in the securities industry presents an opportunity to
commit future violations. Although we have ordered disgorgement and the payment of civil
penalties, the issuance of a cease-and-desist order should serve the remedial purpose of
encouraging Respondents to take their responsibilities more seriously in the future. 98/
We find that the record as a whole, especially the evidence with regard to the seriousness
of the violation, the lack of assurances against future violations, and the opportunity to commit
future violations, establishes a sufficient risk that Respondents would commit future violations to
warrant imposition of a cease-and-desist order. 99/ Based on all of these factors, we find a ceaseand-desist order to be in the public interest. 100/
C.

Creation of Fair Fund

Section 308(a) of the Sarbanes-Oxley Act of2002 authorizes the Commission, in an
administrative action brought under the federal securities laws, to create a fund into which civil

98/

See McCurdy v. SEC, 396 F.3d 1258, 1265 (D.C. Cir. 2005) (recognizing that order
suspending auditor from practice before the Commission for one year had remedial
purpose of encouraging more rigorous compliance with generally accepted auditing
standards in the future).

99/

We reach this conclusion despite our findings that the violation at issue was not recent
and was not recurrent.

100/

D & B's filing of an application to terminate its broker-dealer registration, which remains
pending, does not alter our conclusion that the potential for further violations exists even
ifD & B's registration is terminated.
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penalties and disgorgement funds may be paid for the benefit of persons harmed by the
violations. 101 / The Division asks us to create such a fund, and Respondents do not oppose its
request. We therefore direct that the civil penalties and disgorgement funds ordered in this
matter be paid into a fund to benefit investors harmed by the violations we have found above.
An appropriate order will issue. 102/
By the Commission (Chairman COX and Commissioners GLASSMAN, CAMPOS, and
NAZARETH; Commissioner ATKINS not participating).

Nancy M. Morris
Secretary

~
8)1:

~

nn 1ay\or
J. ~~ant secretary
ASS\S'l .

101 /

15 U.S .C. § 7246(a). We have recently amended our Rules ofPractice to make clear that
law judges have the authority to create such funds in appropriate circumstances. See
Adoption of Amendments to the Rules of Practice and Related Provisions and
Delegations of Authority of the Commission, 70 Fed. Reg. 72,566 (Dec. 5, 2005) (final
rule).

102/

We have considered all of the parties' contentions. We have rejected or sustained them to
the extent that they are inconsistent or in accord with the views expressed in this opinion.
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On the basis of the Commission's opinion issued this day, it is
ORDERED that Dolphin and Bradbury, Incorporated ("D & B") and Robert J. Bradbury
cease and desist from committing or causing any violations or future violations of Section 17(a)
of the Securities Act of 1933, Sections 10(b) and 15B(c)(l) of the Securities Exchange Act of
1934 (including failing to deal fairly with all persons and engaging in any deceptive, dishonest,
or unfair practice under Rule G-17 of the Municipal Securities Rulemaking Board) and Rule
1Ob-5 thereunder; and it is further
ORDERED that D & B disgorge the amount of$313,995 .31, plus prejudgment interest as
calculated in accordance with Commission Rule of Practice 600(b); and it is further
ORDERED that D & B pay a civil money penalty of $400,000 and that Bradbury pay a
civil money penalty of $82,000; and it is further
ORDERED that the amounts of disgorgement and civil money penalties be used to create
a "Fair Fund" for the benefit of investors pursuant to Commission Rules of Practice 1100-11 06;
and it is further
ORDERED that the Division of Enforcement submit to the Commission a proposed plan
for the administration and distribution of funds in the Fair Fund established in this order no later

2
than 60 days after payment of the amounts due and any appeals of this Order have been waived
or are no longer available.
Payment of the amount to be disgorged and the civil money penalties shall be: (i) made
by United States postal money order, certified check, bank cashier's check, or bank money order;
(ii) made payable to the Securities and Exchange Commission; (iii) mailed or delivered by hand
to the Office of Financial Management, Securities and Exchange Commission, Operations
Center, 6432 General Green Way, Alexandria, VA 22312; and (iv) submitted under cover letter
that identifies respondents and the file number of this proceeding.
A copy of the cover letter and check shall be sent to Amy J. Greer, counsel for the
Division of Enforcement, Securities and Exchange Commission, Philadelphia District Office,
The Mellon Independence Center, 701 Market Street, Philadelphia, PA 19106-1532.
By the Commission.
Nancy M. Morris
Secretary

By~ J. Lynn Tay\or r ,
Assistant Secreta 'i

.

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 8720 I July 13, 2006
SECURITIES EXCHANGE ACT OF 1934
Release No. 54139 I July 13, 2006
Administrative Proceeding
File No. 3-12365
ORDER INSTITUTING
ADMINISTRATIVE AND CEASEAND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND
IMPOSING REMEDIAL SANCTIONS
AND A CEASE-AND-DESIST ORDER
PURSUANT TO SECTION 8A OF
THE SECURITIES ACT OF 1933 AND
SECTIONS 15(b) AND 21C OF THE
SECURITIES EXCHANGE ACT OF
1934

In the Matter of
IFMG SECURITIES, INC.,
Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in
the public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Section 8A of the Securities Act of 1933 ("Securities Act") and Sections
15(b) and 21C of the Securities Exchange Act of 1934 ("Exchange Act") against IFMG
Securities, Inc. ("IFMG").
II.

In anticipation ofthe institution of these proceedings, IFMG has submitted an Offer of
Settlement (the "Offer") which the Commission has determined to accept. Solely for the purpose
of these proceedings and any other proceedings brought by or on behalf of the Commission, or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission's jurisdiction over it and the subject matter of these proceedings, IFMG
consents to the entry of this Order Instituting Administrative and Cease-and-Desist Proceedings,
Making Findings, and Imposing Remedial Sanctions and a Cease-and-Desist Order Pursuant to
Section 8A ofthe Securities Act of 1933 and Sections 15(b) and 21C ofthe Securities Exchange
Act of 1934 ("Order"), as set forth below.

III.

On the basis of this Order and IFMG's Offer, the Commission finds that:
Respondent

1.
IFMG Securities, Inc. and/or its predecessor, Liberty Securities Corp., has been
registered with the Commission as a broker-dealer pursuant to Section 15 of the Exchange Act
since 1983 . It is also a member ofthe National Association of Securities Dealers ("NASD").
IFMG' s principal offices are located in Purchase, New York. IFMG is a subsidiary of Sun Life
Financial (U.S.) Holdings, Inc. which is in turn, a subsidiary of Sun Life Financial Inc., a
publicly held corporation headquartered in Toronto, Canada. IFMG is affiliated with a thirdparty marketer of mutual funds and insurance products, which sets up programs with depository
institutions such as banks and savings and loan associations to allow those institutions to offer
securities to their customers. IFMG's approximately 700 registered representatives sell mutual
funds, variable insurance products and general securities in the lobbies of depository institutions
nation-wide. IFMG has over 700 registered branch offices nation-wide, and all but two of its
branch offices are physically located in the lobbies of depository institutions.
Overview

2.
From at least January 2000 through November 2003, IFMG gave preferred sales
treatment to certain mutual fund complexes and certain variable insurance product issuers which
participated in its revenue sharing program (the "Preferred Program"). Revenue sharing is a form
of additional compensation, over and above regular commissions and distribution fees, which is
typically paid by mutual fund advisers and insurers to broker-dealers for sales of the mutual
funds or variable insurance products.
3.
Under the Preferred Program, in exchange for revenue sharing payments, IFMG
provided participating mutual fund families and insurers ("Preferred Families") preferential sales
treatment, including increased access to its registered representatives and sales managers and
placement on its preferred list. IFMG also paid enhanced compensation to its registered
representatives for sales of certain of the Preferred Families' products. However, IFMG, in
violation of Section 17(a)(2) of the Securities Act and Rule lOb-10 under the Exchange Act,
failed to adequately disclose to its customers the existence of its Preferred Program and the
potential conflict of interest created by these payments.
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IFMG's Preferred Proeram
4.
From at least January 2000 through November 2003, five mutual fund families
participated in IFMG's Preferred Program.
5.
Each of these mutual fund families made revenue sharing payments to IFMG in
varying amounts in exchange for preferential sales treatment. IFMG received two types of
revenue sharing payments from these mutual fund families: fees based on total assets under
management (asset-based fees) and fees based on new sales (sales-based fees). IFMG generally
received between .1 % and .18% ofnew sales and between .03% to .05% ofthe funds' assets
under management. Most of these payments were made to IFMG in cash from the distributor or
the adviser. However, one mutual fund family made its revenue sharing payments to IFMG via
directed brokerage commissions. 1 Sales of mutual funds from the Preferred Families accounted
for approximately 81% of IFMG' s total sales in 2000, 88% of its total sales in 2001 , 89% of its
total sales in 2002, and 87% of its total sales in 2003.
From at least January 2000 through November 2003, between six and twelve
· 6.
insurers offering variable insurance products, at various times, participated in IFMG 's Preferred
Program. IFMG received revenue sharing payments from these insurers that generally ranged
from .1% to 1% on sales of new contracts, with an average payment of .5%. Payments were
generally made in cash by the insurer.
7.
The revenue sharing payments that IFMG received were in addition to standard
fees paid by the respective mutual funds and insurers such as sales charges, commissions and
distribution fees paid out of fund assets pursuant to a Rule 12b-1 Plan.
8.
Revenue sharing was a factor, among others, in IFMG's selection and retention of
mutual fund families and insurers for participation in the Preferred Program. In fact, IFMG
informed some insurers that the payment of .5% in revenue sharing on new contracts was
required to be considered for IFMG's Preferred Program. At least one insurer was removed from
IFMG's Preferred Program after it reduced its revenue sharing payments to less than .5%. IFMG
did not offer any variable insurance products from insurers that did not participate in the
Preferred Program; in most cases, insurers that were included in the Preferred Program made
revenue sharing payments. In most cases, mutual fund providers that were included in the

1

Directed brokerage refers to the practice of fund advisers "directing" mutual fund brokerage
transactions to broker-dealer firms as a reward for sales the broker-dealer makes of that adviser 's funds.
The brokerage commissions on the directed brokerage are used to reduce the adviser' s revenue sharing
obligations to the broker-dealer and are paid out of fund assets.
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Preferred Program made revenue sharing payments, while mutual fund providers that were not
included in the Preferred Program did not make revenue sharing payments.
9.
As part of the Preferred Program, IFMG provided financial incentives to its
registered representatives to sell funds from the Preferred Families over other funds . IFMG
reduced the commission it paid to its registered representatives for the sale of products whose
advisers or insurers did not participate in its Preferred Program. Specifically, IFMG reduced the
sales commission paid to its registered representatives for the sale of non-preferred products by
approximately 33%. In March 2000, IFMG infonned its sales staff that the reason that IFMG
implemented this differential compensation policy was because some mutual fund families and
insurers provided "either sub-par service and/or less than competitive financial support." IFMG
discontinued its differential compensation policy in December 2003.
Preferred Families participating in IFMG's Preferred Program received other
10.
forms of preferential sales treatment which were not available to the non-Preferred Families.
First, the Preferred Families were placed on a preferred list which was then distributed to IFMG's
sales personnel as a means of encouraging sales of their products. Second, the Preferred Families
were given prominent billing in new business presentations to potential and existing clients
(typically depository institutions) and at least some of the Preferred Families were listed on
IFMG's website. Third, IFMG gave the Preferred Families enhanced access to sales and other
meetings attended by its sales managers, its registered representatives, and/or its depository
institution clients. Finally, IFMG allowed representatives :from the Preferred Families to call or
meet with IFMG's registered representatives.

IFMG Did Not Adequately Disclose its Revenue Sharing Program to its Customers
11 .
During the relevant period, IFMG made statements on its website indicating that it
used certain criteria in selecting its Preferred Families. IFMG's website stated that, "[e]ach
mutual fund on our preferred list has been evaluated utilizing the stringent requisites developed
by Independent Financial and IFMG Securities, Inc. (IFMGSI). Specifically, we review each
fund provider concentrating on its longevity, size, quality, focus and breadth." IFMG's website
also stated that its preferred products "are regularly reviewed, using stringent criteria regarding .
performance, service, breadth of product, and fees." Although IFMG's website was accessible to
the public, the intended audience were potential depository institution clients, not brokerage
clients.
12.
During the relevant period, IFMG did not adequately disclose to its customers
who purchased mutual fund shares or variable insurance products the existence of the Preferred
Program and IFMG's receipt of revenue sharing payments pursuant to the Preferred Program.
During the relevant period, IFMG also did not adequately disclose that it considered revenue
sharing payments in selecting participants for the Preferred Program. IFMG also did not
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adequately disclose the dimensions of the potential conflicts of interest created by these
payments.
13 .
Instead, IFMG relied on disclosures made by the Preferred Families themselves in
prospectuses and Statements of Additional Information ("SAis") to satisfy its disclosure
obligations regarding the revenue sharing payments and its Preferred Program? During the
relevant period, these documents failed to disclose to IFMG's customers adequate information
about the source and the amount of the revenue sharing payments to IFMG and the dimension of
the resulting potential conflicts of interest.
14.

As a result of the conduct described above, IFMG willfully violated :

a.
Section 17(a)(2) of the Securities Act, which provides that it is "unlawful for any
person in the offer or sale of any securities . .. by the use of any means or instruments of
transportation or communication in interstate commerce or by use of the mails, directly or
indirectly ... to obtain money or property by means of any untrue statement of material fact or
any omission to state a material fact necessary in order to make the statements made, in the light
and circumstances under which they were made, not misleading;" and
b.
Rule 1Ob-1 0 under the Exchange Act, which provides in pertinent part that it is
"unlawful for any broker or dealer to effect for or with an account of a customer any transaction
in, or to induce the purchase or sale by such customer of, any security .. . unless such broker or
dealer, at or before completion of such transaction, gives or sends to such customer written
notification disclosing .. . [t]he source and amount of any other remuneration received or to be
received by the broker in connection with the transaction."
Neither Section 17(a)(2) nor Rule 10b-10 requires a showing ofscienter. 4
Undertakines

15.

IFMG undertakes the following:

2

While mutual fund distributors are required to provide customers with a prospectus, they are
not required to provide an SAl unless a customer requests a copy.
3

"Willfully" as used in this Order means intentionally committing the act which constitutes the
violation. See Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000); Tager v. SEC, 344 F.2d 5, 8 (2d
Cir. 1965). There is no requirement that the actor also be aware that he is violating one of the Rules or
Acts. Id.
4

Scienter refers to a "mental state embracing intent to deceive, manipulate, or defraud ." Ernst &
Ernst v. Hochfelder, 425 U.S. 185 , 193 (1976) .
5

(a)
IFMG shall place and maintain on its website, within 15 days from the date of
entry of the Order, disclosures regarding its revenue sharing program to include, if applicable: (i)
the existence of the program; (ii) the fund complexes and insurers participating in the program;
(iii) the maximum amount of payment that IFMG receives, expressed in basis points, in
connection with the fund complexes' and insurers ' participation in the program; and (iv) the
source of such payments. IFMG shall make this information available via a hyper link on the
home page of its website.
(b)
IFMG shall retain, within 45 days from the date of entry of the Order, the services
of an Independent Consultant, who is not unacceptable to the Commission's staff. IFMG shall
require the Independent Consultant to perform all of the services and tasks described below.
IFMG shall exclusively bear all costs, including compensation and expenses, associated with the
retention and performance of the Independent Consultant.
(c)
IFMG shall retain and shall require the Independent Consultant to conduct a
comprehensive review of (i) the completeness of the disclosures regarding IFMG ' s revenue
sharing program; and (ii) the policies and procedures relating to IFMG's recommendations to its
customers of mutual funds and variable insurance products in the revenue sharing program.
IFMG shall retain the Independent Consultant to recommend policies and procedures that address
deficiencies, if any, in these areas.
(d)
IFMG shall further retain and require the Independent Consultant to prepare and,
within 90 days from the date of entry of the Order, submit to IFMG and the Commission's staff
an Initial Report. The Initial Report shall address, at a minimum: (i) the adequacy of the
disclosures regarding IFMG's revenue sharing program; (ii) the adequacy of the policies and
procedures regarding IFMG ' s recommendations and disclosures to its customers of mutual funds
and variable insurance products in its revenue sharing program. The initial report must include a
description of the review performed, the conclusions reached, and the Independent Consultant's
recommendations for policies and procedures to address any deficiencies identified, an effective
system for implementing the recommended policies and procedures and an effective system for
establishing and maintaining written records that evidence compliance with the recommended
policies and procedures.
(e)
Within 100 days from the date of entry of the Order, IFMG shall in writing advise
the Independent Consultant and the Commission's staff of the recommendations from the Initial
Report that it is adopting and the recommendations that it considers unnecessary or
inappropriate. With respect to any recommendations that IFMG considers unnecessary or
inappropriate, IFMG shall explain why the objective or purpose of such recommendation is
unnecessary or inappropriate or provide in writing an alternative policy, procedure or system
designed to achieve the same objective.
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(f)
With respect to any recommendation about which IFMG and the Independent
Consultant do not agree IFMG shall attempt in good faith to reach an agreement with the
Independent Consultant within 120 days from the date of entry of the Order. In the event the
Independent Consultant and IFMG are unable to agree on an alternative proposal, IFMG shall
abide by the recommendation of the Independent Consultant.

(g)
IFMG shall further retain and shall require the Independent Consultant to
complete the aforementioned review and submit a written Final Report to IFMG and to the
Commission's staffwithin 140 days from the date of entry ofthe Order. The Final Report must
recite the efforts the Independent Consultant undertook to review: (i) IFMG's disclosures
regarding its revenue sharing program; and (ii) the policies and procedures regarding IFMG's
recommendations of the mutual funds and variable insurance products in its revenue sharing
program. The Final Report shall also set forth in detail the Independent Consultant's
recommendations and a reasonable time frame(s), not to exceed 180 days from the date of entry
of the Order, for IFMG to implement its recommendations. The Final Report must also describe
how IFMG proposes to implement those recommendations within the time period(s) set forth in
the Final Report.
(h)
IFMG shall take all necessary and appropriate steps to adopt and implement all
recommendations and proposals contained in the Independent Consultant's Final Report.
(i)
To ensure the independence of the Independent Consultant, IFMG: (i) shall not
have the authority to terminate the Independent Consultant, without the prior written approval of
the Commission's staff; (ii) shall compensate the Independent Consultant, and persons engaged
to assist the Independent Consultant, for services rendered pursuant to the Order at their
reasonable and customary rates; and (iii) shall not be in and shall not have an attorney-client
relationship with the Independent Consultant and shall not seek to invoke the attorney-client or
any other doctrine or privilege to prevent the Independent Consultant from transmitting any
information, reports or documents to the Commission or the Commission's staff.
(j)
To further ensure the independence of the Independent Consultant, for the period
of the engagement and for a period of two years from the completion of the engagement, IFMG,
its present or former affiliates, directors, officers, employees, and agents acting in their capacity
shall not enter into any employment, consultant, attorney-client, auditing or other professional
relationship with the Independent Consultant. Further, IFMG, its present or former affiliates,
directors, officers, employees, and agents acting in their capacity shall not enter into any
employment, consultant, attorney-client, auditing or other professional relationship with any fim1
with which the Independent Consultant is affiliated in performance of his or her duties under the
Order, or agents acting in their capacity, for the period of the engagement and for a period of two
years after the engagement without prior written consent of the Commission's staff.
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(k)
IFMG shall cooperate fully with the Independent Consultant and shall provide the
Independent Consultant with prompt access to IFMG's files, books, records and personnel as the
Independent Consultant reasonably deems necessary or appropriate in fulfilling any function or
completing any task described in these undertakings.

(1)
For good cause shown, and upon receipt of a timely application from the
Independent Consultant or IFMG, the Commission's staff may extend any of the procedural dates
set forth above.
IV.
In view of the foregoing, the Commission deems it appropriate and in the public interest
to impose the sanctions agreed to in Respondent IFMG's Offer.
Accordingly, pursuant to Section 8A ofthe Securities Act and Sections 15(b) and 21C of
the Exchange Act, it is hereby ORDERED that:
A.
IFMG shall cease and desist from committing or causing any violations and any
future violations of Section 17(a)(2) of the Securities Act and Rule 10b-10 under the Exchange
Act;

B.

IFMG is censured;

C.
IFMG shall, within 30 days from the date of the entry of the Order, pay
disgorgement and prejudgment interest in the amount of $2,827,408 to the United States
Treasury. Such payment shall be: (A) made by United States postal money order, certified check,
bank cashier's check or bank money order; (B) made payable to the Securities and Exchange
Commission; (C) hand delivered or mailed to the Office ofFinancia1 Management, Securities
and Exchange Commission, Operations Center, 6432 General Green Way, Stop 0-3, Alexandria,
VA 22312; and (D) submitted under cover letter that identifies IFMG as a Respondent in these
proceedings, the file number of these proceedings, a copy of which cover letter and money order
or check shall be sent to David P. Bergers, District Administrator, Securities and Exchange
Commission, 33 Arch Street, 23rct Floor, Boston, MA 02110;
D.
IFMG shall, within 30 days from the date of the entry of the Order, pay a civil
money penalty in the amount of $1 million to the United States Treasury. Such payment shall be:
(A) made by United States postal money order, certified check, bank cashier's check or bank
money order; (B) made payable to the Securities and Exchange Commission; (C) hand delivered
or mailed to the Office of Financial Management, Securities and Exchange Commission,
Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D)
submitted under cover letter that identifies IFMG as a Respondent in these proceedings, the file
number of these proceedings, a copy of which cover letter and money order or check shall be sent
8

to David P. Bergers, District Administrator, Securities and Exchange Commission, 33 Arch
Street, 23rd Floor, Boston, MA 0211 0; and
E.

IFMG shall comply with the undertakings enumerated in Section III.B.15. above.

By the Commission.

Nancy M. Morris
Secretary

C)w'rJt . ~.
By: (Jiu M. Peterson
Assistant Secretary
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SECURITIES AND EXCHANGE COMMISSION
17 CFR PART 242
[Release No. 34-54154; File No. S7-12-06]
RIN 3235-AJ57
Amendments to Regulation SHO
AGENCY: Securities and Exchange Commission.
ACTION: Proposed rule.
SUMMARY: The Securities and Exchange Commission is proposing amendments to

Regulation SHO under the Securities Exchange Act of 1934 (Exchange Act). The proposed
amendments are intended to further reduce the number of persistent fails to deliver in certain
equity securities, by eliminating the grandfather provision and narrowing the options market
maker exception. The proposals also are intended to update the market decline limitation
referenced in Regulation SHO.
DATES: Comments should be received on or before [insert date 60 days after publication in the

Federal Register].
ADDRESSES: Comments may be submitted by any of the following methods:

Electronic Comments:
•

Use the Commission's Internet comment form

(http://'vvww.sec.gov/rules/proposed.shtml); or
•

Send an e-mail to rule-comments@sec.gov. Please include File Number S7-12-06 on the

subject line; or
•

Use the Federal eRulemaking Portal (http://www. regulations .gov). Follow the

instructions for submitting comments.

•

Paper Comments:
• Send paper comments in triplicate to Nancy M. Morris, Secretary, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to File Number S7-12-06. This file number should be included on
the subject line if e-mail is used. To help us process and review your comments more efficiently,
please use only one method. The Commission will post all comments on the Commission's
Internet Web site (http://www.sec.gov/rules/proposed.shtml). Comments are also available for
public inspection and copying in the Commission's Public Reference Room, 100 F Street, NE,
Washington, DC 20549-1090. All comments received will be posted without change; we do not
edit personal identifying information from submissions. You should submit only information
that you wish to make available publicly.
FOR FURTHER INFORMATION CONTACT: James A. Brigagliano, Acting Associate

Director, Josephine J. Tao, Branch Chief, Joan M. Collopy, Special Counsel, Lillian S. Hagen,
Special Counsel, Elizabeth A. Sandoe, Special Counsel, Victoria L. Crane, Special Counsel,
Office of Trading Practices and Processing, Division of Market Regulation, at (202) 551-5720, at
the Securities and Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.
SUPPLEMENTARY INFORMATION: The Commission is requesting public comment on

proposed amendments to Rules 200 and 203 ofRegulation SHO [17 CFR 242.200 and 242.203]
under the Exchange Act.
I.

Introduction

Regulation SHO, which became fully effective on January 3, 2005, provides a new
regulatory framework governing short sales. 1 Among other things, Regulation SHO imposes a

See Securities Exchange Act Release No. 50 I 03 (July 28, 2004), 69 FR 48008 (August 6, 2004) ("Adopting
Release"), available at http://www.sec.gov/rules/final/34-50103 .htm. For more information on Regulation
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close-out requirement to address problems with failures to deliver stock on trade settlement date
and to target abusive "naked" short selling (~, selling short without having stock available for
delivery and intentionally failing to deliver stock within the standard three-day settlement period)
in certain equity securities. 2 While the majority of trades settle on time/ Regulation SHO is
intended to address those situations where the level of fails to deliver for the particular stock is
so substantial that it might harm the market for that security. These fails to deliver may result
from either short sales or long sales of stock.

4

SHO, see "Frequently Asked Questions" and "Key Points about Regulation SHO'' (at
http://www.sec.gov/spotlight/shortsales.htrn).
A short sale is the sale of a security that the seller does not own or any sale that is consummated by the delivery
of a security borrowed by, or for the account of, the seller. In order to deliver the security to the purchaser, the
short seller may borrow the security, typically from a broker-dealer or an institutional investor. The short seller
later closes out the position by purchasing equivalent securities on the open market, or by using an equivalent
security it already owns, and returning the security to the lender. In general, short selling is used to profit from
an expected downward price movement, to provide liquidity in response to unanticipated demand, or to hedge
the risk of a long position in the same security or in a related security.
Generally, investors must complete or settle their security transactions within three business days. This
settlement cycle is known as T+3 (or "trade date plus three days") . T+3 means that when the investor purchases
a security, the purchaser's payment must be received by its brokerage firm no later than three business days
after the trade is executed. When the investor sells a security, the seller must deliver its securities, in
certificated or electronic form, to its brokerage firm no later than three business days after the sale. The threeday settlement period applies to most security transactions, including stocks, bonds, municipal securities,
mutual funds traded through a brokerage fmn, and limited partnerships that trade on an exchange. Goverrunent
securities and stock options settle on the next business day following the trade. Because the Commission
recognized that there are many legitimate reasons why broker-dealers may not deliver securities on settlement
date, it designed and adopted Rule 15c6-l, which prohibits broker-dealers from effecting or entering into a
contract for the purchase or sale of a security that provides for payment of funds and delivery of securities later
than the third business day after the date of the contract unless otherwise expressly agreed to by the parties at
the time of the transaction. 17 CFR 240.15c6-l . However, fai lure to deliver securities on T + 3 does not violate
the rule.
According to the National Securities Clearing Corporation (NSCC), on an average day, approximately 1% (by
dollar value) of all trades, including equity, debt, and municipal securities, fail to settle. In other words, 99%
(by dollar value) of all trades settle on time. The vast majority of these fails are closed out within five days
after T+3.
There may be many reasons for a fail to deliver. For example, human or mechanical errors or processing delays
can result from transferring securities in physical certificate rather than book-entry form, thus causing a failure
to deliver on a long sale within tl1e normal three-day settlement period. Also, broker-dealers that make a market
in a security ("market makers") and who sell short thinly-traded, illiquid stock in response to customer demand
may encounter difficulty in obtaining securities when the time for delivery arrives.
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The close-out requirement, which is contained in Rule 203(b)(3) ofRegulation SHO,
applies only to broker-dealers for securities in which a substantial amount of fails to deliver have
occurred (also known as "threshold securities"). 5 As discussed more fully below, Rule 203(b)(3)
of Regulation SHO includes two exceptions to the mandatory close-out requirement. The first is
the "grandfather" provision, which excepts fails to deliver established prior to a security
becoming a threshold security; 6 and the second is the "options market maker exception," which
excepts any fail to deliver in a threshold security resulting from short sales effected by a
registered options market maker to establish or maintain a hedge on options positions that were
created before the underlying security became a threshold security. 7
At the time of Regulation SHO's adoption in August 2004, the Commission stated that it
would monitor the operation of Regulation SHO, particularly whether grandfathered fail
positions were being cleared up under the existing delivery and settlement guidelines or whether
any further regulatory action with respect to the close-out provisions of Regulation SHO was
warranted.8 In addition, with respect to the options market maker exception, the Commission

A threshold security is defmed in Rule 203( c)( 6) as any equity security of an issuer that is registered pursuant to
section 12 of the Exchange Act (15 U.S. C. 781) or for which the issuer is required to file reports pursuant to
section 15(d) of the Exchange Act (15 U.S.C. 78o(d)) for which there is an aggregate fail to deliver position for
five consecutive settlement days at a registered clearing agency of 10,000 shares or more, and that is equal to at
least 0.5% of the issue's total shares outstanding; and is included on a list disseminated to its members by a selfregulatory organization ("SRO"). 17 CFR 242.203(c)(6). This is known as the "threshold securities list." Each
SRO is responsible for providing the threshold securities list for those securities for which the SRO is the
primary market.
6

The "grandfathered" status applies in two situations: (I) to fail positions occurring before January 3, 2005,
Regulation SHO's effective date; and (2) to fail positions that were established on or after January 3, 2005 but
prior to the security appearing on the threshold securities list. 17 CFR 242.203(b )(3)(i).

7

17 CFR 242.203(b)(3)(ii).
See Adopting Release, 69 FRat 48018.
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noted that it would take into consideration any indications that this provision was operating
significantly differently from the Commission's original expectations. 9
Based on examinations conducted by the Commission's staff and the SROs since
Regulation SHO's adoption, we are proposing revisions to Regulation SHO. As discussed more
fully below, our proposals would modify Rule 203(b)(3) by eliminating the grandfather
provision and narrowing the options market maker exception. Regulation SHO has achieved
substantial results. However, some persistent fails to deliver remain. The proposals are intended
to reduce the number of persistent fails to deliver attributable primarily to the grandfather
provision and, secondarily, to reliance on the options market maker exception. The proposals
also would include a 35 settlement day phase-in period following the effective date of the
amendment. The phase-in period is intended to provide additional time to begin closing out
certain previously-excepted fail to deliver positions. Our proposals also would update the market
decline limitation referenced in Rule 200(e)(3) of Regulation SHO. We also seek comment
about other ways to modify Regulation SHO.

II.

Background
A.

Rule 203(b)(3)'s Close-out Requirement

°

One ofRegulation SHO's primary goals is to reduce fails to deliver. 1 Currently,
Regulation SHO requires certain persistent fail to deliver positions to be closed out. Specifically,
Rule 203(b)(3)'s close-out requirement requires a participant of a clearing agency registered with
the Commission to take immediate action to close out a fail to deliver position in a threshold

9

See id. at 48019.

10

Id. at 48009.
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security in the Continuous Net Settlement (CNS) 11 system that has persisted for 13 consecutive
settlement days by purchasing securities oflike kind and quantity. 12 In addition, if the failure to
deliver has persisted for 13 consecutive settlement days, Rule 203(b )(3)(iii) prohibits the
participant, and any broker-dealer for which it clears transactions, including market makers, from
accepting any short sale orders or effecting further short sales in the particular threshold security
without borrowing, or entering into a bona-fide arrangement to borrow, the security until the
participant closes out the fail to deliver position by purchasing securities of like kind and
quantity. 13

B.

Grandfathering under Regulation SHO

Rule 203(b)(3)'s close-out requirement does not apply to positions that were established
prior to the security becoming a threshold security.

14

This is known as grandfathering.

Grandfathered positions include those that existed prior to the effective date ofRegulation SHO
and positions established prior to a security becoming a threshold security. 15 Regulation SHO's

II

The majority of equity trades in the United States are cleared and settled through systems administered by
clearing agencies registered with the Commission. The NSCC clears and settles the majority of equity
securities trades conducted on the exchanges and over the counter. NSCC clears and settles trades through the
CNS system, which nets the securities delivery and payment obligations of all of its members. NSCC notifies
its members oftheir securities delivery and payment obligations daily. In addition, NSCC guarantees the
completion of all transactions and interposes itself as the contraparty to both sides of the transaction. While
NSCC's rules do not authorize it to require member firms to close out or otherwise resolve fails to deliver,
NSCC reports to the SROs those securities with fails to deliver of I 0,000 shares or more. The SROs use NSCC
fails data to determine which securities are threshold securities for purposes of Regulation SHO.

12

17 CFR 242 .203(b )(3).

13

17 CFR 242.203(b )(3)(iii). It is possible under Regulation SHO that a close out by a broker-dealer may result in
a failure to deliver position at another broker-dealer if the counterparty from which the broker-dealer purchases
securities fails to deliver. However, Regulation SHO prohibits a broker-dealer from engaging in "sham close
outs" by entering into an arrangement with a counterparty to purchase securities for purposes of closing out a
failure to deliver position and the broker-dealer knows or has reason to know that the counterparty will not
deliver the securities, and which thus creates another failure to deliver position. 17 CFR 242.203(b)(3)(v);
Adopting Release, 69 FR at 48018 n. 96.
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17 CFR 242.203(b )(3)(i).

6

grandfathering provision was adopted because the Commission was concerned about creating
volatility through short squeezes 16 iflarge pre-existing fail to deliver positions had to be closed
out quickly after a security became a threshold security.
C.

Regulation SHO's Options Market Maker Exception

In addition, Regulation SHO's options market maker exception excepts from the closeout requirement of Rule 203(b )(3) any fail to deliver position in a threshold security that is
attributed to short sales by a registered options market maker, if and to the extent that the short
sales are effected by the registered options market maker to establish or maintain a hedge on an
options position that was created before the security became a threshold security. 17 The options
market maker exception was created to address concerns regarding liquidity and the pricing of
options. The exception does not require that such fails be closed out within any particular
timeframe.

D.

Regulation SHO Examinations

Since Regulation SHO's effective date in January 2005, the Staff and the SROs have
been examining firms for compliance with Regulation SHO, including the close-out provisions.
We have received preliminary data that indicates that Regulation SHO appears to be significantly

15

See Adopting Release, 69 FRat 48018. However, any new fails in a security on the threshold list are subject to
the mandatory close-out provisions of Rule 203(b)(3).

16

The term short squeeze refers to the pressure on short sellers to cover their positions as a result of sharp price
increases or difficulty in borrowing the security the sellers are short. The rush by short sellers to cover produces
additional upward pressure on the price of the stock, which then can cause an even greater squeeze. Although
some short squeezes may occur naturally in the market, a scheme to manipulate the price or availability of stock
in order to cause a short squeeze is illegal. .

17

17 CFR 242.203(b)(3)(ii).
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reducing fails to deliver without disruption to the market. 18 However, despite this positive
impact, we continue to observe a small number of threshold securities with substantial and
persistent fail to deliver positions that are not being closed out under existing delivery and
settlement guidelines.
Based on these examinations and our discussions with the SROs and market participants,
we believe that these persistent fail positions may be attributable primarily to the grandfather
provision and, secondarily, to reliance on the options market maker exception. Although high
fails levels exist only for a small percentage of issuers, 19 we are concerned that large and
persistent fails to deliver may have a negative effect on the market in these securities. First,
large and persistent fails to deliver can deprive shareholders of the benefits of ownership, such as
voting and lending. Second, they can be indicative of manipulative naked short selling, which
could be used as a tool to drive down a company's stock price. The perception of such

18

For example, in comparing a period prior to the effectiveness of the current rule (April 1, 2004 to December 31,
2004) to a period following the effective date of the current rule (January 1, 2005 to May 31 , 2006) for all
stocks with aggregate fails to deliver of 10,000 shares or more as reported by NSCC:
•
the average daily aggregate fails to deliver declined by 34.0%;
•
the average daily number of securities with aggregate fails for at least 10,000 shares declined by
6.5%;
•
the average daily number of fails to deliver positions declined by 15.3%;
•
the average age of a fail position declined by 13.4%;
•
the average daily number of threshold securities declined by 38.2%; and
•
the average daily fails of threshold securities declined by 52.4%.
Fails to deliver in the six securities that persisted on the threshold list from January 10, 2005 through May 31,
2006 declined by 68. 6%.

19

The average daily number of securities on the threshold list in May 2006 was approximately 298 securities,
which comprised 0.38% of all equity securities, including those that are not covered by Regulation SHO.
Regulation SHO's current close-out requirement applies. to any equity security of an issuer that is registered
under Section 12 of the Exchange Act, or that is required to file reports pursuant to Section 15(d) of the
Exchange Act. NASD Rule 3210, which became effective on July 3, 2006, applies the Regulation SHO closeout framework to non-reporting equity securities with aggregate fails to deliver equal to, or greater than, 10,000
shares and that have a last reported sale price during normal trading hours that would value the aggregate fail to
deliver position at $50,000 or greater for five consecutive settlement days. See Securities Exchange Act
Release No. 53596 (April4, 2006), 71 FR 18392 (Aprilll , 2006) (SR-NASD-2004-044). Ifthe proposed
amendments to Regulation SHO are adopted, we anticipate NASD Rule 3210 will be similarly amended.
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manipulative conduct also may undermine the confidence of investors. These investors, in turn,
may be reluctant to commit capital to an issuer they believe to be subject to such manipulative
conduct.
Allowing these persistent fails to deliver to continue runs counter to one of Regulation
SHO's primary goals of reducing fails to deliver in threshold securities. While some delays in
closing out may be understandable and necessary, a seller should deliver shares to the buyer
within a reasonable time period. Thus, we believe that all fails in threshold securities should be
closed out after a certain period of time and not left open indefinitely. As such, we believe that
eliminating the grandfathering provision and narrowing the options market maker exception is
necessary to reduce the number of fails to deliver.
Although we believe that no failure to deliver should last indefinitely, we note that
requiring delivery without allowing flexibility for some failures may impede liquidity for some
securities. For instance, if faced with a high probability of a mandatory close out or some other
penalty for failing to deliver, market makers may find it more costly to accommodate customer
buy orders, and may be less willing to provide liquidity for such securities. This may lead to
wider bid-ask spreads or less depth. Allowing flexibility for some failures to deliver also may
deter the likelihood of manipulative short squeezes because manipulators would be less able to
require counterparties to purchase at above-market value.
Regulation SHO ' s close-out requirement is narrowly tailored in consideration of these
concerns. For instance, Regulation SHO does not require close outs of non-threshold securities.
The close-out provision only targets those securities where the level of fails is very high (0.5% of
total shares outstanding and 10,000 shares or more) for a continuous period (five consecutive
settlement days), and where a participant of a clearing agency has had a persistent fail in such
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threshold securities for 13 consecutive settlement days. Requiring close out only for securities
with large, persistent fails limits the market impact. While some reduction in liquidity may
occur as a result of requiring close out of these limited number of securities, we believe this
should be balanced against the value derived from delivery of such securities within a reasonable
period of time. We also seek specific comment on whether the proposed close-out periods are
appropriate in light of these concerns.

III.

Discussion of Proposed Amendments to Regulation SHO
A.

Proposed Amendments to the Grandfather Provision

To further reduce the number of persistent fails to deliver, we propose to eliminate the
grandfather provision in Rule 203(b)(3)(i). In particular, the proposal would require that any
previously-grandfathered fail to deliver position in a security that is on the threshold list on the
effective date of the amendment be closed out within 35 settlement days 20 of the effective date of
the amendment. 21 If a security becomes a threshold security after the effective date of the
amendment, any fai ls to deliver in that security that occurred prior to the security becoming a
20

If the security is a threshold security on the effective date of the amendment, participants of a registered
clearing agency must close out that position within 35 settlement days, regardless of whether the security
becomes a non-threshold security after the effective date of the amendment.
We chose 35 settlement days because 35 days is used in the current rule, and to allow participants additional
time to close out their previously-grandfathered fail to deliver positions, given that some participants may have
large previously-excepted fails with respect to a number of securities.
Only previously-grandfathered fail to deliver positions in securities that are threshold securities on the effective
date of the amendment would be subject to this 35 settlement day phase-in period. For instance, any
previously-grandfathered fail position in a security that is a threshold security on the effective date of the
amendment that is removed from the threshold list anytime after the effective date of the amendment but that
reappears on the threshold list anytime thereafter would no longer qualify for the 35 day phase-in period and
would be required to be closed out under the requirements of Rule 203(b )(3) as amended, i.e., if the fail persists
for 13 consecutive settlement days.

21

In addition, similar to the pre-borrow requirement in current Rule 203(b)(3)(iii), if the fail to deliver position has
persisted for 35 settlement days, the proposal would prohibit a participant, and any broker-dealer for which it
clears transactions, including market makers, from accepting any short sale orders or effecting further short
sales in the particular threshold security without borrowing, or entering into a bona-fide arrangement to borrow,
the security until the participant closes out the entire fail to deliver position by purchasing securities of like kind
and quantity.
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threshold security would become subject to Rule 203(b)(3)'s mandatory 13 settlement day closeout requirement, similar to any other fail to deliver position in a threshold security.
The amendment would help prevent fails to deliver in threshold securities from persisting
for extended periods of time. At the same time, the amendment would provide participants
flexibility and advance notice to close out the originally grandfathered fail to deliver positions.
Request for Comment
•

The grandfather provision of Regulation SHO was adopted because the Commission
was concerned about creating volatility from short squeezes where there were large
pre-existing fail to deliver positions. The Commission intended to monitor whether
grandfathered fail to deliver positions are being cleaned up to determine whether the
grandfather provision should be amended to either eliminate the provision or limit the
duration of grandfathered fail positions. Is the elimination of the grandfather
provision from the close-out requirement in Rule 203(b )(3) appropriate? Should we
consider instead providing a longer period of time to close out fails that occurred
before January 3, 2005 (the effective date of Regulation SH0),22 or fails that occur
before a security becomes a threshold security, or both?

~,

20 days)? Please

explain in detail why a longer period should be allowed.
•

Should we provide a longer (or shorter) phase-in period

(~,

60 days instead of 35),

or no phase-in period? What are the economic tradeoffs associated with a longer or
shorter phase-in period? How much do these tradeoffs matter?
•

Is a 35 settlement day phase-in period necessary as firms will have been on notice
that they will have to close out previously-grandfathered fails following the effective

22

Between the effective date of Regulation SHO and March 31 , 2006, 99.2% of the fails that existed on
Regulation SHO's January 3, 2005 effective date have been closed out. This calculation is based on data, as
reported by NSCC, that covers all stocks with aggregate fails to deliver of I 0,000 shares or more.
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date of the amendment? Should we consider changing the phase-in period to 35
calendar days? If so, would this create systems problems or other costs? Would a
phase-in period create examination or surveillance difficulties?
•

Would the proposed amendments create additional costs, such as costs associated
with systems, surveillance, or recordkeeping modifications that may be needed for
participants to track fails to deliver subject to the 35 day phase-in period from fails
that are not eligible for the phase-in period? Ifthere are additional costs associated
with tracking fails to deliver subject to the 35 versus 13 settlement day requirements,
do these additional costs outweigh the benefits of providing firms with a 35
settlement day phase-in period?

•

Please provide specific comment as to what length of implementation period is
necessary to put firms on notice that positions would need to be closed out within the
applicable timeframes, if adopted?

•

Current Rule 203(b)(3) and the proposal to eliminate the grandfather provision are
based on the premise that a high level of fails to deliver for a particular stock might
harm the market for that security. In what ways do persistent grandfathered fails to
deliver harm market quality for those securities, or otherwise have adverse
consequences for investors?

•

To what degree would the proposed amendments help reduce abusive practices by
short sellers? Conversely, to what degree will eliminating the grandfather provision
make it more difficult for short sellers to provide market discipline against abusive
practices on the long side?

12

•

To what extent will eliminating the grandfather provision affect the potential for
manipulative activity? For instance, could it increase the potential for manipulative
short squeezes?

•

How much would the amendments affect the specific compliance costs for small,
medium, and large clearing members(~, personnel or system changes)?

•

What are the benefits of allowing fails of a certain duration, and what is the
appropriate length of time for which a fail could have such a benefit?

•

Should we consider changing the period of time in which any fail is allowed to persist
before a firm is required to close out that fail (~, reduce the 13 consecutive
settlement days to 10 consecutive settlement days)?

•

What are the economic costs of eliminating the grandfather provision? How will
eliminating the grandfather provision affect the liquidity of equity securities? Are
there any other costs associated with this proposal?

•

Should grandfathering be eliminated only for those threshold securities where the
highest levels of fails exist? If so, how should such positions be identified? What
criteria should be used? What time period, if any, would be appropriate to
grandfather threshold securities with lower levels of fails? Is there a de minimis
amount of fails that should not be subject to a mandatory close out? If so, what is that
amount?

•

Should the Commission consider granting relief to allow market participants to close
out fails in threshold securities that occurred because of an obvious or inadvertent
trading error? If so, what factors should the Commission consider before granting the
request? What documentation should market participants be required to create and
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maintain to demonstrate eligibility for relief? Should the cost of closing out the fail
be a part of the economic cost of making a trading error? How would the proposed
amendments affect price efficiency for fails resulting from trading errors?
•

Some market participants have suggested that delivery failures in certain structured
products, such as exchange traded funds (ETFs) do not raise the same concerns as
fails in securities of individual issuers. We also understand that there may be
particular difficulties in complying with the close-out requirements because of the
structure of these products. Are there unique challenges associated with the clearance
and settlement ofETFs? If so, what are these unique challenges? Should ETFs or
other types of structured products be excepted from being considered threshold
securities? If so, what reasons support excepting these securities?

•

We understand that deliveries on sales ofRule 144 restricted securities are sometimes
delayed through no fault of the

seller(~.,

to process removal of the restrictive

legend). Should the current close-out requirement of 13 consecutive settlement days
for Rule 144 restricted threshold securities be

extended,~,

to 35 settlement days?

Please identify specific delivery problems related to Rule 144 restricted securities.
Should the current close-out requirement of 13 consecutive settlement days be
similarly extended for any other type of securities and, if so, why?
•

We solicit comment on any legitimate reason why a short or long seller may be
unable to deliver securities within the current 13 consecutive settlement day period of
Rule 203(b)(3), or within any other alternative timeframes.

•

The current definition of a "threshold security" is based, in part, on a security having
a threshold level of fails that is "equal to at least one-half of one percent of an issuer's

14

total shares outstanding." 23 Is the current threshold level (one-half of one percent)
too low or too high? If so, how should the current threshold level be changed?
•

When Regulation SHO was proposed, commenters noted difficulties tracking
individual accounts in determining fails to deliver.

24

However, we understand that

some firms now track internally the accounts responsible for fai ls. Should we
consider requiring customer account-level close out? Should firms be required to
prohibit all short sales in that security by an account if that account becomes subject
to close out in that security, rather than requiring that account to pre-borrow before
effecting any further short sales in the particular threshold security?
•

Should we impose a mandatory "pre-borrow" requirement (i.e., that would prohibit a
participant of a registered clearing agency, or any broker-dealer for which it clears
transactions, from accepting any short sale order or effecting further short sales in the
particular threshold security without borrowing, or entering into a bona-fide
arrangement to borrow, the security) for all firms whenever there are extended fails in
a threshold security regardless of whether that particular firm has an extended fail
position in that security? If so, how should we identify such securities? What criteria
should be used to identify an extended fail? Should this alternative apply to all
threshold securities? What are the costs and benefits of imposing such a mandatory
pre-borrow requirement? What percentage of these pre-borrowed shares would
eventually be required for delivery?

•

Rule 203(b)(l)'s current locate requirement generally prohibits brokers from using
the same shares located from the same source for multiple short sales. However, Rule

23

See supra note 5.

24

See Adopting Release, 69 FR at 480 I 7.
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203(b )(1) does not similarly restrict the sources that provide the locates. We
understand that some sources may be providing multiple locates using the same
shares to multiple broker-dealers. Thus, should we amend Rule 203(b)(1) to provide
for stricter locates? For example, should we require that brokers obtain locates only
from sources that agree to, and that the broker reasonably believes will, decrement
shares (so that the source may not provide a locate of the same shares to multiple
parties)? Would doing so reduce the potential for fails to deliver? Should we
consider other amendments to the locate requirement? Would requiring stricter locate
requirements reduce liquidity? If so, would the reduction in liquidity affect some
types of securities more than others

(~,

hard to borrow securities or securities

issued by smaller companies)? Should stricter locate requirements be implemented
only for securities that are hard to
•

borrow(~,

threshold securities)?

Some people have asked for disclosure of aggregate fail to deliver positions to
provide greater transparency. Should we require the amount or level of fails to
deliver in threshold securities to be publicly disclosed? Would requiring information
about the amount of fails to deliver help reduce the number of persistent fails to
deliver? Should such disclosure be done on an aggregate or individual stock basis?
If so, who should make this disclosure

(~,

should each broker be required to

disclose the aggregate fails to deliver amount for each threshold security or,
alternatively, should the SROs be required to post this information)? How should this
information be disseminated? In what way would providing the investing public with
access to aggregate fails data be useful? Would providing the investing public with
access to this information on an individual stock basis increase the potential for
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manipulative short squeezes? If not, why not? How frequently should this
information be disseminated? Should it be disseminated on a delayed basis to reduce
the potential for manipulative short squeezes? If so, how much of a delay would be
appropriate?
•

Are there certain transactions or market practices that may cause fail to deliver
positions to remain for extended periods of time that are not currently addressed by
Rule 203 of Regulation SHO? If so, what are these transactions or practices? How
should Rule 203 be amended to address these transactions or practices?

•

Would borrowing, rather than purchasing, securities to close out a position be more
effective in reducing fails to deliver, or could borrowing result in prolonging fails to
deliver?

•

Can the close-out provision of Rule 203(b) be easily evaded? If so, please explain.

•

Does allowing some level of fails of limited duration enable market makers to create
a market for less liquid securities? How long of a duration is reasonable? Does
eliminating the grandfather provision mean fewer market makers will be willing to
make markets in those securities, and could this increase costs and liquidity for those
securities? Are there any other concerns or solutions associated with the effect of the
amendment on market makers in highly illiquid stocks?

•

Current Rule 203(a) provides that on a long sale, a broker-dealer cannot fail or loan
shares unless, in advance of the sale, it has demonstrated that it has ascertained that
the customer owned the shares, and had been reasonably informed that the seller
would deliver the security prior to settlement of the transaction. Former NASD Rule
3370 required that a broker making an affirmative determination that a customer was
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long must make a notation on the order ticket at the time an order was taken which
reflected the conversation with the customer as to the present location of the
securities, whether they were in good deliverable form, and the customer's ability to
deliver them to the member within three business days. Should we consider
amending Regulation SHO to include these additional documentation requirements?
If so, should any modifications be made to these additional requirements? In the
prior SRO rules, brokers did not have to document long sales if the securities were on
deposit in good deliverable form with certain depositories, if instructions had been
forwarded to the depository to deliver the securities against payment ("DVP
trades"). Under Regulation SHO, a broker may not lend or arrange to lend, or fail, on
any security marked long unless, among other things, the broker knows or has been
reasonably informed by the seller that the seller owns the security and that the seller
would deliver the security prior to settlement and failed to do so. Is it generally
reasonable for a broker to believe that a DVP trade will settle on time? Should we
consider including or specifically excluding an exception for DVP trades or other
trades on any rule requiring documentation of long sales?

B.

Proposed Amendments to the "Options Market Maker Exception"

We also propose to limit the duration of the options market maker exception in Rule
203(b)(3)(ii). Under the proposed amendment, for securities that are on the threshold list on the
effective date of the amendment, any previously excepted fail to deliver position in the threshold
security that resulted from short sales effected to establish or maintain a hedge on an options
position that existed before the security became a threshold security, but that has expired or been
liquidated on or before the effective date of the amendment, would be required to be closed out
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within 35 settlement days of the effective date of the amendment.

25

However, if the security

appears on the threshold list after the effective date of the amendment, and if the options position
has expired or been liquidated, all fail to deliver positions in the security that result or resulted
from short sales effected to establish or maintain a hedge on an options position that existed
before the security became a threshold security must be closed out within 13 consecutive
settlement days of the security becoming a threshold security or of the expiration or liquidation
of the options position, whichever is later. 26
Thus, under the proposed amendment, registered options market makers would still be
able to continue to keep open fail positions in threshold securities that are being used to hedge
options positions, including adjusting such hedges; if the options positions that were created
prior to the time that the underlying security became a threshold security have not expired or
been liquidated. Once the security becomes a threshold security and the specific options position
has expired or been liquidated, however, such fails would be subject to a 13 consecutive
settlement day close-out requirement.
We understand that, without the ability to hedge a pre-existing options position by selling
short the underlying security, options market makers may be less willing to make markets in

25

In addition, similar to the pre-borrow requirement of current Rule 203(b )(3)(iii), if the fail to deliver has
persisted for 35 settlement days, the proposal would prohibit a participant, and any broker-dealer for which it
clears transactions, including market makers, from accepting any short sale orders or effecting further short
sales in the particular threshold security without borrowing, or entering into a bona-fide arrangement to borrow,
the security until the participant closes out the entire fail to deliver position by purchasing securities of like kind
and quantity.

26

Also, similar to the pre-borrow requirement of current Rule 203(b )(iii), if the options position has expired or
been liquidated and the fail to deliver has persisted for l3 consecutive settlement days from the date on which
the security becomes a threshold security or the option position expires or is liquidated, whichever is later, the
proposal would prohibit a participant, and any broker-dealer for which it clears transactions, including market
makers, from accepting any short sale orders or effecting further short sales in the particular threshold security
without borrowing, or entering into a bona-fide arrangement to borrow, the security until the participant closes
out the entire fail to deliver position by purchasing securities of like kind and quantity.
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securities that are threshold securities. 27 This in tum may reduce liquidity in such securities, to
the detriment of investors in options. We also understand that additional time may be needed to
close out a fail to deliver position resulting from a hedge on an options position that existed
before the security became a threshold security. However, once the options position expires or is
liquidated, we see no reason for maintaining the fail position. We believe that the 13 consecutive
settlement day period provided for in this proposal would be a sufficient amount of time to allow
a fail to remain that results from a short sale by an options market maker to hedge a pre-existing
options position that has expired or been liquidated. Therefore, once the options position that
was being hedged by a short sale in the underlying threshold security expires or is liquidated,
reliance on the options market maker exception is no longer warranted and the fail to deliver
position associated with that expired options position should be subsequently closed out. 28 In
addition, if the proposed amendments are adopted, we anticipate an implementation period that
would put the firms on notice that positions need to be closed out within the applicable time
frames.
We believe the proposed amendments foster Regulation SHO ' s goal of reducing fails to
deliver while still permitting options market makers to hedge existing options positions until the
specific options position being hedged has expired or been liquidated. The 35 settlement day
phase-in period also would provide options market makers advance notice to adjust to the new
requirement. At the same time, the amendments would limit the amount of time in which a fail
to deliver position can persist.
27

See Adopting Release, 69 FRat 48018.

28

Consistent with the current rule, options market makers would not be permitted to move their hedge on an
original options position to another pre-existing options position to avoid application of the proposed close-out
requirements. Once the options position expires or is liquidated, the proposed amendment would require
closing out the fail that resulted from that original hedge. To clarify this, the proposed rule would amend Rule
203(b)(3)(ii) to refer to "an options position" rather than "options positions."
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Request for Comment

•

The options market maker exception was created to permit options market makers
flexibility in maintaining and adjusting hedges for pre-existing options positions. Is
narrowing the options market maker exception appropriate? If not, why not? Will
narrowing the exception reduce the willingness of options market makers to make
markets in threshold securities? Will narrowing this exception reduce liquidity in
threshold securities? Should we consider providing a limited amount of additional
time for options market makers to close out after the expiration or liquidation of the
hedge(~,

from 13 days to 20 days)? What other measures or time frames would be

effective in fostering Regulation SHO's goal of reducing fails while at the same time
encouraging liquidity and market making by options market makers?
•

Should we narrow the options market maker exception only for threshold securities
with the highest level of fails? If so, how should such positions be identified? What
criteria should be used? Should we provide a limited exception for threshold
securities with a lower levels of fails? If so, how much time should we provide for
options market maker fails in those

•

securities~,

20 days)?

Should we eliminate the options market maker exception altogether? Would this
impede liquidity, or otherwise reduce the willingness of options market makers to
make markets in threshold securities? Please provide specific reasons and
information to support an alternative recommendation.

•

After the options position has expired or been liquidated, are there circumstances that
might cause an options market maker to need to maintain an excepted fail to deliver
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position longer than 13 consecutive settlement days? If so, what are those
circumstances?
•

Is there any legitimate reason an options market maker should be permitted to never
have to close out a fail position that is excepted from the close-out requirement of this
proposal? If so, what are the reasons?

•

Are the terms "expiration" and "liquidation" of an options position sufficiently
inclusive to prevent participants from evading the proposed close-out requirements?
Are these terms understandable for compliance purposes? If not, what terms would
be more appropriate? Please explain.

•

Under the current rule a broker-dealer asserting the options market maker exception
must demonstrate eligibility for the exception. Some market participants have noted
that more specific documentation requirements may make it easier to establish a
broker-dealer's eligibility for the excep6on. Should a broker-dealer asserting the
options market maker exception be required to make and keep more specific
documentation regarding their eligibility for the exception? Such documentation may
include tracking fail positions resulting from short sales to hedge specific pre-existing
options positions and the options position. What other types of documentation would
be helpful, and why?

•

Should Rule 203(b)(3) of Regulation SHObe amended to permit options market
makers to move excepted positions to hedge other, or new, pre-existing options
positions? If so, please provide specific reasons and information to support your
answer.
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•

Based on current experience with Regulation SHO, what have been the costs and
benefits of the current options market maker exception?

•

What are the costs and benefits of the proposed amendments to the options market
maker exception?

•

What technical or operational challenges would options market makers face in
complying with the proposed amendments?

•

Would the proposed amendments create additional costs, such as costs associated
with systems, surveillance, or recordkeeping modifications that may be needed for
participants to track fails to deliver subject to the 35 day phase-in period from fails
that are not eligible for the phase-in period? If there are additional costs associated
with tracking fails to deliver subject to the 35 versus 13 settlement day requirements,
do these additional costs outweigh the benefits of providing firms with a 35
settlement day phase-in period? Is a 35 settlement day phase-in period necessary
given that firms will have been on notice that they will have to close out these fails to
deliver positions following the effective date of the amendment?

•

Should we consider changing the proposed phase-in period to 35 calendar days? If
so, would this create systems problems or other costs? Would a phase-in period
create examination or surveillance difficulties?

•

Please provide specific comment as to what length of implementation period is
necessary to put firms on notice that positions would need to be closed out within the
applicable time:frames, if adopted.
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IV.

Proposed Amendments to Rule 200(e) Exception for Unwinding Index Arbitrage
Positions
We also propose to update Rule 200(e) ofRegulation SHO to reference the NYSE

Composite Index (NYA), instead ofthe Dow Jones Industrial Average (DJIA), for purposes of
the market decline limitation in subparagraph (e)(3) ofRule 200.
A.

Background

Regulation SHO provides a limited exception from the requirement that a person selling a
security aggregate all of the person's positions in that security to determine whether the seller has
a net long position. This provision, which is contained in Rule 200(e), allows broker-dealers to
liquidate (or unwind) certain existing index arbitrage positions involving long baskets of stocks
and short index futures or options without aggregating short stock positions in other proprietary
accounts if and to the extent that those short stock positions are fully hedged. 29 The exception,
however, does not apply if the sale occurs during a period commencing at a time when the DJIA
has declined below its closing value on the previous trading day by at least two percent and
terminating upon the establishment of the closing value of the DJIA on the next succeeding
trading day. 30 If a market decline triggers the application of Rule 200( e)(3), a broker-dealer must

29

To qualify for the exception under Rule 200( e), the liquidation of the index arbitrage position must relate to a
securities index that is the subject of a fmancial futures contract (or options on such futures) traded on a contract
market, or a standardized options contract, notwithstanding that such person may not have a net long position in
that security. 17 CFR 242.200(e).

30

Specifically, the exception under Rule 200( e) is limited to the following conditions: ( 1) the index arbitrage
position involves a long basket of stock and one or more short index futures traded on a board of trade or one or
more standardized options contracts; (2) such person's net short position is solely the result of one or more short
positions created and maintained in the course of bona-fide arbitrage, risk arbitrage, or bona-fide hedge
activities; and (3) the sa le does not occur during a period commencing at the time that the DJIA has declined
below its closing value on the previous day by at least two percent and terminating upon the establishment of
the closing value of the DJIA on the next succeeding trading day. Id.
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aggregate all of its positions in that security to determine whether the seller has a net long
. .

pOSitiOn.
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The reference to the DJIA was based in part on NYSE Rule 80A (Index Arbitrage
Trading Restrictions). As amended in 1999, NYSE Rule 80A provided for limitations on index
arbitrage trading in any component stock of the S&P 500 Stock Price Index (" S&P 500")
whenever the change from the previous day's close in the DJIA was greater than or equal to two
percent calculated pursuant to the rule. 32 In addition, the two-percent market decline restriction
was included in Rule 200(e)(3) so that the market could avoid incremental temporary order
imbalances during volatile trading days. 33 The two-percent market decline restriction limits
temporary order imbalances at the close of trading on a volatile trading day and at the opening of
trading on the following day, since trading activity at these times may have a substantial effect
on the market's short-term direction.34 The two-percent safeguard also provides consistency
within the equities markets.35
On August 24, 2005, the Commission approved an amendment to NYSE Rule 80A to use
the NY A to calculate limitations on index arbitrage trading as provided in the rule instead of the
DJIA. 36 The effective date of the amendment was October 1, 2005. The Commission's approval
order notes that, according to the NYSE, the NYA is a better reflection of market activity with
31

17 CFR 242.200( e)(3); Adopting Release, 69 FRat 48012.

32

The restrictions were removed when the DnA retreated to one percent or less, calculated pursuant to the rule,
from the prior day 's close.

33

Adopting Release, 69 FR at 480 11 .

34

Id.

35

In 1999, the NYSE amended its rules on index arbitrage restrictions to include the two-percent trigger. The
Commission's adoption of the same trigger provided a uniform protective measure. See Securities Exchange
Act Release No . 41041 (February 11, 1999), 64 FR 8424 (SR-NYSE-98-45) (February 19, 1999).

36

Securities Exchange Act Release No. 52328 (Aug. 24, 2005), 70 FR 5 1398 (Aug. 30, 2005).
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respect to the S&P 500 and thus, a better indicator as to when the restrictions on index arbitrage
trading provided by NYSE Rule 80A should be triggered. 37 While Rule 200( e)(3) currently does
not refer to the basis for determining the two-percent limitation, NYSE Rule 80A provides that
the two percent is to be calculated at the beginning of each quarter and shall be two percent,
rounded down to the nearest 10 points, of the average closing value of the NYA for the last
month of the previous quarter. 38
B.

Proposed Amendments to Rule 200(e)

In order to maintain uniformity with NYSE Rule 80A and to maintain a uniform

protective measure, we propose to amend Rule 200(e)(3) ofRegulation SHO to : (i) reference the
NYA instead of the DJIA; and (ii) add language to clarify how the two-percent limitation is to be
calculated in accordance with NYSE Rule 80A for purposes of Rule 200(e)(3).39
Request for Comment
•

Are the proposed changes to the market decline limitation appropriate? Would
another index be a more appropriate measure for the exception than the NY A?

•

Is the proposed clarification language regarding the two-percent calculation useful?

•

Does this limitation affect the expected cost of entering into index arbitrage
positions? Does the limitation reduce market efficiency by slowing down price
discovery? Does the limitation affect only temporary order imbalances or does it also
keep prices from fully adjusting to their fundamental value?

37

Id.

38

I d. See also NYSE Rule 80A (Supplementary Material .10).

39

Id. See also Proposed Rule 200( e)(3). In addition, because the NYA is already posted with this calculation, the
amendment would make this reference point more easily accessible to market participants.
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•

What are the costs and benefits of the proposed amendments to Regulation SHO ' s
exception for unwinding index arbitrage positions?

V.

General Request for Comment
The Commission seeks comment generally on all aspects of the proposed amendments to

Regulation SHO under the Exchange Act. Commenters are requested to provide empirical data
to support their views and arguments related to the proposals herein. In addition to the questions
posed above, commenters are welcome to offer their views on any other matter raised by the
proposed amendments to Regulation SHO. With respect to any comments, we note that they are
of the greatest assistance to our rulemaking initiative if accompanied by supporting data and
analysis of the issues addressed in those comments and by alternatives to our proposals where
appropriate.
VI.

Paperwork Reduction Act
The proposed amendments to Regulation SHO would not impose a new "collection of

information" within the meaning of the Paperwork Reduction Act of 1995.

40

An agency may not

conduct or sponsor, and a person is not required to respond to, a collection of information unless
it displays a currently valid OMB control number.
VII.

Consideration of Costs and Benefits of Proposed Amendments to Regulation SHO
The Commission is considering the costs and the benefits of the proposed amendments to

Regulation SHO. The Commission is sensitive to these costs and benefits, and encourages
commenters to discuss any additional costs or benefits beyond those discussed here, as well as any
reductions in costs. h1 particular, the Commission requests comment on the potential costs for any
modification to both computer systems and surveillance mechanisms and for information gathering,

40

44 U .S.C. 3501

~ ~·
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management, and recordkeeping systems or procedures, as well as any potential benefits resulting
from the proposals for registrants, issuers, investors, brokers or dealers, other securities industry
professionals, regulators, and other market participants. Commenters should provide analysis and
data to support their views on the costs and benefits associated with the proposed amendments to
Regulation SHO.
A.

Proposed Amendments to Rule 203(b)(3)'s Delivery Requirements
1.

Amendments to Rule 203(b)(3)(i)'s Grandfather Provision
a. Benefits

The proposed amendments would eliminate the grandfather provision in Rule
203(b)(3)(i) ofRegulation SHO. In particular, the proposal would require that any previouslygrandfathered fail to deliver position in a security that is on the threshold list on the effective
date of the amendment be closed out within 35 settlement days. If a security becomes a threshold
security after the effective date of the amendment, any fails to deliver that occurred prior to the
security becoming a threshold security would become subject to Rule 203(b)(3)'s mandatory 13
settlement days close-out requirement, similar to any other fail to deliver position in a threshold
security. We have observed a small number of threshold securities with substantial and
persistent fail to deliver positions that are not being closed out under existing delivery and
settlement guidelines. We believe that these persistent fail positions are attributable primarily to
the grandfather provision. We believe that the proposal to eliminate the grandfather provision
would further reduce the number of persistent fails to deliver. We believe the proposed
amendments to Rule 203(b )(3)(i) will protect and enhance the operation, integrity, and stability
of the market.
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Consistent with the Commission's investor protection mandate, the proposed amendment
will benefit investors. The proposed amendments would facilitate receipt of shares so that more
investors receive the benefits associated with share ownership, such as the use of the shares for
voting and lending purposes. The proposal may alleviate investor apprehension as they make
investment decisions by providing them with greater assurance that securities will be delivered
as expected. It should also foster the fair treatment of all investors.
The proposed amendments should also benefit issuers. A high level of persistent fails in
a security may be perceived by potential investors negatively and may affect their decision about
making a capital commitment. Thus, the proposal may benefit issuers by removing a potential
barrier to capital investment, thereby increasing liquidity. An increase in investor confidence in
the market by providing greater assurance that trades will be delivered may also facilitate
investment. In addition, some issuers may believe they have endured reputational damage if
there are a high level of persistent fails in their securities as a high level of fails is often viewed
negatively. Eliminating the grandfather provision may be perceived by these issuers as helping
to restore their good name. Some issuers may also believe that they have been the target of
potential manipulative conduct as a result of failures to deliver from naked short sales.
Eliminating the grandfather provision may remove a potential means of manipulation, thereby
decreasing the possibility of artificial market influences and, therefore, contributing to price
efficiency.
We believe the 35 day phase-in period should reduce disruption to the market and foster
greater market stability because it would provide time for participants to close out grandfathered
positions in an orderly manner. In addition, this proposed amendment would put market
participants on notice that the Commission is considering this approach.
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The proposed amendment would provide flexibility because it gives a sufficient length of
time to effect purchases to close out in an orderly manner. We are seeking comment on an
appropriate length of implementation period that should provide sufficient notice. Market
participants may begin to close out grandfathered positions at anytime before the 35 day phase-in
period may be adopted.
We solicit comment on any additional benefits that may be realized with the proposed
amendment, including both short-term and long-term benefits. We solicit comment regarding
other benefits to market efficiency, pricing efficiency, market stability, market integrity, and
investor protection.
b. Costs

In order to comply with Regulation SHO when it became effective in January 2005,
market participants needed to modify their systems and surveillance mechanisms. Thus, the
infrastructure necessary to comply with the proposed amendments should already be in place.
Any additional changes to the infrastructure should be minimal. We request specific comment
on the system changes to computer hardware and software, or surveillance costs that might be
necessary to comply with this rule. We solicit comment on whether the costs will be incurred on
a one-time or ongoing basis, as well as cost estimates. In addition, we seek comment as to
whether the proposed amendment would decrease any costs for any market participants. We
seek comment about any other costs and cost reductions associated with the proposed
amendment or alternative suggestion. Specifically:
•

What are the economic costs of eliminating the grandfather provision? How will this
affect the liquidity of equity securities? Are there any other costs associated with the
proposal?

30

•

How much would the amendments to the grandfather provision affect the compliance
costs for small, medium, and large clearing members

(~,

personnel or system

changes)? We seek comment on the costs of compliance that may arise as a result of
these proposed amendments. For instance, to comply with the proposed amendments,
will broker-dealers be required to:
•

Purchase new systems or implement changes to existing systems? Will
changes to existing systems be significant? What are the costs associated with
acquiring new systems or making changes to existing systems? How much
time would be required to fully implement any new or changed systems?

•

Change existing records? What changes would need to be made? What are
the costs associated with any changes? How much time would be required to
make any changes?

•

Increase staffing and associated overhead costs? Will broker-dealers have to
hire more staff? How many, and at what experience and salary level? Can
existing staff be retrained? What are the costs associated with hiring new staff
or retraining existing staff? If retraining is required, what other costs might be
incurred, i.e., would retrained staffbe unable to perform existing duties in
order to comply with the proposed amendments? Will other resources need to
be re-dedicated to comply with the proposed amendments?

•

Implement, enhance or modify surveillance systems and procedures? Please
describe what would be needed, and what costs would be incurred.

•

Establish and implement new supervisory or compliance procedures, or
modify existing procedures? What are the costs associated with such
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changes? Would new compliance or supervisory personnel be needed? What
are the costs of obtaining such staff?
•

Are there any other costs that may be incurred to comply with the proposed
amendments?

•

In connection with error trades, should the cost of closing out the fail be a part of the
economic cost of making a trading error? What costs may be involved with trading
errors under the proposed amendments? How would price efficiency be effected for
fails resulting from trading errors under the proposed amendments?

•

Does eliminating the grandfather provision mean fewer market makers will be willing
to make markets in those securities, and could this increase transaction costs and
liquidity for those securities? Would such an effect be more severe for liquid or
illiquid securities?

•

Are there any costs that market participants may incur as a result of the proposed 35
day phase-in period? Would the costs of a phase-in period outweigh the costs of not
having one? Would a phase-in create examination or surveillance difficulties?

•

What are the costs and economic tradeoffs associated with longer or shorter phase-in
periods? How much do these costs and tradeoffs matter?

•

Similar to the pre-borrow requirements of current Rule 203(b)(iii), we are including a
pre-borrow requirement for previously grandfathered fail positions when they become
subject to either the proposed 35-day phase-in period or the 13-day close-out
requirement. Thus, the proposal would prohibit a participant, and any broker-dealer
for which it clears transactions, including market makers, from accepting any short
sale orders or effecting further short sales in the particular threshold security without
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borrowing, or entering into a bona-fide arrangement to borrow, the security until the
participant closes out the entire fail to deliver position by purchasing securities of like
kind and quantity. What are the costs associated with including the pre-borrow
requirement for the proposed amendments to the grandfather provision? What are the
costs of excluding a pre-borrow requirement for these proposals?
•

We ask what length of implementation period is necessary to put firms on notice that
positions would need to be closed out within the applicable timeframes, if the
proposed amendments are adopted. What are the costs associated with providing a
lengthy implementation period?

In addition, in Section III.A., we ask whether we should consider amendments to other

provisions ofRegulation SHO. We also solicit comment on the costs associated with
these proposals. Specifically:
•

We ask whether we should consider imposing a mandatory pre-borrow requirement in
lieu of a locate requirement for threshold securities with extended fails. What are the
costs and benefits of such a proposal?

•

We ask whether the current close-out requirement of 13 consecutive settlement days
for Rule 144 restricted threshold securities or other types ofthreshold securities
should be extended. Are there costs associated with extending the current close-out
requirement for these, or other types of threshold securities? Who would bear these
costs?

•

What would be the costs of excepting ETFs or other types of structured products from
the definition of threshold securities? Who would bear these costs?
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•

We ask whether we should consider tightening the locate requirements. For instance,
should we consider requiring that brokers obtain locates only from sources that agree
to, and that the broker reasonably believes will, decrement shares (so that the source
may not provide a locate of the same shares to multiple parties)? What are the costs
associated with such a proposal? Would it hinder liquidity, or raise the cost of
borrowing? What would be the costs associated with other proposals to strengthen
the locate requirements?

•

What are the costs associated with dissemination of aggregate fails data or fails data
by individual security?

•

We ask whether allowing some level of fails of limited duration enables market
makers to create a market for less liquid securities, or whether eliminating the
grandfather provision means fewer market makers will be willing to make markets in
those securities, and could this increase costs and liquidity for those securities. Are
there any other costs associated with the effect of the amendments on market makers
in highly illiquid stocks?

•

What are the potential costs of requiring additional specific documentation of long
sales? Are there systems costs, personnel costs, recordkeeping costs, etc? What costs
could be saved by specifically excluding DVP trades? What costs may be incurred by
excluding DVP trades from long sale documentation requirements?

2.

Amendments to Rule 203(b)(3)(ii)'s Options Market Maker Exception
a. Benefits

The proposed amendments also would limit the duration of the options market maker
exception in Rule 203(b)(3)(ii) ofRegulation SHO. In particular, the proposal would require
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firms, within specified timeframes, to close out all fail to deliver positions in threshold securities
resulting from short sales that hedge options positions that have expired or been liquidated and
that were established prior to the time the underlying security became a threshold security. In
the Regulation SHO Adopting Release, the Commission acknowledged assertions by options
market makers that, without the ability to hedge a pre-existing options position by selling short
the underlying security, options market makers may be less willing to make markets in threshold
securities.4 1 We also understand that additional time may be needed in order to close out a
previously-excepted fail to deliver position resulting from a hedge on an options position that
existed before the security became a threshold security. However, once the options position
expires or is liquidated, we see no reason for maintaining the fail position or for allowing
continued reliance on the options market maker exception. We believe the proposal promotes
Regulation SHO's goal of reducing fails to deliver without interfering with the purpose of the
options market maker exception. Further, the amendments would provide participants and
options market makers that have been allocated the close-out obligation flexibility and advance
notice to close out the fail to deliver positions. We believe the proposed amendments to Rule
203(b)(3)(ii) will protect and enhance the operation, integrity, and stability of the market.

b. Costs
Broker-dealers asserting the options market maker exception under Regulation SHO
should already have systems in place to close out non-excepted fails to deliver. Broker-dealers
may, however, need to modifY their systems and surveillance mechanisms to track the fails to
deliver and the options positions to ensure compliance with the proposed amendments. In
addition, broker-dealers may need to put in place mechanisms to facilitate communications
between participants and options market makers. We request specific comment on the systems
41

See Adopting Release, 69 FRat 48018.
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changes to computer hardware and software, or surveillance costs necessary to implement this
rule. Specifically:
•

What are the costs and benefits of the proposed amendments to the options market
maker exception? For instance, what are the costs associated with narrowing the
exception if the amendments reduce the willingness of options market makers to
make markets in threshold securities?

•

We ask whether we should consider providing a limited amount of additional time for
options market makers to close out after the expiration or liquidation of the hedged
options position(~, from 13 days to 20 days). What costs would be associated with
such a proposal? What costs might be saved by allowing additional time?

•

Similar to the pre-borrow requirements of current Rule 203(b)(iii), if the options
position has expired or been liquidated and the fail to deliver has persisted for 13
consecutive settlement days from the date on which the security becomes a threshold
security or the option position expires or is liquidated, whichever is later (or 35
settlement days from the effective date of the amendment if the phase-in period
applies), the proposal would prohibit a participant, and any broker-dealer for which it
clears transactions, including market makers, from accepting any short sale orders or
effecting further short sales in the particular threshold security without borrowing, or
entering into a bona-fide arrangement to borrow, the security until the participant
closes out the entire fail to deliver position by purchasing securities of like kind and
quantity. What are the costs associated with including the pre-borrow requirement
for the proposed amendments to the options market maker exception? What are the
costs of excluding a pre-borrow requirement for these proposals?
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•

We ask whether we should eliminate the options market maker exception altogether.
What costs might be associated with such a proposal?

•

What costs would be associated with requiring options market makers to make and
keep more specific documentation of fail positions resulting from short sales to hedge
specific pre-existing options positions?

•

Based on the current requirements of Regulation SHO, what have been the costs and
benefits of the current options market maker exception?

•

What are the specific costs associated with any technical or operational challenges
that options market makers face in complying with the proposed amendments?

•

Would the proposed amendments create additional costs, such as costs associated
with systems, surveillance, or recordkeeping modifications that may be needed for
participants to track fails to deliver subject to the 35 versus 13 settlement days
requirements? If there are additional costs associated with tracking fails to deliver
would these additional costs outweigh the benefits of providing firms with a 35
settlement day close-out requirement? Is a 35 settlement day close out period
necessary as firms will have been on notice that they will have to close out these fails
to deliver positions following the effective date of the amendment?

•

How much would the amendments to the options market maker exception affect
compliance costs for small, medium, and large clearing members

(~,

personnel or

system changes)? We seek comment on the costs of compliance that may arise. For
instance, to comply with the proposed amendments regarding the options market
maker exception, will broker-dealers be required to:
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•

Purchase new systems or implement changes to existing systems? Will
changes to existing systems be significant? What are the costs associated with
acquiring new systems or making changes to existing systems? How much
time would be required to fully implement any new or changed systems?

•

Change existing records? What changes would need to be made? What are
the costs associated with any changes? How much time would be required to
make any changes?

•

Increase staffing and associated overhead costs? Will broker-dealers have to
hire more staff? How many, and at what experience and salary level? Can
existing staffbe retrained? What are the costs associated with hiring new staff
or retraining existing staff? If retraining is required, what other costs might be
incurred, i.e., would retrained staff be unable to perform existing duties in
order to comply with the proposed amendments? Will other resources need to
be re-dedicated to comply with the proposed amendments?

•

hnplement, enhance or modify surveillance systems and procedures? Please
describe what would be needed, and what costs would be incurred.

•

Establish and implement new supervisory or compliance procedures, or
modify existing procedures? What are the costs associated with such
changes? Would new compliance or supervisory personnel be needed? What
are the costs of obtaining such staff?

•

Are there any other costs that may be incurred to comply with the proposed
amendments?
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•

Are there any costs that market participants may incur as a result of the proposed 35
day phase-in period? Would the costs of a phase-in period outweigh the costs of not
having one? Would a phase-in create examination or surveillance difficulties?

•

What are the economic tradeoffs associated with longer or shorter phase-in periods?
How much do these tradeoffs matter?

•

We ask what length of implementation period is necessary to put firms on notice that
positions would need to be closed out within the applicable timeframes, if adopted.
What are the costs associated with providing a lengthy implementation period?

B.

Proposed Amendments to Rule 200(e)(3)
1. Benefits

The proposed modification to Rule 200( e) of Regulation SHO would reference the NYA,
instead ofthe DJIA, for purposes of the market decline limitation in subparagraph (e)(3) of Rule
200. The reference to the DJIA was based in part on NYSE Rule 80A, which provided for
limitations on index arbitrage trading in any component stock of the S&P 500 Stock Price Index
(S&P 500) whenever the change from the previous day's close in the DJIA was greater than or
equal to two-percent calculated pursuant to the rule. We also propose to add language to clarify
that the two-percent limitation is to be calculated in accordance with NYSE Rule 80A for
purposes ofRule 200(e)(3). On August 24, 2005, the Commission approved an amendment to
NYSE Rule 80A to use the NYA to calculate limitations on index arbitrage trading as provided
in the rule instead of the DJIA. 42 According to the NYSE, the NY A is a better reflection of
market activity with respect to the S&P 500 and thus, a better indicator as to when the
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Securities Exchange Act Release No . 52328 (Aug. 24, 2005), 70 FR 51 398 (Aug. 30, 2005).
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restrictions on index arbitrage trading provided by NYSE Rule 80A should be triggered.
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We

believe the amendment is appropriate in order to maintain uniformity with NYSE Rule 80A and
to maintain a uniform protective measure. We also believe that, because the NY A is already
posted with the two-percent calculation, the proposed amendment would make this reference
point more easily accessible to market participants.
2. Costs

We do not anticipate that this proposed amendment will impose any significant burden or
cost on market participants. Indeed, the proposed amendment may save costs by promoting
uniformity with NYSE Rule 80A so that broker-dealers will need to refer to only one index with
respect to restrictions regarding index arbitrage trading.
•

Does this limitation affect the expected cost of entering into index arbitrage
positions? Does the limitation reduce market efficiency by slowing down price
discovery? Does the limitation affect only temporary order imbalances or does it also
keep prices from fully adjusting to their fundamental value?

•

What are the costs and benefits of the proposed amendments to Regulation SHO's
exception for unwinding index arbitrage positions?

VIII.

Consideration ofBurden and Promotion ofEfficiency, Competition, and Capital
Formation

Section 3(f) of the Exchange Act requires the Commission, whenever it engages in
rulemaking and whenever it is required to consider or determine if an action is necessary or
appropriate in the public interest, to consider whether the action would promote efficiency,

43

Id.
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competition, and capital formation. 44 In addition, Section 23(a)(2) of the Exchange Act requires
the Commission, when making rules under the Exchange Act, to consider the impact such rules
would have on competition. 45 Exchange Act Section 23(a)(2) prohibits the Commission from
adopting any rule that would impose a burden on competition not necessary or appropriate in
furtherance of the purposes of the Exchange Act.
We believe the proposed amendments may promote price efficiency. The proposed
amendments to Regulation SHO are intended to promote efficiency by reducing persistent fails
to deliver securities that have the potential to disrupt market operations and pricing systems. To
the extent that the proposed amendments increase the cost of market making, the proposed
amendments may impact liquidity in some threshold securities. We believe that these concerns
are mitigated by the scope and flexibility of the proposed amendments. We seek comment on
whether the proposals promote price efficiency, including whether the proposals might impact
liquidity and the potential for manipulative short squeezes.

In addition, we believe that the proposals may promote capital formation. Large and
persistent fails to deliver can deprive shareholders of the benefits of ownership, such as voting
and lending. They can also be indicative of manipulative conduct. The deprivation of the
benefits of ownership, as well as the perception that manipulative naked short selling is
occurring in certain securities, may undermine the confidence of investors. These investors, in
tum, may be reluctant to commit capital to an issuer they believe to be subject to such
manipulative conduct. We solicit comment on whether the proposed amendments would
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15 U.S.C. 78c(f).

45

15 U. S.C. 78w(a)(2).
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promote capital formation, including whether the proposed increased short sale restrictions
would affect investors' decisions to invest in certain equity securities.
The Commission also believes the proposed amendments may not impose any burden on
competition not necessary or appropriate in furtherance of the Exchange Act. By eliminating the
grandfather provision and narrowing the options market maker exception, the Commission
believes the proposed amendments to Regulation SHO would promote competition by requiring
similarly situated market participants to close out fails to deliver in threshold securities within
the same timeframe. We solicit comment on whether the proposed amendments would promote
competition, including whether investors are more or less likely to choose to invest in foreign
markets with more relaxed short selling restrictions.
The Commission requests comment on whether the proposed amendments would
promote efficiency, competition, and capital formation.

IX.

Consideration of Impact on the Economy
For purposes of the Small Business Regulatory Enforcement Fairness Act of 1996, or

"SBREFA,"46 we must advise the Office of Management and Budget as to whether the proposed
regulation constitutes a "major" rule. Under SBREFA, a rule is considered "major" where, if
adopted, it results or is likely to result in:
•

An annual effect on the economy of $100 million or more (either in the form of an
increase or a decrease);

• A major increase in costs or prices for consumers or individual industries; or
•

46

Significant adverse effect on competition, investment or innovation .

Pub. L. No. 104-121 , Title II, 110 Stat. 857 (1996) (codified in various sections of 5 U.S. C., 15 U.S.C. and as a
note to 5 U.S.C. 601).
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If a rule is "major," its effectiveness will generally be delayed for 60 days pending
Congressional review. We request comment on the potential impact of the proposed
amendments on the economy on an annual basis. Commenters are requested to provide
empirical data and other factual support for their view to the extent possible.
X.

Initial Regulatory Flexibility Analysis
The Commission has prepared an Initial Regulatory Flexibility Analysis (IRF A), in

accordance with the provisions of the Regulatory Flexibility Act (RFA),
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regarding the

proposed amendments to Regulation SHO, Rules 200 and 203, under the Exchange Act.
A.

Reasons for the Proposed Action

Based on examinations conducted by the Commission' s staff and the SROs since
Regulation SHO ' s adoption, we are proposing revisions to Rules 200 and 203 of Regulation
SHO. The proposed amendments to Rule 203(b)(3) ofRegulation SHO are designed to reduce
the number of persistent fails to deliver. We are concerned that large and persistent fails to
deliver may have a negative effect on the market in these securities. Although high fails levels
exist only for a small percentage of issuers, they could potentially impede the orderly functioning
of the market for such issuers, particularly issuers ofless liquid securities. The proposed
amendment to update the market decline limitation referenced in Rule 200( e)(3) would maintain
uniformity with NYSE Rule 80A and would promote a uniform protective measure.
B.

Objectives

Our proposals are intended to further reduce the number of persistent fails to deliver in
threshold securities, by eliminating the grandfather provision and narrowing the options market
maker exception to the delivery requirement. The proposed amendments are designed to help

47

5 U.S.C. 603.
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reduce persistent, large fail positions, which may have a negative effect on the market in these
securities and also may be used to facilitate some manipulative strategies. Although high fails
levels exist only for a small percentage of issuers, they could impede the orderly functioning of
the market for such issuers, particularly issuers of less liquid securities. A significant level of
fails to deliver in a security also may have adverse consequences for shareholders who may be
relying on delivery of those shares for voting purposes, or could otherwise affect an investor's
decision to invest in that particular security. To allow market participants sufficient time to
comply with the new close-out requirements, the proposals include a 35 settlement day phase-in
period following the effective date of the amendment. The phase-in period is intended to provide
market participants flexibility and advance notice to begin closing out originally grandfathered
fail to deliver positions. The proposed amendments to Rule 200(e)(3) are intended to update the
market decline limitation referenced in the rule in order to maintain uniformity with the NYSE
Rule SOA and to maintain uniform protective measures.
C.

Legal Basis

Pursuant to the Exchange Act and, particularly, Sections 2, 3(b), 9(h), 10, 11A, 15, 17(a),
19, 23(a) thereof, 15 U.S.C. 78b, 78c, 78i, 78j , 78k-1, 78o, 78q, 78s, 78w(a), the Commission is
proposing amendments to Regulation SHO, Rules§§ 242.200 and 242.203.
D.

Small Entities Subject to the Rule

Paragraph (c)( 1) of Rule 0-1048 states that the term "small business" or "small
organization," when referring to a broker-dealer, means a broker or dealer that had total capital
(net worth plus subordinated liabilities) ofless than $500,000 on the date in the prior fiscal year
as of which its audited financial statements were prepared pursuant to §240.17a-5(d) ; and is not

48

17 CFR 240.0-lO(c)(l)
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affiliated with any person (other than a natural person) that is not a small business or small
organization. As of2005, the Commission estimates that there were approximately 910 brokerdealers that qualified as small entities as defined above.49 The Commission's proposed
amendments would require all small entities to modify systems and surveillance mechanisms to
ensure compliance with the new close-out requirements.

E.

Reporting, Recordkeeping, and other Compliance Requirements

The proposed amendments may impose some new or additional reporting, recordkeeping,
or compliance costs on broker-dealers that are small entities. In order to comply with Regulation
SHO when it became effective in January, 2005, small entities needed to modify their systems
and surveillance mechanisms. Thus, the infrastructure necessary to comply with the proposed
amendments regarding elimination of the grandfather provision should already be in place. Any
additional changes to the infrastructure should be minimal. In addition, small entities engaging
in options market making should already have systems in place to close out non-excepted fails to
deliver as required by Regulation SHO. These small entities, however, may need to modify their
systems and surveillance mechanisms to track the fails to deliver and the options positions to
ensure compliance with the proposed amendments. These entities may also need to put in place
mechanisms to facilitate communications between participants and options market makers. We
solicit comment on what new recordkeeping, reporting or compliance requirements may arise as
a result of these proposed amendments.
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These numbers are based on the Commission 's Office ofEconomic Analysis' s review of2005 FOCUS Report
filings reflecting registered broker dealers . This number does not include broker-dealers that are delinquent on
FOCUS Report filings.
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F.

Duplicative, Overlapping or Conflicting Federal Rules

The Commission believes that there are no federal rules that duplicate, overlap or conflict
with the proposed amendments.
G.

Significant Alternatives

The RFA directs the Commission to consider significant alternatives that would
accomplish the stated objective, while minimizing any significant adverse impact on small
issuers and broker-dealers. Pursuant to Section 3(a) ofthe RFA, 50 the Commission must
consider the following types of alternatives: (a) the establishment of differing compliance or
reporting requirements or timetables that take into account the resources available to small
entities; (b) the clarification, consolida!ion, or simplification of compliance and reporting
requirements under the rule for small entities; (c) the use of performance rather than design
standards; and (d) an exemption from coverage of the rule, or any part thereof, for small entities.
The primary goal of the proposed amendments is to reduce the number of persistent fails
to deliver in threshold securities. As such, we believe that imposing different compliance
requirements, and possibly a different timetable for implementing compliance requirements, for
small entities would undermine the goal of reducing fails to deliver. In addition, we have
concluded similarly that it would not be consistent with the primary goal of the proposals to
further clarify, consolidate or simplify the proposed amendments for small entities. The
Commission also preliminarily believes that it would be inconsistent with the purposes of the
Exchange Act to use performance standards to specify different requirements for small entities or
to exempt broker-dealer entities from having to comply with the proposed rules. We seek
comment on alternatives for small entities that conduct business in threshold securities.

50

5 U.S.C. 603(c).
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H.

Request for Comments

The Commission encourages the submission of written comments with respect to any
aspect of the IRFA. In particular, the Commission seeks comment on (i) the number of small
entities that would be affected by the proposed amendments; and (ii) the existence or nature of
the potential impact of the proposed amendments on small entities. Those comments should
specify costs of compliance with the proposed amendments, and suggest alternatives that would
accomplish the objective of the proposed amendments.
XI.

Statutory Authority
Pursuant to the Exchange Act and, particularly, Sections 2, 3(b), 9(h), 10, 11A, 15, 17( a),

17A, 23(a) thereof, 15 U.S.C. 78b, 78c, 78i, 78j, 78k-1, 78o, 78q, 78q-1, 78w(a), the
Commission is proposing amendments to§ 240.200 and 203.

Text of the Proposed Amendments to Regulation SHO
List of Subjects
17 CFR Part 242
Brokers, Fraud, Reporting and recordkeeping requirements, Securities.
For the reasons set out in the preamble, Title 17, Chapter II, Part 242, of the Code of
Federal Regulations is proposed to be amended as follows.
PART 242- REGULATIONS M, SHO, ATS, AC, NMS, AND CUSTOMER MARGIN
REQUIREMENTS FOR SECURITY FUTURES
1. The authority citation for part 242 continues to read as follows :
Authority: 15 U .S.C. 77g, 77q(a), 77s(a), 78b, 78c, 78g(c)(2), 78i(a), 78j, 78k-1(c), 781_, 78m,
78n, 78o(b), 78o(c), 78o(g), 78q(a), 78q(b), 78q(h), 78w(a), 78dd-1, 78mm, 80a-23, 80a-29, and
80a-37.

47

*****
2. Section 242.200 is proposed to be amended by revising paragraph (e)(3) to read as
follows:

§ 242.200 Definition of "short sale" and marking requirements.

*****
(1)

***

(e)

***

(3) The sale does not occur during a period commencing at the time that the NYSE
Composite Index has declined by two percent (as calculated pursuant to NYSE Rule
80A) or more from its closing value on the previous day and terminating upon the
establishment of the closing value of the NYSE Composite Index on the next succeeding
trading day.

*****
3. Section 242.203(b)(3) is proposed to be amended by:
a. Revising paragraphs (b)(3)(i), (b)(3)(ii), and adding new paragraphs (b)(3)(iii) and
(b)(3)(iv).
b. Revising paragraphs (b)(3)(ii) to changing "options positions" to "an options position."
c. Redesignating current paragraphs (b)(3)(iii), (b)(3)(iv), and (b)(3)(v), as (b)(3)(v),
(b)(3)(vi), and (b)(3)(vii).
The proposed revisions read as follows:
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§ 242.203 Borrowing and delivery requirements.

* * * * *
(b)(3)

***

(i) Provided, however, that a participant that has a fail to deliver position at a registered
clearing agency in a threshold security on the effective date of this amendment and which,
prior to the effective date of this amendment, had been previously grandfathered from the
close-out requirement in paragraph (b)(3) (i.e., because the participant of a registered
clearing agency had a fail to deliver position at a registered clearing agency on the settlement
day preceding the day that the security became a threshold security), shall immediately close
out that fail to deliver position within thirty-five settlement days of the effective date of this
amendment by purchasing securities of like kind and quantity;
(ii) The provisions of this paragraph (b )(3) shall not apply to the amount of the fail to deliver
position in the threshold security that is attributed to short sales by a registered options
market maker, if and to the extent that the short sales are effected by the registered options
market maker to establish or maintain a hedge on an options position that were created before
the security became a threshold security;
(a) Provided, however, if a participant of a registered clearing agency has a fail to deliver
position at a registered clearing agency in a threshold security that is attributed to short sales
by a registered options market maker, if and to the extent that the short sales are effected by
the registered options market maker to establish or maintain a hedge on an options position
that was created before the security became a threshold security, if the options position has
expired or been liquidated and the participant has had such fail to deliver position in the
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threshold security for thirteen consecutive settlement days from the date on which the
security became a threshold security or the date of expiration or liquidation ofthe options
position, whichever is later, the participant must immediately close out the fail to deliver
position by purchasing securities oflike kind and quantity;
(b) Provided, however, that a participant that has a fail to deliver position at a registered
clearing agency in a threshold security on the effective date of this amendment which, prior
to the effective date ofthis amendment, had been previously excepted from the close-out
requirement in paragraph (b)(3) (i.e., because the participant of a registered clearing agency
had a fail to deliver position in the threshold security that is attributed to short sales by a
registered options market maker, if and to the extent that the short sales are effected by the
registered options market maker to establish or maintain a hedge on an options position that
was created before the security became a threshold security) and where such options positi<?n
has expired or been liquidated on or prior to the effective date of the amendment, shall close
out that fail to deliver position within thirty-five settlement days of the effective date of this
amendment by purchasing securities of like kind and quantity;
(iii) If a participant of a registered clearing agency entitled to rely on the thirty-five
settlement day close out requirement contained in paragraphs (b)(3)(i) and (b)(3)(ii) of this
section has a fail to deliver position at a registered clearing agency in the threshold security
for thirty-five settlement days, the participant and any broker or dealer for which it clears
transactions, including any market maker, that would otherwise be entitled to rely on the
exception provided in paragraph (b)(2)(ii) of this section, may not accept a short sale order in
the threshold security from another person, or effect a short sale in the threshold security for
its own account, without borrowing the security or entering into a bona-fide arrangement to
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borrow the security, until the participant closes out the fail to deliver position by purchasing
securities of like kind and quantity;
(iv) If a participant of a registered clearing agency entitled to rely on the thirteen consecutive
settlement day close out requirement contained in paragraph (b)(3)(ii) of this section has a
fail to deliver position at a registered clearing agency in a threshold security for thirteen
consecutive settlement days following the expiration or liquidation of the options position,
the participant and any broker or dealer for which it clears transactions, including any market
maker that would otherwise be entitled to rely on the exception provided in paragraph
(b )(2)(ii) of this section, may not accept a short sale order in the threshold security from
another person, or effect a short sale in the threshold security for its own account, without
borrowing the security or entering into a bona-fide arrangement to borrow the security, until
the participant closes out the fail to deliver position by purchasing securities of like kind and
quantity;

*****
By the Commission.
Nancy Morris
Secretary
.. ;"t

~ · . '!

Dated: July 14, 2006

By:llJJ. Lynn

~ylor

-~,. Assistant Secreta r ~
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SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-54I55 ; File No. SR-NASDAQ-2006-00I)
July I4, 2006
Self-Regulatory Organizations; The NASDAQ Stock Market LLC; Order Approving a Proposed
Rule Change and Amendment No. I Thereto and Notice of Filing and Order Granting
Accelerated Approval to Amendment Nos. 2 and 3 Thereto Relating to the Nasdaq Market
Center
I.

Introduction
On February 7, 2006, The NASDAQ Stock Market LLC ("Nasdaq" or "Exchange") filed

with the Securities and Exchange Commission ("Commission"), pursuant to Section I9(b)(I) of
the Securities Exchange Act of I934 ("Act"), 1 and Rule I9b-4 thereunder, 2 a proposed rule change
to integrate the operations of the existing Nasdaq Market Center, along with Nasdaq ' s Brut and
INET facilities. On March 29, 2006, Nasdaq submitted Amendment No. I to the proposed rule
change ("Amendment No. I "). The proposed rule change, as amended by Amendment No. I,
was published for comment in the Federal Register on April I4, 2006. 3 The Commission
received twelve comments regarding the proposal. 4

I5 U.S .C. 78s(b)(l).
2

17 CFR 240.I9b-4.

3

See Securities Exchange Act Release No. 53583 (March 3I , 2006), 7I FR I9573 ("Single
Book Proposal").

4

See letter from Kim Bang, Chief Executive Officer, Bloomberg TradebookLLC
("Bloomberg") ("Kim Bang") to Brian G. Cartwright, General Counsel, Commission,
dated March 6, 2006 ("Bloomberg Comment Letter I"); letter from Kim Bang, David
Cummings, Chief Executive Officer, BATS Trading, Inc. ("BATS") ("David
Cummings"), Ronald Pasternak, President, Direct Edge ECN LLC, and Martin Kaye,
Chief Executive Officer, Track ECN ("Track") ("Martin Kaye") to Robert L.D. Colby,
Acting Director, Division of Market Regulation ("Division"), Commission, dated
March 2I, 2006 ("ECN Comment Letter"); letter from Kim Bang to Jonathan G. Katz,
Secretary, Commission ("Jonathan Katz"), dated May 5, 2006 ("Bloomberg Comment
Letter II"); letter from David Cummings to Christopher Cox, Chairman, Commission
("Chairman Cox"), dated May 5, 2006 ("BATS Comment Letter"); letter from Martin

bu~L,l{
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On July 7, 2006, Nasdaq filed Amendment No.2 to the proposed rule change
("Amendment No.2"). On July 14, 2006, Nasdaq filed Amendment No.3 to the proposed rule
change ("Amendment No.3 "). This order approves the proposed rule change, as amended by
Amendment No. 1. Simultaneously, the Commission is providing notice of filing of Amendment
Nos. 2 and 3 and granting accelerated approval of Amendment Nos. 2 and 3.
II.

Description

Nasdaq proposes to combine the operations of the existing Nasdaq Market Center with its
Brut and INET facilities to create a single integrated system, with a single pool ofliquidity (the
"Integrated System" or "System"). The Integrated System would only accept automatic executions
and would eliminate Nasdaq' s current order delivery functionality. The Integrated System is
designed to enable Nasdaq to operate its execution system as that of a national securities exchange
rather than as a national securities association, pursuant to the Commission order, dated January 13,
2006, approving Nasdaq ' s application to register as a national securities exchange. 5 In addition,
Nasdaq has designed the Integrated System to comply with the requirements ofRules 610 and 611

Kaye to Chairman Cox, dated May 5, 2006 ("Track Comment Letter I"); letter from
Leonard J. Amoruso, Senior Managing Director and Chief Compliance Officer, Knight
Capital Group, Inc. ("Knight") to Nancy M. Morris, Secretary, Commission ("Nancy
Morris"), dated May 5, 2006 ("Knight Comment Letter"); letter from C. Thomas
Richardson, Managing Director, Citigroup Global Markets Inc. ("Citigroup") to Nancy
Morris, dated May 17, 2006 ("Citigroup Comment Letter"); letter from Kim Bang to
Nancy Morris, dated May 30, 2006 ("Bloomberg Comment Letter III"); letter from David
C. Chavem, Vice President, Capital Markets Program, U.S. Chamber of Commerce
("USCC'') to Nancy Morris, dated June 8, 2006 ("USCC Comment Letter"); letter from
David Colker, National Stock Exchange ("NSX") to Chairman Cox, dated June 20, 2006
("NSX Comment Letter"); letter from Kim Bang to Nancy Morris, dated June 23, 2006
("Bloomberg Comment Letter IV"); and letter from Mmtin Kaye to Chairman Cox, dated
July 3, 2006 ("Track Comment Letter II").
5

See Securities Exchange Act Release No. 53128 (January 13, 2006), 71 FR 3550
(January 23 , 2006) ("Exchange Application Order").
2

of Regulation NMS under the Act ("Regulation NMS"). 6 Nasdaq has designated August 28, 2006
as the initial implementation date for this System. 7
Nasdaq currently operates three execution systems: (1) the Nasdaq Market Center,
formerly known as SuperMontage ("NMC Facility"); (2) the Brut ECN, a registered brokerdealer that is a Nasdaq subsidiary ("Brut Facility"); and (3) the INET ECN, which is operated by
Brut, LLC, a subsidiary ofNasdaq ("INET Facility") (collectively, the "Nasdaq Facilities"). 8
Currently, the Nasdaq Facilities are all linked, but separate, each operating pursuant to
independent Commission-approved rules, with the NMC Facility operating under the
4700 Series, the Brut Facility operating under the 4900 Series, and the INET Facility operating
under the 4950 Series.
Under the proposal, as amended, Nasdaq seeks to integrate the matching systems of the
three Nasdaq Facilities into a single matching system, governed by a single set of rules. To ease
the transition for Nasdaq participants, the Integrated System would be accessible through the
same connectivity by which users currently access each of the Nasdaq Facilities, and use
functionality that is already approved and operating within one or more of the Nasdaq Facilities.
For example, the Integrated System would use slightly modified functionality from the INET
Facility for order entry, display, processing, and routing, and draw on functionality in the NMC

6

See Securities Exchange Act Release No. 51808 (June 9, 2005), 70 FR 37496 (June 29,
2005).

7

See Amendment No . 3.

8

In its Single Book Proposal, Nasdaq noted that, until January 31 , 2006, INET ATS, Inc.

was a registered broker-dealer and a member ofthe NASD. On February I , 2006, the
INET broker-dealer was merged into the Brut broker-dealer which is a member of the
New York Stock Exchange ("NYSE"). Nasdaq states that it will continue to operate the

3

Facility for the opening and closing processes. Participants would remain subject to general
obligations applicable to all Nasdaq Facilities, including honoring System trades, complying with
all Commission and Nasdaq rules, and properly clearing and settling trades. The proposed rule
change, as amended, is designed to ensure Nasdaq's readiness to comply with Regulation NMS
and facilitate Nasdaq's operation as a national securities exchange.
As the proposed rule change merges the three Nasdaq Facilities into a single platform, it
also simplifies Nasdaq ' s rules by merging five sets of rules (the 4600, 4700, 4900, 4950, and
5200 Series) into two (the 4600 and 4750 Series). The proposed 4600 Series would govern
Nasdaq participants, while the proposed 4750 Series would govern the operation of the Integrated
System. The proposed rule change would delete in the following series of rules in their entirety:
Series 4700 (Nasdaq Market Center- Execution Services), Series 4900 (Brut Systems),
Series 4950 (INET System), and Series 5200 (Intermarket Trading System/Computer Assisted
Execution System). The proposed rule change would add new Series 4750 (Nasdaq Market
Center - Execution Services) and modify current Series 4600 (Requirements for Nasdaq Market
Makers and Other Nasdaq Market Center Participants), including renumbering rules governing
participants' obligations to honor trades and to comply with applicable rules and registration
requirements.
In addition to reorganizing the rules, and making changes to the Exchange' s rules for
exchange and Regulation NMS readiness, the proposed rule change, as amended, addresses,
among other things, openings and closings, the order display/matching system, order types, time

Brut Facility and INET Facility under the rubric of a single broker-dealer until the
Integrated System is fully operational. See Single Book Proposal at 19589.
4

in force designations, anonymity, routing, book processing, adjustment of open orders,9and
Nasdaq' s plan for a phased-in implementation of the proposed rule change.
In Amendment No. 2, because of the extension of certain compliance dates relating to
Regulation NMS, Nasdaq proposed to modify certain rules such that their effectiveness would
coincide with the Regulation NMS compliance dates announced by the Commission.
Amendment No. 2 also contained a number of non-substantive changes and technical corrections
to clarify the proposal.
In Amendment No.3, Nasdaq proposed to schedule the implementation of the System
beginning August 28, 2006. 10 Nasdaq described its planned phase-in schedule for the Integrated
System and intention to test the System during the month of July and early in August prior to the
transition. Then, beginning August 28, 2006, Nasdaq would transition Nasdaq-listed securities in
three groups over a three-week period with 15 to 30 Nasdaq-listed stocks the first week, an
additional I 00-200 Nasdaq-listed stocks the second week, followed by the remaining Nasdaqlisted stocks the third week. Following the transition ofNasdaq stocks, Nasdaq would transition
all non-Nasdaq-listed securities (i.e., NYSE, American Stock Exchange ("Amex"), and regionallisted stocks). Nasdaq noted that it plans to monitor the implementation and adjust the schedule
as needed to maintain an orderly transition.

9

See supra note 3.

10

The Commission notes that Amendment No. 3 replaces the August 14, 2006
implementation date that Nasdaq had proposed in Amendment No. 2.
5

III.

Solicitation of Comments
Interested persons are invited to submit written data, views, and arguments concerning

the foregoing, including whether Amendment Nos. 2 and 3 are consistent with the Act.
Comments may be submitted by any of the following methods:
Electronic comments:
•

Use the Commission's Internet comment form (http://www.sec.gov/rules/sro.shtml); or

•

Send an e-mail to rule-comments@sec.gov. Please include File Number SR-NASDAQ2006-001 on the subject line.

Paper comments:
•

Send paper comments in triplicate to Nancy M. Morris, Secretary, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.

All submissions should refer to File Number SR-NASDAQ-2006-001. This file number should
be included on the subject line if e-mail is used. To help the Commission process and review
your comments more efficiently, please use only one method. The Commission will post all
comments on the Commission's Internet Web site (http://www.sec.gov/rules/sro.shtml). Copies
of the submission, all subsequent amendments, all written statements with respect to the
proposed rule change that are filed with the Commission, and all written communications
relating to the proposed rule change between the Commission and any person, other than those
that may be withheld from the public in accordance with the provisions of 5 U.S.C. 552, will be
available for inspection and copying in the Commission's Public Reference Room. Copies of the
filing also will be available for inspection and copying at the principal office of the Exchange.
All comments received will be posted without change; the Commission does not edit personal

6

identifying information from submissions. You should submit only information that you wish to
make available publicly. All submissions should refer to File Number SR-NASDAQ-2006-001
and should be submitted on or before [insert date 21 days from publication in the Federal
Register].

IV.

Summary of Comments Received
The Commission received twelve comment letters, representing seven different entities,

on the proposed rule change. 11 Five of the seven commenters either directly or indirectly operate
electronic communications networks ("ECNs"). Each of the ECN commenters opposed the
proposed rule change. The remaining two commenters did not directly support or oppose the
proposal.
Bloomberg submitted four commentletters. The Bloomberg Comment Letter I was
submitted prior to Nasdaq 's submission of Amendment No. 1. In that letter, Bloomberg
commented on one provision of the proposal that would have prohibited members from charging
access fees triggered by the execution of a quotation within the System. 12 Bloomberg suggested
that such a provision would violate Section 6( e)(1) of the Act, 13 which states that "no national
securities exchange may impose any schedule or fix rates of commissions, allowances, discounts,
or other fees to be charged by its members." In addition, the Bloomberg Comment Letter I

II

See supra note 4. Other than the Bloomberg Comment Letter I, all the comment letters
discussed not only SR-NASDAQ-2006-001, but SR-NASD-2006-048 as well. In SRNASD-2006-048 , Nasdaq proposes to charge an order delivery fee of I 0 cents per
I 00 shares to order delivery participants on its system. See Securities Exchange Act
Release No. 53644 (April I3, 2006), 71 FR 20149 (April I9, 2006) ("Order Delivery Fee
Proposal"). The summary here focuses on the comment letter discussions relating to SRNASDAQ-2006-00I, rather than those relating to the Order Delivery Fee Proposal.

12

Bloomberg Comment Letter I at I-2.

13

I5 U.S.C. 78f(e)(l).
7

asserted that the Form 19b-4 did not adequately discuss or justify the burdens on competition
with respect to the proposed prohibition on fees. 14 Bloomberg recommended that Nasdaq
withdraw the provision of the proposal regarding the prohibition of fees. In Amendment No. 1,
Nasdaq eliminated its proposal to prohibit members from charging access fees. 15

In its second comment letter, Bloomberg objected to proposed Nasdaq Rule 4623(b)(5),
which would eliminate the order delivery functionality from Nasdaq's rules, because it would
expose ECNs to the risk of dualliability. 16 Bloomberg said that dual liability was "a risk that in the
past the Commission found to justify requiring Nasdaq to provide order delivery as opposed to
execution delivery." 17 Bloomberg opined that eliminating the order delivery functionality, and
thereby requiring all Nasdaq participants to accept automatic execution, would force ECNs to
"abandon their current business modelS and begin to act, involuntarily, as dealers;" currently, unlike
market makers, ECNs act as agency brokers and do not carry inventory or act as principa1. 18
Bloomberg also asserted that because ECNs do not earn a market maker's bid-ask spread, being
forced to "eat" an execution could "never be profitable" for ECNs. 19 Bloomberg concluded that
this aspect of the proposal would force ECNs out of the Nasdaq market. Bloomberg questioned

14

Bloomberg Comment Letter I at 2-4.

15

See infra Section V.

16

Bloomberg Comment Letter II at 1.

17

Bloomberg Comment Letter II at 8-9, note 7 (citing Securities Exchange Act Release
No. 43863 (January 19, 2001), 66 FR 8020 (January 26, 2001) ("SuperMontage Order")).
See also ECN Comment Letter at 3.

18

Bloomberg Comment Letter II at 4; see also Citigroup Comment Letter at 1.

19

Bloomberg Comment Letter II at 4.
8

how investors and the national market system would be well served by eliminating the
competitive liquidity and investor choices provided by ECNs from the Nasdaq platform. 20
The Bloomberg Comment Letter II took issue with Nasdaq's claim that the order delivery
functionality ofECNs made Nasdaq less competitive by slowing its execution services.
Bloomberg stated that Nasdaq' s claim did not include any data or factual support, and was
"incredible on its face. " 21 Bloomberg noted that Nasdaq market participants entering orders
could effectively choose to have their orders sent to automatic execution participants; thus, if
order delivery ECNs were consistently slower or less efficient, they would suffer dire business
consequences.22 The comment letter also noted that Nasdaq itself routes orders to other market
centers, such as Archipelago, and that there was no indication that this routing slowed down its
system. Bloomberg stated that its typical response time to incoming Nasdaq orders was 5-20
milliseconds. Bloomberg posited that slow quotation updates, rather than order delivery delays,
were the true cause ofNasdaq ' s system slowdowns. Bloomberg noted that the Nasdaq Quotation
Dissemination Service feed had latencies of 500 milliseconds or more during periods of high
. . 23
mark et actiVIty.

Bloomberg also disagreed with Nasdaq's characterization of the Division's response to
Question 5 of its Responses to Frequently Asked Questions Concerning Rule 611 and Rule 610

20

Bloomberg Comment Letter II at 2, 10. Bloomberg noted that the "independent ECNs" at
risk represent some 15% of the total Nasdaq volume.

21

Bloomberg Comment Letter II at 5.

22

Bloomberg Comment Letter II at 5-6.

23

Bloomberg Comment Letter II at 6-8.
9

of Regulation NMS. 24 In the Single Book Proposal, Nasdaq stated that it did not believe that it
could offer order delivery functionality and also satisfy Question 5 's standard of continuously
providing "a response to incoming orders that does not significantly vary between orders handled
entirely within the SRO trading facility and orders delivered to the ECN." 25 In Bloomberg' s
view, Questions 5 does not "authorize Nasdaq to drop order delivery without considering the
factors the Division cited." Bloomberg believed that the Division suggested that Nasdaq could
"continue to deliver orders to an ECN as long as Nasdaq's order-handling performance does not
significantly vary between orders handled entirely within the SRO trading facility and orders
delivered to the ECN."26 Rather than considering whether it could meet the conditions outlined
by the Division in its NMS FAQs relating to order delivery functionality, Bloomberg believed
that Nasdaq chose not to confront the issue. Bloomberg believed that the "facts demonstrate that
there is no valid basis for Nasdaq ' s proposed deletion of order delivery to ECNs that can respond
within milliseconds." 27
Bloomberg also argued that the proposed rule change was inconsistent with the Act, in
that Nasdaq ' s analysis of the proposal's impact on competition failed to consider "the liquidity
that ECN participants provide to investors, the advantage this brings to investors and the internal
discipline and drive to innovation within Nasdaq itself that is provided by the ECNs."28

24

Division of Market Regulation ("Division"), Responses to Frequently Asked Questions _
Concerning Rule 611 and Rule 610 of Regulation NMS, dated January 27, 2006 ("NMS
FAQs") (available at http://www.sec.gov/divisions/marketreg/rule61lfag.pdt)

25

Single Book Proposal at 19591, citing NMS FAQs at Question 5.

26

Bloomberg Comment Letter II at 7.

27

Bloomberg Comment Letter II at 7-8.

28

Bloomberg Comment Letter II at 8.
10

Bloomberg posited that the proposed rule change was inconsistent with Section 6(b)(5) of
the Act29 because it discriminated unfairly against ECNs in that the only order delivery
participants on Nasdaq are ECNs. Bloomberg also opined that the proposed rule change was
inconsistent with Nasdaq's obligations under the Act to promote a free and open market and a
national market system. In addition, Bloomberg believed that the proposal would violate
Section 6(b)(8) of the Ace 0 by imposing burdens on competition that are not necessary or
appropriate in furtherance of the purposes of the Act. Finally, Bloomberg noted that Section 3(f)
ofthe Ace 1 requires the Commission to consider whether the proposed rule change would
. .

promote competitiOn.

32

In its comment letter, Citigroup stated its belief that the National Association of

Securities Dealers, Inc.'s ("NASD") Alternative Display Facility ("ADF") currently does not
provide a viable alternative to the Nasdaq platform. Citigroup cited the ADF ' s connectivity
costs, inability to quote NYSE- and Amex-listed securities, and inability to display sub-penny
quotations to four decimal places for sub-$1 .00 securities. In addition, Citigroup asserted that
the ADF was a more expensive facility for ECNs, because it charged for quotation updates and
did not have a general revenue sharing plan. Citigroup also believed that the ADF provided
inadequate order protection because it would not provide an aggregate top-of-the-book quotation
with protection under Rule 611 of Regulation NMS. 33

29

15 U.S.C. 78f(b)(5).

30

15 U.S.C. 78f(b )(8).

31

15 U.S.C. 78c(f).

32

Bloomberg Comment Letter II at 9-11.

33

Citigroup Comment Letter at 2-3.

•

11

In support of its claim that the ADF is not a viable alternative to Nasdaq, Citigroup noted
that daily volume on the ADF averaged approximately fifteen million shares compared to the
total daily volume of approximately 1.7 billion shares for Nasdaq securities. 34 Finally, Citigroup
said that the Commission, in response to various ADF-related comments in the Nasdaq exchange
application context,35 indicated that the ADF was not a viable alternative to the Nasdaq Market
Center. 36
In its third comment letter, responding to Nasdaq's initial comment response letter/ 7
Bloomberg endorsed the "main thrust" of Citigroup' s comment letter, in particular supporting
Citigroup's assertion that the ADF was not a viable alternative to Nasdaq, pointing to the ADF's
connectivity issues and its lack of capability to provide an aggregate top-of-book quotation under
Rule 611 ofRegulation NMS .38 Bloomberg also reiterated its disagreement with Nasdaq's
assertion that retaining order delivery would slow down the Nasdaq market. 39 In addition,
Bloomberg emphasized that several other ECNs shared their concerns about the proposal. 40
Bloomberg stated that, contrary to Nasdaq's assertions in its initial comment response
letter, the existing platform of the NSX is not a viable venue for multiple participants,
particularly in light of its limited capacity. While acknowledging that BATS had moved from

34

Citigroup Comment Letter at 3.

35

See supra note 5.

36

Citigroup Comment Letter at 3, quoting Exchange Application Order at 57-58 (referring
to comments from the Securities Industry Association and Instinet).

37

See infra note 75.

38

Bloomberg Comment Letter III at 1.

39

Bloomberg Comment Letter III at 2.

40

Bloomberg Comment Letter III at 2.
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Nasdaq to NSX, Bloomberg pointed out.that, notwithstanding that BATS is a very new ECN and
has a relatively light share volume, BATS experienced a significant decrease in trading volume
following its move to NSX. In addition, Bloomberg argued that, because the current NSX
platform is unable to attribute quotes for multiple participants, market participants might be
required to build temporary connectivity to each ECN participating in NSX, which would divert
the industry's attention and resources at a time when implementation ofRegulation NMS and
industry consolidation issues were already pushing programming capacity to its limits.41
Bloomberg also believed that Nasdaq, in its initial comment response letter, misstated the
Commission' s duties under the Act. Bloomberg opined that the Act put a special burden on selfregulatory organizations ("SROs") if an SRO such as Nasdaq wished to change an existing rule
or system. Bloomberg believed that Nasdaq must demonstrate that such change is lawful, does
not unfairly discriminatory among members, and that any resulting burden on members is
necessary or appropriate in furtherance of the purposes of the Act, which Bloomberg contrasted
with an SRO's own commercial purposes. In addition, Bloomberg believed that whether other
national securities exchanges had similar systems should not be relevant to the Commission' s
. 42
ana1ysts.

Bloomberg also posited that the data Nasdaq provided in its initial comment response
letter pertaining to order delivery transactions was contextually insufficient. Bloomberg pointed
to the speed ofNasdaq ' s quotation updates as a factor in order failures, and noted that Nasdaq
had not provided data regarding the speed of quotation updates during high volume openings and

41

Bloomberg Comment Letter III at 2-3.

42

Bloomberg Comment Letter III at 4-6.
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closings. Bloomberg also suggested that, rather than removing order delivery functionality from
its system, Nasdaq should establish rules to mandate faster quotation updates. In addition,
Bloomberg proposed that Nasdaq could prevent some ECN outliers from exceeding its 5-second
response time rule by mandating a 500-millisecond or even 50-millisecond rule. 43
Bloomberg also noted that, based on public statements ofNasdaq and the Commission,
an order delivery ECN would have reasonably believed that either order delivery functionality
would remain on the Nasdaq system indefinitely or an order delivery ban would not occur until
the fall of2006 at the earliest. 44 Bloomberg contended that it was not seeking to slow down
Nasdaq ' s Single Book Proposal, but rather Nasdaq had accelerated the timing of the new
system' s roll-out. In addition, Bloomberg noted that the roll-out of the Single Book Proposal is
not necessary to the commencement ofNasdaq's operation as an exchange and "would visit
needless disruption and dislocation not only on the independent ECNs but on the market as a
whole" and would "unfairly disadvantage independent ECNs and regional exchange competitors,
such as NSX. " 45
Bloomberg also believed that the elimination of order delivery functionality would
burden competition for order flow in Nasdaq-listed securities. Bloomberg claimed that Nasdaq
acquired INET and Brut "with a view to curtailingcompetition for order flow in Nasdaq
securities" and was now "attempting to perfect its monopoly by crushing the remaining
independent ECNs." 46 Finally, Bloomberg believed that Nasdaq, in its initial comment response

43

Bloomberg Comment Letter III at 6-8.

44

Bloomberg Comment Letter III at 8-9.

45

Bloomberg Comment Letter III at 9-10.

46
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letter, misstated the Commission's authority when it said that the Commission lacked the
statutory authority to provide a delay. Bloomberg believed that the Commission has clear
authority to require Nasdaq to provide an adequate transition period in its proposal, and could
request that Nasdaq amend its proposal to build in such a delay.

47

The remaining ECN commenters each endorsed the positions set forth in the Bloomberg
Comment Letter II. 48 Some commenters also expressed their concern not only about short-term
market dislocation and disruption,49 but also regarding the long-term loss of investor choice. 50 In
particular, Bloomberg stated that, since Nasdaq's acquisition of the Brut and INET ECNs in the
past two years, trading in the Nasdaq market had become more concentrated and less
competitive. Bloomberg opined that Nasdaq was driving other ECNs off its system to allow it
" to charge monopoly rents for access to its market and for market data." 51 In addition, some of
the commenters felt that Nasdaq ' s proposal represented a for-profit exchange using the
regulatory process to eliminate competition. 52
Bloomberg also noted that it did not believe that requiring Nasdaq to maintain its order
delivery functionality would imply an affirmative obligation for other national securities
exchanges to provide the same. 53 Finally, Bloomberg and Track requested that if the

47

Bloomberg Comment Letter III at 10-11.

48

See BATS Comment Letter, Track Comment Letter I, Knight Comment Letter.

49

See BATS Comment Letter, Track Comment Letter I at 1, Bloomberg Comment Letter II
at 2.

50

See BATS Comment Letter, Bloomberg Comment Letter II at 2.

51

See Bloomberg Comment Letter II at 2.

52

See BATS Comment Letter, Track Comment Letter I at 1, Bloomberg Comment Letter II
at 1, 3.

53

See Bloomberg Comment Letter II at 11.
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Commission decided to approve the proposed rule change, more time should be given to the
ECNs to find another venue to operate their business. 54 Similarly, the USCC encouraged the
Commission to, as a matter of good process, "consider the need for appropriate transition
periods" should the proposed rule change be adopted. 5 5
In response to Nasdaq's fourth comment letter regarding technical difficulties relating.to

!NET's participation in the NSX, 56 NSX submitted a comment letter to describe its relationship
with Nasdaq and INET, in particular noting that NSX's dissemination of quotations for Nasdaq
may be slow because ofNasdaq's own internal system delays. 57 NSX also noted that it intended
to build a robust, state-of-the-art trading system that should help minimize future problems
related to the capacity of, or linkage to, its market. 58
On June 23, 2006, Bloomberg submitted its fourth comment letter, welcoming the USCC
Comment Letter's call for an appropriate transition period, and describing Nasdaq 's third and
fourth response letters 59 as containing misleading statements and false assertions. 60 Bloomberg
believed that Nasdaq ' s characterization in its third comment letter that the two ECNs operating
on NSX (BATS and INET) were cohabitating with little disruption contrasted with N asdaq' s
fourth response letter which stated that the NSX platform was experiencing severe capacity

54

See Bloomberg Comment Letter II at II (delay in the effective date); Track Comment
Letter I at 2 (phased-in approach).

55

See USCC Comment Letter at 1-2.
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See infra note 99.
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See NSX Comment Letter at 1-2.
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See NSX Comment Letter at I-2.
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See infra Nasdaq Response Letter III and Nasdaq Response Letter IV, notes 92 and 99.

60

See Bloomberg Comment Letter IV at 1-2 and 4-5.
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overages and delays. 6 1 In addition, Bloomberg said that Nasdaq's claim in its fourth comment
letter that the Commission had ordered INET to cease quoting in NSX by September 1, 2006 was
untrue, noting that the Commission merely recognized a Nasdaq representation that it would
cease quoting in NSX and the correct date was September 30, 2006. 62 Bloomberg emphasized
that the difference between the two dates was crucial, and stated that the "Commission
understood that additional time beyond September 30, 2006 might be prudent and necessary." 63
Bloomberg also reiterated its prior arguments regarding the need for business certainty
and that Nasdaq had given the expectation that its Single Book Proposal would be rolled out in
December 2006. Bloomberg said that, because of the resulting uncertainty and confusion of
Nasdaq's earlier proposed roll-out date, ECNs have had to explore and develop, at substantial
cost, a number of competing alternative scenarios; for example, Bloomberg has explored an
interim migration to another platform, temporarily participating in Nasdaq while trying to
prevent double execution, and ultimately migrating to an exchange platform that offers order
delivery and quotation display. Bloomberg stated that the lack of certainty has "impeded sound
business planning and threatens to constrict investor choice and the development of sound
market altematives." 64
Bloomberg also disputed Nasdaq ' s statement regarding its participation in Nasdaq ' s
Opening and Closing Crosses, stating that it has had to develop special facilities to integrate
during such times with Nasdaq and that, during those limited periods, Bloomberg simply

61

See Bloomberg Comment Letter IV at 2.
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See Bloomberg Comment Letter IV at 3 (citing Nasdaq Rule 4720).
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See Bloomberg Comment Letter IV at 3.

64

See Bloomberg Comment Letter IV at 4.
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operates as an order-routing system. 65 In addition, Bloomberg also disputed various
characterizations by Nasdaq, including its NSX participation, percentage of total Nasdaq trading
volume attributable to order delivery executions, and the data Nasdaq presented with regard to
Bloomberg's response times in early May 2006. 66 Bloomberg also again suggested that Nasdaq
could enforce its 5-second response time rule or even impose a more stringent 50-millisecond
rule. 67 Finally, Bloomberg believed that, contrary to Nasdaq' s assertions in its response letters, it
was proper for the Commission to consider comment letters received after the comment period
deadline had expired.68
On July 3, 2006, Track submitted a second comment letter to clarifY to the Commission
that it was still a participant in the Nasdaq Market Center, reiterate its comments submitted
previously as part ofthe ECN Comment Letter, and support the comment letters ofCitigroup,
USCC, and Bloomberg. 69 Track emphasized that Bloomberg was not the sole party objecting to
aspects of the Single Book Proposal, but that it and other ECNs were interested parties as well.
Track stated that it continued to execute significant business through Nasdaq's platform. In
addition, it noted that only one percent of its volume was on the ADF, which it did not believe
was a viable place to conduct its business. Track believed that NSX's trading platform currently
under development, which it expected to include order delivery functionality, would be a viable
alternative. However, Track noted that the new NSX platform was not scheduled to be ready
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See Bloomberg Comment Letter IV at 5.
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See Bloomberg Comment Letter IV at 5-7.
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See Bloomberg Comment Letter IV at 7-8.
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See Bloomberg Comment Letter IV at 8.
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See Track Comment Letter II at 1.
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until September 2006. Adding in two months to ramp up its volume on the new system, Track
requested that it be able to continue to operate on Nasdaq's platform until the NSX platform is
operational and capable of handling the volumes ofbusiness required by the ECNs. Track also
noted that it planned to begin testing on the new platform in July 2006. 70 Track stated that its
only issue with the Single Book Proposal was Nasdaq's decision to accelerate its roll-out
timetable for its integrated system because it provided too brief a period for migration to
workable venues, and that "[a]ll other matters with regard to Nasdaq's Exchange status are not at
issue with Track ECN." 71

V.

Nasdag's Response to Comments
In Amendment No.1, Nasdaq addressed the Bloomberg Comment Letter I and the ECN

Comment Letter. Nasdaq revised its statement on burden on competition to state that it operates
in an intensely competitive global marketplace where its ability to compete is "based in large part
on the quality of its trading systems, the overall quality of its market and its attractiveness to the
largest number of investors, as measured by speed, likelihood and cost of executions, as well as
spreads, fairness , and transparency. " 72 Nasdaq asserted that its Single Book Proposal would have
a pro-competitive effect by reducing overall trading costs, increasing price competition, and
spurring further initiative and innovation among market centers and market participants. In
addition, Nasdaq believed that its discontinuation of the order delivery functionality was procompetitive, because such functionality harmed its competitiveness vis-a-vis other exchanges and
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See Track Comment Letter II at 2.
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See Track Comment Letter II at 2.
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See Single Book Proposal at 19596.
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reduced the overall quality of its marketplace.
Nasdaq also defended its proposal to require all of its participants to accept automatic
execution by eliminating its order delivery functionality. Nasdaq stated that its order delivery
functionality is unique among exchanges and that no other exchange offers order delivery to its
participants. Nasdaq asserted that such functionality is "expensive, complex, and detrimental to
system performance, thereby increasing the cost and complexity ofNasdaq's trading systems and
decreasing its performance." Nasdaq also believed that order delivery discourages order flow
providers from sending orders to Nasdaq for processing because market participants cannot
predict whether their orders will be delivered or automatically executed, thereby hurting
Nasdaq' s ability to compete with other markets. 73
In addition, Nasdaq noted that, within its own system, the presence of order delivery

negatively impacts the competition between market makers, ECNs/altemative trading systems
("A TSs"), and agency broker-dealers, because market makers and agency broker-dealers (who
are required to participate in Nasdaq via automatic execution) view themselves as disadvantaged
relative to ECNs and ATSs that can choose to participate either via automatic execution or order
delivery. Nasdaq believed that removing the order delivery functionality would level the playing
field between its market participants. Finally, Nasdaq noted that its ability to provide the fastest,
fairest, and most efficient system possible was particularly important given the Commission' s
adoption ofRegulation NMS. 74
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Id.

74

See Single Book Proposal, supra note 3.
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On May 8, 2006, Nasdaq again responded to the comments regarding the proposed rule
change. 75 Nasdaq stated that the Single Book Proposal would "benefit investors by offering a
faster, fairer, more efficient and more transparent system that executes trades in strict price/time
priority; promote competition by allowing Nasdaq to increase efficiency, decrease overall trading
costs, and provide better service to market participants; promote the development of the national
market system by integrating separate trading systems into a single pool of exchange liquidity for
market participants to access; and improve regulation by complying with the Regulation NMS
Access and Order Protection Rules to prevent locked and crossed markets and trade throughs." 76
Nasdaq contended that Bloomberg's sole dispute with the Single Book Proposal was Nasdaq's
proposal to eliminate the order delivery functionality that is available only to ECNs and available
only on Nasdaq. 77
Nasdaq stated that Bloomberg was unable to identify any requirement in the Act that a
national securities exchange offer order delivery functionality, and noted that no other exchange
has been required to, or chosen to, offer such functionality. Nasdaq stated that any requirement
to offer such functionality should apply equally to all SRO markets.78 In addition, Nasdaq
rejected Bloomberg's claim that it was unfairly discriminating against "independent" ECNs to
the advantage of its own ECN facilities (i.e., Brut and INET), because this proposal would

75

See Letter from Edward S. Knight, Executive Vice President and General Counsel,
Nasdaq to Morris, dated May 8, 2006 ("Nasdaq Response Letter I")

76

N asdaq Response Letter I at 1.
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integrate the Brut and INET execution facilities with the Nasdaq Market Center into a single
trading platform. 79
Nasdaq emphasized that its proposal would not exclude ECNs but rather it would
welcome them to participate in Nasdaq provided that they accept automatic execution. Nasdaq
opined that the ECN commenters' systems were fully automated, and that they had declined to
participate in Nasdaq via automatic execution to "isolate orders within [their] own system[s] and
to preserve internal executions as much as possible." 80 Nasdaq also noted that several agency
brokers participate in Nasdaq, accept automatic executions, and manage their risk of double
executions by cancelling their quote or order on Nasdaq before matching an order internally. 81
Nasdaq stated that Bloomberg could conduct its business elsewhere and that the Act does
not require Bloomberg to post its orders in Nasdaq. As an example, Nasdaq noted that other
ECNs have elected to move their business to regional exchanges or the ADF. Nasdaq said that
Bloomberg's contention was based on the false premise of a Nasdaq monopoly, and that
Bloomberg was a privileged Nasdaq participant, as opposed to a "prisoner" of Nasdaq ' s
system. 82
Nasdaq reiterated its concerns about the delay in executions caused by order delivery.
Nasdaq stated that order delivery interactions were more time consuming than automatic
execution interactions, and that unlike automatic execution, orders delivered to an ECN could be
rejected if the shares had been accessed by an ECN's direct subscribers. Nasdaq also presented
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data relating to order delivery during the week of March 13, 2006, which included a so-called
"expiration Friday" on March 1ih. During that week, Nasdaq stated that: 100 percent of
automatic execution orders that Nasdaq attempted to execute actually executed; 14 percent of
total orders that Nasdaq delivered to order delivery participants failed to execute and for one
order delivery participant the overall failure rate exceeded 25 percent; 55.6 percent of orders
delivered to order delivery participants prior to 9:30:15 failed to execute; 27.9 percent of orders
delivered to order delivery participants between 9:30:15 and 9:30:30 failed to execute;
12.7 percent of orders delivered to order delivery participants between 9:30:30 to 3:59:30 failed
to execute; and prior to 9:30:15, three order delivery participants had mean response times of
over four, nine, and twenty seconds per order during that week. 83
In addition to the time and response issues, Nasdaq stated that it was costly to maintain

the order delivery functionality because it demanded "disproportionate system capacity and
unique specifications, requirements, and programming not available to or needed by the vast
majority ofNasdaq participants ... ." Nasdaq emphasized that these are costs no other SRO
incurs. Nasdaq also believed that ECN response times and rejection rates created strong
disincentives for market participants to use Nasdaq ' s systems because of the uncertainty and
84

reduced speed of an order execution.

In addition, Nasdaq believed that time and response

issues would be exacerbated under Regulation NMS, and expressed concern again about order
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delivery making Nasdaq a "slow" market or exposing it to "self-help" declarations by other
trading centers. 85
Finally, Nasdaq objected to Bloomberg's request for a delay in the effective date of an
approval. Nasdaq believed that this would simply "delay the time when investors receive the
benefits offered by a faster, fairer, more efficient and more transparent system."86 In addition,
Nasdaq noted that BATS was able to shift its order flow to the NSX in a matter of weeks, and
that Nasdaq's filing provides Bloomberg with over three months to make the system changes
needed for similar migration. Nasdaq also stated that there was no requirement under the Act to
"accommodate the business schedule of any individual market participant" as it negotiated "a
beneficial arrangement to post quotes in another venue" and that the Commission was directed
by Section 19(b) of the Act to "determine promptly whether a rule proposal is consistent with the
Act and to approve or reject it accordingly." 87
On May 26, 2006, Nasdaq submitted to the Commission a second letter, responding to the
Citigroup Comment Letter. 88 Nasdaq requested that the Commission disregard Citigroup' s
comment letter because Nasdaq asserted that it was untimely filed and was an attempt to use the
statutory notice and comment period to delay consideration of the Single Book Proposal. 89
Nonetheless, Nasdaq responded to the substantive elements of the letter and disputed the
assertions by Citigroup regarding the ADF's viability. In particular, Nasdaq noted that the
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predecessor of Citigroup' s current OnTrade ECN, NexTrade, had been quoting on the ADF for
over three years. Nasdaq also disputed Citigroup's assertion that the ADF' s cost of connectivity
was an "economic disincentive," instead characterizing it as "a cost of doing business" and
stating that Nasdaq's order routing technology supports connectivity to any ADF participant
whose quotation is displayed through the ADF in the consolidated quotation. 90 Nasdaq also
reiterated that, like Bloomberg, Citigroup failed to mention that scores of agency brokers
participate on Nasdaq systems and accept automatic executions, managing their dual liability
risks by cancelling their quotations or orders on Nasdaq prior to matching their orders internally.
Finally, Nasdaq asserted that Citigroup misstated that there would be no alternative facility for
NYSE- and Amex-listed securities and distorted the Commission' s statements in the Exchange
Application Order, noting that it believed that the passage cited by Citigroup related to the
Commission' s requirement that there be an alternative facility for non-Nasdaq stocks ·prior to
Nasdaq' s operation as an exchange. 91
On June 8, 2006, Nasdaq submitted to the Commission a third letter, responding to the
Bloomberg Comment Letter III.92 In this letter, Nasdaq reiterated its belief that Bloomberg could
participate in Nasdaq via automatic execution, that Bloomberg was technologically capable of
quoting in the NASD ADF "in a matter of days," and that Bloomberg did in fact have a number
of alternatives to being an order delivery participant in Nasdaq.93 Nasdaq also disagreed with
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Bloomberg's description ofNSX's current operation and pointed out that two ECNs, INET and
BATS, operate in that market with little disruption. 94 In addition, Nasdaq reiterated the critical
nature of its Single Book Proposal, given the competition it faces both in the United States and
abroad. Nasdaq stated that Single Book would be "lightning fast" and produce faster, more
certain executions. In addition, Nasdaq stated that the proposal would transform its market into a
strict price-time priority venue, promote competition, decrease overall trading costs, provide
better service to market participants, and allow Nasdaq to comply with the access and order
protection provisions of Regulation NMS. 95
Nasdaq also stated that Bloomberg has a negative impact on Nasdaq's competitiveness,
pointing to the period immediately following the market's opening as an example. 96 Nasdaq
noted that, during the first week of May 2006, during the trading period prior to 9:30:15 am,
Bloomberg' s mean response time to delivered orders was over 5 seconds per order. 97 Finally,
Nasdaq disagreed with Bloomberg' s contention that eliminating order delivery was
discriminatory, stating that it did not see "how requiring all market participants to use identical
automatic functionality [could] be considered discriminatory." 98
On June 9, 2006, Nasdaq submitted to the Commission a fourth letter, describing INET's
technological problems in NSX. 99 Nasdaq stated that, on June 8, 2006, senior officers of the
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NSX notified Nasdaq that the NSX was "experiencing severe capacity overages and quotation
delays in its core systems ... [and] ... requested that Nasdaq cause INET to cease sending
quotations to the NSX and stated that NSX was considering terminating INET's ability to send
quotations to NSX." 100 Nasdaq stated that the possibility of future technology failures was
increasing as message traffic has increased significantly across the industry. Nasdaq stated that it
was taking all available, prudent steps to avoid future disruptions, and that approval of the Single
Book Proposal would enable it to remove all quotations from NSX and avoid such technology
failures. 101

VI.

Commission's Findings and Order Granting Accelerated Approval of Amendment
Nos. 2 and 3
As discussed fully throughout this approval order, the Commission has carefully reviewed

the proposed rule change, as amended, the comment letters, and Nasdaq responses, and finds that
the proposed rule change, as amended, is consistent with the requirements of the Act and the
rules and regulations thereunder applicable to a national securities exchange and, in particular,
the requirements of Section 6(b) of the Act. 102 Specifically, the Commission finds that the
proposed rule change, as amended, is consistent with Section 6(b)(5) of the Act 103 in that it is
designed to promote just and equitable principles of trade, to foster cooperation and coordination
with persons engaged in regulating, clearing, settling, processing information with respect to, and
facilitating transactions in securities, to remove impediments to and perfect the mechanism of a
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free and open market and a national market system, and, in general, to protect investors and the
public interest; and is not designed to permit unfair discrimination between customers, issuers,
brokers, or dealers, or to regulate by virtue of any authority conferred by the Act matters not
related to the purposes of the Act or the administration of the exchange. The Commission also
finds that the proposed rule change, as amended, is consistent with Section 6(b)(8) of the Act 104
in that it does not impose any burden on competition that is not necessary or appropriate in
furtherance of the purposes of the Act.
A.

Elimination of Order Delivery Function

Nasdaq 's proposal would require that all Nasdaq participants accept automatic executions
and would eliminate order delivery processing in the newly integrated system. Nasdaq's primary
rationale for this aspect of the proposal is as follows:
•

order delivery functionality is expensive, complex, and detrimental to its system and
decreases system performance and no other national securities exchange is required to
provide this service;

•

order delivery functionality hampers Nasdaq 's ability to compete by discouraging order
flow providers from sending orders to Nasdaq because market participants cannot predict
whether their orders will be delivered or automatically executed;

•

order delivery functionality negatively impacts competition between market makers,
ECNs/ ATSs, and agency broker-dealers, because market makers and agency brokerdealers (who are required to participate in Nasdaq via automatic execution) are
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disadvantaged relative to ECNs and ATSs that can choose to participate either via
automatic -execution or order delivery;
•

Nasdaq's system is completely voluntary and ECNs are not required to quote or
participate in Nasdaq; and

•

in light of the competition fostered by Regulation NMS, Nasdaq needs to provide the
fastest, fairest, and most efficient system.
Nearly all of the commenters opposed the proposed elimination ofNasdaq' s order

delivery functionality. 105 The commenters suggested that the proposal was inconsistent with
Sections 6(b)(5) 106 and 6(b)(8) of the Act 107 in that it unfairly discriminated between brokers or
dealers and imposed a burden on competition that is not necessary or appropriate in furtherance
of the purposes of the Act. The main assertions by the commenters are as follows:
•

the automatic execution requirement would expose ECNs to dual liability risks;

•

the automatic execution requirement would force ECNs out of the Nasdaq market and
have a negative impact on their customers;

•

the costs to move to another facility would be burdensome for ECNs;

•

there are no viable alternatives, including the NASD ADF and regional exchanges, to
participation in Nasdaq;

•

Nasdaq is using its regulatory status to perfect a monopoly over Nasdaq-listed securities;
and
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•

order delivery does not have a negative impact on the performance ofNasdaq's system,
nor would it place Nasdaq at any undue risk in light of Regulation NMS .
The Commission finds that this proposal does not unfairly discriminate among market

participants, nor does it impose any burden on competition that is not necessary or appropriate in
furtherance of the Act.
1.

Competition Issues

The Commission believes that the Single Book Proposal is an appropriate initiative by
Nasdaq to enhance the quality of its exchange through integrating its three trading platforms into
a single unifi ed system, to add efficiency in executions and to increase overall market
transparency. The Commission has long held the view that "competition and innovation are
essential to the health of the securities markets. Indeed, competition is one of the hallmarks of
the national market system."

108

The Commission notes that the notion of competition is

inextricably tied with the notion of economic efficiency, and the Act seeks to encourage market
behavior that promotes such efficiency, lower costs, and better service in the interest of investors
and the general public. 109 Therefore, the Commission believes that the appropriate analysis to
determine a proposal's competitive impact is to weigh the proposal' s overall benefits and costs to
competition based on the particular facts involved, such as examining whether the proposal
would promote economically effi cient execution of securities and fair competition between and
among exchange markets and other market centers, as well as fair competition between the
participants of a particular market.
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The Commission notes that Nasdaq operates in a competitive global exchange
marketplace for listings, financial products, and market services and competes in such an
environment with other market centers, including national securities exchanges, ECNs, and other
alternative trading systems, for the privilege of providing market and listing services to brokerdealers and issuers. Within Nasdaq's systems, ECNs and ATSs compete with market makers and
agency broker-dealers for retail and institutional order flow. Thus, the Commission views
Nasdaq as an individual market as well as a piece of the larger, overall market structure.
The ECN' s opposition to the instant proposal is that it will cause a disruption to their
manner of doing business, and such operational changes are potentially burdensome and costly.
Under the proposal , ECNs that choose to continue operating in Nasdaq will have to accept
automatic executions and internally manage their quotes to prevent dual executions of the same
order, while ECNs that opt to use another SRO facility to display their order flow may face
reduced connectivity and higher costs. That a proposed rule change to an SRO ' s trading system
requires a market participant to reevaluate its business model, develop new technology, or
reprogram its current systems is not something that is unique to Nasdaq and moreover is not
something that is unique to ECNs. Invariably, any proposed rule change to a fundamental
function of an SRO market(~, display, execution, trade-reporting, etc.) will require certain
changes by the affected market participants; and more than likely such changes must be
effectuated by a technological solution in an increasingly automated national market system.
As stated above, ECNs currently using Nasdaq's order delivery functionality may
continue to participate in Nasdaq via automatic execution. Rather than excluding ECNs, Nasdaq
is simply requiring ECNs to participate in Nasdaq on an automatic execution basis, as other
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participants are currently required to do. According to Bloomberg, order delivery is necessary
because unlike market makers, ECNs act as agency brokers and do not carry inventory or act as
principal. Without the order delivery functionality, Bloomberg contends that ECNs would be
exposed to dualliability. 110 Bloomberg says that ECNs would be involuntarily forced to act as
dealers and abandon their current business models. 111 Nasdaq responds that ECNs could
participate as Nasdaq automatic execution participants as agency brokers by managing dual
liability risks by cancelling their quote/order on Nasdaq before matching the order intemally. 112
This risk management objective could be technologically achieved by ECNs giving priority to
execution of the publicly displayed order in Nasdaq rather than the order flow that is only
internally available on the ECN books to its subscribers. 113 In fact, Nasdaq asserts that agencybrokers on its system currently operate and manage their dual liability risks in that manner. The
various ECN comment letters opposing the elimination ofNasdaq's order delivery functionality
have not disputed the validity of this claim.
Nasdaq has also stated that its current order delivery functionality is costly to operate and
requires disproportionate system capacity, unique specifications, and additional programming. In
addition, Nasdaq has emphasized that, though ECNs may provide an automated evaluation and
response to orders, the time required to send message traffic back and forth between Nasdaq and
ECNs involves delays that do not exist in the case of automatic executions. This potential for
delay, as well the possibility that an order could be rejected by an order delivery ECN, gives a
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Bloomberg Comment Letter II at 4.

Ill

See, ~' Bloomberg Comment Letter II at 4.
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See Nasdaq Response Letter I at 3, note 6.
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Nasdaq Response Letter I at 3, note 6.
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measure ofuncertainty to orders entered on Nasdaq, which may impede Nasdaq's ability to
compete with other markets and provide faster executions with increased certairity.

114

Nasdaq has stated legitimate regulatory and operational reasons for eliminating the order
delivery service. For instance, Nasdaq is concerned that order delivery may cause the System to
be deemed "slow" under Rule 611 of Regulation NMS. Although it appears that under most
operating conditions, order delivery may not pose a significant risk that the System would be a
"slow" market or expose it to the election of the "self-help" exception under Rule 611 (b)(1) of
Regulation NMS, Nasdaq raises legitimate concerns that, during periods of increased market
activity or system stress, the order delivery functionality could place its market at risk.
The Commission recognizes ECNs could pose differing levels of risk to the Integrated
System and that normally ECNs may, as Bloomberg commented, generally be able to respond
within 5-20 milliseconds; 115 however, Nasdaq has valid concerns over the response times of its
market participants and the potential for such response times to negatively impact its entire
market. Thus, the prospect of a single participant's slow response time affecting the protected
quotation status of the entire market under Regulation NMS is a valid consideration in Nasdaq ' s
determination of whether it is best to retain the order delivery functionality.
ECNs also assert that the proposal is unfairly discriminatory and it imposes a burden on
competition that is not necessary or appropriate in furtherance of the Act because it would force
ECNs to leave the Nasdaq market to operate either in another SRO facility or the NASD ADF.
The commenters argue there are no viable alternatives for the ECN business model in the
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Nasdaq Response Letter I at 4-6. See also Nasdaq Response Letter III at 3-5 .

I I5

See, ~,

Bloomberg Comment Letter II at 7-8.
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marketplace, and thus the Nasdaq order delivery service, which accommodates the ECN business
model, must be preserved. The Commission does not share this view.
As an initial matter, the Commission notes that the Act does not require Nasdaq to retain .
a market structure that supports the business operations ofECNs. Further, ECNs may post their
orders in an SRO other than Nasdaq. The Commission believes that ECNs have a variety of
options if they determine that, as a result of this proposal, they should forego Nasdaq
participation. For example, ECNs may decide to post their liquidity to another SRO. In the past
ECNs such as BATS, Brut, Instinet, Island, INET, Archipelago, and Attain have moved some or
all of their activities from Nasdaq to other trading venues. Specifically, INET quotes on NSX;
more recently, BATS has also moved from Nasdaq to NSX. Archipelago, through ArcaEx,
became the equities trading facility of the Pacific Exchange, Inc. Other ECNs, including
OnTrade (and its predecessor, NexTrade), quote in the NASD's ADF. Before Brut's purchase by
Nasdaq, Brut quoted on the Boston Stock Exchange.
Accordingly, ECNs that do not want to operate under the Nasdaq's Exchange Rules have
other options at this time, and other alternatives for ECNs to participate as order delivery systems
are emerging. Thus, while ECNs may not view the presently available alternatives to Nasdaq to
be as appealing as participating on Nasdaq via order delivery, the Commission nevertheless
believes viable alternatives to Nasdaq participation exist for ECNs.

a.

Alternatives to Nasdag

In their comment letters, ECNs have been particularly critical of the capabilities of the
NASD ADF and suggested that it does not constitute a true viable alternative to the Nasdaq
market because it lacks: (1) an execution facility; (2) adequate order protection and quote
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attribution; (3) favorable revenue sharing plans; (4) sub-penny quoting up to four decimal places
for securities priced less than $1.00; and (5) connectivity to ECN participants. However, the
Commission, on various occasions, has determined that the NASD ADF provides an alternative
quotation facility for Nasdaq securities. 11 6 The NASD ADF does not have all the advantages and
liquidity of an active exchange like Nasdaq, and thus may not currently be the optimal facility for
an ECN and its particular business model; nonetheless, the NASD ADF facility has the basic
requirements of a quotation facility for Nasdaq securities, thus providing market participants a
venue other than Nasdaq in which to display their quotes.
The history ofECN participation in Nasdaq is instructive. Nasdaq began as a quotation,
and then trading reporting, facility of the NASD, where quotes and trades of securities not listed
on an exchange could be displayed. Later, Nasdaq displayed quotes and trades of exchangelisted stocks. Nasdaq satisfied the NASD ' s obligation to operate a system to collect quotes and
trades arising under now Rules 601 and 602 of Regulation NMS. 11 7
In 1996, the Commission adopted the Order Handling Rules, 11 8 enabling ECNs to comply
with a requirement to publicly display market maker quotes entered into the ECN by
communicating these quotes to an SRO that was willing to display them in the consolidated
quote system. The Commission said that if no SRO was willing to accept these quotes, it would
take steps to ensure that these ECN quotes were included in the consolidated quote by an SR0. 11 9

116

See, ~, Securities Exchange Act Release No. 45156 (December 14, 2001), 67 FR 388
(January 3, 2002).
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17 CFR 242.601 -02.
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Securities Exchange Act Release Nos. 37619A (September 6, 1996), 61 FR 48290
("Order Handling Rules").

11 9

Id.
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Nasdaq, as the competing market maker quotation system for non-exchange listed stocks
operated on behalf of the NASD, chose at that time to accept ECN quotes in its system. Nasdaq
accommodated the ECN order delivery preferences at their own displayed size even though
market makers in Nasdaq were required (against their wishes) to accept automatic execution at
an NASD-imposed 1,000-share automatic execution size. 120
Nasdaq subsequently eliminated the required 1,000-share automatic execution size, but
retained automatic execution for market makers. 121 In SR-NASD-99-53, 122 Nasdaq recast its
execution system as the SuperMontage system, accepting orders directly from agency brokers,
subject to automatic execution. In response to criticisms raised by ECNs, SuperMontage retained
an order delivery functionality for ECNs.
Because of concerns raised about the monopoly position ofNasdaq as the residual quote
and trade facility of the NASD, in approving the SuperMontage, the Commission conditioned its
operation on the NASD ' s creation of an alternate display facility that would permit NASD
members to operate outside ofNasdaq and still comply with their regulatory obligations under
the Order Handling Rules and Regulation A TS. 123 The Commission also required that the NASD
ADF be designed to identify through the central processor the identity of the NASD member that
is the source of each quote and provide a market neutral linkage to the Nasdaq and other
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See Securities Exchange Act Release Nos. 42344 (January 14, 2000), 65 FR 3987
(January 25, 2000) (NASD-99-11).
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See Securities Exchange Act Release Nos. 45998 (May 29, 2002), 67 FR 39759 (June 10,
2002) (NASD-2001-66).
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See SuperMontage Order, supra note 17.
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See Order Handling Rules, supra note 118 and Securities Exchange Act Release
No. 40760 (December 8, 1998), 63 FR 70844 (December 22, 1998) ("Regulation A TS").
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marketplaces, but not an execution service. 124 Later, in approving a pilot program for the
operation of the NASD ADF, the Commission re-stated the purpose first raised in the
SuperMontage Order that the "ADF .. .permits registered market makers and registered ECNs to
display their best-priced quotes or customer limit orders . .. through the NASD. ADF market
participants are required to provide other ADF market participants with direct electronic access
to their quote .... The ADF also serves as a trade reporting and trade comparison facility. The
ADF will therefore allow market participants to satisfY their order display and execution access
obligations under the Order Handling Rules and Regulation ATS. " 125 The D.C. Circuit Court of
Appeals later stated that the NASD ADF is an alternative display facility that was created to
"provide an alternative outlet in which market participants that did not wish to use SuperMontage
could fulfill their order display and trading reporting obligations under SEC regulations." 126
Subsequently, the NASD and Nasdaq chose to sunder their relationship, and Nasdaq
registered as a separate national securities exchange. 127 The NASD satisfies its obligations for
Nasdaq securities under Rules 601 and 602 of Regulation NMS through the ADF.
One commenter, Citigroup, suggested that the Commission "recently indicated that ADF
is not a viable alternative to the Nasdaq Market Center; referring to comments received in
response to the Nasdaq application for registration as an exchange." In this regard, the
Commission believes that its response to Nasdaq exchange application comments has been
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SuperMontage Order at 8024.
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See Securities Exchange Act Release No. 46429 {August 29, 2002), 67 FR 56862.
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Domestic Securities, Inc. v. Securities and Exchange Commission, 333 F.3d 239, 248249 (D.C. Cir. 2003).
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See supra note 5.
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misconstrued. The Commission did not intend to imply that the ADF is not a viable alternative
to the Nasdaq Market Center. Instead, in response to the aforementioned comments the
Commission reiterated its general belief, a theme initially voiced in the SuperMontage Order and
again in the order approving the operation of the NASD ADF, that it would not be "consistent
with the Exchange Act to allow the NASD to separate from the [Nasdaq] facilities by which it
satisfies its regulatory obligations without having alternative means to do what the Exchange Act
and the rules thereunder require. Accordingly, the Nasdaq Exchange may not begin operating as
a national securities exchange and cease to operate as a facility of the NASD until NASD has the
means to fulfill its regulatory obligations." 128 In the Exchange Application Order, the
Commission clearly articulates the statutory and regulatory obligations the NASD must be able to
satisfy prior to Nasdaq commences operation as a national securities exchange. 129 In pertinent
part, the NASD must represent to the Commission that control ofNasdaq through the Preferred
D Share is no longer necessary because the NASD can fulfill through means other than Nasdaq
systems or facilities its obligations with respect to CTA Plan securities under Section 15A(b)(11)
of the Act, Rules 602 and 603 ofRegulation NMS, and the national market system plans, i.e., the
CTA Plan, CQ Plan, Nasdaq UTP Plan, the ITS Plan, and the Order Execution Quality
Disclosure Plan, in which the NASD will participate. 130
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See Exchange Application Order at 3564.
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See Exchange Application Order at 3562-64, 3566. The Commission recently modified
the requirements for Nasdaq's operation as an exchange. See Securities Exchange Act
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Thus, while Citigroup cites to the comparative various operational differences of the
NASD ADF versus the Nasdaq Market Center from a business perspective, the only regulatory
requirement referenced in its letter is the ability of the NASD to accept quotes in non-Nasdaq
listed securities, which is a pre-condition to the separation ofNasdaq from NASD and Nasdaq's
Exchange operation that must be achieved by virtue of the NASD's plan participation.
The Commission recognizes that participation in the NASD ADF may require additional
connectivity and related development costs for certain market participants. Again, the notion that
innovation or change to a market's structure or manner of operation will require the use of
technological or developmental resources is neither novel nor unforeseen. In fact, in approving
Rule 610 of Regulation NMS (i.e., the Access Rule) the Commission extensively discussed the
connectivity requirements for participants in the NASD ADF. The Regulation NMS Order reads,
•

•

13 1

m pertment part, ·

The NASD is not. .. statutorily required to provide an order execution
functionality in the ADF. As a national securities association, the NASD is
subject to different regulatory requirements than a national securities
exchange .... The Exchange Act does not expressly require an association to
establish a facility for executing orders against the quotations of its members,
although it could choose to do so. The Commission believes that market makers
and ECNs should continue to have the option of operating in the OTC market,

13 1

See Securities Exchange Act Release No. 51808 (June 9, 2005), 70 FR 37496, 37542
(June 29, 2005).
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rather than on an exchange or The NASDAQ Market Center. As noted in the
Commission's order approving Nasdaq's SuperMontage trading facility, this
ability to operate in the ADF is an important competitive alternative to Nasdaq or
exchange affiliation ....
The Commission further stated that:
[R]ule 61 O(b )( 1) requires all trading centers that choose to display
quotations in an SRO display-only quotation facility to provide a level and cost of
access to such quotations that is substantially equivalent to the level and cost of
access to quotations displayed by SRO trading facilities. Rule 61 O(b) therefore
may cause trading centers[~, ECNs] that display quotations in the ADF to incur
additional costs to enhance the level of access to their quotations and to lower the
cost of connectivity for market participants seeking to access their quotations.
Thus, the Commission has contemplated the costs related to linking to and operating in the
NASD ADF and who may appropriately bear such costs.
The Commission notes that, in addition to the ADF, other SROs such as NSX may
eventually offer ECNs an order delivery quote functionality. 132 NSX, in response to Nasdaq
Response Letter IV, 133 stated that it intended to undertake a major trading system initiative to
prepare itself for the market structure changes and growth in volume anticipated with the
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Bloomberg also questioned the viability ofNSX as a potential venue alternative to
Nasdaq due primarily to a lack of system capacity. See Bloomberg Comment Letter III
at 2-3.

133

See supra note 82.
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I
implementation ofRegulation NMS.

134

This NSX statement is in accord with the Commission's

belief that efforts to improve the national market system via technological innovations is, and
will continue to be, a market-wide phenomenon that will ultimately ensure that ECNs have a
variety of viable options not only from a regulatory perspective, but from an operational and
business perspective as well.
Accordingly, the Commission continues to encourage the innovation of the NASD ADF,
SRO facilities, ECNs, and market participants in general that would enhance participation and
interaction between markets and order flow within the national market system. Nonetheless, the
Commission also believes that Nasdaq must have the flexibility to rework its structure to permit
appropriate responses to the rapidly changing marketplace. Congress noted that the Commission
should seek to "enhance competition and to allow economic forces, interacting with a fair
regulatory field , to arrive at appropriate variation in practices and services." 135 In the
Commission's view, as an exchange in competition with other markets, Nasdaq has the right to
seek a more efficient model of doing business. While ECNs may desire certain functionality
accommodating their current mode of participating in the Nasdaq market, Nasdaq, like other
exchanges and market participants, must be permitted to innovate and adjust to the dynamic
nature oftoday' s secmities industry, within the requirements of the Act.
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Specifically, NSX stated that it intends to implement a new state-of-the-art trading
system, "NSX Blade," that would increase its systems capacity ten-fold and "establish a
new standard for speed in the securities industry." NSX stated that broker-dealers would
be able to connect to its system "through industry-standard FIX protocol or connect
through any of the major extranets." Thus, NSX has represented that it intends to address
the capacity and linkage concerns which Bloomberg believes make NSX an inadequate
venue alternative to the Nasdaq Market Center. See NSX Comment Letter at 2.
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Sess. 7 (1975) at 8.
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The Commission recognizes that ECNs as a group have been among the most innovative
market participants in recent years, introducing a number of novel trading tools and strategies. In
addition, ECNs have benefited investors by providing cheaper and faster access to valuable
liquidity. However, the Commission does not believe that the elimination ofNasdaq ' s order
delivery functionality must or should necessarily have a deleterious impact on ECNs or the
national market system as a whole.

b.

Nasdag's Position as SRO

Some of the commenters contended that this proposal is an attempt by N asdaq to use its
position as an SRO and as a for-profit entity to "crush" its ECN competition. 136 Specifically,
some commenters aver that Nasdaq's acquisitions of the Brut and INET ECNs set this strategy in
motion and this proposal would enable Nasdaq to "perfect its monopoly." Bloomberg, in its
second comment letter, asserted that Nasdaq seeks to eliminate the order delivery functionality
for independent ECNs "while preserving it for Nasdaq's own ECN facilities," namely Brut and
INET, thereby giving its own ECNs a competitive advantage. 137 However, the Commission
notes that under this proposal Nasdaq would integrate the Brut and INET execution systems with
the Nasdaq Market Center, utilizing the INET platform; only Brut's broker-dealer routing
functionality would continue upon the unification of the three trading platforms. Thus, this
proposal could not advantage Nasdaq-affiliated ECNs over other ECNs because Nasdaqaffiliated ECNs would not exist. In addition, the Commission notes that Nasdaq ' s acquisitions of
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Bloomberg Comment Letter II at 1.
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Track Comment Letter I at 1; and Bloomberg Comment Letter II at 1, 5, 8.
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Brut and INET were reviewed and approved by the Commission as positive developments in the
ever-changing, dynamic market environment. 13 8
The Commission agrees with Nasdaq ' s statement that there is no explicit requirement in
the Act for a national securities exchange to offer order delivery participation in their execution
systems. 139 The Commission does not believe that Nasdaq must continue to offer order delivery
functionality to meet its obligations in the Act and the rules and regulations thereunder.
Although the order delivery functionality has been a part ofNasdaq's trading platform, the
Commission does not believe Nasdaq is required to retain the functionality going forward,
particularly given the legitimate regulatory reasons for its discontinuation provided by Nasdaq
including that the functionality could pose significant risks and costs.
In addition, Nasdaq endured significant cost in 2005 to acquire INET 140 and, through the
Single Book Proposal, Nasdaq seeks to use the INET platform as the basis for its Integrated
System going forward in order to provide a faster and more efficient system with greater
capacity. As competition increases both in the United States and globally, and with the
Commission' s approval of Regulation NMS, nearly all national securities exchanges are in the
process of transforming their systems to better compete. Through implementation of its Single
Book Proposal, Nasdaq seeks to maximize the advantages of the INET trading platform - faster
executions and increased certainty.
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See Securities Exchange Act Release Nos. 51326 (Match 7, 2005), 70 FR 12521
(March 14, 2005) and 52902 (December 7, 2005), 70 FR 73810 (December 13, 2005).
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Nasdaq Response Letter at 2.
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In its third comment response Jetter, Nasdaq stated that it spent close to $1 billion in 2005
to acquire INET from Reuters. Nasdaq Response Letter III at 3.
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As Nasdaq prepares to commence operations as a national securities exchange, the
Commission believes that providing order delivery functionality is not required ofNasdaq, as
with any other exchange. If another exchange deems such functionality to be advantageous for
its operation as an exchange, it may choose to add it. Notwithstanding the valuable contributions
that ECNs bring to the national market system in terms ofliquidity and innovation, the
Commission does not believe that the Act requires the Nasdaq exchange to continue to separately
provide functionality to accommodate the particularized business choices of the ECN
participants.
2.

Claims of Unfair Discrimination

Some of the commenters assert that the elimination of the order delivery functionality in
the proposed rule change, as amended, is inconsistent with Section 6(b)(5) of the Act because it
would discriminate unfairly against independent ECNs vis-a-vis all other Nasdaq members and it
would not promote a free and open market and a national market system. 141 The Commission
disagrees. ECNs have been the only Nasdaq participants with the option to use the Nasdaq order
delivery service; all other Nasdaq market participants, i.e., market makers, order entry firms, and
UTP Exchanges, are currently required to accept automatic executions. Nasdaq has also
maintained other features of its market exclusively for the benefit of ECNs

(~,

the ability to

charge quote access fees.) While the Commission approved these "ECN-friendly" measures and
found them to be consistent with the Act, these same provisions were never imposed upon
Nasdaq by the Commission or deemed to be requirements under the Act.
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Bloomberg Comment Letter II at 10.
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During its development as a quote facility of the NASD, Nasdaq had taken a series of
actions to accommodate ECN participation and their particularized business model. In certain
respects, ECNs have enjoyed a privileged status in the Nasdaq market compared to agency
brokers and market maker participants by virtue of their ability to, amongst other things, accept
order delivery instead of automatic execution. The Commission does not believe that, in
removing the order delivery functionality, the instant proposal would result in unfair
discrimination between customers, issuers, brokers, or dealers. Because Nasdaq has previously
accommodated ECNs, changing features such as the order delivery function will necessarily
impact ECNs disproportionately. However, the Commission disagrees with the suggestion that it
logically follows that such disproportionate impact is ~ se equivalent to unfair discrimination
under the Act. In this case, the Commission believes the proposed rule change is consistent with
the Act and it does not unfairly discriminate between ECNs and other Nasdaq market
participants. Nasdaq is eliminating a disparate treatment between ECNs and the other Nasdaq
market participants by requiring that all participants accept automatic execution to increase the
efficiency and competitiveness of the Nasdaq exchange.
3.

Automatic Execution Function

The Commission notes that in numerous instances it has approved automatic execution
within the national market system in general, and Nasdaq in particular. For instance, in the
SuperMontage Order, the Commission affirmed that automatic execution is a reasonable way for
Nasdaq to improve market efficiency and provide many benefits to a marketplace, particularly
speed and certainty of executions. 142 The SuperMontage Order said that automatic execution
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SuperMontage Order at 8.049.
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also would promote investor confidence by increasing the likelihood that orders of moderate size
from large and small investors alike will be filled almost instantaneously, improve the accuracy
ofNasdaq's pricing systems, promote the timeliness of trade reporting, and help alleviate locked
and crossed markets. 143 Most recently, in approving Rule 611 of Regulation NMS , the
Commission clearly enunciated a view that automated markets and automated quotes (i.e.,
automatic execution functionality), combined with access to such markets and quotes was an
important attribute in a national market system. 144
To this end, Rule 611 of Regulation NMS only protects from trade-throughs automated
quotations of automated markets. An automated quotation is a quotation that, among other
things, is displayed and is immediately accessible through automatic execution, and that
immediately and automatically cancels any unexecuted portion of an order marked as immediateor-cancel without routing the order elsewhere. 145 In Question 5 of the Division' s NMS FAQs,
the Division said that an SRO trading facility that displays the quotations of order delivery ECNs
can meet the requirements of the definition of an automated quotation only if such quotations are
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SuperMontage Order at 8049-50.
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See Securities Exchange Act Release No. 51808 (June 9, 2005), 70 FR 37496 (June 29,
2005).
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Rule 600(b)(3) ofRegulation NMS defines an automated quotation to mean a "quotation
displayed by a trading center that: (i) permits an incoming order to be marked as
immediate-or-cancel; (ii) immediately and automatically executes an order marked as
immediate-or-cancel against the displayed quotation up to its full size; (iii) immediately
and automatically cancels any unexecuted portion of an order marked as immediate-orcancel without routing the order elsewhere; (iv) immediately and automatically transmits
a response to the sender of an order marked as immediate-or-cancel indicating the action
taken with respect to such order; and (v) immediately and automatically displays
information that updates the displayed quotation to reflect any change to its material
terms. 17 CFR 242.600(b)(3).
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closely integrated within the SRO trading facility. 146 In its comment letter, Bloomberg asserted
that Nasdaq' s interpretation of the response to Question 5 of the Division's NMS FAQs was
wrong, in that the Division did "not authorize Nasdaq to drop order delivery without considering
the factors the Division cited." 147 The Commission believes that Bloomberg has misinterpreted
the Division's response to Question 5. The response does not address an exchange dropping its
order delivery functionality. Instead, the response relates to whether a market supporting order
delivery could be considered "automated," and if its quote could be "protected" under Regulation
NMS. The Division's answer is intended to clarify how a market would comply with Regulation
NMS and does not control whether Nasdaq keeps or discards its order delivery functionality.
4.

Implementation Date

In Bloomberg Comment Letter III, Bloomberg stated that it and other order delivery
ECNs had been led by Nasdaq to believe that the Nasdaq Market Center's order delivery
functionality would be available until at least fall of 2006 at the earliest, if not on an ongoing
basis.
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Bloomberg requested that, should the Commission decide to approve the Single Book

Proposal, the Commission delay the effective date of the rules to provide ECNs an opportunity to
migrate to another venue. 149 The USCC also encouraged the Commission to, as a matter of good
process, "consider the need for appropriate transition periods" should the proposed rule change
be adopted. 150 Similarly, Track requested a phased-in approach to the rules should they be
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Bloomberg Comment Letter II at 7.
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Bloomberg Comment Letter III at 8-II.
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See USCC Comment Letter at I-2.
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adopted. 151 In response to commenter concerns and in order to provide ECNs with adequate time
to program their systems for participation in Nasdaq or migration to another venue, 152 Nasdaq
has agreed to delay its implementation and roll-out of the Single Book Proposal until August 28,
2006. 153
In the Commission's approval ofNasdaq's exchange application in January 2006, the

Commission emphasized that Nasdaq's approval was based on a set of rules with price/time
priority. 154 In addition, the Commission noted in the Exchange Application Order that the two
ECNs that Nasdaq had recently acquired- Brut and INET - both applied rules that required their
orders to be executed in price/time priority. 155 As discussed above, the Single Book concept of
integrating the three Nasdaq Facilities was discussed by the Commission in the Exchange
Application Order and the Commission believed that such an integration would be beneficial,
though the Commission permitted the three Nasdaq Facilities to operate separately for a
temporary period, until September 30, 2006, because the Brut and INET facilities had only been
recently acquired by Nasdaq.
The Commission notes that Nasdaq, independent of its exchange application and as a
NASD subsidiary at the time, had already proposed to integrate its three facilities by
September 30, 2006 in its filing to establish the rules governing the operation of its INET
151

Track Comment Letter I at 2.
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See Bloomberg Comment Letter II at 11; Bloomberg Comment Letter III at 11 ; USCC
Comment Letter at 1-2; and Track Comment Letter I at 2.
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See Amendment No.3.
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Exchange Application Order at 3558, note 137. See also Securities Exchange Act
Release Nos. 52902 (December 7, 2005), 70 FR 73810 (December 13, 2005) ("INET
Order") and 51326 (March 7, 2005), 70 FR 12521 (March 14, 2005) ("Brut Order").
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System.156 In the INET Order the Commission approved Nasdaq's proposed commitment to
integrate as of September 30, 2006; 157 however, that date was not mandated by the Commission.
In addition, the plain language of the INET Order, NASD Rule 49545(b )(2), and the Exchange
Application Order makes clear that September 30, 2006 was the latest date that Nasdaq, pursuant
to its commitment, could integrate its trading facilities. Neither the INET Order nor the
Exchange Application Order required that integration be delayed until September 30, 2006, or
prohibited Nasdaq integrating its systems at an earlier date.
The Commission believes that astute market participants, such as Bloomberg, could have
reasonably anticipated the strong possibility ofNasdaq operating on an automatic-execution only
basis prior to September 30, 2006, based on: (1) Nasdaq's anticipated operation as an exchange
with executions based on price-time priority for all ofNasdaq's order flow, (2) Nasdaq ' s
acquisition ofBrut and INET, both of which are automatic-execution facilities, and
(3) Regulation NMS where the Commission clearly enunciated a view that automated markets
and automated quotes (i.e., automatic execution functionality), combined with access to such
markets and quotes was an important attribute in a national market system.
In addition, formal notice ofNasdaq's intention to create an Integrated System based on
automatic executions prior to September 30, 2006 was clearly given on February 7, 2006, the day
Nasdaq filed the Single Book Proposal with the Commission. At that time, Nasdaq proposed to
commence operation of the Integrated System by as early as May 2006. Bloomberg submitted an
initial comment letter opposing the proposed rule change dated March 6, 2006, which suggested
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See Securities Exchange Act Release No. 52723 (November 2, 2005), 70 FR 67513
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that it would take three to six months to complete the systems work required to adapt to a new
venue. 158 The Commission understands that BATS has already made and implemented its plans
to migrate its liquidity to NSX. 159 In addition, in response to comments for a transitional phasein period, 160 Nasdaq has proposed to commence its phased-in implementation of the Integrated
System based on automatic executions on August 28, 2006; 161 which is almost seven months
after the proposal was filed, and nearly six months since Bloomberg's initial comment letter.
The Commission believes that order delivery ECNs have had sufficient time to make alternate
plans for quoting in the ADF or another SRO.
Section 19(b)(1) of the Act 162 requires a SRO to the file with the Commission "any
proposed rule change in, addition to, or deletion from the rules of such self-regulatory
organization . .. accompanied by a concise general statement of the basis and purpose of such
proposed rule change. Such proposed rule change must be filed in accordance with the
requirements of Rule 19b-4 under the Act. 163 The Commission believes that Nasdaq has filed the
Single Book Proposal in accordance with the requirements of the Act and its rules and regulations
thereunder.
The Commission believes that Nasdaq has met all of the procedural requirements for the
instant proposed rule change and provided the public in general and interested parties in particular
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Bloomberg Comment Letter I at 11.
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See Nasdaq Response Letter II.
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See Track Comment Letter I at 2; USCC Comment Letter at 1-2; and Bloomberg
Comment Letter IV at 1.
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See Amendment No.3.
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15 U.S.C. 78s(b)(l).
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17 CFR 240.19b-4.
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with adequate notice and opportunity to comment under the Act. The Commission believes that
the Integrated System will promote competition and bring investors and the national market
system benefits through the efficiencies and transparencies brought about through a single
liquidity pool with price/time priority. The Commission believes that, given the notice provided
by Nasdaq's filings, it is consistent with the Act for Nasdaq to implement the Integrated System
as proposed.
B.

Operation as a National Securities Exchange

The Commission notes that, under the Single Book Proposal, Nasdaq' s trading platform
would have an integrated quote/order book operated in accordance with a unified price/time
priority execution algorithm. In the Exchange Application Order, the Commission
acknowledged that, because of the recent nature ofNasdaq's Brut and INET acquisitions and
because of the reliance by participants on the continued availability of those ATSs, it was in the
public interest for Brut and INET to be available for a limited period while Nasdaq worked to
integrate them with its NMC Facility. 164 The Commission stated that "it is beneficial for orders
in the same securities directed to an exchange to interact with each other" and that "[s]uch
interaction promotes efficient exchange trading and protects investors by assuring that orders are
executed pursuant to a single set of priority rules that are consistently and fairly applied." 165 The
Commission permitted the Exchange to operate three separate trading platforms - namely the
NMC Facility, Brut Facility, and INET Facility - for a temporary period prior to September 30,
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Id at 3559.

165

Id.
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2006. This proposed rule change, as amended, would enable Nasdaq to satisfy its Commissionapproved commitment to integrate its three trading facilities prior to September 30, 2006.
In addition, Nasdaq's Single Book Proposal will allow the Exchange to program its
system to operate in compliance with the Exchange Application Order in additional ways. For
example, the Integrated System would not accept reports of transactions occurring outside the
Integrated System, would interact with the network processors for the various national market
system plans in compliance with Commission rules governing exchanges, and would fulfill
Nasdaq 's new role as an exchange in the national market system plans, including the national
market system plan governing the Intermarket Trading System ("ITS Plan"). In addition, under
the Single Book Proposal, Nasdaq itself (rather than its individual members) would be bound by
the obligations of the ITS Plan, maintain a single two-sided quotation, and be responsible for
trade-through compliance. The Commission notes that the proposed rules change, as amended,
cannot be operational until Nasdaq has satisfied all the conditions set forth by the Commission in
the Exchange Application Order. 166
C.

Regulation NMS

The Commission believes that the proposed rule change should allow Nasdaq to comply
with the requirements of Regulation NMS. 167 In proposed Nasdaq Rule 4613(e), Nasdaq
proposes to adopt a rule with regard to locked and crossed markets. The Exchange has also
designed its proposed Book Processing 168 and Order Routing 169 rules to comply with the
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Exchange Application Order at 3566.
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See supra note 6.

168

See proposed Nasdaq Rule 4757.

169

See proposed Nasdaq Rule 4758.
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requirements of Regulation NMS. These proposed rules include permitting users to designate
orders meeting the requirements ofRule 600(b)(30) of Regulation NMS 170 as intermarket sweep
orders, which would allow orders so designated to be automatically matched and executed
without reference to protected quotations at other trading centers.
In addition, Nasdaq has proposed to implement routing options that its believes are

consistent with Rules 610 and 611 of Regulation NMS. Nasdaq also proposed rules intended to
ensure its compliance with Rule 612 of Regulation NMS (i.e. , accepting sub-penny prices in
$0.0001 increments for securities priced less than $1.00 a share and rejecting orders in sub-penny
increments for securities priced $1.00 or more per share). 171 The Commission also notes that
proposed Nasdaq Rule 4756(c)(4) addresses situations where Nasdaq has reason to believe it is
not capable of displaying automated quotations, including adopting policies and procedures for
communicating to both its members and other trading centers about such a situation, as well as
receiving and responding to notices of other trading centers electing the "self-help" exception
under Rule 611(b)(l) of Regulation NMS.
D.

Other Rules

The proposed rule change, as amended, would merge five current sets of rules (the 4600,
4700, 4900, 4950, and 5200 Series) into two (the 4600 and 4750 Series), with the proposed 4600
Series governing System participants and the proposed 4750 Series governing the operation of
the Integrated System. In addition to reorganizing the rule set, and making changes to the
Exchange's rules for exchange and Regulation NMS readiness, the proposed rule change, as
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17 CFR 242.600(b)(30).

17 1

Single Book Proposal at 19592. See also proposed Nasdaq Rule 4613(a)(l)(B).
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amended, addresses, among other things, openings and closings, the order display/matching
system, order types, time in force designations, anonymity, routing, book processing, adjustment
of open orders, and Nasdaq's proposed phase-in plan for the proposed rules.

E.

Impact on Efficiency, Competition, and Capital Formation

Section 3(£) of the Act requires that the Commission consider whether Nasdaq's proposal
will promote efficiency, competition, and capital formation. 172 As discussed in more detail
above, the Commission has carefully considered whether the proposal will promote efficiency,
competition and capital formation and has concluded that the Single Book Proposal should
encourage competition and should not impede the development of other trading systems or
market innovation. The Commission believes that the Single Book Proposal is an appropriate
undertaking by N asdaq to enhance the quality of its market by providing more information to
investors, promoting greater efficiency in executions, and increasing overall market transparency.
While the Single Book Proposal should provide a central means for accessing liquidity in
Nasdaq and non-Nasdaq stocks, it does not represent an exclusive means, nor does it prevent
broker-dealers from seeking alternative order routing and execution services. In addition, the
Commission believes that the proposal should promote competition and capital formation by
providing its market participants with several quote and order management options (~,
Discretionary Orders, Reserve Orders, Pegged Orders, and Minimum Quantity Order), including
order types which will enable market participants to operate in the post-Regulation NMS trading
environment, such as Intermarket Sweep Orders, Price to Comply Orders, and Price to Comply
Post Orders.

172

15 U.S.C. 78c(f).
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F.

Accelerated Approval of Amendment Nos. 2 and 3

As set forth below, the Commission finds good cause to approve Amendment Nos. 2 and
3 to the proposed rule change, as amended, prior to the thirtieth day after the amendments are
published for comment in the Federal Register pursuant to Section 19(b)(2) of the Act.
In Amendment No.2, Nasdaq modifies the proposed rule language to reflect the

Commission' s extension of certain compliance dates relating to Regulation NMS. Specifically,
Nasdaq is modifYing proposed rules to reflect that such rules would not become effective until
the applicable Regulation NMS implementation date of May 21, 2007. Such rules include
Rule 4613(e) (pertaining to locked and crossed markets), Rule 4751(f) (pertaining to order
types), and Rule 4755 (pertaining to intermarket sweep orders). The Commission finds good
cause to accelerate approval of these changes prior
to the thirtieth day after publication in the
I
Federal Register. The Commission believes this is a reasonable approach in light of the
extension of Regulation NMS compliance dates and should help to ensure that the appropriate
Nasdaq rules are in place at the time that Regulation NMS compliance is required.
In Amendment No. 2, Nasdaq also is making several technical corrections to the proposed

rule change, for example, eliminating typographical and underlining errors. These changes are
non-substantive and technical in nature and are necessary to clarify the proposal. The
Commission finds good cause to accelerate approval of these changes prior to the thirtieth day
after publication in the Federal Register because they better clarify Nasdaq ' s rules, which should
assist members ' ability to comply with their requirements, and assist investors in understanding
their application and scope.
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In Amendment No. 3, in response to the comments filed by the U.S. Chamber of
Commerce, Bloomberg, and others, Nasdaq proposes to commence a phased-in implementation
of the Integrated System on August 28, 2006. 173 In addition, Amendment No. 3 describes
Nasdaq 's plan to test securities on the System during July and early August 2006 and phase-in
the operation of the Integrated System with an initial three-week transition period for Nasdaqlisted stocks, followed by non-Nasdaq-listed stocks.
The Commission finds good cause to accelerate approval of this change prior to the
thirtieth day after publication in the Federal Register. The Commission finds that the change in
the proposed implementation of the Integrated System to a later date than that originally
proposed and published for comment and later than that proposed by Amendment No. 2, as well
as the allowance of a testing period and phased-in period, would provide a longer transition
period for Nasdaq market participants and other participants in the national market system. The
delay until August 28, 2006 and the phase-in period should help to ensure that there is an orderly
transition to the Integrated System and provide Nasdaq's market participants, including many of
the commenters, opportunity to decide whether to continue participating in Nasdaq, or to elect to
move their business elsewhere. The Commission notes that August 28, 2006 represents a period
of nearly seven months from the original filing date of this proposed rule change. The
Commission also notes that, notwithstanding Nasdaq's proposed August 28, 2006
implementation date, the proposed rules change, as amended, cannot be operational until Nasdaq
has satisfied all the conditions set forth by the Commission in the Exchange Application

173

The Commission notes that Amendment No. 3 replaces the August 14, 2006
implementation date that Nasdaq had proposed in Amendment No. 2.
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Order. 174 The Commission believes that August 28, 2006 should provide market participants
with adequate time to prepare for the Implemented System, and would also permit Nasdaq to
meet its commitment to fully integrate its three trading facilities on or before September 30,
2006.
VII.

Conclusion

IT IS THEREFORE ORDERED, pursuant to Section 19(b)(2) of the Act, 175 that the
proposed rule change (File No. SR-NASDAQ-'2006-001), as amended by Amendment Nos. 1, 2,
and 3, be, and hereby is, approved.
By the Commission.

174

Exchange Application Order at 3566. The Commission recently modified the
requirements forNasdaq ' s operation as an exchange. See Securities Exchange Act
Release No. 54085 (June 30, 2006), 71 FR 38910 (July 10, 2006).
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15 U.S.C. 78s(b)(2).
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SECURITIES EXCHANGE ACT OF 1934
Release No. 54148 I July 14, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12366

ORDER INSTITUTING
: ADMINISTRATIVE
PROCEEDINGS,
MAKING FINDINGS AND
IMPOSING REMEDIAL
SANCTIONS PURSUANT TO
SECTION lS(b) OF THE
SECURITIES EXCHANGE
: ACT OF 1934

In the Matter of

Herzog, Heine, Geduld, LLC,
Respondent.

I.

The Securities and Exchange Conunission (the "Conunission") deems it appropriate and in
the public interest that public administrative proceedings be, and hereby are, instituted
pursuant to Section 15(b) of the Securities Exchange Act of 1934 (the "Exchange Act")
against Herzog, Heine, Geduld, LLC ("Herzog" or "Respondent").
II.

In anticipation of the institution of these proceedings, Herzog has submitted an Offer of
Settlement (the "Offer"), which the Conunission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Conunission, or to which the Conunission is a party, and without admitting or denying the
findings herein, except as to the Conunission's jurisdiction over Herzog and the subject
matter of these proceedings, which Herzog admits, Herzog consents to the issuance ofthis
Order Instituting Administrative Proceedings, Making Findings and Imposing Remedial
Sanctions Pursuant to Section 15(b) of the Securities Exchange Act of 1934 (the "Order"),
as set forth below.

..........

__________________

III.
FINDINGS

On the basis of this Order and Respondent's Offer, the Commission finds 1 that:
Respondent Herzog is a registered broker-dealer that, during the period from 1999 through
2000, had its principal place ofbusiness in Jersey City, New Jersey. From 1999 through
2000, Herzog was one of the largest Nasdaq market makers based on trading volume. 2
Summary

During the period from January 1999 through at least June 2000, Herzog failed to provide
best execution to customer orders that Herzog received from correspondent broker-dealer
firms. Herzog, in its capacity as a market maker, assumed the duty of best execution by
making written and oral statements to correspondent broker-dealer firms to the effect that it
would provide best execution to orders routed to Herzog for execution.
Best execution generally requires a firm to execute customer orders on the most favorable
terms reasonably available under the circumstances. Although Herzog traders were told by
their supervisors that they had an obligation to provide best execution for all orders routed
to the firm, various traders failed on numerous occasions during the relevant period to
provide executions to Herzog's correspondent broker-dealer firms' customer orders on the
best terms that were reasonably available for those orders.
Herzog provided to all of its traders access to a proprietary order execution system whose
computer software enabled traders to efficiently execute orders, but the functions made
available to traders in this order execution system were open to misuse and were in fact
misused by various traders, resulting in executions at prices inconsistent with best
execution. Herzog was aware that functions of its order execution system, if misused,
could lead to execution of customer orders at inferior prices. During the relevant period,
however, Herzog did not implement an adequate supervisory system to detect and prevent
the resulting executions at prices inconsistent with best execution.

The findings herein are made pursuant to Respondent's Offer of Settlement and are not binding on
any other person or entity in this or any other proceeding.
In June 2000, Merrill Lynch & Co., Inc. ("Merrill") acquired Herzog, Heine, Geduld, Inc. Herzog,
however, continued to operate as a separate entity, with its own technical and compliance staff, and without
substantial direction from Merrill, until at least early 2001 . On August 31 , 200 I, Herzog, Heine, Geduld, Inc.
merged with Herzog, Heine, Geduld, LLC, a Delaware limited liability company, in order to effect a change
to its organizational form. The limited liab ility company assumed all of the assets and liabilities of Herzog,
including its broker-dealer registration on fi le with the National Association of Securities Dealers ("NASD") .
In late 2002, Merrill integrated Herzog's operations with those of its own. Herzog subsequently ceased
trading operations, but remains registered with the Commission and maintains its broker-dealer registration
with the NASD.

2

A failure to provide best execution to customer orders may violate Section 15(c) of the
Exchange Act. In addition, Section 15(b)(4)(D) of the Exchange Act authorizes the
Commission to sanction a broker or dealer that willfully violates any provision of the
Exchange Act. Herzog is being sanctioned by the Commission for failing to provide best
execution of customer orders received from its correspondent broker-dealer firms .
Herzog also failed to preserve email communications related to Herzog' s business as such
for the period from January 1999 to September 1999. Emails that are related to a brokerdealer's business as such must be preserved for not less than three years under the
Commission 's rules promulgated under Section 17(a)(l) of the Exchange Act. By failing
to preserve the emails, Herzog violated Section 17(a)(l) of the Exchange Act and
Exchange Act Rule 17a-4(b)(4).
Herzog Traders' Execution of Orders at Stale Prices
and Prices Inconsistent with Best Execution

During the relevant period, January 1999 through at least June 2000, trading volume in
Nasdaq stocks was at historically high levels and Herzog was one of the largest Nasdaq
market makers. Herzog acted primarily as a wholesale Nasdaq trading firm. That is, it
received most of its order flow from correspondent broker-dealer firms that directly
received orders from customers. Herzog paid fees or rebates to the correspondent brokerdealer firms, and told the firms orally and in writing that it would execute the
correspondent broker-dealer firms' customer orders on the "most favorable terms
reasonably available under the circumstances."
Herzog's trading supervisors and the senior Herzog employees to whom they reported were
responsible for ensuring that traders employed by Herzog provided best execution to orders
routed to Herzog for execution. While supervisory personnel provided instructions
concerning the fi rm 's best execution obligation, the firm did not conduct form al training
that was designed to ensure that traders had an adequate understanding of that obligation in
the context of the functions of the Herzog order execution system. Herzog did not
implement a suffi ciently robust system of supervision of its traders with respect to fulfilling
the firm 's duty to provide best execution. For example, Herzog did not provide
supervi sory and compliance personnel with appropriate reports to permit a comparison
between trader executions and contemporaneous bids, offers, and executions in the market.
During the relevant period, the majority ofHerzog's orders were received electronically
and were executed through Herzog's order execution system.3 Generally, orders that did
not exceed pre-established size limits -- the "bucket" size -- and that were immediately
executable (i.e., market orders or other marketable orders) were executed automatically
without trader intervention. Trader intervention, or manual execution, was typically
Herzog also received orders telephonically. These orders were sometimes entered into the Herzog
order execution system and thereafter treated as elech·onic orders. Alternati ve ly, a trader could execute an
order by voice (e.g. , by telling the customer, "You ' re done at $25 .") and then enter the terms of the execution
into the Herzog order execution system for recordkeeping and reporting purposes.

3

required only when: (1) a marketable order exceeded the bucket size for automated
execution; or (2) the automated execution process was turned off or otherwise disabled.
When a marketable order exceeded the bucket size for automated execution and the
automated execution process was enabled, the portion of the order up to the bucket size
was executed automatically, and the unexecuted remainder of the order was sent to the
trader with responsibility for trading in the security. It then fell to that trader to manually
execute the remainder of the order. When the automated order execution process was
turned off or otherwise disabled -- which could have been for one or more securities or for
all securities for which Herzog made a market-- entire orders were routed to the
responsible trader or traders for manual execution.
This Order addresses orders or remainders of orders that were manually executed by
Herzog traders.4 Herzog traders could manually execute orders using a number of
functions of the Herzog order execution system. These functions permitted traders to select
an order from among a group of orders displayed on a screen, and then to execute that
order against Herzog' s own market making account with no, or few, keystrokes and only
two clicks of a computer mouse. These functions were located on the "Executable Orders"
tab of the Herzog order execution system screen, which was commonly referred to as the
"pending screen."
As the name suggests, the pending screen displayed orders that were immediately
executable but had not yet been executed. This screen first became a part of the Herzog
order execution system in 1998, and was in general use no later than the beginning of the
rel evant period. Though it underwent changes during its existence, the pending screen
remained in use throughout the relevant period. The pending screen displayed customer
orders awaiting execution in rows, each order in its own row. Each row showed, among
other things, the time the order was received, the side of the order (buy or sell), the order
quantity, the security symbol, and, if the order was a limit order, the customer's limit price.
In an area below the rows of orders, the screen displayed two graphical buttons that
permitted execution of the order, one labeled "Execute QIF," another labeled "Execute."
In the next lower portion of the screen were two input fields, labeled "Quantity" and
"Price."
In the executions at issue here, the trader's first step in manually executing an order was to
select the order from its row by highlighting it with a mouse click. Highlighting the order
caused the display of certain market and other information concerning the Nasdaq security
in question. Most significant were three price displays related to the highlighted order.
First, in the right half of a window that opened below the rows of customer orders and
above the graphical "Execute" and "Execute QIF" buttons, the screen displayed the current
inside bid and offer prices, that is, the National Best Bid and Offer (the "NBBO")/ for the

Hereinafter, both "orders" and "remainders of orders" are simp ly called "orders."
The NBBO is the highest bid price and lowest offer price currently available for a security, and is a
fa ctor considered in evaluating whether customer orders have received best execution.
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highlighted security (labeled "Ins" for "Inside"). 6 This display was continuously updated
as changes occurred in the inside bid and offer after the order was highlighted. Second, in
the left half of the window that opened when the order was highlighted, the screen
displayed the inside bid and offer that prevailed at the time the highlighted order was
received by Herzog.7 This price display was labeled "QIF," standing for quote-in-force.
Third, highlighting the order caused the "Price" field of the pending screen to display as a
default price for the security, static as of the time the order was highlighted, the inside bid if
the order was a sell order, or the inside offer if the order was a buy order. 8
After highlighting an order, depending upon how much time had elapsed since the order
was received, Herzog traders could use up to three functions on the pending screen to
execute the order. 9 First, if fifteen seconds or less had elapsed since the time the order had
been highli ghted, the trader could simply click the graphical "Execute" button in the lower
portion ofthe screen. 10 This action immediately executed the highlighted order at the price
displayed in the "Price" field, which, as explained above, was the inside bid or offer that
prevailed at the time the order had been highlighted. Second, if fifteen seconds or less had
elapsed since the highlighted order had been received by Herzog, the trader could click the
graphical "Execute QIF" button in the lower portion of the screen. 11 Clicking the "Execute
QIF" button immediately executed the order at the inside bid or offer that prevailed at the
time the order was received, that is, the "QIF" price. Third, the trader could manually
override the default price in the "Price" field. To do so, the trader cleared the price that
was automatically displayed in the "Price" field (the inside bid or offer at the time the order
was highlighted), typed in an alternate price, and then clicked the "Execute" button
(hereinafter, the "price override function") .
During the relevant time period, various Herzog traders misused the "Execute QIF" button
and price ovenide function to execute customer orders at stale prices that were less
advantageous to the customers than the prices that Herzog traders reasonably could have
obtained.
The right half of the window also displayed: ( 1) the number of shares at the best bid and offer; (2)
Herzog 's quote for the security, including the number of shares at its bid and offer; and (3) Herzog's position
in the security and the average cost of that position.
The left half of the window also displayed some background information about the order highlighted,
such as the originating broker-dealer number and, if the highlighted order was a portion of an order, the
original quantity of the order.
At the same time, the "Quantity" field displayed the number of shares in the highlighted order.
Other methods of order execution were possible, but they are not relevant to this Order.
10

Unti l October 2000, the "Execute" button functioned for fifteen seconds after an order was
highlighted. Thereafter, the "Execute" button functioned for ten seconds (rather than fifteen) after an order
·
was highlighted.
II

Prior to its removal in October 2000, the "Execute QIF" button functioned for fifteen seconds after
an order was received by Herzog. However, Herzog system maintenance records indicate that th e "Execute
QIF" button functioned fo r thirty seconds (rather than fifteen), or even without a time limitation duri ng
portions of 1999.
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With respect to the "Execute QIF" button, as discussed above, for up to fifteen seconds, the
pending screen simultaneously displayed and enabled for immediate execution both the
inside bid (or offer, if the order was to buy) at the time the order was highlighted -displayed as the default price in the "Price" field -- and the inside bid (or offer) at the time
the order was received, displayed as the "QIF" price. Because the inside bid (or offer) was
continuously changing according to market forces, the inside bid (or offer) at the time the
order was highlighted was sometimes better or worse for the customer than the inside bid
(or offer) at the time the order was received. Various Herzog traders on numerous
occasions used the "Execute QIF" button to execute orders at stale and inferior inside bids
or offers that prevailed when the orders were received, when the inside bids or offers at the
time the orders were highlighted were better for customers.
With respect to the price override function, various Herzog traders misused it by manually
entering stale prices that were less advantageous to customers than the prices that the
traders reasonably could have obtained. For example, on limit orders various Herzog
traders cleared default prices that were better for the customer and manually entered
inferior customer limit prices. 12 In other instances, various Herzog traders cleared default
13
prices that were better for the customer and manually entered inferior "QIF" prices.
Such misuse of the above-mentioned functions of the Herzog order execution system by
various Herzog traders did not provide Herzog's correspondent broker-dealer firms with
the best execution of customer orders that was then reasonably available.

Inadequate Preservation of Emails
Upon the initiation of the formal investigation ofHerzog's execution practices, the staff, in
January 2002, issued a routine subpoena to Herzog that requested relevant
communications, including emails, for the period from January 1999 through the date of
the subpoena. Herzog, however, was unable to produce any emails for the period from
January 1999 through September 1999. Nor could it explain what happened to the emails.
The inability to produce the emails hindered the staffs investigation.

12

The cu, tomer limit price was displayed for the trader in the row of information about the highli ghted

order.
13

The ins1de bid or offer at the time the order was rece ived was displayed as the "QIF" price. Thus,
using the price O\erride functio n, traders could defeat the time limitation on the "Execute QIF" button.
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Herzog's Response to OCIE
In responding to an examination of its order executions begun in August 2000 by the
Commission's Office of Compliance Inspections and Examinations ("OCIE"), Herzog did
not provide complete and timely document production and did not ensure comprehensive
and complete responses to requests made by the OCIE examiners. The examiners asked
Herzog to respond to both written and oral questions concerning specific order executions.
Those questions should have elicited, but did not elicit, a full description of the "Execute
QIF" function and other functions of the order execution system employed by the Herzog
traders who were responsible for the particular order executions reviewed by OCIE. In
addition, OCIE requested a demonstration of the Herzog order execution system, but the
demonstration Herzog provided did not include the "Execute QIF" button, which OCIE did
not know about at that time and which was relevant to the specific order executions that
Herzog knew were of concern to OCIE. OCIE's examination was adversely affected and
unnecessarily prolonged by Herzog's fai lure to provide timely and complete responses to
OCIE's requests for informatjon.
In determining the appropriate resolution of this matter, the Commission considered, in

addition to the underlying conduct, Herzog's response to the OCIE examination.
Legal Discussion
Failure to Provide Best Execution
A broker-dealer has a legal duty to seek to obtain best execution of customer orders at the
most favorable terms reasonably available under the circumstances. 14 A failure to provide
best execution may constitute a violation of Section 15(c)(l)(A) ofthe Exchange Act,
which makes it unlawful for any broker or dealer to "effect any transaction in ... any
security by means of any manipulative, deceptive, or other fraudulent device or
contrivance." 15 Herzog expressly represented to its correspondent firms that it would
provide best execution of customer orders routed to it from the correspondent firms .
During the relevant time period, however, various Herzog traders used the "Execute QIF"
14

See, e.g., Newton v. Merrill, Ly nch, Pierce, Fenner & Smith , 135 F.3d 266, 269-70 (3d Cir. 1998)
(citing cases). See also Regulation NMS, Exchange Act Release No. 5 1808 (June 9, 2005), 70 Fed. Reg.
37,496, 37,538 (June 29, 2005); In re Certain Market Making Activities on Nasdaq, Exchange Act Release
No. 40900 (Jan. 11 , 1999), 1998 WL 919673 at *5 (settled case). Among the factors to be considered in
determining whether best execution has been achieved are "order size, trading characteristics of the security,
speed of execution, clearing costs, and the cost and difficulty of executing an order in a particular market."
Newton at 270 n. 2 (citation omitted). See also Payment for Order Flow, Exchange Act Release No. 34902
(Oct. 27, 1994), 59 Fed. Reg. 55,006, 55,008-55,009 (Nov . 2, 1994); Order Execution Obligations, Exchange
Act Release No. 376 19A (Sept. 6, 1996), 61 Fed. Reg. 48,290, 48,3 22 (Sept. 12, 1996).
15

Cf Newton , 135 F.3d at 269 (finding that a failure to provide best execution may be a violation of
Section 1O(b) of the Exchange Act). See also in re Knight Securities, L.P., Exchange Act Release No. 50867
(Dec. 16, 2004) 2004 WL 2913488 at *8 (settled case) : Disclosure of Order Routing and Execution Practices,
Exchange Act Release No. 43084 (July 28, 2000), 65 Fed. Reg. 48 ,406, 48,425 (Aug. 8, 2000) ("False or
misleading statements made by market centers to rou ting finns regarding execution quality, if material and
made with the requisite state of mind, may be actionahle under antifraud provisions.") (c itati ons omitted).
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and price override functions to execute customer orders at prices that were stale and
inferior. On numerous occasions they used the "Execute QIF" and price override func tions
to execute customer orders received from correspondent broker-dealer firms at the price
prevailing at the time of receipt of the order even when a superior execution was
reasonably available at the inside bid or offer prevailing at the time that the order was
highlighted (the Herzog system default price) and did so without regard to order size,
trading characteristics of the security, speed of execution, clearing costs, or the cost and
difficulty of executing the order in a particular market. By virtue of the foregoing conduct,
Herzog failed to provide best execution of customer orders routed to Herzog by its
correspondent broker-dealer firms and willfully violated Exchange Act Section 15(c)(l).
Inadequate Preservation of Emails
Section 17(a)(l) ofthe Exchange Act provides, among other things, that brokers and
dealers "shall make and keep for prescribed periods such records, furnish such copies
thereof, and make and disseminate such reports as the Commission, by rule, prescribes as
necessary or appropriate in the public interest, for the protection of investors, or otherwise
in furtherance of the purposes of this title. " The records required under Section 17(a)( l)
and the rules promulgated thereunder are "the basic source documents" of a broker-dealer
and are "a keystone of the surveillance ofbroker[s] and dealers by [Commission] staff and
by the securities industry's self-regulatory bodies." 16
Pursuant to its authority under Section 17(a)(l), the Commission promulgated Rule 17a-4.
Rule 17 a-4(b )( 4) requires a broker-dealer to "preserve for a period of not less than three
years, the first two years in an easily accessible place ... [o]riginals of all communications
received and copies of all communications sent . .. by the member, broker or dealer
(including inter-office memoranda and communications) relating to its business as such." 17
Rule 17a-4 is not by its terms limited to physical documents. The Commission has stated
that internal email communications relating to a broker-dealer's "business as such" fall
within the purview of Rule 17a-4 and that, for the purposes ofRule 17a-4, "the content of
the electronic communication is determinative" as to whether that communication is
required to be retained. 18
The email communications that the staff requested from Herzog were records that the firm
was required to preserve under Rule 17a-4. The firm failed to preserve these emails from
January 1999 to September 1999. It had no explanation for its failure to preserve these
emails. As a result of this conduct, Herzog willfully violated Section 17(a)( l) of the
Exchange Act and Rule 17a-4(b)(4).

16

In re Deutsche Bank Securities, Inc. , et a/. , Exchange Act Release No . 46937 (Dec. 3, 2002) 2002
WL 31687 142 at *3 (settled case) (internal quotat ions and citations omitted).
17

Exchange Act Rule 17a-4(b)(4), 17 C.F R. § 240.17a-4(b)(4).

18

See Reporting Requirements for Brokers or Dealers Under the Securities Exchange Act of 1934,
Exchange Act Release No. 38245 (Feb. 5, 1997). 62 Fed. Reg. 6469, 6472 (Feb. 12, 1997)
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IV.
In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions specified in the Offer submitted by Herzog. Accordingly, it is hereby
ORDERED that:
A.

Respondent is hereby censured pursuant to Section 15(b)(4) of the Exchange Act.

B.

IT IS FURTHER ORDERED that Respondent shall, within ten days of the entry of
this Order, pay a civil money penalty of $1,500,000 to the United States Treasury.
Such payment shall be: (A) made by United States postal money order, certified
check, bank cashier's check or bank money order; (B) made payable to the U.S .
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office
of Financial Management, Securities and Exchange Commission, Operations
Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D)
submitted under cover letter that identifies Herzog as the Respondent in these
proceedings and the file number of these proceedings, a copy of which cover letter
and money order or check shall be sent to Gregory G. Faragasso, Assistant
Director, Division ofEnforcement, Securities and Exchange Commission, 100 F
Street, N.E., Washington, DC 20549-7553.

By the Commission
Nancy M. Morris
Secretary

B~: J. Lynn Taylor ,
Assistant Secretary
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Release No. 8722 I July 14, 2006
SECURITIES EXCHANGE ACT OF 1934
Release No. 54149 I July 14, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12366

In the Matter of

Herzog, Heine, Geduld, LLC,
Respondent.

: ORDER UNDER SECTION 27A(b)
: OF THE SECURITIES ACT OF 1933
:AND SECTION 21E(b) OF THE
: SECURITIES EXCHANGE ACT OF 1934,
: GRANTING WAIVERS OF THE
:DISQUALIFICATION PROVISIONS OF
:SECTION 27A(b)(1)(A)(ii) OF THE
: SECURITIES ACT OF 1933 AND
:SECTION 21E(b)(1)(A)(ii) OF THE
: SECURITIES EXCHANGE ACT OF 1934

Merrill Lynch & Co., Inc. ("Merrill") has submitted a letter, dated June 19, 2006,
requesting waivers of the disqualification provisions of Section 27 A(b )(1 )(A)(ii) of the Securities
Act of 1933 ("Securities Act") and Section 21E(b)(1)(A)(ii) of the Securities Exchange Act of
1934 ("Exchange Act") arising from settlement by Herzog, Heine, Geduld, LLC ("Herzog"), an
affiliated entity of Merrill, of an administrative proceeding commenced by the Commission.
On July 14, 2006, pursuant to Herzog's Offer of Settlement, the Commission issued an
Order Instituting Administrative Proceedings, Making Findings and Imposing Remedial Sanctions
Pursuant to Section 15(b) of the Securities Exchange Act of 1934 against Herzog (the "Order") .
Under the Order, the Commission found that Herzog willfully violated Sections 15(c)(1) and
17(a)(1) of the Exchange Act and Exchange Act Rule 17a-4(b)(4) by (1) failing to provide best
execution to customer orders received from correspondent broker-dealer firms; and (2) failing to
preserve emails related to its business as such. The Order censures Herzog and requires it to pay a
civil penalty of $1 .5 million.
The safe harbor provisions of Section 27A(c) of the Securities Act and Section 21E(c) of
the Exchange Act are not available for any forward-looking statement that is "made with respect to
the business or operations of the issuer, ifthe issuer ... during the 3-year period preceding the date
on which the statement was first made ... has been made the subject of a judicial or administrative
decree or order mising out of a govemmental action that (I) prohibits future violations of the

antifraud provisions of the securities laws; (II) requires that the issuer cease and desist from
violating the antifraud provisions of the securities laws; or (III) determines that the issuer violated
the antifraud provisions ofthe securities laws[.)" Section 27A(b)(l)(A)(ii) ofthe Securities Act;
Section 21 E(b )(1 )(A)(ii) ofthe Exchange Act. The disqualifications may be waived "to the extent
otherwise specifically provided by mle, regulation, or order of the Commission." Section 27 A(b)
of the Securities Act; Section 21E(b) of the Exchange Act.
Based on the representations set forth in Merrill's request, the Commission has determined
that, under the circumstances, the request for waivers of the disqualifications resulting from the
entry of the Order is appropriate and should be granted.
Accordingly, IT IS ORDERED, pursuant to Section 27A(b) ofthe Securities Act and
Section 21E(b) of the Exchange Act, that waivers from the disqualification provisions of Section
27A(b)(l)(A)(ii) ofthe Securities Act and Section 21E(b)(l)(A)(ii) ofthe Exchange Act as to
Merrill and its affiliated companies resulting from the entry of the Order are hereby granted.
By the Commission
Nancy M. Morris
Secretary

J Lv.n n -ray\or .
B'9~ · / . t secretary
Asststan ·
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES ACT OF 1933
Release No. 8723 I July 17, 2006
SECURITIES EXCHANGE ACT OF 1934
Release No. 54156 I July 17, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12367
ORDER INSTITUTING ADMINISTRATIVE
AND CEASE-AND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A CEASEAND-DESIST ORDER PURSUANT TO
SECTION SA OF THE SECURITIES ACT OF
1933 AND SECTIONS 15(b)(6) AND 21C OF
THE SECURITIES EXCHANGE ACT OF
1934.

In the Matter of
Senior Resources Asset Fund,
LLC and Kenneth E. Baum,
Respondents.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Section 8A of the Securities Act of 1933 ("Securities Act") against Senior
Resources Asset Fund, LLC ("Senior Resources") and pursuant to Section 8A of the Securities Act
and Sections 15(b)(6) and 21C of the Securities Exchange Act of 1934 ("Exchange Act") against
Kenneth E. Baum (collectively, "Respondents").
II.

In anticipation of the institution of these proceedings, Respondents have submitted Offers
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over them and the subject matter of these
proceedings, which are admitted, Respondents consent to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order Pursuant to Section 8A of the Securities Act of 1933 and
Sections 15(b)(6) and 21C of the Securities Exchange Act of 1934, as set forth below.

III.
On the basis of this Order and Respondents' Offers, the Commission finds 1 that

A.

RESPONDENTS

1.
Senior Resources Asset Fund, LLC, is a California company located in Dana Point,
California. During 2001 and 2002, Senior Resources was in the business of providing financial
advice to senior citizens. Senior Resources also issued securities in the form of promissory notes.
Senior Resources has never been registered with the Commission, nor has it registered any
offerings or class of securities with the Commission.
2.
Kenneth E. Baum, age 46, resides in Hemet, California. Baum is the manager and
director of Senior Resources. Baum was associated with a registered broker-dealer from 1985 to
1995, but has not been associated with a registered broker-dealer since that time.

B.

FACTS

1.
From February 2001 until October 2002 Senior Resources issued securities in the
form of promissory notes. The Senior Resources promissory notes purported to bear interest at
rates ranging from 10% to 15% per year, and to mature two years from the date of issuance.
2.
From February 2001 until October 2002, Baum offered the Senior Resources notes
to at least twenty-three prospective investors and recommended that they purchase those notes.
Baurn received transaction-based compensation in connection with his sales of the Senior
Resources notes.
3.
In addition, from August until November 2000, Baum offered and sold securities
issued by Renaissance Asset Fund ("Renaissance"). These securities were also in the form of
promissory notes. Baum offered Renaissance securities to at least five investors. Baum also
received transaction-based compensation in connection with his sales of Renaissance notes.
4.
Baum offered the Senior Resources and Renaissance notes for sale through means
and instruments of interstate commerce. Baum caused materials to be mailed to pro~pective
investors and also used telephonic communications to offer Senior Resources and Renaissance
promissory notes to prospective investors.

1

The findings herein are made pursuant to Respondents ' Offers of Settlement and are not binding
on any other person or entity in this or any other proceeding.
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5.
No registration statement was filed with the Commission or was in effect as to the
transactions in Senior Resources or Renaissance securities. Moreover, the promissory notes issued
by Senior Resources and Renaissance were not exempt from registration.
6.
As a result of the conduct described above, Senior Resources violated Sections 5(a)
and 5(c) of the Securities Act, and Baum willfully violated Sections 5(a) and 5(c) of the Securities
Act and Section 15(a) ofthe Exchange Act.
7.
Respondent Senior Resources has submitted a sworn Statement of Financial
Condition dated March 23, 2006 and other evidence and has asserted its inability to pay
disgorgement plus prejudgment interest. Respondent Baum has submitted a sworn Statement of
Financial Condition dated March 23, 2006 and other evidence and has asserted his inability to
pay a civil penalty or disgorgement plus prejudgment interest.

IV.
In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in the Offers of Respondents Senior Resources and Baum.

Accordingly, pursuant to Section 8A ofthe Securities Act, and Sections 15(b)(6) and 21C
of the Exchange Act, it is hereby ORDERED that:
A.
Senior Resources and Baum cease and desist from committing or causing any
violations and any future violations of Sections 5(a) and 5(c) of the Securities Act and Baum cease
and desist from committing or causing any violations and any future violations of Section 15(a) of
the Exchange Act.

B.
Baum be, and hereby is barred from association with any broker or dealer, with the
right to reapply for association after three (3) years to the appropriate self-regulatory organization,
or if there is none, to the Commission.
C.
Any reapplication for association by Baum will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against Baum, whether or not the Commission has fully or partially waived
payment of such disgorgement; (b) any arbitration award related to the conduct that served as the
basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.
D.
Senior Resources shall pay disgorgement of $2,735,000 plus prejudgment interest of
$964,203 and Baum shall pay disgorgement of $220,000 plus prejudgment interest of $77,559, but
that payment of such amounts is waived based upon Respondents' sworn representations in their
Statements of Financial Condition dated March 23, 2006 and other documents submitted to the
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Commission. Based upon Baum's sworn representations in his Statement of Financial Condition
dated March 23, 2006 and other documents submitted to the Commission, the Commission is not
imposing a penalty against Baum.
E.
The Division of Enforcement ("Division") may, at any time following the entry of
this Order, petition the Commission to: (1) reopen this matter to consider whether Respondents
provided accurate and complete financial information at the time such representations were made;
and (2) seek an order directing payment of disgorgement and pre-judgment interest against
Respondents and/or the maximum civil penalty allowable under the law against Baum. No other
issue shall be considered in connection with this petition other than whether the financial
information provided by Respondents was fraudulent, misleading, inaccurate, or incomplete in any
material respect. Respondents may not, by way of defense to any such petition: (1) contest the
findings in this Order; (2) assert that payment of disgorgement and interest and/or the maximum
civil penalty allowable under the law should not be ordered; (3) contest the amount of
disgorgement and interest or the imposition of the maximum penalty allowable under the law; or
(4) assert any defense to liability or remedy, including, but not limited to, any statute oflimitations
defense.
By the Commission.

Nancy M. Morris
Secretary

at: J. Lynn TaY · _rv
Ass,stant Secreta :
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SECURITIES AND EXCHANGE COMMISSION
17 CFR Part 241
[Release No. 34-54165; File No. S7-13-06]
Commission Guidance Regarding Client Commission Practices Under Section 28(e) of the
Securities Exchange Act of 1934
AGENCY: Securiti es and Exchange Commi ssion.
ACTION: Interpretation; solicitation of comment.
SUMMARY: The Securiti es and Exchange Commi ssion is publi shing thi s interpretive release
with respect to the scope of "brokerage and research servi ces" and cli ent commi ssion
an·angements under Secti on 28(e) of th e Securiti es Exchange Act of 193 4 ("Exchange Act").
The Commission is so li citing furth er comment on cli ent commi ssion arrangements under Section
28(e) .

DATES: Effecti ve Date: [insert date of publi cati on in the Federal Register] .
Other Date: Market participants may continue to rely on the Commission ' s prior
interpretations of Secti on 28 (e) until [insert date 6 months aft er publicati on in the Federal
Register].
Comment Due Date: Comments should be received on or before [insert date 45 days
after publi cation in the Federal Register].

ADDRESSES: Comments may be submitted by any of the foll ow ing methods:
Electro ni c comments:
•

Use the Commission's Internet comment form (http://www. sec.gov/rul es/interp.shtml) ; or

•

Send an e-mail to rul e-comments@sec. gov. Pl ease include Fil e N umber S7-1 3-06 on the
subj ect line; or

•

Use the Federal eRul em aking Portal (http://www.regulations.gov) . Foll ow the instructions
for submitting comments.

Paper comments:
•

Send paper comments in triplicate to Nancy M. Morri s, Secretary, Securiti es and Exchange
Commi ssion, 100 F Street, NE, Washington , DC 20549-1090.

Al l submi ssions should refer to File Number S7-13-06. This fil e number should be included on
the subj ect line if e-mail is used. To help us process and review your comments more efficiently,
pl ease use onl y one method. The Commission will post all comments on the Commi ssion's
Internet Web site (http://www.sec.gov/rul es/ interp.shtml). Comments are also availab le for
publi c inspecti on and copying in the Commission ' s Public Reference Room , 100 F Street, NE,
Washington , DC 20549. All comments received will be posted without change; we do not ed it
personal id entifyi ng inform ation from submissions. You should submit only information that
you wish to make avail able publicly.

FOR FURTHER INFORMATION CONTACT: JoAnne Swindl er, Assistant Director, at
(202) 551-5750; Patiick M. Jo yce, Special Counsel, at (202) 551-5758 ; Stanl ey C. Mace!, IV ,
Special Counsel, at (202) 551-5755; or Marlon Quintanill a Paz, Special Counsel, at (202) 5515756, in the Office of Enforcement Li aison and Institutional Trading, Divi sion of Market
Regul ation, United States SecUliti es and Exchange Commi ssion, I 00 F Street, NE, Washington ,
DC 20549-6628 .
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SUPPLEMENTARY INFORMATION:
I.

Introduction and Summary
1

2

Section 28(e) of the Exchange Act establishes a safe harbor that allows money managers
to use client funds to purchase "brokerage and research services" for their managed accounts
under certain circumstances without breaching their fiduciary duti es to clients. In thi s release, the
Commission is issuing interpretive guidance with respect to the safe harbor, with the particular
goal of clarifying the scope of"brokerage and research services" in the light of evo lving
technologies and industry practices.
Fiduciary principles require money managers to seek the best execution for client trades,
and limit money managers from using client assets for their own benefit.

3

Use of client

commissions to pay for research and brokerage services presents money managers with significant
conflicts of interest, and may give incentives for managers to disregard their best execution
obligations when directing orders to obtain client commission services as well as to trade client
securities inappropriately in order to earn credits for client commission services.

4

Recognizing the

15 U.S.C. 78bb(e).
15 U.S.C. 78a.
Money managers include investment advisers, who ha ve a fundamental ob ligation under the Investment
Advisers Act of 1940 ("Advisers Act") [ 15 U.S.C. 80b-l] and state law to act in the best interest of the ir
clients, SEC v. Capi tal Gains Research Bureau, Inc. , 375 U.S. 180, I 89- 19 1 ( 1963). This includes the
ob ligation to see k "best exec ution'· of clients' transactions under the circumstances of the particular
transaction. Exchange Act Release No. 23 170 (Apr. 23 , 1986), 51 FR 16004 , 160 II (Apr. 30, 1986)
(" 1986 Release"). See also Delaware Management Co. , 43 SEC 392, 396 ( 1967). The fundamental
obligation of the adv iser to act in the best interest of hi s client also generall y precludes the adviser from
using cli ent asse ts for the adviser' s own benefit or the benefit of other c lients, at least without client
consent. See RESTATEMENT(SECOND)OFTRUSTS ~ 170 cmt. a, § 2 16 (1959).
For a discussion of managers ' conflicts in connection with the safe harbor, see generall y Exchange Act
Release No. 35375 (Feb. 14 , 1995), 60 FR 9750 , 9751 (Feb. 21 , 1995) (" 1995 Rule Proposal" ) (the
Co mmi ssion took no further action on this proposal). See also Sage Advisory Services LLC, Exchange Act
Release No. 44600 , 75 SEC Docket 1073 (July 27 , 2001) (Commission charged that adviser chumed
advised acco unt to generate client commi ssion cred its to pay personal operat ing expenses and failed to seek
to obtain best execution by causing account to pay commissions twice the rate the same broker charged
other customers for comparabl e services).
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value of research in managing cli ent accounts, however, Congress enacted Section 28(e) 5 of the
Exchange Act to provide a safe harbor that protects money managers from liability for a breach of
fiduciary duty so lel y on the basis that they paid more than the lowest commission rate in order to
receive "brokerage and research services" provided by a broker-dealer, if the managers detennined
in good faith that the amount of the commission was reasonable in relation to the value of the
brokerage and research services received.6
As discussed below in Section II , over the past thirty years, the Commission has issued
several releases interpreting the Section 28(e) safe harbor. In I 998, the Commission published a
report of its Office of Compliance Inspections and Examinations ("OC IE") detailing a staff review
of client commission practices at broker-dealers and investment advisers. 7 The Commission also
has brought enforcement actions involving purported client commission practices. 8

To avo id confu sion that may arise over the usage of the phrase "so ft do llars," in thi s release, the
Commission uses the term " cli ent commi ssion" prac tices or arrangements to refer to practices under
Section 28(e). Similarl y, to minimize confusion with the phrase "co mmission-sharing arra ngements" as
used in the United Kingdom to refer to unique arrangements in that market pl ace, we refer to arra ngements
under Sectio n 28(e) as "cl ient comm iss ion arrangements" or " Secti on 28(e) arrangements. "
15 U.S.C. 78bb(e).
See Securiti es Ac ts Amendments of 1975 , Pub. L. No. 94-29 , 89 Stat. 97, 16 1-62 (1975).
Congressional enac tment of Section 28( e) did not alter the money manager' s dut y to seek best execution.
See 1986 Release, 51 FRat 160 II . T he directors of an investment co mpany have a continuing fiduciary duty
to oversee the company' s brokerage practices. See Investment Co mpany Act Release No. 11 662 (Mar. 4,
198 1), 46 FR 160 12 (Mar. I 0, 198 1). In addition, the direc tors have an ob liga ti on in connection with their
review of the fund ' s investment advisory contract to review the adviser's co mpensation, including any "so ft
dollar" benefits the adviser may rece ive from fund brokerage . See 1986 Release, 5 1 FR at 160 I 0.
See Offi ce of Co mpliance Inspec tions and Exa mination, U.S. Securities and Exc hange Comm iss ion,
Inspection Report on the So ft Dollar Prac ti ces of Broker-Dealers. Invest men t Advisers and Mutual F unds 3
(Sept. 22 , 1998) (" 1998 OC IE Report" ), available at http ://www.sec.gov/news/studies/so ftdolr.htm.
See, e.g. , Dawson-Samberg Capital M anage ment. Inc . and Judith A. Mack, Advisers Act Release No. 1889 ,
54 SEC 786 (Aug. 3, 2000) ; Marvin & Palmer Associates. Inc., et al. , Advisers Ac t Release No. 184 1, 70
SEC Docket 1643 (Sept. 30, 1999); Fleet Investment Advisors. Inc., Adv isers Act Release No. 182 1, 70
SEC Docket 12 17 (Sept. 9, 1999); Republic New York Sec. Corp . and James Edward Sweeney, Exchange
Act Release No. 4 1036, 53 SEC 1283 (Feb. I 0, 1999); SEC v. Sweeney Capital Management, Inc.,
litigation Release No. 15664, 66 SEC Docket 16 13 (Mar. 10, 1998) , 1999 U.S . Dist. LEXIS 22298 (1999)
(order gra nting permanent injuncti on and other relief) ; Renaissance Capital Advisers, Inc. , Advisers Act
Release No . 1688 , 66 SEC Docket 40 8 (Dec. 22 , 1997); Oakwood Counselors. Inc., Advisers Act Re lease
No. 16 14, 63 SEC Docket 2034 (Feb. II , 1997); S Sq uared Tec hnology Corp. , Advisers Act Re lease No.
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On October 19, 2005, the Commission issued a proposed interpretive release regarding
cli ent commi ssion practi ces under Section 28(e) ("Proposing Release").9 We received letters
from sevent y-one commenters in response to the Proposing Release. 10 More than half of the

1575 , 62 SEC Docket 1446 (Aug . 7, 1996) ; SEC v. Gall eon Capital M gmt. , Li tigation Release No. 143 15,
57 SEC Docket 2593 (Nov. I, 1994).
Exchange Ac t Release No . 52635 (Oct. 19, 2005 ), 70 FR 6 1700 (Oct. 25, 2005 ).
10

Seventy-o ne di ffe rent commenters submitted seve nt y-s ix comment letters. The comment letters are
avail abl e for inspec tion in the Co mmission's Public Reference Roo m in F il e No. S7-09-05 , or may be
viewed at http ://www.sec.gov/rules/interp/s70905. shtml. T he commenters we re: Co mmittee on Federal
Regulati on of Securiti es, Business Law Section, Am erican Bar Assoc iation ("ABA"); Adams Harkness
("Adams Harkness" ); American Bankers Associatio n (" AmB ankers"); The A lliance in Support of
Independent Research, Nov. 23, 200 5 (" ASIR I" ); The Alliance in Support o f Independent Resea rch , June
2, 2006 ("AS IR 2"); Ax ia Advisory Corporation (" Ax ia" ); Bingham McCutcheon LLP , on behalf of Frank
Russe ll Securities, Inc . ("B ingham McCutcheon"); Bloomberg L.P . (" Bloo mberg" ); BNY Securities Gro up
on behalf o f the B ank of New York Compan y, Inc. , Nov. 25, 2005 (" BNY 1"); BNY Securities Group on
beha lf of the Ba nk of New York Company, Inc., May 2 , 2006 ("BNY 2" ); Ca lifornia Publi c Employees'
Retirement Sys tem ("CalPERS "); Capital Instituti onal Serv ices, Inc. ("C A.P IS" ); Caro lina Capita l Markets,
Inc., Nov . 23 , 2005 ("CCM I" ); Carolina Capital Markets, Inc, Nov. 25 , 2005 ("CCM 2"); CFA Centre for
F inancial M arket Integrit y, CF A Institute ("CF A Institute" ); Consumer Federation o f America I Fund
Democracy (j o int letter) ("CF A./FD" ); Charles River Brokerage (" Charl es Ri ve r" ); C. L. King & Associ ates,
Inc. ("C L K ing") ; Commi ss ion Direct, Inc. ("Commi ssion Direc t" ); Credit Sui sse Securities (USA) LLC
("C redit Suisse" ); N eal J. Dean ("Dean"); U .S. Department of Labor, Emp loyee Bene fits Securit y
Administra tion (" DOL" ); Michael Donovan ("Donovan"); Dow Jones & Compan y, Inc. ("Dow Jones" );
E*Trade F inancial Co rporation ("E *Trade" ); European Associa tion of Independent Research Providers
("EuroiRP"); Eze Castle Software ("Eze Castle" ); F idelity Management and Resea rch Co mpany
("Fideli ty"); Fi nTech Securiti es (" FinTech" ); Tamar Frankel (" Frankel" ); Wi lliam T. George, Oc t. 20 ,
2005 (" Geo rge I "); William T. George , Oc t. 28, 2005 (" George 2"); W illiam T. George, Ap r. 4 , 2006
("George 3" );GovernanceM etri cs Internatio nal (" G MI " ); Independent Direc tors Council (" !DC"); Instinet,
LLC (" Instinet" ); International Securities Assoc iation for Institutional Trade Communicat ions (" ISITC");
The Interstate Gro up (" Interstate Gro up" ); Investm ent Adviser Assoc iation ("IAA" ); Investment Company
Institute (" IC I"); Investment Management Associa tion (" IM A"); lnvestorside Research Assoc iati on
(" ln vestorside" ); Internat ional Shareho lder Services Inc . (" ISS" ); lTG Inc. (" lTG") ; J .P. M organ Securiti es
Inc., No v. 28 , 2005 ("JP M organ I" ); J.P . Morgan Securi ti es Inc. , Mar. 28 , 2006 ("JP Morgan 2") ; Thomas
F. Lamprec ht (" Lamprecht" ); M ellon F inanc ial Corporati on (" 'Mell on'"); Merrill Lynch & Co., Inc.
(" Merrill"'); Managed Fu nds Assoc iatio n ("MFA" ); Mutual Fund Direc tors Forum (" MFD F" ); Morgan
Stanley & Co ., Inc. ("M organ Stanley" ); Mi ssouri Sta te Emp loyees' Retirement System ("MO ERS ");
Emmett M urph y ("Murph y" ); National Compliance Services, Inc. ("NCS" ); Bernard No tas ("Notas" );
Na ti onal Society o f Com pliance Profess ionals Inc. ("NSCP'") ; Juniu s W. Peake, Oct. 2 1, 2005 ("Peake I" );
Junius W. Peake, Oct. 26 , 2005 ("Peake 2"); Raini er Inves tm ent Manage ment , Inc. (" Ra ini er"); The
Rese rve Funds (" Reserve"); Reuters America LLC ("Re uters" ); Ri ede l Research G roup (" Ri edel" );
Charlotte Roederer (" Roederer" ); Sanderson & Stocker, Inc. ("Sa nderso n & Stocker" ); U.S. Senator
Charl es C. Sc humer and U.S . Senator John E. Sununu (jo int letter) (" Senators Schumer and Sununu" );
Charl es Sc hwa b & Co., Inc. ("Schwab" ); Seward & Ki sse l LLP ("Seward & Ki sse l"); Securities Industry
Assoc iation ("S IA"); Sec urit y Traders Assoc iati on ("ST A" ); T. Rowe Pri ce Assoc iates , Inc. ('T. Rowe
Price··) ; UBS Securities LLC (" UBS "); Va ndham Securities Corp. ("Vandham'"); The Vanguard G roup ,
Inc. ("'Va nguard"); Ward & Sm ith , P .A. on behalf of First C iti zens Bank & Trust Co mpany (" Ward &
Smit h""); West Virg ini a Inves tment M anage ment Boa rd (" WV IMB '") .

5

commenters supported the Commission 's efforts in the Proposing Release to cl arify the scope of
Section 28( e). 11 Overall , the comments provided useful infonnation regarding industry practices
in thi s area.

12

After considering the comments received and the Commission ' s experi ence with Section
28( e), and upon further examination of changing market conditions, cunent industry practices,
and the purposes underlying Secti on 28 (e), we are issuin g thi s interpreti ve release on mo ney
managers' use of client assets to pay for research and brokerage services under Section 28( e) of
the Exchange Act. 13 This release interprets the scope of the safe harbor as fo llows:
•

"Research services" are restricted to " advice," "analyses," and " reports" w ithin the
m eaning of Section 28 (e)(3) .
•

Physical items, such as computer hardware, which do not reflect the expression of
reasoning or know ledge relating to the subject matter identified in the statute, are
outside the safe harbor.

•

Research rel ated to the market for securiti es, such as trade ana lytics (including
analytics ava ilabl e through order m anagement systems) and advice on m arket
color and execution strategies, are eli gibl e for the safe harbor.

•

Market, financia l, economic, and similar data could be eligibl e for the safe harbor.

•

Mass-marketed pub li cations are not eli gibl e as research und er th e safe harbor.

II

ABA ; AS IR I ; AmBankers; BNY ; Bloomberg; Ca lPERS; CAP IS; CFA Institute ; Charles Ri ve r;
Commission Direct; DOL; Dow Jones; E*Trade; EurolRP ; Eze Castle; F idelity; Fi nTech; IDC; ISS ;
Interstate Group ; lAA ; ICI; IM A; lnvestorside; lTG; JP Morgan I ; MFA ; Me ll on; Merrill ; Morga n Stanl ey;
NCS; NSCP ; Re uters ; Riedel ; Roederer; Schwa b; SIA ; ST A; T. Rowe Price; UBS ; Vandham ; Va nguard.

12

Ten commenters expressed the view that money managers should refrain from using c lient co mmissio ns to
obtain brokerage and research or that Congress should repea l Section 28(e). See Ax ia; CF A/FD Uoint
letter) ; Dean; Franke l; MOSERS ; MFDF ; Peake 2; Reserve; WVIMB .

13

15 U.S. C. 78bb( e). The Com mission also is considering whether at a later time to propose requirements for
disclosure and recordkeep ing of c li ent commiss ion arrangements.

6

•

"Brokerage services" within the safe harbor are those products and services that relate to
the execution of the trade from the point at which the money manager communicates with
the broker-dealer for the purpose of transmitting an order for execution, through the point
at which funds or securiti es are delivered or credited to the advised acco unt.

•

Eli gi bility of both brokerage and research services for safe harbor protection is governed
by the criteria in Sectio n 28(e)(3),

14

consistent with the Commi ssion 's 1986 " lawfu l and

appropriate assistance" standard.
•

Mixed-use items must be reasonably allocated between eli gibl e and ineli gibl e uses, and
the manager must keep adequate books and records concerning allocations so as to enabl e
the manager to make the required good faith determination of the reasonabl eness of
commissions in relation to the value of brokerage and research services.

•

In order for the safe harbor to be available to the money manager, the following
principles apply:
•

Broker-dealers that are parties to arrangements under Section 28( e) are involved
in " effecting" the trad e if they execute, cl ear, or settle the trade, or perfonn one of
four specifi ed function s

15

and allocate the other functions to another broker-

dealer.
•

Broker-dealers " provide" the research if th ey (i) prepare the research , (ii) are
financially obligated to pay for the research , or (iii) are not financially obligated
to pay but their arrangements ha ve certain attributes.

14
I5

15 U.S.C. 78bb(e)(3) .
T he fo ur functions are: ( I) taking financia l responsibility for customer trades; (2) mainta ining reco rds
relating to customer trades; (3) monitoring and responding to customer comments concerning the trading
process; and (4) monitoring trades and sett lemen ts. See disc ussion infra note 176 and acco mpanying text.

7

•

This Rel ease reiterates the statutory requirement that money managers must make a good
faith determination that comm issions paid are reasonable in relation to the value of the products
and services provided by broker-dealers in connection with the managers' responsibilities to the
advisory accounts for which the managers exerci se investment di scretion.
The guidance in thi s Release shall be effective immediately upon its publicati on in the
Federal Register. Market participants may continue to rely on the Commi ssion 's prior
interpretations for six months following the publication of this Rel ease in the Federal Register.
Nonetheless, the Commission will receive and consider additional comment regarding Section
III .I of thi s Release with respect to client commission arrangements given evo lving
developments in the industry. Based on any comments received, the Commi ssion may, but need
not, suppl ement the guidance in this Release in the future.

II.

"Brokerage and Research Services" under Section 28(e) of the Exchange Act
A.

Origins of the Section 28(e) Safe Harbor

In the early 1970's, the Commission studi ed whether to require unfi xing commission
rates on nati onal exchanges, which had been fixed by custom and regu lation since the founding
of the New York Stock Exchange nearly two hundred years earli er.

16

At the same tim e, the

House and Senate began to consider whether to eliminate fixed commi ssion rates legislati vely.
The Commi ss ion adopted Rule 19b-3 und er the Exchange Act,

18

17

which end ed fi xed comm ission

16

See U.S . SECUR ITI ES AND EXCHANGE COMMISS IO , Instituti onal Investor Study Report , H. R. Doc. No. 64,
92 d Cong ., ] 51 Sess. , Vol. 4, at 2206 (1 97 1). See also U.S. SECUR ITIES AND EXC HANGE COMM ISS ION ,
SPEC IAL STUDY OF SECUR ITIES MARK ETS , H.R. Doc. No. 88-95, pt. 2, at 323 ( 1963 ) ("Specia l Stud y").

17

See generally SENATE COMM . ON BANK ING, HOUS ING AN D URBAN AFFA IRS, SECUR ITIES I DUSTRY STUDY
REPORT OF THE SUBCOMM ITTEE ON SECUR ITIES, S. DOC. NO. 93-13 (1 973).

18

17 CFR 240. 19b-3. Rule 19b-3 was codified in certain respects by Section 6(e)( I) of the Exchange Act [ 15
U.S. C. 78f(e)( l )] , which was enacted as part of the Securi ti es Acts Amendments of 1975, Pub. L. No. 9429 , 89 Sta t. 97 , I 07-08 ( 1975). See also Exchange Act Release No. 26 180 (Oct. 14, 1988), 53 FR 41205
(Oct. 20 , 1988) (resc ind ing Rule 19b-3).
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rates on national securiti es exchanges effective May 1, 197 5. 19 Just one month later, Congress
passed legislation unfi xing commi ssion rates as part of the Securiti es Acts Amendments of 197 5
(" 1975 Am endments"). 20
In the era of fi xed rates, when broker-dealers could not compete on the basis of the
commi ssions that they could charge for executing orders, they competed on the basis of services
including non-execution services that they could offer.

21

Indeed, b roker-dealers had long been

accustomed to attracting order execution business from institutional money managers by offerin g
them brokerage fun ctions and research reports to di stingui sh their services from those of their
competitors.22 As the end of the fix ed-rate era drew near, however, money m anagers and brokerdealers alike questioned how competition over commission rates would di srupt these practices.
Institutional money managers expressed concem that, in an environment of competiti ve
commi ssion rates, they would be forced to allocate brokerage solely on the basis of lowest
executi on costs, or that paying more than the lowest commi ssion rate would be deemed a breach
of fiduci ary duty, and that useful research might become more di ffi cult to obtain .23 Brokerdealers, whi ch were accustomed to producing propri etary " Street" research, expressed concem

19

See Exchange Act Release No . 11 203 (J an. 23 , 197 5), 40 FR 7394 (Feb. 20, 1975 )

20

See Securiti es Ac ts Amendments of 1975 , Pub. L. No. 94-29,89 Stat. 97, 107 -08 ( 1975) (enacting Sec tion
6(e)( I) o f the Exchange Act [1 5 U.S .C. 78f(e)( I)]) . See generall y SENATE COMM . ON BANKING , HOUS ING
A DURBAN AFFA IRS, SEC UR ITIES ACTS AM EN DMENTS OF 1975 , S. R EP. NO. 94-75 , at 69 (197 5), reprinted
in 1975 U.S.C.C. A.N. 179, 247 ; HOU SE COMM. ON INTERSTATE A D FOREIGN COMM ERCE, SECU RITIES
REFORM ACT OF 197 5, H.R. REP. NO. 94- 123 ( 1975); JOINT EXPLA ATORY STATEMENT OF THE COMM . OF
CON FERENCE, SECU RITIES ACTS AMEN DMENTS OF 1975, 1-I.R. CONF. REP. NO. 94- 229, at 108 ( 197 5) ,
reprinted in 197 5 U.S. C. C.A.N . 32 1, 338 .

21

See Exchange Act Release No. 1225 1 (M ar. 24, 1976), 4 I FR 13678 , 13679 (Mar. 3 1, 1976) (" 1976
Release").

22

See Spec ial Study, H.R. Doc. No. 88-95 , pt. 2, at 32 1.
See 1995 Ru le Proposal, 60 FR at 9750; Report of Investigation in the Matter of In vestment Informat ion,
Inc. Relating to the Ac ti viti es of Certain Investment Advisers, Banks, and Broker-Dealers, Exchange Ac t
Release No. 16679 , 19 SEC Docket 926 , 93 1 (Mar. 19, 1980) ("Ill Report"); 1976 Release, 4 1 FR at
13679.
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that they could no longer be compensated in commissions for their work product if orders were
24

routed to broker-dealers that provided execution-only service at lower rates .

In an effort to address the industry's uncertainti es about competitive commi ssion rates,
Congress included a safe harbor in the 1975 Amendments, cod ifi ed as Secti on 28(e) ofthe
Exchange Act. 25 The safe harbor provides generally that a money manager does not breach hi s
fiduci ary duti es under state or federal law solely on the basis that the money manager has paid
brokerage commissions to a broker-dealer for effecting securities transactions in excess of the
amount another broker-dealer would have charged, if the money manager detennines in good
faith that the amount of the commi ss ions paid is reasonable in relation to the value of the
brokerage and research services provided by such broker-dealer.
As fiduciari es, money managers are obligated to act in the best interest of their cli ents,
and cannot use cli ent assets (including client commissions) to benefit themselves, absent cli ent
consent. 26 Money managers who obtain brokerage and research services wi th cli ent
commissions do not have to purchase those services with their own funds , whi ch creates a
confli ct of interest for the money managers. Section 28(e) addresses this confli ct by pennitting
money managers to pay hi gher commi ssions on behal f of a cli ent than otherwise are avail able to
obtain brokerage and research services, if managers make their good fai th determination

24

Securiti es Acts Amendments of 1975: Hearings on S. 249 Before the Subcomm . on Securiti es o f the Senate
Comm . on Banking, Housing. and Urban Affairs, 94 th Cong., I 51 Sess. 329-3 I (I 975) (" S. 249 Hearings")
(Combined statement of Baker, W eeks & Co ., Inc., Donaldson, Lufkin & Jenrette Sec. Co rp ., Mitchell ,
Hutchins Inc. , and Oppenheimer & Co.).

25

See Securities Ac ts Ame ndments o f 1975, Pub. L. No . 94-29, 89 Stat. 97 , I 6 1-62 ( 1975 ). Sec tion 28 (e) [15
U .S.C. 78 bb(e)J govems the conduct of all persons who exerc ise investment discretion with respec t to an
account, including investment advisers, mutual fund portfo lio managers, fidu ciaries of bank tru st funds , and
money managers o f pension pl ans and hedge funds. The scope of Secti on 28 (e) therefore extends to
entities that are wi thin the jurisdiction of the Boa rd of Govem ors o f the Federa l Reserve, the Offi ce o f the
Comptro ller of the Currency, the Depart ment of Labor, and the Office o f Thrift S upervision.

26

See supra note 3.
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regarding the reasonableness of commissions paid. 27 Conduct not protected by Section 28( e)
may constitute a breach of fiduciary duty as well as a violation of the federal securities laws,
particularly the Advisers Act 28 and the Investment Company Act of 1940 (" Investment Company
Act"),

29

and the Employee Retirement Income Security Act of 1974 ("ERISA").30 In particular,

money managers of registered investment companies and pension fund s subject to ERISA may
violate Section 17(e)(1) of the Investment Company Act and ERISA, respectivel y, unless they
satisfy the requirements of the Section 28(e) safe harbor. 31

27

The Commi ss ion has interpreted Secti o n 28 (e) as encompass ing cli ent co mmissio ns on agency tra nsactions
and fees o n certain riskless principal transactions that are reported under NAS D trade reporting rules.
Exchange Ac t Release No. 45194 (Dec. 27, 200 l ), 67 FR 6, 7 (J an. 2, 2002) (" 200 l Release" ). M anagers
may not use clie nt fund s to obtain brokerage and resea rch services under the safe harbor in connec tion with
fix ed income trades that are not executed on an age ncy basis, principal trades (except fo r certain riskless
principal trades) , o r other instrume nts traded net with no exp licit commi ssions.
Further, transac tio ns for whic h the client has directed the money manager to a particular broker in order to
recapture a portion of the commission for that client or to pay ex penses of that client suc h as sub-transfer
agent fees, consulta nts ' fees, or administrative services fees generall y do no t raise the types of co nflic ts for
the money manage r that the safe harbo r of Section 28 ( e) was designed to address. See. e.g., 1986 Release,
51 FRat 160 II. These types of directed brokerage arrangements typ ica ll y in vo lve use of a client 's
commi ss io n dollars to obtain services that direc tl y and exc lus ively benefit the clie nt. See Payment for
Inves tment Compan y Services with Brokerage Co mmiss ions, Securities Act Release No. 7 197 (Jul y 2 1,
1995 ), 60 FR 389 18 (Jul y 28 , 1995).

28

29

30

.1 1

15 U .S.C. 80b- l. See 1986 Release, 5 1 FRat 16008-09 (discuss ing the principal provis io ns of the Advisers
Act a nd rul es and fo rms thereunder that impose disclosure a nd o ther obliga tions o n inves tment advi sers and
related perso ns).
15 U.S. C. 80a- l. See 1986 Release, 51 FRat 16009 (di scussing the principal provis ions of the Investme nt
Company Ac t a nd rul es and forms thereunder tha t impose disclosure and other o bligations on investment
advisers o f reg istered in ves tment companies and re lated persons).
Empl oyee Retirement Income Security Ac t of 1974 , 29 U.S. C. 100 I. See also Sta te ment of Po licies
Concemin g Soft Do llar and Directed Commiss ion Arrangements, ERI SA Techni ca l Re lease No . 86-1 ,
[ 1986-87 Dec isio ns] Fed. Sec. L. Rep. ,184 ,009 (May 22 , 1986)
Sec ti on 17(e)( I ) o f the Invest ment Co mpa ny Ac t [ 15 U .S.C. 80a- 17(e)( 1)] gene rally makes it unl awfu l for
any a ffili ated person of a registe red inves tme nt company to rece ive any compensa tio n for the purchase or
sa le of any propert y to o r for the inves tment company whe n that perso n is ac ting as an age nt o ther tha n in
the course of tha t pe rson's business as a broker-dealer. Essenti all y, Secti o n 17(e)( l) may be vio lated if a n
affi li ated pe rson of a registered inves tme nt company, suc h as an advi ser, rece ives compe nsatio n for the
purchase o r sa le of property to or from the inves tme nt co mpany. Abse nt the protecti o n of Sec tio n 28(e) , an
investme nt adviser' s receipt of co mpensation under a client commi ssio n arra ngement fo r the purchase or
sa le of any propert y, including securities, for o r to the inves tment co mpan y may constitute a vio lati o n of
Sec ti o n 17(e)( l ). See U.S. v. Deutsc h, 451 F.2 d 98 , 110- 11 (2d C ir. 197 l) , cert . deni ed, 404 U .S. 101 9
( 1972). If a cl ient co mmission arrangement is no t consistent with Sec ti on 28 (e) , disclosure of the
arrange ment wo uld no t cure a ny Sec ti on 17(e)( 1) violati o n. See 1986 Re lease, 5 1 FR at 160 I 0 n.55.
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B.

Previous Commission Guidance on the Scope of Section 28(e)

The Commi ssion has issued three interpretive releases under Section 28( e) and a report
pursuant to Section 2 1(a) ofthe Exchange Act that addresses issues associated with Section
28(e). 32 We di scuss these below.
1.

1976 Release

In 1976, the Commi ssion issued an interpretive release stating that the safe harbor did not
protect " products and services which are readily and customarily available and offered to the
general public on a commercial basi s." 33 The Commission identified these products and services
as examples of ex cluded items: " newspapers, magazines and periodicals, direct01ies, computer
faciliti es and software, government publications, electronic calcul ators, quotation equipment,
office equipment, airline tickets, office furniture and business suppli es."

34

In that release, the Commission also admonished money managers not to direct brokerdealers to make " give-up" payments, in which the money manager asked the broker-dealer,
retained to effect a transaction for the account of a client, to " give up" part of the commission
negotiated by the broker-dealer and the money manager to another broker-dealer designated by
32

See 200 I Release; 1986 Release; 1976 Release; III Report. In addition, the Commi ssion has charged
money managers and broker-dea lers with violations of the federal sec uriti es laws in circum stances in which
they did not act wi thin the safe harbor and defrauded investors. See. e.g. , Portfolio Advisory Services,
LLC , and Cedd L. Moses, Advisers Ac t Release No. 2038 , 77 SEC Docket 2759 -31 (June 20 , 2002);
Dawson-Sa mberg Capital Mana gement. Inc . and Judith A. Mack, Adv isers Act Release No . 1889, 54 SEC
786 (Aug. 3, 2000); Founders Asset M anagement LLC and Bjom K. Borgen, Advisers Ac t Release No.
1879, 54 SEC 762 (June 15, 2000); Marvin & Palmer Associates. Inc .. et a l. , Advisers Act Release No.
184 1, 70 SEC Docket 1643 (Sept. 30, 1999); Fleet Investment Advisors. Inc., Advisers Ac t Release No.
182 1, 70 SEC Docket 12 17 (Sept. 9, 1999) ; Repub li c New York Sec. Corp. and James Ed wa rd Sweeney,
Exc hange Ac t Release No. 41036, 53 SEC 1283 (Feb. 10, 1999); SEC v. Sweeney Capital Management.
Inc. , Litigation Release N o. 15 664, 66 SEC Docket 16 13 (Mar. I 0, 1998) , 1999 U.S . Dist. LEXIS 22298
( 1999) (o rder granting pem1anent injunction and other relief) ; Renaissa nce Capital Advisers, Inc., Advisers
Act Release No. 1688 , 66 SEC Docket 408 (Dec. 22 , 1997); Oakwood Counselors, Inc. , Advisers Act
Re lease No. 16 14, 63 SEC Docket 2034 (Feb. II , 1997); S Sq uared Technology Com ., Advisers Act
Release No. 1575,62 SEC Docket 1446 (Aug . 7, 1996); SEC v. Galleon Capital Mgmt. , Litigation Re lease
No. 143 15, 57 SEC Docket 2593 (Nov. I, 1994) .

33

1976 Rel ease, 4 I FR at 13678.

34

JiL
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the money manager fo r whom the executing or clearing broker is not a norm al and legitimate
correspondent. The Commi ssion stated that in order to be within the definiti on of"brokerage
and research services" under Section 28 (e), " it was intended ... that a research service paid fo r
in commi ssions by accounts under managem ent be provided by the parti cul ar broker which
executed the transactions for those accounts."

35

At the same time, the Commi ssion

acknowledged the value of third-party research by stating that, "under appropri ate circumstances,
[S ecti on 28 (e) might] be appli cabl e to situations where a broker provides a money manager w ith
research produced by third parties." 36 The Commi ssion emphasized that the money manager
"should be prepared to demonstrate the required good faith determinati on in connecti on with the
transaction."

37

2.

Report in the Matter of Investment Information, Inc.

In 1980, the Commission issued a report pursuant to Section 2 l (a) of the Exchange Act
foll owing an investi gati on oflnvestment Information, Inc.'s (" III") purported cli ent commi ssion
arrangem ents (" III Report").38 III managed the cli ent commi ssion programs of money managers.
Typicall y, under these arrangements, the money manager directed brokerage transacti ons to
broker-d ea lers that III designated. Th e broker-dealers, who provided executi on services onl y,
retained half of each commission and remitted the bal ance to III . Ill retained a fee (fo r
"servi ces" that III provided to money managers, ostensibl y for man aging the cli ent commi ssion
accounts) and credi ted a porti on of its commi ssion to the money manager's account. T he money
manager could either recapture the credited amount (i .e., receive cash) for the benefi t of hi s

35

!sL at 13679.

36

!sL

37

!d.

38

See III Repo rt, 19 SEC Docket at 926.
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client or use the credit to purchase research services.39 The money managers made the
arrangements for acquiring the research services directly with the service vendors, and III simply
paid the bill s for the services as the money managers requested. The executing broker-dealers
were unaware of the specific services the money managers acquired from the vendors. III was
not a registered broker-dealer, and it did not perfonn any kind of brokerage function in the
securities transacti ons.
The Commi ssion found that these arrangements did not fall within Section 28(e) of the
Exchange Act because the broker-dealers that were "effecting" the transactions " in no significant
sense provided the money managers with research services." 40 They only executed the
transactions and paid a portion of the commissions to III. The broker-dealers were not aware of
the specific services that the managers acquired and did not pay the bills for these services. The
Commission concluded that, although Section 28(e) does not require a broker-dealer to produce
research services " in-house," the services must nevertheless be "provided by" the broker-dealers .
The Commission found that a broker-dealer is not providing research services when it pays
obligations the money manager owes to a third party. The Commission indicated that, consistent
with Section 28( e), broker-dealers could arrange to have the third-party research provided
directl y to the money manager, with the payment obligation falling on the broker-dealer. 4 1

39

App lying the 1976 standard , the Commi ss ion found that certain services received by so me participating
money managers were not research services because these services were readily and customari ly ava ilabl e
and offered to the general public on a commercial basis. These included such items as periodicals,
newspapers, quotation equipment, and general computer services. See III Report, 19 SEC Docket at 93 1
11.1 7.

40

hL at 93 1-32 .

41

hL at 932.
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3.

1986 Release

Following a staff examination of client commission practices in 1984-1985, the
Commission concluded that the 1976 standard was "difficult to apply and unduly restrictive in
some circumstances," particularly as the types of research products and their method of delivery
had proliferated and become more complex.

42

The Commission expressed concern that

"unce1iainty about the standard may have impeded money managers from obtaining, for
commission dollars, goods and services" that they believed were important to making investment
decisions.

43

The Commission withdrew the 1976 standard and construed the safe harbor to be
available to research services that satisfy the statute' s definition of "brokerage and research
services" in Section 28(e)(3) and provide " lawful and appropriate assistance to the money
manager in the performance ofhis investment decision-making responsibilities. "

44

We

concluded that a product or service that was readily and customarily available and offered to the
general public on a commercial basis neve1iheless could constitute research. The 1986 Release
also re-affirmed that, under appropriate circumstances, money managers may use client
commissions to obtain third-party research
executing broker-dealer).

45

(~,

research produced by someone other than the

The 1986 Release also emphasized the importance of written

disclosure of client commission arrangements to clients and reiterated a money manager' s duty
to seek best execution.

42

1986 Release , 51 FR at 16005.

43

!fL at 16005-06.

44

& at 16006.

45

& at 16007.
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The 1986 Release also introduced the concept of "mixed use." In many cases, a product
or service obtained using client commissions may serve functions that are not rel ated to the
investment decision-making process, such as accounting or marketing. Management information
services, which may integrate trading, execution, accounting, recordkeepi ng, and other
administrative matters such as measuring the performance of accounts, were noted as an example
of a product that may have a mixed use. The Commission indicated that where a product has a
mixed use, an investment manager should make a reasonabl e allocation of the cost of the product
according to its use, and should keep adequate books and records concerning the allocations.

46

The Commission also noted that the allocation decision itself poses a conflict of interest for the
money manager that should be disclosed to the client. In the 1986 Release, the Commission
stated that a money manager may use client commissions pursuant to Section 28( e) to pay for the
portion of a service or specific component that assists him in the investment decision-making
process, but he cannot use client commissions to pay for that portion of a service that provides
him admini strative assistance.

47

The 1986 Release also addressed third-party research. Citing to the III Report, the
Commi ss ion reaffinned its view that, "whi le a broker may under appropri ate circumstances
anange to have research materials or services produced by a third party, it is not ' providing' such
research services when it pays ob ligations incun·ed by the money manager to th e third party. " 48
In the III Report, the Commission found that the money man agers and the research vendors,
rather than the broker-dealers, had made all of the anangements for acquiring the services. 49

46

&at 16006.

47

&
&
&at 16007.

48
49
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4.

2001 Release

Unti12001 , the Commission interpreted Section 28(e) to be available only for research
and brokerage services obtained in relation to commissions paid to a broker-dealer acting in an
"agency" capacity. 50 That interpretation meant that money managers could not rely on the safe
harbor for research and brokerage services obtained in relation to fees charged by market makers
when they executed transactions in a "principal" capacity. The Commission interpreted the term
" commission" in Section 28( e) in this fashion because, in the Commission 's view, fees on
principal transactions were not quantifiable and fully disclosed in a way that would permit a
money manager to detem1ine that the fees were reasonable in relation to the value of research
and brokerage services recei ved.

51

In 200 1, the Nasdaq Stock Market asked the Commission to reconsider thi s interpretation
of Section 28( e) to appl y also to research and brokerage services obtained in relation to fully and
separately disclosed fees on certain riskless principal transactions effeCted by National
Association of Securities Dealers, Inc. ("NASD") members and reported und er NASD trade
reporting rules. 52 Based on required disclosure of fees under confirmation rules and reporting of
the trade under NASD rules, the Commission detennined that the money manager could make
the necessary detennination of the reasonableness of these charges under Section 28( e). The
Commission therefore modified its interpretation of"commission" for purposes of the Section
28(e) safe harbor to encompass fees paid for riskless principal transacti ons in which both legs are

50

See 200 I Release, 67 FRa t 6; 1995 Rule Proposal , 60 FRat 975 1 n.l 0; Invest ment Compa ny Ac t Release
No . 20472 (Aug. II , 1994), 59 FR 42187 , 42188 n. 3 (Aug . 17, 1994).

51

200 1 Release, 67 FRat 7.

52

See Letter from Hardwick Simmons, Ch ief Executi ve Officer, The Nasdaq Stock Market , Inc. to Harvey L.
Pitt, Chairman, U.S. Securities and Exchange Commission (S ept. 7, 200 1) (on fil e with the Commission) .
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executed at the sam e pri ce and the transactio ns are reported under the NASD ' s trade reporting
rules.

53

C.

1998 Office of Compliance Inspections and Examinations Report

In 1998 , after OCIE conducted exami nati ons of approx imately 355 broker-dealers,
advisers, and fund s, the Commi ssion publi shed the staffs report, whi ch described the range of
4

products and services that advisers obtain under th eir cli ent commission arrangements. 5 The
report ra ised concerns about the nature of products and services that were being treated as
"research," the purchase of "mixed-use" items, di scl osure by advisers about their cli ent
commi ssion arrangements, and recordkeeping.55 The 1998 OCIE Report made several
recommendations for improving commi ssion practi ces, including that the Commi ssion provide
furth er guidance on the scope of the safe harbor and require better recordkeeping and enhanced
di scl osure of cl ient commi ssion arrangements and transacti ons. 56

D.

Report of the NASD's Mutual Fund Task Force

In 2004, the NAS D M utual Fund Task Force, composed of senior executi ves fro m mutual
fund m anagement companies and bro ker-d ealers, as well as representati ves from the academi c and
legal communiti es, publi shed observations and recomm endations to the Commi ssion concerning
cli ent commi ssion practi ces and portfo lio transaction costs. 5 7 In p arti cul ar, the N ASD Task Force
Report recommended that the Secti on 28 (e) safe harbor be retained, but that the interpretation of
the scope of research services be narro wed to better tail or it to the types of cli ent commi ss ion

53

200 1 Release, 67 FRa t 7.

54

See 1998 OCIE Report , at 3.

55

1998 OCIE Report , at 4-5.

56

Id . at 47-5 2.

57

See NASD, Report of the Mutual F und Task Force, " Soft Dollars and Portfoli o Tra nsaction Costs" (Nov.
I t , 2004) ("NASD Task Force Report"), ava ilabl e at http ://www.nasd.com/
web/groups/rules_regs/documents/rul es_regs/nasdw_ 0 12356.pdf.
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•

services that principally benefit the adviser' s clients rather than the advi ser. 58 The NASD Task
Force Report recommended that the Commission interpret the safe harbor to protect only
brokerage services as described in Section 28( e )(3) and the " intell ectual content" of research, but
9

not the means by which such content is provided. 5 The NASD Task Force Report suggested that
this approach would exclude magazines, newspapers, and other such publications that are in
general circulation to the retail public, and such items as computer hard ware, phone lines, and data
transmi ssion lines. 60 The NASD Task Force Report emphasized that the safe harbor should
encompass third-party research and proprietary research on equal tenns, and recommended

.
d d.ISCIosure. 61
Improve
E.

United J(jngdom Financial Services Authority ("FSA")

On Jul y 22, 2005 , the FSA adopted final client commission rul es in conjunction with
issuing policy statement PS 05/9. 62 The final rules describe "execution" and " research" services
and products eligible to be paid for by commissions, and specify a number of "non-permitted"
58

NASD Task Force Report , at 5.

59

NASD Task Fo rce Report, at 6-7. The Task Force proposed that " intell ec tual content'" be de fined as "a ny
investment fom1ula , idea, anal ysis or strategy that is communica ted in writing, ora ll y or elec tronically and
that has been developed, authored , provided or applied by the broker-dea ler or third-party resea rch pro vider
(other than magazines, peri odica ls or other publications in general circulati on)." JiL at 7.

60

Spec ifica ll y, the NASD Task Force indi cated that its proposed definiti on o f research services wo uld
exc lude the foll owi ng: computer hardware and software, unrelated to any research content or analytica l
too l; phone lines and data transmission lines ; tem1inals and similar fa c ilities: magaz ines, newspapers,
j ournals, and on-line news services; portfo lio acco unting services ; proxy voting services unrelated to issuer
research; and travel ex penses incurred in company visits. N AS D Ta sk Force Report, at 7.

61

Regarding di sclos ure, the NASD Task Force Report recommended, amo ng other things: (a) ensuring that
fund boards obta in information about a fund advi ser's brokerage allocation pra cti ces and client co mmi ssion
services received; (b) mandating enhanced disc losure in fund prospec tuses to improve in vestor awa reness;
(c) app lyi ng disclosure requirements to all types of commi ssions; and (d) enhancing di sclosure to investors
about portfo lio transaction costs. NASD Task Force Report, at 4 . See supra note 13.

62

U.K . Financial Services Authority, Policy Statement 05/9, Bundled Brokerage and So ft Commission
Arrangements : Feedback on CP 05/5 and Final Rules (Ju ly 2005) ("FSA Final Rules" ), avai lab le at
http ://www.fsa.gov. uk!pages/library/policy/policy/2005/05_09.shtml. T he rules appl y onl y to equity trades
and not to fix ed income trades. FSA Fina l Rul es, at Annex , p. 6 (Co nduct of Business Sourcebook Rule
7. 18. 1). The FSA proposed the rules in March 2005. See Consultation Paper 05/5, Bund led Brokerage and
Soft Commission Arrangements: Proposed Rul es (Mar. 2005) ("FSA Rule Proposal" ), avai lable at
http ://www. fsa .gov. uk!pubs/cp/cp05 _OS.pdf.
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services that must be paid for in hard dollars, such as custody not incidental to executi on,
computer hard wa re, telephone lines, and portfolio performance measurement and valuation
services.63 The policy statement also acknowledges that some products and services m ay be
permitted or non-permitted depending on how they are used by the money manager.

64

The rules

became effective beginning in January 2006 , with a transitional peri od until June 2006. 65
With the globali zation of the world ' s financial markets, man y U. S. market participants
have a significant presence abroad, and in particular in the United Kingdom. To the extent that
the Commi ss ion ' s approach to client commissions is compatible with that taken in the United
Kingd om. , mark et patii cipants' costs of compli ance with multipl e regul atory regim es are
reduced. Therefore, we have taken the FSA ' s work into account in developing our pos ition in
thi s release, whil e recogni zing the significant differences in our governing Jaw and rul es, such as
the fact that the United Kingdom. does not have a statutory provision similar to Secti on 28(e). 66
This interpreti ve guidance is generall y consistent with the FSA ' s rules, with a few exceptions. 67

63

See FSA Final Rules, at Annex , pp. 8-9 (Conduc t of Business Sourcebook Rules 7. 18.4 to 7. 18.8 ). See al so
FSA Rul e P ro posa l, at 63-64 .

64

FSA F inal Rul es, at 5. The rules al so set forth the principl e that investm ent managers s ho uld inform
advisory clients how their commi ss ions are being spent, and indicate that, in eva luating co mpli ance with
thi s princ ip le, the FSA will have regard fo r the ex tent to whi ch inves tment manage rs adopt the di scl osure
standa rds developed by industry assoc iatio ns such as the U .K. Inves tment M anageme nt Assoc iatio n
(" IMA" ). See FSA Final Rules, a t Annex, p. II (Conduct o f Business So urcebook Rule 7. 18. 14). See also
Investme nt M anage ment Associ ation, Pension Fund Disclosure Code, Second Editio n (M ar. 2005),
availabl e at htt p://www. in ves tmen tu k.o rg/ news/standards/pfdc2. pd f.

65

F SA F inal Rules, at 5. F irms were permitted to continue to compl y w ith ex is ting rules until the ea rli er o f
the exp ira ti o n o f ex isting agreement s o r June 30, 2006 .

66

W e have also take n note o f the views o f o ther regul ato rs. See Ontario Securiti es Commi ssion, Co ncept
P aper 23 -402 , Best Executio n and Soft Do llar Arrange me nts (Feb. 8, 2005 ), ava ilable at
http ://www.osc.gov.o n.ca/ Regula ti on/ Rul emaking/Current/Part2/cp_ 20050204 _ 23 -402 _ bestexec utio n.j sp;
Australi an Sec urities and Investments Commi ss ion, Press R elease 04- 18 1, So ft D o llar Benefit s N eed C lea r
Disc losure (Ju ne I 0, 2004) , ava ilabl e at
http :!lwww .asic. gov .au/asic/ AS IC_ PUB .NSF /byid/77 D 7FCEFB 7 65 3 EC5CA2 56EAF0002F 6C2? opendocu
ment.

67

The FSA has determined that market data that has not been analyzed o r ma nipu lated does no t meet the
requirements of a resea rc h service, bu t permits managers to justify using client commissions to pay for ra w
data feeds as exec utio n servi ces. The FSA also has ide ntifi ed subscripti ons fo r publica tio ns and semina r
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III.

Commission 's Interpretive Guidance
In li ght of developments in cli ent commi ssion practi ces, evo lvin g technologies,

marketpl ace developments, the observati ons of the staff in examinations of industry parti cipants,
and comments received on the Proposing Release, we have revisited our previous gui dance as to
the m eaning of the phrase " brokerage and research services" in Section 28 (e). After careful
consideration, we are prov idi ng a revised interpretation that repl aces Sections II and Ill of the
1986 Release. 68 Specifica ll y, we are prov iding guid ance with respect to: (i) the appropri ate
framewo rk for analyzing whether a parti cul ar service fall s wi thin the "brokerage and research
services" safe ha rb or; (ii) the eligibility criteri a for "research"; (iii ) the eli gi bility criteri a fo r
"brokerage"; and (i v) the appropriate treatment of "mi xed-use" items. We also discuss the
money m anager' s statutory requirement to make a good faith detenninati on that the commi ssions
paid are reasonabl e in relation to the value of the brokerage and research services received.
Finall y, we are issui ng guidance on third-party research and client commi ssion arrangements and
are seeking furth er comment relating to cli ent commi ssion arrangements (Secti on Ill.l of this
Release).
Section 28(e) appli es equall y to arrangements involving cli ent commi ssions paid to full
service broker-dealers that provide brokerage and research services directl y to money managers,
and to third -party research arrangements where the research services and p rodu cts are developed
by third parti es and provi ded by a broker-d ealer that parti cipates in effecting the transacti on.
Today, it remains tru e th at, if th e conditions of the safe harbor of Section 28(e) are met, a money
m anager does not breach hi s fidu ciary duti es so lely on the bas is that he uses cli ent co mmi ssions

fees as " non-perm itted" services. FSA F inal Rules, at 2.1 5 and Annex , p. 9 (Conduct of Busi ness
Sourcebook Rules 7. 18.7, 7. 18.8(d), and 7.1 8.8(e)).
68

Our interpretat ion does no t rep lace other sec ti ons of the 1986 Re lease.
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to pay a broker-dealer more than the lowest available commission rate for a bundle of products
and services provided by the broker-dealer (i .e. , anything more than "pure execution").

A.

Present Environment

In the 1986 Release, the Commission incorporated from the legislative history the phrase
" lawful and appropriate assistance" to the money manager in carrying out his investment
decision-making responsibilities in developing the Commission standard governing the range of
brokerage and research products and services that may be obtained by a money manager within
the safe harbor. 69 Since that time, some have construed this standard broadly to apply to services
and products that are only remotely connected to the investment decision-making process . In
some cases, " administrative" or "overhead" goods and services have been classified as
research.

70

In the 1998 OCIE Report, examiners reported that 28% of the money managers and

35% of the broker-dealers that were examined had entered into at least one arrangement that, in
the staffs view, was outside ofthe scope ofSection 28(e) and the 1986 Release. 71 In particular,
OCIE examiners identified numerous examples of advisers that it believed failed to separate
overhead or administrative expenses from those items that provide benefits to clients as
brokerage and research services. 72 Examples of non-research items included: chartered financial
analyst (" CF A") exam review courses, membership dues and professional licensing fees , office
rent, utilities, phone, carpeting, marketing, entertainment, meals, copiers, office supplies, fax

69

See SENATE COMM. ON BANKI NG, HOUSING AND URBA N AFFAIRS, SECU RITI ES ACTS AM EN DM ENTS OF
!975 , S. REP. No. 94-75 , at 7! (!975) , reprinted in !975 U.S. C. C.A.N. !79, 249. See also infra note 82.

70

1998 OCIE Report, at 3! .

71

& at 22 , 3!.

72

& at 3 !.
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machines, couri ers, backup generators, electronic proxy voting services, sa lari es, and legal and
travel expenses.

73

Cli ent commi ssions are al so used extensively to pay for mechani sms related to the
delivery of research or brokerage services . In the 1998 OCIE Report, staff reported that some
advisers used cli ent commi ssions to pay for various peripheral items that support hardware and
software, such as the power needed to run the computer and the dedi cated telephone line used to
receive info rm ation into the computer.

74

The products and services available to money managers have grow n more vari ed and
compl ex. For exampl e, a single software product m ay perform an an ay of fu nctions, but onl y
some of the fun cti ons are properl y "brokerage and research services" under Section 28(e). In the
1998 OCIE Report, staff reported that " the types of products avail abl e fo r purchase with cli ent
commi ssions have greatl y expanded since 1986," leaving industry p arti cipants to grappl e with
decisions as to whether these products are "research" or "brokerage" within the safe harbor, or
whether these produ cts should be considered part of money managers' overhead expenses to be
paid fo r b y managers w ith their own funds .75
T he Commi ss ion observes that developments in technology have led to di fficulti es in
appl ying cli ent commi ssion standards that were developed over the past thirty years. In addition,
OCIE staff reported that money managers have taken an overbroad view of the produ cts and
services th at quali fy as " brokerage and research services" under the safe harbor. 76 The
compl ex ity of products and services creates uncertainty about wh ether client co mmi ssions may

73

!sL. at 3 1-32.

74

& at 34-3 5.

75

& at 49.

76

See id. at 3-4 , 3 1-32 .
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be used within the safe harbor to purchase all or a portion of particular products and services.
This uncertainty ma y result in the use of client commission dollars to acquire products and
services that are outside of the safe harbor, improper allocation of research and non-research
mixed-use products and services (as contemplated by the 1986 Release), or inadequate
documentation of allocations.

77

Question s regarding the use of client commissions have led legislators, regul ators, fund
industry participants, and investors to consider whether some uses of cli ent commissions should
be banned, the safe harbor withdrawn, or changes made to the regulatory landscape.7 As a step
to address the present enviromnent and comments received in response to the Proposi ng Release,
the Commission has detennined to provide further guidance on the scope of the safe harbor.

79

Further guidance in thi s area may be particularly important because, under existing law and
rules, money managers must disclose client commission arrangements as material information,80
and may provide more detailed disclosure when they receive products or services that fall outside
77

See id . at 4-6, 32-33.

78

See, e.g. , Mutual Funds Integrity and Fee Transparency Act o f 2003 , H.R . 2420 , I 08 th Cong. (2003) (This
bill wo uld have required , among other things, that the Commi ss ion do the following: issue rules requiring
mutual fund s to disclose their policies and practices regarding the use of client commi ssions to obtain
research, advice, or brokerage ac ti vities; issue rules requiring managers to maintain copi es of the written
co ntrac ts with third-part y research providers ; and conduct a stud y on the use of cli ent co mmi ss ion
arrangeme nts by managers.); Mutual Fund Transparency Act of2003 , S. 1822 , 108 th Cong. (2003) (This
bill wou ld have req uired, among other things, that the Co mmiss ion issue a rule to require mutua l fund s to
di sclose as fund fees and expenses brokerage commi ssions paid by the fund and bome by shareho lders.).
See also Letter fro m Matthew P. Fink, Pres ident , The Investment Co mpany Institute, to William H.
Donaldso n, Chairman, U.S. Sec urities and Exchange Commission (Dec. 16, 2003) (urging the Commi ss ion
to issue interpretati ve guidance excl uding from the Sec tion 28(e) sa fe harbor: (I) computer hard wa re and
software and other electroni c communica ti ons facilities used in connecti on with trading inves tment
dec ision-making; (2) publications. including books, newspapers, and elec tro nic publications, that are
ava ilab le to the genera l public ; and (3) third-part y research services) , ava il ab le at http ://www.sec .gov/
ru les/petiti ons/petn4-492 .htm .

79

In addition to concem s over the scope of the safe harbor und er current market conditions, the Commi ss ion
recognizes that improve ment s ma y be necessary in disc losure and documentation of c li ent commi ss ion
practices. For exa mpl e, the ability to enforce client commission standards may be hampered by inadequate
documentation. The Commi ssion will eva luate whether further ac ti on is necessary.

80

See Form ADV, Pt.ll , Items 12.8 and 13.A. See also Sage Advisory Services LLC , Exchange Act Re lease
No. 44600 , 75 SEC Docket 1073 (Jul y 27, 200 1).
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the scope of the safe harbor. If a money manager incorrectly concludes that a product or service
is within the safe harbor, the money manager may provide disclosure that is inadequate. In
addition, guidance will assist money managers of registered investment companies and pension
fund s subj ect to ERI SA in determining whether they are complying with the Investment
Company Act and ERISA because using client commissions to pay for products that are outsid e
the safe harbor may violate these laws.

B.

Framework for Analyzing the Scope of the "Brokerage and Research
Services" under Section 28(e)

The Commission has recogni zed the need to interpret the scope of the terms "brokerage
and research services" in Section 28(e) in light of Congress ' s intention to provide a limited safe
harbo r for conduct that otherwise may be a breach of fiduciary duty.

81

In the 1986 Release, the

Commission adopted the "lawful and appropriate assistance" standard for " brokerage and
resea rch services," 82 which was intended to suppl ement the statutory elements of the analysi s of
whether a money manager's payment for a product or service with client commissions is within
the safe harbor. Whil e the 1986 Release focused on the application of the " lawful and
appropriate assistance" standard to research, we believe the standard also appli es to brokerage
serv1ces.
Taking into account the legi slative hi story of Section 28(e) and our prior guidance, the
ana lysis of whether a particular product or service fall s within the safe harb or should invo lve
81

SENATE COMM. ON BANK ING , HOUS ING AN D URBA N AFFA IRS , SECURJTIES ACTS AME DM E TS OF 1975, S.
REP. No. 94-75 , at 7 1 (1975) , reprinted in 1975 U.S.C.C.A.N. 179,249.

82

See 1986Re lease, 5 1 FRat 16006 n. 9(quotingfro mS ENATECOMM.ONBA Kl G, HOUS INGA DURBAN
AFFA IRS, SECUR ITIES ACTS AMENDMENTS OF 1975 , S. REP. NO. 94-75 , at 7 I (1 975) , reprinted in 1975
U.S.C.C.A.N. 179 , 249) (The Report concludes, "Thus, the touchstone for detem1in ing wh en a service is
within or without the definition in Section 28(e)(3) is whether it provides lawful and appropriate assistance
to the money manager in the ca rrying out of his responsibilities.") . In articul ating the "commercial
ava il ability" standard for sa fe-harbor eligibility in the 1976 Release, the Commi ss ion also express ly
recognized " lawful and appropriate assistance" as the " touchstone" for whether a servi ce is within or
without the provision of Sec ti on 28 (e)(3). 1976 Release, 41 FRat 13679.
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three steps. 83 First, the money manager must determine whether the product or service falls
within the specific statutory limits of Section 28( e)(3) (i.&_, whether it is eli gible " research"
under Section 28(e)(3)(A) or (B) or eligible "brokerage" under Section 28(e)(3)(C)).84 Second,
the manager must determine whether the eligible product or service actuall y provides lawful and
appropriate assi stance in the perfonnance of his investment decision-making responsibilities.
Where a product or service has a mixed use, a money manager must make a reasonable
allocation of the costs of the product according to its use. Finally, the manager must make a
good faith determination that the amount of client commi ssions paid is reasonabl e in light of the
value of products or services provided by the broker-dealer. 85 We di scuss these statutory
elements in more detail below.
C.

Eligibility Criteria for "Research Services" under Section 28(e)(3)

In response to the Proposing Release, nine comment letters supported the Commission ' s
proposed narrowing of the scope of research under Section 28( e).86 Three commenters stated

83

In the Commission's v iew, the prudent way for a money manager to meet its burden o f showing eligibility
fo r the safe harbor is to document fully its client commi ssion arrangements.

84

See 1986 Release, 5 1 FR at 16006. See also 1976 Release, 41 FR at 13679 ("The term ' brokerage and
resea rch services' , as used in Sec tion 28 (e), is de fin ed in Secti on 28 (e)(3)." ). Sec ti on 28 (e)(3 ) states that,
a person prov ides brokerage and research services insofa r as he (A) fumi shes ad vice, either directl y or through publicati ons or writings, as to the va lue of
sec urities, the advisabilit y of investing in , purchas ing, or se lling securiti es, and the ava il ability
of securities or purchase rs or se llers o f sec uriti es;
(B) fu m ishes ana lyses and reports conceming issuers, industries, sec urities, economi c fac tors
and trends, po11folio strategy, and the performance o f acco unts; or
(C) effec ts sec urities transacti ons and performs functi ons incidental thereto (such as c learance,
settlement , and custody) or required in con11ec tion therewith by rules of the Commi ss ion or a
se lf- regulatory organi zation o f which such perso n is a member or person associated with a
member or in which such perso n is a parti cipant.

15 U.S.C. 78 bb(3 )(A) - (C).
85

15 U.S .C.78 bb(e). See 1986 Release, 5 1 FR at 16006-07. The Commi ss ion a lso emphas ized the money
manager' s disc losure and other obligations under the federal securities laws, including the dut y to seek best
execution o f hi s or her client 's transactions. & at 1600 7- 11 .

86

AS IR I ; BNY I ; CFA Institut e; FinTech; IM A; MFDF; N CS; T . Rowe Pri ce; Vanguard.
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th at the Comm ission ' s approach did not suffici entl y narrow the scope of"research,"

87

whil e

another com menter reco mmended that the Commi ssion improve cl arity by providing extensive
li sts of research items that are eligible and ineli gibl e for the Secti on 28(e) safe harbor.

88

Based

on the language of the statute and our analys is of the legislati ve hi story, and taking into
considerati on the comments to the Proposing Release regarding the types of products and
services paid for and their uses, we believe that the eli gibility criteri a for "research" und er the
safe harbor discussed in the Proposing Release and set fo rth below represen ts the appropriate
interpretatio n of Section 28( e).
The eligibility critetia th at govern " research services" are set forth in Section 28(e)(3) of
the Exchange Act:
For purposes of the safe harb or, a person provides .. . research services insofar as he (A) furn ishes advice, either directl y or through publi cations or writings,
as to the value of secmiti es, the advisability of inves ting in, purchasing, or
sell ing securiti es, and the ava il ability of securiti es or purchasers or sell ers
of securi ties;
(B) fu rni shes analyses and reports concernin g issuers, industri es,
securities, economi c factors and trend s, portfoli o strategy, and the
89
perfonnance of accounts; ....
In dete1m ining that a parti cul ar product or service fa ll s within the safe harbor, the money
manager must conclude that it constitutes "advice," "analyses," or "reports" w ithin the meaning
of the statute and that its su bject matter fall s w ithin the catego ri es specified in Sectio n
28 (e)(3)(A) and (B). Wi th respect to the subj ect matter of potential " research services," we no te
th at the categories expressly li sted in Section 28(e?(3)(A) and (B) also subsume other top ics

87

CF N FD (joint letter) ; !DC.

88

No tas.

89

15 U.S. C. 78 bb(e)(3)(A)- (B) (emphasis added).
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related to securiti es and the fin anci al markets.90 Thus, for exampl e, a report concernin g politi cal
factors that are interrelated with economic factors could fa ll within the scope of the safe harbor.
The fonn

(~,e l ectroni c,

paper, or oral di scussions) of the research is irrelevant to the analysis

of eligibility under the safe harbor.
In eva luating the statutory language, the Commi ssion notes that an important common
element among " advice," "analyses," and "reports" is that each refl ects substanti ve content - that
is, the expression of reasoning or knowledge.

91

Thus, in detennining whether a product or

service is eli gibl e as "research" under Section 28( e), the money man ager must conclud e that it
refl ects the expression of reasoning or kn owledge and relates to th e subject matter identifi ed in
Secti on 28(e)(3)(A) or (B). Traditional research reports analyzing the perfotmance of a
patii cular company or stock cl earl y are eli gibl e under Secti on 28 (e). Di scussions with research
analysts al so fall squarely within the statute because they involve "furnish[ing] advice . . .
directl y . .. as to the ... advisability of investing in securiti es ." Thus, they refl ect the ex pression
of reasoning or knowledge (i&_, furni shing advice) relating to the statutory subj ect matter (i .e.,
the advisabil ity of investing in securities). Meetings with corporate executives to obtain oral
reports on the perf01m ance of a compan y are eligible because reasoning or knowledge will be
imparted at the meeting (i&_, reports) about the subj ect matter of Section 28( e) (i&_, co ncernin g
issuers). Seminars or co nferences may also be eli gib le under the safe harbor if they trul y relate
to research, that is, they provide substanti ve content relating to the subj ect matter in the statute,
90

91

See S ENATE COMM. ON BANK ING, HOUS ING AN D URBAN AFFA IRS , SECU RITIES ACTS AME NDMENTS OF
1975 , S. R EP. No. 94-75 , at 7 1 ( 1975 ), reprinted in 1975 U.S.C .C.A.N. 179,249 (" [T]he reference [in
Sec tion 28 (e)] to economic fac to rs and trends wo uld subsume po litica l fac tors w hic h may have econo mi c
impli ca tio ns whic h may in turn have implications in terms o f the securities ma rkets as a who le or in terms
of the past, present, or future values o f ind ividua l securities o r gro ups of sec urities."). See a lso S. 249
Hearings, at 329 , 330 (Combined sta tement of Ba ker, Weeks & Co. , Inc ., D o naldso n, L ufki n & Jenrette
Sec. Corp., Mi tche ll , Hu tc hins Inc ., and O ppenhe imer & Co.) (Research under Secti on 28(e) sho uld incl ude
"advice and informa ti on o n industries, econo mi cs, wo rld conditions, portfo lio stra tegy and o ther areas.'").
T he content may be o rig ina l researc h or a synthesis, ana lys is, o r co mpila ti on o f the research of o the rs.

28

such as issuers, industries, and securities. 92 Software that provides analyses of securities
portfolios is eli gible under the safe harbor because it reflects the expression of reasoning or
knowledge relating to subject matter that is included in Section 28(e)(3)(A) and (B). 93 Corporate
governance research (including corporate governance analytics) and corporate governance rating
services could be eli gible if they reflect the expression of reasoning or knowledge relating to the
subject matter of the statute (for example, if they provide reports and analyses about issuers,
which can have a bearing on the companies' perfonnance outlook) .94
As noted above, even if the manager properly concludes that a particular product or
service is an "anal ysis," "advice," or " report" that reflects the expression of reasoning or
knowledge, it is eligible research only if the subject matter of the product or service fa ll s within
the categories specified in Section 28(e)(3)(A) and (B). Thus, for example, consultants ' services
may be eligible for the safe harbor if the consultant provides advice with respect to portfolio
strategy, but such services are not eligible if the advice relates to the managers ' internal
management or operations.
1.

Mass-Marketed Publications

The Proposing Release sought comment on whether the Commission should provide
furth er guidance regarding mass-marketed publications. More than half of the commenters who

92

93

94

As discussed below, tra ve l and related ex penses (e.g., mea ls and entertainme nt) associated with anang ing
trips to mee t corporate executi ves or to attend se minars or conferences are no t elig ible under the safe
harb o r. See 1986 Re lease, 5 1 FR at 16007. We no te that the FSA ha s id entified se minars as " no npermitted" services. See FSA Final Rul es, at Annex, p. 9 (Conduct of Business Sourcebook Rul e
7. 18.8(d)) .
See SENATE COMM . ON BANK ING , HOUS ING AND URBAN AFFA IRS , SECUR ITI ES ACTS AMENDMENTS OF
1975 , S. REP. No . 94-75 , at 71 (19 75), reprinted in 1975 U.S.C.C.A.N . 179 , 249 ("co mputer analyses of
securities portfolios would ... be covered" ).
This paragraph incorpo rates responses to comme nters ' requests to c larify the e lig ibility o f the following:
di scussions with analysts (T. Rowe Price) ; meetings with corp orate executi ves (Murph y; T. Rowe Price);
and corp o rate governance research, corpo rate gove rnance research anal ytics, a nd corp orate governance
rating services (GMI ; ISS).
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di scussed thi s issue indi cated that mass-marketed publications were readily di stinguishabl e from
traditional research products and should be exclud ed from the safe harb or on that bas is.

95

Other

comm enters beli eved that m ass-marketed publications should be subj ected to the same eligibility
criteri a as other fo rms of research. 96
The congressional hearings on the 1975 Amendm ents and contemporaneous statements
support the view that " research services" intended to be covered by the safe harbor are the types
that broker-d ealers had hi storically provided to money managers durin g the era of fi xed
commi ssions - exemplifi ed by research reports produced by Wall Street brokerage firm s - rather
than newspapers, magazines, and other periodical publicati ons that are in general circul ation to
the retail publi c. 97 Accordin gly, we believe that Section 28(e) should not protect the money

95

Bl oomberg; CF AJFD; Geo rge 2; ICI; IDC; M errill Lync h; SIA; T. Rowe Price. Two othe r commenters
seemed to beli eve that certain mass-marketed publications should be included and others excluded . Charles
Ri ver; ISITC.

96

ABA ; CF A Insti tute; Commi ssion Direct; D ow Jones; Reuters; Seward & Kisse l. Co mmissio n Direc t
questioned w hether, as a prac tical matter, ma nagers will pay for mass-marke ted pub li ca ti ons under Sectio n
28(e) , no ti ng that mo ney managers tha t prov ide to clients a list of serv ices pa id for with commi ss ions " w ill
be very reluctant to ide nti fy ubiquitous ne wspape rs o r j ournals."

97

S. 249 Hearings, at 20 1-205 (Statement o f Ray Ga rrett , Jr. , Chairman, U.S . Securities and Exchange
Co mmi ssion). See also S. 249 Hearings, at 330-3 1 (Combined statement of Ba ker, Weeks & Co. , Inc. ,
Donaldson, Lufkin & Jenrette Sec . Corp ., Mitchell , Hutc hins Inc., and Oppenheimer & Co.) (legis latio n is
necessary to protec t professional fidu ciary' s access to broker-generated researc h.); Harvey E. B ines, The
Law Of Inves tme nt M anage ment 9-5 6 ( 1978) ; Ric hard L. Teberg and Ma ry B. Ca ne, Paying U p For
Research . 11 5 TRUSTS & ESTATES 62 (J anuary 1976) (" [T]he W all Street Journal or Fortune ... [and other]
services, of co urse, are c learl y no t within the congressio nal purposes o f Sect ion 28 (e) s ince they do not
relate to the research o r execution function."); A. A. So mmer, Jr. , A G lance at the Past , a Probe of the
Fut ure, Address at the M id-Continenta l Di strict of the Securiti es Industry Assoc ia ti o n (Mar. 18, 1976)
("There continues to be the proble m o f how the good research capac ity of Wa ll Street ca n be co mpensa ted
and preserved .... " ); James F. Jo rden, Payin g Up fo r Research: A Regula tory and Legis lative Analysis,
1975 DUKE L. J . 11 03 , 11 23-24 (1 975 ) (" [A] prudent ad viser ... carmol use brokerage to purchase ... a
subscript ion to the Wa ll Street Jo urnal. " ). Speaking just wee ks be fo re the safe ha rbor leg isla tion was
s ig ned into law, Co mmissio ner Sommer slated :
A lready we are being as ked questi o ns about what can properl y be dee med research fo r whi ch
business may be allocated o r commissio ns paid . ... [F] rankl y 1 do n' t th ink a conscienti ous,
scrupulo us profess io nal needs us to tell him that a subsc riptio n to T he Wa ll Stree t Jo urnal or
Fortune, or lega l o r accounting services, o r o ffi ce furniture, is no t the " resea rch" which he can
lawfu lly bu y w ith hi s bene fi ciary's dollars.
A. A. Sommer, Jr. , Have W e Learned An ything? , Address at the In vestment Company Institute (M ay 14,
1975) , in SECUR ITIES WEEK , 14 (M ay 19, 1975).
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manager' s purchase of publicati ons that are mass-marketed. Mass-mark eted publi cati ons are
those publi cati ons that are intended for and marketed to a broad, public audi ence. Indi cia of
these mass-marketed publi cations include, among other things, that they are circul ated to a wide
audi ence, intended for and marketed to the public, rather than intend ed to serve the speciali zed
interests of a small readership, and have low cost. These mass-marketed publicati ons are more
appropri ately considered as overh ead expenses of money managers.98
Our conclusion that the safe harbor of Section 28( e) should not include mass-marketed
publi cati ons does not affect the eli gibility of certain other publications that qualify as " research"
under the guidance above. Indicia of publi cati ons that are not mass-marketed and could be
eli gibl e research under the safe harbor include, among other thin gs, that they are marketed to a
narrow audi ence, di rected to readers with speciali zed interests in parti cul ar industries, pro du cts,
or issuers, and have hi gh cost. For example, financi al newsletters and other fi nancial and
economi c publi cations that are not targeted to a wide, public audi ence may be eli gibl e research
under the safe harbor. Trade magazines and technical joumals conceming specifi c industri es
(~, n a n o -t ec hn o l ogy)

or produ ct

lin es (~,

medical devices) are eli gibl e as research under

Secti on 28(e) if they are marketed to, and intended to serve the interests of a nan·ow audi ence
(~, ph ys i c i a n s ) ,

rather than the general public.

The method of di stributi on of a publi cati on does not detennine whether it is massmarketed. T hus, whether a publi cati on is di stributed in paper or electroni call y does not
determine the avail ability of the safe harbor. Moreover, it is the focus of the mark eting and not

98

The Commi ss ion recogni zes that mass-marketed publica tions can pl ay a ro le in keep ing money managers
informed about matters releva nt to the performance of their responsib ilities. It is the Commiss ion' s
expec tati on that money managers may market the ir services and rece ive advisory fees based on a
fu nda mental leve l o f knowledge about the industry, which could include review o f these mass- marke ted
publica ti ons. Nonetheless, money manage rs should obtain these mass-marketed publicati ons with their
own fun ds, rather than have c lients pay for them through co mmissions.
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the availability of the publication that is an important criterion for determining the applicability
of the safe harbor. Even if a publication that is marketed to a narrow audience, such as
investment professionals, can be accessed over the internet by the general population, this does
not alter its eligibility as research under Section 28(e). The purpose of such publications is to
reach a small audience and to serve the specialized interests of a narrow group. Accordingly, if
these publications otherwise meet the eligibility criteria for research (that is, they contain the
expression of reasoning or knowledge related to the statutory subject matter), money managers
can use client commissions to pay for them under Section 28(e).

2.

Inherently Tangible Products and Services

Products or services that do not reflect the expression of reasoning or knowledge,
including products with inherently tangible or physical attributes (such as telephone lines or
office furniture), are not eligible as research under the safe harbor. We do not believe that these
types of products and services could be said to constitute " advice," " analyses," or "reports"
within the meaning of the statute. Applying this guidance, a money manager' s operational
overhead expenses do not constitute eligible "research services." 99 For example, expenses for
travel , entertainment, and meals associated with attending seminars, and travel and related
expenses associated with ananging trips to meet corporate executives, analysts, or other
individual s who may provide eligible research orally are not eligible under the safe harbor.
Similarly, office equipment, office furniture and business supplies, salaries (including research
staff), rent, accounting fees and software, website design, e-mail software, internet service, legal
expenses, personnel management, marketing, utilities, membership dues (including initial and
maintenance fees paid on behalf of the money manager or any of its employees to any

99

See 1986 Release, 51 FR at 16006-07.
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organization or representati ve or lobbying group or firm) , professional licensing fees, and
software to assist with administrative functions such as managing back-office functions,
operating systems, word processing, and equipment maintenance and repair services are
examples of other overhead items that do not meet the statutory criteria for research set forth in
this release and are not eligible under the safe harbor.

100

Computer hardware, including computer terminals,

10 1

and computer accessories, while

they may assist in the delivery of research, are not eligible "research services" because they do
not refl ect substantive content related in any way to making decisions about investing.

102

Simi larly, the peripherals and delivery mechanisms associated with computer hardware or
associated with the oral delivery of research, including telecommunications lines, transatlantic
cables, and computer cab les, are outside the " research services" safe harbor.

103

100

According to the 1998 OCIE Report, advisers used client commissions to pay for many of these items. See
notes 70-74 and accompanying tex t. See also Sage Advisory Services LLC , Exc hange Ac t Release No.
44600 , 75 SEC Docket 1073 (July 27 , 2001) (adviser improperly used client co mmi ss ion credits to pay for
undisc losed non-resea rch business expenses such as legal, accounting, and bac k-office record keep ing
services, payments of self-regu latory organization ("S RO") fees, and rent) .

10 1

The Propos ing Release asked how investors, money managers, broker-dealers, and others wo uld be
affec ted by the Commission' s interpreti ve guidance that client co mmi ss ions cannot be used to obtain
computer equipment as research under Section 28(e). See Proposing Release, Question 2. Commenters
ei ther ex press ly supported the proposa l to exc lude computer equipment from the sa fe harbor (Bloomberg;
Commission Direct; E*Trade; IMA; Merri ll ; Reuters) or indicated that this pos iti on wo uld have minimal
impac t to industry participants (Charles River; George 2). Four commenters so ught clarification about
whether computer terminals dedicated to the transmission of parti cul ar resea rch products are eligible.
IMA ; Mellon; NCS ; ST A. For the reasons ex plained in thi s Release, we do not be li eve that any co mputer
tem1inals are eligibl e " research" under Section 28(e).

102

In 1986 , the Commiss io n suggested that advisers could use client co mmi ssions to pay for the porti on of the
cost of computers that rela te to rece iving research. See 1986 Release, 5 1 FR at 16006-07. In light of
deve lopments in technology and broad application of the 1986 standard to prod ucts and services that are
onl y remote ly connected to investment dec ision-making, as discussed above , we now beli eve that it is
important to clarify that computers fall outside the scope of the safe harbor.

103

As indicated above, the products or services deli ve red over computer terminals and T-1 lines may be
e ligible if they sat isfy the criteria set forth in this Re lease.
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3.

Market Research

Based on the comments we received in response to the Proposing Release, we believe
that technology now permits managers to obtain research related to the market for securities from
many sources and products, and through many delivery mechanisms, including order
management systems ("OMS") and trade analytical software. 104 In many instances, thi s " market
research" is the type of research report and advice historically provided directly by brokerdealers, such as advice on market color and execution strategies. Therefore, we believe that it is
appropriate to clarify that "advice," "analyses," and "reports" regarding the market for securities
- or "market research" - may be eligible under the safe harbor if they otherwise sati sfy the
standards for " research ." For example, market research that may be eligible under Section 28( e)
can include pre-trade and post-trade analytics, software, and other products that depend on
market infonn ation to generate market research, including research on optimal execution venues
and trading strategies. 105 In addition, advice from broker-dealers on order execution, including
advice on execution strategies, market color, and the availability of buyers and sellers (and
software that provides these types of market research) may be eligible "research" under the safe
harbor.

104

T went y-o ne co mmenters to the Proposing Release indicated that OMS should be eligible under the safe
harbor as brokerage or research. ArnBankers; ASIR I; BNY ; CAPIS ; Charles Ri ver; Eze Castl e; IAA ; ICI;
IM A; Interstate; IS lTC; lTG ; Mell on; Merrill ; M organ Stanl ey; NSCP ; Rainier; SIA ; ST A; UBS ; Ward &
Smith . O f these, fourteen commenters proposed that OMS should be eligible either as research services (if
the Commission detem1ined that they could not be appropriately anal yzed as elig ible brokerage) (CAP IS ;
Eze Castle; IAA ; ICI; Interstate; ISITC; ITG ; NSCP ; Rainier) or as undifferentiated " brokerage and
research services" (ASIR I ; BNY I; M ellon; SIA; Ward & Smith).

105

If these products and servi ces also contain functi onality that is not e li g ible brokerage or resea rch under the
sa fe harbor, or if the products and serv ices are eligible brokerage or research but the money manager does
not use them in a way that provides lawful and appropriate assistance in investment dec ision-making, they
ma y be mixed-use items. See infra note 125 .
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4.

Data

The Proposing Release proposed that data services, including market data, would be
eligibl e under the safe harbor if the data refl ected substanti ve content related to the subj ect
matter categori es id enti fied in Section 28(e). Based on the comments received on thi s issue
regarding the content and use of these products, we believe that the analysis regardin g data set
forth in the Propos ing Release is appropri ate.

106

In our view, this approach w ill promote

innovation by money managers who use raw data to create their own research analytics, thereby
leveling the pl aying fi eld with those money managers who buy fini shed research, which
incorporates raw data, fro m others. Additi onally, we beli eve that ex cluding mark et data from the
safe harbor could become meaningless if it encouraged purveyors of thi s info rm ation to simpl y
add some minim al or inco nsequenti al function ality to the data to bring it within the safe harbo r.
Accordingly, with respect to data services - such as those that provide market data or
economic d ta - we beli eve that such services could fall within the scope of the safe harbor as
eligible " reports" provided that they satisfy the subj ect matter criteri a and provide lawful and
appropriate assistance in the investment deci sion-making process. In the 1986 Release, we
included market data services within the safe harbor, findin g that they serve "a legitim ate
research fun cti on of pricing securiti es for investm ent and keeping a manager informed of market
developm ents. "

107

Because mark et data contain aggregations of information on a current bas is

related to the subj ect matter identifi ed in the statute, and in light of the hi story of Secti on 28(e),

106

Eight co mmente rs expressed views about market da ta. AS JR I ; CF A/FD ; CF A Institute ; IDC; IMA ;
Reuters; T. Rowe Pri ce. Of these, four comme nters advocated that data should be exc luded fro m the safe
harbor as overhead . CF A/FD ; !DC; T. Rowe Pri ce. An equal number supported the proposa l to inc lude
market data in the sa fe harbor as research or as bro kerage. ASIR I ; CF A Ins titute; IMA ; Re uters. A ninth
commenter, the SIA, impli citl y endorsed the inclusion of market data in the sa fe harbor by describing
market data as part of order management systems that should be eligible under Secti on 28(e).

107

1986 Release, 5 1 FR at 16006. We believe that, in the 1986 Release, the Co mmi ss ion 's indica ti on that
quotati on equi pment may be eligible under the sa fe harbor was intended to address market data.
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we conclude that market data, such as stock quotes, last sale prices, and trading volumes, contain
substantive content and constitute "reports concerning ... securities" within the meaning of
Section 28( e)(3 )(B),

108

and thus are eligible as " research services" under the safe harbor.

109

Other data are eligible under the safe harbor if they reflect substantive content - that is, the
expression of reasoning or knowledge - related to the subject matter identified in the statute. For
example, we believe that company financial data and economic data (such as unemployment and
inflation rates or gross domestic product figures) are eligible as research under Section 28(e).

5.

Proxy Services

The Proposing Release requested information regarding industry practice with respect to
proxy services (which include research and voting products and services provided by "proxy
service" providers). The commenters that responded to this issue expressed the view that proxy
services should qualify under the safe harbor depending on how they are used, and should be
subject to the mixed-use criteria.

110

These commenters believe that certain proxy services should

qualify as eligible research because they provide information and analysis that money managers
consider when they determine the advisability of investing in, or retaining a position in, a
security. Some of these commenters went further by suggesting that proxy research services
used by managers in deciding how to vote proxies should also be eligible research under the safe
harbor.

111

All the commenters on this issue recognize that proxy services may serve

administrative or other non-research purposes as well. For example, these services may assist in

108

15 U .S.C. 78bb(e)(3)(B).

109

We note that the FSA has determined that, " Examples of goods or services that relate to the provision of
research that the FSA do not regard as meeting the requirements of[a research service] include price feeds
or historical price data that have not been analyzed or manipulated to reach meaningful conclusions." FSA
Final Rules, at Annex p. 9 (Conduct ofBusiness Sourcebook Rule 7.18.7).

11 0

ASIR I ; BNY I ; IAA; ICI ; ISS; Mellon ; Seward & Kissel.

Ill

BNY I ; ICI ; ISS ; Mellon ; Seward & Ki sse l.
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receiving ballots, vo ting, returning ballots, and reporting on the votes cast.
As discussed above, in order for an eli gible research product or service to be within
Secti on 28( e), it must pro vide the money manager with lawful and appropri ate assistance in
makin g investment decisions. Thi s standard focuses on how the manager uses eli gibl e research .
It is possibl e that managers could determine after a careful analysis that certain proxy products

that contain reports and analyses on issuers, securities, and the advisability of investing in
securiti es may be eligibl e research that may provide m anagers with lawful and appropriate
assistance in investm ent decision-making. In contrast, we do not beli eve that eli gibl e research
that ass ists a manager in deciding how to vote proxy ballots provides the manager lawfu l and
appropri ate assistance in making deci sions about investments for his clients.
In view of these comments, we beli eve that proxy servi ces may be treated as mixed-use
items, as appropri ate.

112

Proxy service providers offer a range of p roducts, som e of whi ch m ay

sati sfy the stand ards set forth in this Release for eli gibl e "research" und er the safe harbor. For
exampl e, reports and analyses on issuers, securities, and the advisability of investing in securiti es
that are transmitted through a proxy servi ce may be within Section 28(e). 11 3 In contrast, we
beli eve that products or serv ices offered by a proxy service prov id er that handl e the mechani cal
aspects of vo ting, such as casting, counting, recording, and reporting vo tes, are admini strati ve
overhead ex penses of the manager and are not eli gibl e under Secti on 28(e).
D.

Eligibility Criteria for "Brokerage" under Section 28(e)(3)

We recogn ize that to the extent that this interpreti ve release naiTo ws the scope of eli gible
research und er the safe harbor, there is a ri sk that, without fut1h er guidance on brokerage, some
112
113

See Sectio n ll l.F below fo r a discussion o f mixed-use items.
Proxy services may also provide corporate governance research and corporate governance ra ting services.
As d iscussed above, these prod ucts and services may be elig ible resea rch under Sec tion 28(e) to the ex tent
that they are used fo r investment dec ision-making but not in cormection with vo ting.
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services and produ cts that were previousl y classifi ed as research could be inapprop1i ately
reclassifi ed as brokerage.

11 4

In 1998, OCIE staff recommended that the Commi ssion provide

furth er guidance on the scope ofth e safe harbor concerning the use of items that may fa cilitate
trade execution, based on examiners' reports that
[t]he technol ogical exp losion in the money management industry has been met with an
increasing use of soft doll ars to purchase state-of-th e-art computer and communi cations
systems that may facilitate trade execution . ... The use of soft doll ars to purchase these
produ cts may present advisers with questions similar to those sunounding computers
purchased for research and analysis, i.e., how should an adviser di stinguish between
'brokerage' services and 'overh ead' expenses. 11 5
For these reasons, we are providing the guidance set forth below to assist money managers in
detennining wheth er items are eligibl e as "brokerage services" under the safe harbor.
The Propos ing Release di scussed a "tempora l" standard to di stingu ish between brokerage
services that are related to the execution of securiti es transactions, which are eligibl e as
brokerage under the safe harbor, and those that are overh ead expenses, whi ch are not. Twentyseven commenters beli eve that the safe harbor should include certain products and services as
eli gibl e "brokerage."

116

Many of these commenters advocated expandin g the temporal standard

on the front end to includ e pre-trade analytics

117

and OMS , 11 8 and others suggested expanding it

11 4

T he NASD Task Force Report made a simi lar observati on, and recommended that the Commiss ion
" monitor the use of the sa fe harbor for brokerage services for such inappropriate attempts to maintain the
statu s quo by expanding the brokerage services aspect of the sa fe harbor. " NASD Task Force Repo rt , at 7
n. 20.

115

1998 OCIE Report, at 35-36, 50.

116

ABA; AS IR I ; Bloomberg; BNY I; Charles River; E*Trade; Eze Castl e; Fidelity; George 2; IC I; IMA;
ISITC; Interstate G roup ; lTG ; Me llon; Merrill ; MFA; Morga n Stanley; NSCP ; Rainier; Re uters; Seward &
K isse l; SIA; ST A; T . Rowe Price ; UBS ; Ward & Smith . Onl y two commenters stated that the proposed
brokerage standa rd was overbroad. CF AJFD .

117

Bloomberg ; E*Trade; George 2; IM A; Interstate Group ; ITG ; M ellon; MFA ; Morgan Stanl ey; NSCP ;
Reuters; S IA; ST A; UBS. In addition, Fidelity questioned whether the Commi ssion should excl ude all pretrade services.

118

ASIR I ; BNY I; Charl es Ri ve r; Eze Castle; ICI; IMA; Interstate Gro up ; ISITC; ITG ; Me llon; M orga n
Stanl ey; NSCP ; Ra inier; ST A; T. Rowe Price; UB S; Ward & Smith .
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on the back end to include long-term custody.

119

We considered these comments and for the

reasons discussed below, we do not believe that all of the products and services identified by
commenters fit within the proposed temporal standard, which we believe reflects an appropriate
interpretation of the scope of"brokerage" services under Section 28(e). As clarified above, we
have detennined that market research (which includes pre- and post-trade analytics, including
trade analytics transmitted through OMS) may be eligible research under the safe harbor. In
addition, as explained below, we believe that Section 28(e) covers short-term custody, but not
long-term custody. Also as explained, certain functionality provided through OMS may be
eligible brokerage or research.
Under Section 28(e)(3)(C) of the Act, a person provides "brokerage ... services" insofar
as he or she:
effects securities transactions and performs functions incidental thereto (such as
clearance, settlement, and custody) or required in connection therewith by rules of
the Commission or a self-regulatory organization of which such person is a
120
member or in which such person is a participant.
Section 28(e)(3)(C) describes the brokerage products and services that are eligible under
the safe harbor. In addition to activities required to effect securities transactions, Section
28( e)(3)(C) provides that functions " incidental thereto" are also eligible for the safe harbor, as
are functions th at are required by Commission or SRO rules. Clearance, settlement, and custody
services in connection with trades effected by the broker are explicitly identified as eli gible
incidental brokerage services. Therefore, the following post-trade services relate to functions
incidental to executing a transaction and are eligible under the safe harbor as " brokerage
119

AS IR I ; Merrill ; Morgan Stanley; NS CP; SIA; ST A. Commenters also suggested that the safe harbor
should include the following products and services as eligibl e brokerage: advice on marke t co lor (ABA ;
BNY I ; lTG ; Merrill; Seward & Kissel; SIA; UBS) and indications of interest (ABA ; Merrill ; SIA; UBS) ;
capital commitment (BNY I ; SIA; UBS) ; and prime brokerage services (including ex tending stock loans
and marg in)(UBS) .

120

15 U.S.C. 78bb(e)(3)(C).
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services" : post-trade matching of trade information; other exchanges of messages among brokerdealers, custodians, and institutions related to the trade; electronic communication of allocation
instructions between institutions and broker-dealers; routing settlement instructions to custodian
banks and broker-dealers ' clearing agents; and shoti-term custody related to effecting particular
transactions in relation to clearance and settlement of the trade. Similarly, comparison services
that are required by the Commission or SRO rules are eligible under the safe harbor. For
example, in cetiain circumstances, the use of electronic confirmation and affirmation of
institutional trades is required in connection with settlement processing.
1.

12 1

Temporal Standard

Guided by the statute and legislative history, we believe that Congress intended
" brokerage" services under the safe harbor to rel ate to the execution of securities transactions.

122

In our view, brokerage under Section 28(e) should reflect historical and current industry
practices that execution of transactions is a process, and that services related to execution of
securities transactions begin when an order is transmitted to a broker-dealer and end at the
conclusion of clearance and settlement of the transaction. We believe that this temporal standard
is an appropriate way to di stinguish between " brokerage services" that are eligible under Section
28(e) and those products and services, such as overhead, that are not eligible. Specifically, for
purposes of the safe harbor, we beli eve that brokerage begins when the money manager
12 1

See NASD Rul e 11 860(a)(5) ; New York Stock Exchange (" NYSE" ) Rule 387 (a)(5) ; America n Stock
Exchange Rule 4 23 (5) ; Chicago Stock Exc hange Article XV , Rule 5 ; Pac ific Exc hange Rul e 9. 12(a)(5);
Philade lphi a Stock Exchange Rul e 274(b).

122

See Securities Acts Amendments o f 1974, H.R. 5050 , 93 d Cong. ( 1974) (House bill on safe harbor referred
to ·'brokerage services, including ... research or executio n services" ); J-I .R. R EP. No. 93- 1476 (1974)
(H ouse Committee Report on J-I.R. 5050 referred to " brokerage'· as " resea rch and o ther services related to
the execu ti on of securiti es transactions" ); JOI NT EXPLANATORY STATEM E T OF THE COMM. OF
CON FERf:NCE, SECU RITIES ACTS AMENDMENTS OF 1975, 1-1 .R. CO F. R EP. NO. 94-229 , a t I 08 ( 1975) ,
reprinted in 1975 U.S.C.C.A.N. 321 , 338 (Ho use Conference Report on final Ho use bill on Section 28(e)
describes the safe harbor as relating to paying more than the lowest ava ilable price for "exec utio n and
researc h services" ).
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communicates with the broker-dealer for the purpose of transmitting an order for execution and
ends when funds or securities are delivered or credited to the advised account or the account
holder's agent. Unlike brokerage, research services include services provided before the
communication of an order. Thus, advice provided by a broker or trade analytical software that
relates to the subject matter of the statute before an order is transmitted may fall within the
research portion of the safe harbor, but not the brokerage portion of the safe harbor.

123

Under this temporal standard, communications services related to the execution, clearing,
and settlement of securities transactions and other functions incidental to effecting securities
transactions, !.&_, connectivity service between the money manager and the broker-dealer and
other relevant parties such as custodians (including dedicated lines between the broker-dealer
and the money manager' s order management system; lines between the broker-dealer and order
management systems operated by a third-party vendor; dedicated lines providing direct dial-up
service between the money manager and the trading desk at the broker-dealer; and message
services used to transmit orders to broker-dealers for execution) are eligible under Section
28(e)(3)(C). In addition, trading software used to route orders to market centers, software that
provides algo rithmic trading strategies, and software used to transmit orders to direct market
access ("DMA ") systems are within the temporal standard and thus are eligible "brokerage"
under the safe harbor.

124

123

See supra text acco mpanying notes I 04-1 OS for di scussion of market research that may be elig ible under
Sec tion 28(e).

124

Unlike research, brokerage services can include connec tivit y services and trading software where they are
used to transmit orders to the broker, because this transmission of orders has traditionally been considered a
core part of the brokerage service. We believe that mec hani sms to del iver resea rch, on the other hand , are
separab le from the research and the dec ision-making process.
We understand that OMS ma y include trading software used to route orders, prov ide algorithmic trading
strategies, or transmit orders to DMA systems or provide connectivity to thi s software. Acco rdingly, these
aspec ts of the OMS ma y be eli gible brokerage.
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2.

Ineligible Overhead

On the other hand , hardw are, such as telephones or computer tenninals, including those
used in connecti on wi th OMS and trading software, are not eli gible for the safe harbor as
"brokerage" because they are not suffici ently related to order execution and fall outsi de the
temporal standard for "brokerage" under the safe harbor. In addition, software functionality used
for recordkeepin g or admini strati ve purposes, such as managing portfoli os, and quantitati ve
analytical software used to test " what if' scenarios rel ated to adjusting portfolios, asset
allocation, or for portfolio modeling (whether or not provided through OMS) do not qualify as
" brokerage" under the safe harbor because they are not integral to the executi on of orders by the
brok er-d ea l ers,~'

they fall outside the temporal standard described above. Further, managers

may not use cli ent commi ssions under the safe harbor to meet their compliance
responsibilities,

125

such as: (i) perfonning compliance tests that analyze infonnation over time in

order to identify unusual patterns, including for example, an analysis of the quality of brokerage
executions (for the purpose of evaluating the manager's fulfillment of its duty of best executi on),
an analysis of the portfo lio turnover rate (to detennine whether portfoli o managers are
overtrading securiti es), or an analysis ofthe comparative perfonnance of similarl y managed
accounts (to detect favoriti sm, misallocation of investment opportunities, or other breaches of
fidu ciary responsibiliti es); (ii) creating trade parameters for compliance with regu latory
requirements, prospectus di sclosure, or in vestm ent objectives; or (iii) stress-testing a pot1folio

125

For exampl e, to the ex tent that money managers use trade analytics, inc luding trade analyti ca l software to
test " what if" scenarios related to adjusting portfolios, asse t all ocations, or portfo li o modeling, or OMS
both for research and to ass ist in fulfillin g contrac tual ob liga tions to the clien t or to assess whether they
have complied with the ir own regulatory or fiduciary obligations such as the dut y of best executi on or for
other intem a l co mpliance purposes, the trade analytica l software or OMS is a mixed-use product, and
managers must use their own funds to pa y for the allocable portion of the cost of the software or OMS that
is not within the safe harbor because it is attributable to purposes outside Sec ti on 28 (e) such as fo r intem al
compliance.
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under a variety of market conditi ons or to monitor style drift. Additionall y, trade fin ancing, such
as stock lending fees, and capital introduction and margi n services are not within the safe harbor
because these services are not suffici entl y rel ated to order execution.

126

Moreover, error

correction trades or related services in connection with errors made by money m anagers are not
related to the initial trade fo r a client within the meaning of Section 28 (e)(3)(C) because they are
separate transactions to correct the manager's error, not to benefit the advised account, and thus
etTor correction fun ctions are not eli gibl e " brokerage services" under the safe harbor.

127

The

products and services described in thi s paragraph are properly characteri zed as " overhead ," i.e.,
part of the manager's cost of doing business, and are ineli gibl e under Section 28 (e).

3.

Custody

Several commenters asked the Commi ssion to cl atify that custod y is w ithin the safe
harbor, 128 and several of these commenters ad vocated broadly including long-term custody in
Section 28(e), arguing that the statute explicitl y references custody without limitation.

129

On its

face, the plain language of the statute limits the scope of the safe harbor to custod y that is
incidental to effe cting securities transacti ons. We believe that short-term custod y related to
effecting parti cul ar transactions and cl earance and settl ement of those trades fit s squarely within
the statute because it is ti ed to processing the trade between the tim e the order is pl aced and
settl ement of the trade. In contrast, long-term custody is provided post-settl ement and relates to
long-term maintenance of securities positi ons. Fut1her, we understand that many money
126

Often, advisory client s pay their own trade fin ancing costs, whi ch provides tra nspare ncy that is bene fi cia l
to investors and does not necessaril y implica te Section 28(e).

127

We note that the staff has taken a simil ar pos ition. See Charles Lerner, Department o f La bor, No-Acti on
Letter (Oct. 25 , 1988) (Dept. of Labor (" DO L" ) so ught Co mmiss ion staff advice rega rding appli cability o f
Section 28(e) to commi ss ion practices di scovered by DOL inves tigators invo lving ER1 SA plans).

128

AS IR I ; Merrill ; Morgan Stanley; NSCP ; Schwa b; SIA; ST A ; UB S.

129

Merrill ; Schwa b; SIA. In addition, UB S argued that the temporal standard is too narrow because the
standa rd wo uld excl ude so me important services, such as custody, that take place afte r settlement.
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managers and their clients consider long-term custody to be a direct benefit to the advisory client
and custody fees to be client expenses. In fact, advisory clients, rather than money managers,
typically enter into contractual arrangements directly with custodians for their services, and
many advisory clients pay for their own long-term custody. 130 We believe this is a healthy
approach that provides transparency. Common industry practice is that financial finns that do
not execute transactions for the client at all

(~,

custodian banks) provide this service, which

has no relationship to, and cannot be considered incidental to, effecting securiti es transactions.
Therefore, we believe that custodial services, such as long-term custody and custodial
recordkeeping, provided in connection with accounts after clearance and settlement of
transactions, are not incidental to effecting securities transactions and are services provided to
the adviser' s client, for the benefit of the client. As such, payment for a client's long-tenn
custody and custodial recor?keeping with that client's commissions does not implicate Section
28(e).J31
E.

Lawful and Appropriate Assistance

In order for a product or service to be within the safe harbor, eligible research must not
only sati sfy the specific criteria of the statute, but it also must provide the money manager with
lawful and appropriate assistance in making investment decisions. This standard focuses on how
the manager uses the eligible research. For example, some money managers appear to be using
130

See. e.g. , Phyllis Feinberg, "Takeaway Game" : Some Custody Banks Crea te 2-T iered Bidding System For
O ld. New C lients, PENSIONS AND INV ESTMENTS , Dec. 8, 2003 , at I (discussing services and fees custodia l
banks charge their clients, such as Indiana State Teachers' Retirement System or the New Mexico Board of
Finance) . In addition, registered investment companies must disclose the amount of fees and expenses paid
in connecti on with custody of investments. See Form N- 1A, Item 23(g)( Registered investment companies
must attac h custodian agreements and deposi tory contracts concerning the fund ' s securities and similar
investments, including the schedul e of remuneration , as an ex hibit to the reg istration s tatement.) ;
Regulation S-X 2 10 .6-07 (requiring that registered inves tment companies describe in the s tatement of
operations the total amount of fees and expenses in connection with custody of investments).

13 1

In some cases, we understand that advisory clients may pay for long-term custodia l services through
directed brokerage. See discussion of directed brokerage, supra note 27.
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client commissions to pay for analyses of account perfonnance that are used for marketing
purposes. 132 Although analyses of the performance of accounts are eligible research items
because they reflect the expression of reasoning or knowledge regarding subject matter included
in Section 28(e)(3)(B), these items when used for marketing purposes are not within the safe
harbor because they are not providing lawful and appropriate assistance to the money manager in
performing hi s investment decision-making responsibilities .

133

As with research, in order to obtain safe harbor protection for products and services that
are eligible as brokerage, the money manager must be able to show that the eligible product or
service provides him or her lawful and appropriate assistance in carrying out the manager' s
responsibilities.

F.

"Mixed-Use" Items

As discussed above, the 1986 Release introduced the concept of " mixed use. " ~

34

Where a

product or service obtained with client commissions has a mixed use, a money manager faces an
additional conflict of interest in obtaining that product with client commissions.

135

The 1986

Release stated that where a product has a mixed use, a money manager should make a reasonable
allocation of the cost of the product according to its use, and emphasized that the money
manager must keep adequate books and records concerning allocations so as to be able to make
the required good faith detennination.

136

Moreover, the allocation detennination itself poses a

132

See 1998 OC IE Report, at 20.

133

As discussed be low in the mixed-use section, if the manager uses account performance anal yses for both
marketing purposes and investment decision-making, the manager may use client commi ss ions only to pay
for the all ocable portion o f the item attributable to use for investment dec ision-making und er Section 28(e).
See infra Secti on III.F .

134

See 1986 Release, 51 FRat 16007.

135

& at 16006-07.

136

&
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confli ct of interest for the money manager th at should be disclosed to the cl ient. 137 It appears
that, in practice, some m anagers may have m ade questionabl e mi xed-use allocations and fai led to
docum ent the bases fo r their allocati on deci sions.

138

Lack of documentation makes it di ffi cult

for the manager to make the required good faith showing of the reasonabl eness of the
commi ssions paid in relation to the value of the portion of the item allocated as brokerage and
research under Secti on 28(e), and also makes it di ffi cult for compli ance personnel to ascertain
the basis fo r the all ocation. 139 The Proposing Release asked whether the Commi ssion should
provide addi tional guid ance on the all ocation and documentation of mi xed-use item s.

140

Twenty-seven co mm enters submitted comments that touched upon the concept of mi xed
use.

14 1

Most of those commenters endorsed the mi xed-use concept by recommending that the

Commi ssion cons ider parti cul ar products as mi xed-use items.

142

For exampl e, comm enters

indicated that the fo ll owing products and services may be mixed-use products: trade analyti cal

137

_lil at 16006 n.13.

138

1998 OC IE Report , at 32-34.

139

Id.

140

See Proposing Release, Q uesti on 8.

14 1

AmB ank ers; B loomberg; BNY I ; CAP IS; CF A Institute; DOL; E*T rade; IAA; ICI; IMA; Inters ta te G roup;
ISITC; ISS; lTG; Mell on; M errill ; MFA; Morgan Stanley; NS CP; Ra ini er; Schwab; Seward & K isse l: SIA;
ST A; T. Rowe Price ; UBS ; Wa rd & Smith .

142

B loomberg; BNY l ; CAP IS; CFA Institute; DO L; E*Trade; IAA ; ICI; IMA; Interstate Group; ISITC; ISS ;
lTG; M ellon; M errill ; Rainier; Seward & Ki sse l; SIA; T. Rowe P rice . T he remaining eight co mment ers
endorsed the concept of mixed use with littl e d iscussion. AmBankers; MFA; Morgan Stanley; NS CP;
Schwab; ST A; UBS ; Ward & Smith .
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We continue to believe that the "mixed-use" approach is appropriate. In that connecti on,
we reiterate today the Commission 's guidance provided in th e 1986 Release regardin g the
mixed-use stand ard:

146

"The money manager must keep adequate books and records concernin g

allocations so as to be ab le to make the required good faith show ing.''

147

As stated above, the

mixed-use approach req uires a m oney manager to make a reaso nabl e all ocation of the cost of the
product according to its use. For exampl e, an allocabl e portion of the cost of portfolio
performance evaluation services or reports may be eli gibl e as research, but money managers
must use their own funds to pay for the allocable portion of such services or reports that is used
c m ark etmg
. purposes. 148
10r

G.

The Money Manager's Good Faith Determination as to Reasonableness
Under Section 28(e)

Section 28( e) requires money managers who are seekin g to avail them selves of the safe
harbor to make a good fa ith detennination th at th e commissions paid are reasonab le in relati on to

143

B loomberg; E*Trade; IAA; Menill ; SIA.

144

ASIR I ; BNY I ; IAA; ICI; ISS ; Mell on; Sewa rd & Kisse l.

145

BNY I ; CAPI S; IAA; ICI; IM A; Interstate Gro up ; IS lTC; lTG ; Mell on; Menil l; M orga n Stan ley; Raini er;
SIA; T. Rowe Price.

146

As noted above, this interpretati on repl aces Sec ti ons II and Ill of the 1986 Release.

14 7

1986 Release, 5 1 FR at I 6006. T he Commission may further address the documentat ion of mixed- use
items at a later time .

14 8

In allocating costs for a particular product or service, a money manager should make a good fa ith , factbased analys is of how it and its employees use the product or service. It may be reasonab le for the mo ney
manage r to infer relative costs from relat ive benefi ts to the finn or its c li ents. Relevant factors might
include, for exa mple, the amo unt of time the product or serv ice is used fo r eli gible purposes ve rsus nonelig ib le purposes, the relative utility (measured by obj ec ti ve metrics) to the firm of the eligi ble versus nonel igible uses, and the ex tent to whic h the product is redundant with other products employed by the finn for
the sa me purpose.
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the value of the brokerage and research services received.

149

None of the commenters

questioned the good faith detennination requirement under the safe harbor. The Commission
reaffirms the money manager' s essential obligation under Section 28(e) to make this good faith
detennination . The burden of proof in demonstrating this detennination rests on the money
manager.

150

A money manager satisfies Section 28(e) if he or she can demonstrate that the item is
eligible under the language of the statute, the manager has used the item in performing
investment deci sion-making responsibilities for accounts over which he exercises investment
di scretion , and , in good faith , the manager believes that the amount of commissions paid is
reasonable in relation to the value of the research or brokerage product or service received, either
in terms of the particular transaction or the manager's overall responsibilities for di scretionary
accounts. 15 1 Thus, for example, a money manager may purchase an eligibl e item of research
with cli ent commissions if he or she properly uses the information in formulating an investment
decision, but another money manager cannot rely on Section 28( e) to acquire the very same item
if the manager does not use the item for investment deci sions or if the money manager
determines that the commissions paid for the item are not reasonabl e with respect to the value of
the research or brokerage received. Similarly, a money manager may not obtain eligible
149

As we no ted in 1986 , " [a] money manager should cons ider the f1.dl range and qua lit y o f a bro ker' s serv ices
in pl ac ing broke rage inc luding, among other things, the value of resea rch provided as we ll as execution
capability. commission rate, financial responsibility, and responsiveness to the mo ney ma nager. ... [T] he
dete nnina ti ve factor is no t the lowest possible commission cost but whe ther the tra nsac ti o n represents the
best qua lita ti ve executio n for the managed account. " I 986 Release, 5 1 FR a t 160 II . See also supra no te 6.

150

See HO USE COM M. ON INTERSTATE AND fOREIGN COMMERCE, S ECU RITI ES ACTS AMEN DM E TS OF 1975,
1-l.R. N o. 94- 123, at 95 (1975). The report states that: " It is, of course, expected that mo ney manage rs
paying brokers an amount [of commissions] which is based upon the qualit y and re liab ilit y o f the broke r' s
services including the avai lability and va lue of research, wo uld stand ready a nd be required to demons trate
that suc h expendi tures were bona fide. " See also 1986 Release, 51 FRat 16006- 16007.

151

If the mo ney manager seeks the protection of the safe harbor, he or she s hould take care to anal yze whether
produc ts and services provided by a broker-dealer and used in cormec tion with advised acco unts satisfy the
e lig ibility a nd use standards for the safe harbor.
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products, such as market data, to camouflage the payment of higher commissions to brokerdealers for ineligible services, such as shelf space or client referrals. 152 In this instance, the
money manager could not make the determination, in good faith, that the commission rate was
reasonable in relation to the value of the Section 28(e) eligible products because the commission
would incorporate a payment to the broker-dealer for the non-Section 28( e) services. Further, if
research products or services that are eligible under Section 28(e)(3) have been simply copied,
repackaged , or aggregated, the money manager must make a good faith determination that any
additional commissions paid in respect of such copying, repackaging, or aggregation services are
reasonable. Finally, where a broker-dealer also offers its research for an unbundled price, that
price should infonn the money manager as to its market value and help the manager make its
good faith detennination.

H.

Third-Party Research

The Proposing Release asked whether the Commission's discussion of third-party
research offered sufficient guidance in this area. 153 Regarding third-party research, several
commenters expressly endorsed the Commission ' s view that independent research providers
should be accorded equal treatment with proprietary research providers. 154 None of the
commenters disputed this point. Accordingly, we reiterate our views on this issue below.
Third-party research arrangements can benefit advised accounts by providing greater
breadth and depth of research. First, these arrangements can provide money managers with the
ability to choose from a broad array of independent research products and services. Second, the

152

Rule 12b-1 (h) under the Investment Company Act prohibits funds from using brokerage to pay for
distribution. See Investment Company Act Release No. 26591 (Sept. 2, 2004) , 69 FR 5472 8 (S ept. 9,
2004) .

153

See Proposing Release, Question 5.

154

AmBankers; Bloomberg; BNY I ; lnvestorside .
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manager can use third-party arrangements to obtain specialized research that is particularly
beneficial to the advised accounts. We believe that the safe harbor encompasses third-party
research and proprietary research on equal terms.

I.

Client Commission Arrangements Under Section 28(e)

The Proposing Release asked whether the Commission ' s discussion of arrangements
under Section 28(e) offered sufficient guidance in this area.

155

We received a substantial number

of comments on industry practices related to client commission arrangements under Section
28( e). 156 Based on these comments and for the reasons discussed below, we are modifying our
interpretation of "provided by" and " effecting" under Section 28(e).

157

In order to determine

whether our guidance requires further clarification, we are soliciting additional comment on our
revised interpretation of the safe harbor with respect to client commission an·angements under
Section 28( e).
Twenty-four commenters addressed arrangements under Section 28(e).

158

Although

some commenters supported the Commission ' s guidance with respect to Section 28(e)

I 55

See Proposing Release, Question 5.

I 56

BNY I; Bloomberg; CL King; Commission Direct; CAP IS ; E*Trade; EuroiRP ; lnstinet; Interstate Group;
IAA ; ICI; IMA ; JP Morgan I and JP Morgan 2; Mellon ; Merrill ; Morgan Stanley; NS CP; Reuters ; Riedel;
SIA; ST A; T. Rowe Price; UBS ; George I , George 2, and George 3.

I 57

Section 28 (e)( I) states in relevant part:
No person . .. shall be deemed to have ac ted unlawfull y or to have breached a fidu ciary dut y .
. . sole ly by reason o f hi s ha ving caused the account to pay a member o f an exchange, broker,
or dealer an amount of conm1ission for effecting a securities transaction in excess o f the
amount of commiss ion another member o f an exchange, broker, or dea ler would have charged
for effecting that transaction, if such person determined in good faith that such amount of
commission was reasonable in relati on to the value of the brokerage and research services
provided by such member, broker, or dealer, vie wed in terms of either that particular
transaction or his overall responsibilities with respect to the accounts as to which he exercises
investment discretion.
15 U.S. C. 78bb(e)(l) (emphasis added).

158

BNY I ; Bloomberg; CL King; Commission Direct ; CAP IS ; E*Trade; EurolRP ; lnstinet; Interstate Group ;
IAA; JCI; IMA; JP Morgan I and JP Morgan 2; Me llon ; Menill ; Morgan Stanley; NS CP; Reuters; Riedel ;
SI A; ST A; T. Rowe Pri ce; UBS ; George I, George 2, and George 3.
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arrangements, 159 others expressed concern that the proposal (and, in particular, the requirement
that introducing broker-dealers must perfonn certain minimum functions in order to "provide"
research under the safe harbor) could have unwarranted and hannful policy consequences, such
as reducing independent research and increasing the costs that the clients of money managers pay
for brokerage and research. 160 Some of the commenters that objected to the proposed approach
on this issue stated that some introducing broker-dealers that facilitate access to valuable
research may not satisfy the minimum requirements that the Release would impose, and may
have to discontinue operations. They recommended that the Commission eliminate the
minimum requirements or modify them so that introducing broker-dealers can more easily satisfy
them. In addition, several commenters asked the Commission to consider a broader
interpretation of the "provided by" concept under Section 28( e). 161 These commenters argued
that Section 28(e) arrangements have become more complex and less transparent than if brokerdealers were permitted to engage in these arrangements unencumbered by the requirement that
the broker "effecting" the transaction also must be "providing" the research . Both groups of
commenters recommended that the Commission interpret Section 28(e) to allow money
managers the maximum flexibility to seek best execution and, separately, obtain good research,
by permitting a broker to be responsible for execution and another party to be responsible for
providing eligible research.

159

BNY I ; George 2; Interstate; Reuters.

160

Bl oomberg; C APIS ; E*Trade ; EuroiRP ; ICI ; Instinet; IMA; NSCP ; JP Morgan I; Riedel; ST A ; SIA;
Merrill ; Morgan Stanl ey. These commenters noted that investors' costs could increase if introducing
broker-dealers must add staff and/or trading desks to fulfill the minimum requirements and raise their fee s
accordingly. Implicit transaction costs could also increase if these broker-dealers build trade execution
capabiliti es so that they satisfy the four minimum criteria but are inexpert at exec ution.

16 1

Commiss ion Direct; E uro!RP ; IMA; T. Rowe Price.
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In additi on, several commenters noted that the United Kingdom ' s regulatory efforts in
this area all ow money m anagers to use cli ent commi ssions to pay separately for trade execution
by the broker-dealer that can provide the best execution and ask the executing broker-dealer to
allocate a porti on of the commi ssion directl y to an independent research provider or all ocate a
portion of the commi ssion to a pool of"credits" maintained by the broker-dealer and fro m whi ch
the broker-d ea ler, at the direction of the money m anager, may pay independent research
providers, without requiring that the executing broker-dealer be legall y responsibl e fo r the
research. 162 As noted above, some commenters beli eved that Section 28(e) arrangem ents in the
United States refl ect a market ineffici ency if the manager seeks to use cli ent commissions to pay
for research under Section 28(e) and uses thi s middle-man to access independent research
provid ers.
These comments hi ghlight the considerabl e vari ety of arrangem ents under Section 28 (e)
that the industry has developed to seek to obtain the benefit s that inure to investors fro m best
execution on orders fo r advised accounts and providing money managers w ith both third-party
and propri etary brokerage and research products and services of value to the advised accounts.
Based on th e additi onal infonn ati on regarding current industry practi ces provided by these
comments and considerati on of congressional intent behind Section 28( e), we are revising our
interpretation of the safe harbor to address the industry' s innovative Section 28 (e) arrangements
and pennit the indu stry to fl exibl y structure an·angements that are consistent with the statute and
best serve investors. We are soli citing additional comment on cli ent commi ssion arrangements

162

Commission D irect; Euro lRP ; IMA ; JP Morgan I . In addition, the SIA expressed concern over crossborder harmonizati on, noting that the Commi ssion' s four minimum fun ctions fo r introd ucing brokerdealers may impose stricter requirements than those in place in the U.K . with respect to cli ent co mmi ss ion
arrangements.
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under the safe harbor because of the many variations and complexity of these arrangements. In
particular, we solicit comment on whether this guidance is sufficient to address thi s area.
1.

Statutory Linkage Between "Provided by" and "Effecting"

Section 28(e) requires that the broker-dealer providing the research also be involved in
effecting the trade. 163 The statutory linkage of the "provided by" and "effecting" elements in
Section 28(e) was principall y intended to preclude the practice of paying " give-ups."

164

Specifically, when brokerage commissions were fixed before 1975 , a " give-up" was a payment to
another broker-dealer of a portion of the commission required to be charged by the executing
broker-dealer. 165 A principal concern regarding "give-ups" was that managers used them to
direct client commi ssions to broker-dealers in exchange for providing services that benefited the
'

money manager but had no benefit for his clients - such as to reward broker-dealers for
distribution or for steering clients to the manager. The broker-dealer receiving the give-up may
have had no ro le in the transaction generating the commission, and it may not even have known
where or when the trade was executed . Because the portion of the commission "given up" is a
charge on client accounts and because the broker-dealer receiving the "give-up" did nothing in

163

15 U.S.C. 78 bb( e) .

164

In enac ting Section 28(e) , Congress described give-ups as a " regrettable c hap ter in the history of the
securities industry and the limited definition of fidu c iary responsibility added to the law by this bill in no
way permits its return." JOINT EXPLANATORY STATEMENT OF THE COMM. OF CONFERENC E, SECUR ITI ES
ACTS AMENDMENTS OF 1975, H.R. CONF. R EP. NO. 94-229 , at I 08 ( 1975) , reprinted in 1975 U.S.C.C.A.N.
32 1, 339 .

165

G ive- ups took severa l forms , but typ ica lly occurred whe n a mutua l fund (o r it s mo ney manager o r
underwri ter) directed an executing broker-dealer to pay a portion of a commi ssio n paym ent to another
broker-dealer that was a member of the sa me exc hange as the executing broker-dea ler. T he give-up often
was payment for other services (that may have been unre lated to the trade) provided to the fund (or its
adviser or underwriter) by the g ive- up rec ipient. See Di vision of Market Regula tio n, U.S . Securiti es and
Exchange Co mmi ssio n, Market 2000: an Examinatio n of C urrent Equity M arke t Developments (Ja1J . 1994 ),
1994 SEC LEXIS at 32-33 (citing Spec ia l Study, H .R . Doc. N o. 88-95 , pt. 2, at 3 16-3 17 and pt. 4 , a t 2 1314). This type o f give- up produced a conflict of interest for the adviser " between the inte rest of fund
shareho lders in lower commi ss ion charges and the interest of mutual fund advisers and underwriters in
stimulating the sale of additiona l shares through directing a sp lit of commi ssio n c harges .'' Spec ia l Study,
H .R. Doc. N o. 88-95 , pt. 2, a t 3 18.
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connection with the securities trade to benefit investors, the Commission found that these
arrangements violated the secmities laws.

166

In enacting Section 28(e), Congress addressed the

issue of give-ups by indicating that the provi sion did not apply when the money manager made
payment to one broker-dealer for the servi ces perfonned by another broker-dealer.

167

In the 1986

Release, the Commission departed from a strict interpretation of the "provided by" provi sion
when it concluded that payment of a part of a commission to a broker-dealer who is a "normal
and legitimate correspondent" of the executing or clearing broker-dealer would not necessarily
be a "give-up," outside the protection of Section 28(e). 168 We believe that both the legisl ative
hi story and the Commi ssion 's prior interpretations in this area reflect an effort to safeguard
against money managers and broker-dealers using Section 28( e) anangements as m echani sms for
the manager to use cli ent commissions to make concealed payments to a broker-dealer that did
not provide any services to benefit the advised accounts.

166

See, e. g., Provident Management Com ., 44 SEC 442 , 445-47 (Dec . I , 1970) (finding vio la tio ns of the
antifraud provisio ns of the federa l securities laws where unaffili ated broker-dealers who parti c ipated with
the fund ' s offi cers, adviser, and affiliated bro ker-dealer in a rec iprocal arrangement in which fund
tra nsactio ns were pl aced with unaffili ated broker-dea ler in exchange for payme nt to affi li a ted broker-dealer
of"c learance commissio ns" on unre lated transac tions for which affi liated broker-dea ler perfom1ed no
fun c ti o n).
The Commi ssion has fo und it a vio latio n of the a nti fraud provisio ns of the sec urities laws to inte rp ose an
unnecessary part y in a transac tion, resulting in payment to the interposed part y, and an additiona l cost to
the fid uciary acco unt. See Delaware M anageme nt Co. , 43 SEC 392 ( 1967) (interpositio ning broker
between adviser and marke t make r caused advi ser to pay unnecessary broke rage costs and vio lated the
adviser's duty of best executi on).

167

JOINT EXPLANATORY STATEMENT OF TH E COMM . OF CONFERENCE, SECUR ITIES ACTS AMENDMENTS OF
1975 , H .R. CONF. REP . No. 94-229 , at 109 (1975) , reprinted in 1975 U.S.C.C.A.N. 32 1, 339. See a lso 1986
Release, 51 FRat 16007 ; 1976 Release, 41 FR at 13679.

168

1986 Release, 5 1 FRat 16007 ("Sec ti on 28( e) was no t intended to exclude fro m its coverage the payme nt
of co mmissio ns made in good faith to an introduc ing bro ker for executi o n and c learing services perfonned
in who le o r in part by the introduc ing broker's nonnal and legitimate correspondent." ); 1976 Re lease, 41
FR at 13678-79 (Where " fiduciaries . . . [ask] the bro ker, reta ined to effec t a tra nsaction for the acco unt of a
bene ficiary, to " g ive up" part of the commi ssio n negotiated by the broker and the fidu c iary to ano ther
broker designated by the fiduciary for who m the executing o r c learing broker is not a no rmal and legitimate
co rrespondent[,]. .. [t]he Commiss io n does no t believe that Sec ti on 28(e) wo uld apply. " ).
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As noted above, the industry has developed many types of Secti on 28( e) arrangements.
Some investment managers today use these arrangements to execute trades with one brokerdealer and obtai n research and other services from a different broker-dealer. In some Section
28(e) an·angements, the introducing broker-dealer accepts orders from its customers and then
may execute the trade and provide research, while a second broker-dealer cl ears and settl es the
transacti on. In other arrangements, an introducing broker-dealer facilitates access to research
and has littl e, if any, ro le in accepting customer orders or in executing, cl earing, or settling any
porti on of the trade. Rather, another broker-dealer (often the clearin g broker) executes, cl ears,
and settl es the trade, receiving a porti on of the commi ssion for its services. In some instances,
the introducing broker is unaware of the daily trading activity of its customers because the orders
are sent by the money m anager directl y (and onl y) to the cl earing broker-dealer.

169

In additi on,

several commenters endorsed arrangements simil ar to those that have developed in the United
Kingdom, in whi ch money managers direct broker-dealers to collect and poo l cli ent commissions
that m ay have been generated from orders executed at that broker-d ealer, and peri odi call y direct
the broker-dealer to pay for research that the money manager has determined is valuabl e. 170
As di scussed above, the legislati ve hi story behind the linkage created between the
"provid ed by" and "effecting" statutory language in Secti on 28(e) indi cates that Congress was
concem ed that the safe harbor " wo uld be asserted as a shield behind which the give-ups and
reciprocal practi ces whi ch were so notorious durin g the late 1960 's co uld be reinstituted."

17 1

Since passage of the safe harbor in the 1970' s, speciali zation and innovation in the fi nancial
169

T he 1986 Release suggested that protection of Sec tion 28(e) wo uld not be lost merely because the money
manage r by-passed the orde r desk of the introducing broker and ca ll ed hi s orders directl y into the c learing
broker. 198 6 Release, 5 1 FR at 16007.

170

Commi ss ion D irec t; Euro!RP ; IMA; JP Morgan I ; T . Rowe Pri ce.

17 1

JOINT E XPLA ATORY STATEMENT OF T HE COMM ITTEE OF C ONFERENCE, SEC UR IT IES A CTS AM EN DM ENTS
OF

197 5, H.R . CONF. REP. 94-229 , at 108 ( 1975) , reprinted in 1975 U.S. C.C.A.N . 32 1, 339.
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industry have resulted in the function al separation of execution and research . Thus, effi cient
execution venues provide good, low-cost execution whil e research providers offer valuabl e
research ideas that can benefit managed accounts. We believe that thi s separation of fun ctions is
benefi cial to the money managers' clients, and Section 28(e) arrangements that promote
funct ional allocation of these services are not the sam e as "give-ups."

2.

"Effecting" Transactions

Secti on 28( e) an·angements typically invol ve cl earing agreements pursuant to SRO
rul es. 172 These SRO rul es require that introducing and clearing firm s contractually agree to
all ocate enumerated fun ctions, but do not mandate how the functions should be di vid ed

(~, th ey

do not specify the fun ctions that must be done by the introducing broker-dealer or cl earin g
broker-dealer) . 173 The Commi ssion has stated that, under Section 28(e), it contempl ates that in
correspondent relati onships, an " introducing broker-deal er would be engaged in securiti es
activiti es of a more extensive nature than merely the receipt of commi ssions paid to [them] by
other broker-dealers fo r ' research services' provided to money managers. "

174

The Proposing

Release identifi ed fo ur minimum criteri a that an introducing broker-dealer must sati sfy in order
to be "effecting" transacti ons.

172

See. e.g. , NYSE Rule 382 , " Carrying Ag reements," 2 NYSE Guide , 12382 , Rul e 382 ; NASD Rule 3230,
"C lea ring Agreements"; NAS D Rul es ofF air Prac tice, Sec tion 4 7, Arti cle IJJ ; America n S lock Exc hange
Rul e 400 (mi rrors the provisions of NYSE Rule 382(b)).

173

For example, NYSE Rule 382 spec ifies that each full y-disclosed clearing agreement between SRO
members sha ll a ll ocate to the respec ti ve member the following functions: (i) open ing, approv ing, and
monitoring of accounts; (ii) ex tension of credit ; (iii) mai ntenance of books and records; (iv) receipt and
delivery of funds and securities; (v) sa feguarding o f fund s and securities ; (vi) confirmati ons and statements;
(vii) acce ptance o f orders and execution of transactions. NY SE Rule 382(b). Further, the clea ring broker
must provide annuall y to the introducing broker-dea ler a list of reports to assist the int rod uc ing broker to
supervise and monitor its customer acco unts and to fulfill its responsibilities under the ag reement as well as
de liver, and retain a copy of, those reports that the introducing broker requests. NYSE Rul e 382( e)( I) and
(2).

174

1986 Release, 5 1 FR at 16007 , quoting Data Exchange Securities, No-Action Letter (Apr. 20 , 198 1).
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Based on the comments received , which are discussed above, we recogni ze the benefit to
investors of money managers being able to functionally separate trade execution from access to
valuable research. At the same time, we believe that the statutory term " effecting" requires that,
in order for the money manager to use the safe harbor, a broker-deal er that is "effecting" the
trade must perform at least one of four minimum functions and take steps to see that the other
functions have been reasonably allocated to one or another of the broker-deal ers in the
arrangement in a manner that is fully consistent with their obligations under SRO and
Commission rul es. 175 The four functions are: (1) taking financial responsibility for all customer
trades until the clearing broker-dealer has received payment (or

securities) ,~'

one of the

broker-dealers in the arrangement must be at risk for the customer's failure to pay; (2) making
and/or maintaining reco rds relating to customer trades required by Commi ssion and SRO rules,
including blotters and memoranda of orders; (3) monitoring and responding to customer
comments concerning the trading process; and (4) generally monitoring trades and settlements. 176
In addition, of course, a broker-dealer is effecting securities transactions if it is executing,
cl earin g, or settling the trade.

175

Introduci ng and clearing brokers still rema in subj ect to all appli cable securities laws and regu lations and
SRO niles. For instance, nothing in this re lease changes in any way the applicability of anti-money
laundering laws and regulations applicable to an introducing broker or a c learing broker. See, e .g. ,
C urrency and Foreign Transactions Reporting Act of 1970 (" Bank Secrecy Ac t"), [31 U.S .C. 5311 et seq.)
(as amended by the Uniting and Strengthening America by Providing Appro priate Tools Required to
Intercept and Obstruct Terrorism Ac t of 200 I (" USA Patriot Act"), Pub . L. No . I 07-56 , sec. 3 14, 326, 11 5
Stat. 272) ; T reasury regulations adopted under the Bank Secrecy Act [31 CFR Part I 03); Exchange Act
Rule 17a-8 [ 17 CFR 240. 17a-8); NYSE Rule 44 5; NASD Rul e 30 11 . T his interpretation also does not alter
the introducing broker and the clearing broker's supervisory obligati ons. See, e.g., Exc hange Act Sec tion
15( b)(4)(E) [ 15 U.S.C. 78o(b)(4)( E)); NYSE Rules 342 and 405 ; NASD Rules 30 10, 30 12, and 30 13. This
interpretation also does not alter a broker-dealer' s best execution obliga tion to its customers. See, e.g.,
NASD Rule 2320 ; NASD Notice to Members 01-22 (Apr. 200 I) .

176

See 1986 Release, 51 FR at 16007, citing SEJ Financial Services Co. , No-Action Letter (Dec. 15, 1983) , in
whi ch the introducing broker in a correspondent relationship perfom1ed these functi ons.
In particular, one of the broker-dea lers to the Section 28(e) arrangement must be awa re of and monitor
dail y trad ing ac ti vity of c ustom~rs even where the money manager sends orders directly to (a nd onl y to) the
c lea ring broker.
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3.

Research Services Must Be "Provided by" the Broker-Dealer

Secti on 28(e) requires that the broker-dealer receiving commissions for "effecting"
transactions must "provide" the brokerage or research services. The Commi ssion has interpreted
thi s to pennit money managers to use cli ent commissions to pay for research produced by
someone other than the executing broker-deal er, in certain circumstances (referred to as " thirdparty research"). 177 The Commi ssion also has clarified that research provided in third-party
arrangements is eli gible under Section 28(e) even if the money manager participates in selecting
the research services or products that the broker-dea ler will provide. 178 In addition, the
Commi ssion has stated that the third part y also may send the research directly to the brokerdealer's customer. 179 In the Proposing Release, the Commission restated its previous view that
the broker-d ealer must have the lega l obligation to pay for the research in order to be considered
" providing" the brokerage and research services under Section 28(e). 180 We continue to believe
that a broker-dealer that is legally obligated to pay for research is "providing" research under the
safe harbor. In addition, as stated above, based on the legislative hi story of Section 28(e), the

177

See 1976 Release, 4 1 FRat 13679 (Sec tion 28 (e) " mi ght, under appropriate circumstances, be appli cable to
situati ons where a broker provides a money manager with resea rch produced by third parties"). See also
1986 Re lease , 5 1 FRat 16007 ("A lthough the leg islati ve hi story o f Section 28 (e) includes a strong
statemen t that co mmi ss io n do llars may be paid onl y to the broker-dea ler that ' provides ' both the executi on
and resea rch serv ices and that the sec ti on does not authori ze the resumpti on of ' give-ups,' it seems unlikely
that Congress intended to forbid certain co mmon practi ces that were then considered pem1iss ible and
whose elimi nation wo uld be anti -competiti ve ."); Ill Report , 19 SEC Docket at 932 (broker need not
prod uce research services " in house").

178

Exchange Act Release No. 1737 1 (Dec. 12, 1980) , 45 FR 83 707 , 83 7 14 n. 54 (Dec. 19, 1980) ("Papilsky
Release"). See 1986 Release, 5 1 FRat 16007. In the Papil sky Release, the Commi ssion addressed Secti on
28(e) and third-party research in the contex t of defining " bona fid e research" for purposes of NASD rules
that re late to obtaining research in a fixed-price offering.

179

Papilsky Release, 45 FR at 83 714 n.54. See 1986 Re lease. 5 1 FR at 16007.

180

See 1986 Re lease, 51 FRa t 16007; III Report, 19 SEC Docket at 932.
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comments received in response to the Proposing Release, and the benefits to investors of
flexibility in these atTangements, we are modifying our interpretation of "provided by."

18 1

We beli eve that the safe harbor was not meant to allow money managers to use Section
28( e) anangements to conceal the payment of client commi ssions to intennediari es (including
broker-deal ers) that provide benefits only to the money manager. In particul ar, we interpret
Section 28(e) to be avail abl e as a safe harbor for the money manager in situations where brokerdeal ers use a money manager's client commissions to pay for eligibl e research and brokerage for
which such broker-dealer is not directly obligated to pay if such broker-deal er pays the research
preparer directl y and takes steps to assure itself that the client commissions that the manager
directs it to use to pay for such services are used only for eligible brokerage and research .
Accordingly, for purposes of Section 28( e), we believe that the foll owing attributes will help
detennine whether the broker-dealer that is effecting transactions for the advi sed accounts has
satisfied the "provided by" element, and the Section 28(e) safe harbor is available to a money
manager:

182

(i) the broker-dealer pays the research preparer directl y; (ii) the broker-dealer

reviews the description of the services to be paid for with client commi ssions under the safe
harbor for red fla gs that indicate the services are not within Section 28(e) and agrees with the
money manager to use client commissions only to pay for those items that reaso nabl y fall within
the safe harbor;

183

and (iii) the broker-dealer develops and maintains procedures so that research

paym ents are docum ented and paid for promptly. 184

18 1

As noted above, thi s Release replaces Sections II and Ill of the I 986 Release , whic h inc lude the " provided
by" interpretation. See text accompanying note 68.

182

In Secti on 28(e) arra ngements invo lving multiple broker-dea lers, at least one of the broker-dea lers (but not
necessaril y all) must sa ti sfy the requirements for "effecting" transactions and " providing" resea rch.

183

In all Secti on 28(e) arrangements, including those in which the broker-dea ler is lega ll y ob li ga ted to pay for
the research , the broker-dealer may be subj ect to liability for aiding and abetting vio lations by money
managers where the broker-dealer pays for services that are not within Section 28(e). See e.g .. Portfolio
Advisory Services. LLC, and Cedd L. Moses, Advisers Act Release No . 2038 , 77 SEC Docket 2759-3 1
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4.

Legal Obligations of Parties to Section 28(e) Arrangements

The Proposing Release stated that parti es to arrangements under Section 28( e) must
detennine whether they are contributing to a violation oflaw, including whether the invo lvement
of other parties is appropriate.

185

Commenters expressed concern that thi s statem ent imposed

heightened responsibility on money mana.gers and broker-dealers.

186

To clari fy, the Commi ssion

intends on ly to remind parti es to Section 28( e) arrangements that, under ex isting law, money
managers may be subj ect to li ability under federal securities laws, ERISA, and state law, and
broker-deal ers may be subject to liability if they aid and abet another person 's violation of a
provi sion of the securiti es laws.

187

For exampl e, if a broker-dealer knows that a money m anager

(June 20 , 2002) ; Dawson-Sa mberg Capital Management. Inc . and Judith A. Mack, Advisers Ac t Release
No. 1889 , 54 SEC 786 (Aug . 3, 2000); Founders Asset Management LLC and Bj om K. Borgen, Advisers
Act Release No. 1879, 54 SEC 762 (June 15 , 2000); Marvin & Palmer Associates. Inc. , et a l. , Advi sers Act
Release No. 184 1, 70 SEC Docket 1643 (Sept. 30, 1999); Republic New York Sec. Corp. and James
Edward Sweeney, Exc hange Act Release No. 4103 6, 53 SEC 12 83 (Feb . I 0, 1999); SEC v. Sweeney
Capital Management, Inc. , Litigation Release No . 15664, 66 SEC Docket 16 13 (M ar. I 0, 1998) , 1999 U.S .
Dist. LEXIS 22298 ( 1999) (order granting permanent injunction and other reli e f) ; Renaissance Capital
Advisers, Inc., Advisers Ac t Release No. 1688, 66 SEC Docket 408 (Dec. 22 , 1997); Oakwood Counselors.
Inc., Advisers Act Release No. 16 14, 63 SEC Docket 2034 (Feb. II , 1997); SEC v. Ga lleon Capital Mgmt. ,
Litiga ti on Release No . 143 15, 57 SEC Doc ket 2593 (Nov. I , 1994) .
184

A broker-dealer wo uld need to satis fy the "effecting" and " provided by" elements of Section 28(e) onl y
where the money manager seeks to operate within the safe harbor. If the money manager is operating in
part outside of the sa fe harbor, the broker-dea ler wo uld need to satisfy the "effectin g" and " provided by"
elements onl y with respec t to the portion of the money manager's business for which the manage r seeks to
operate within the sa fe harbor.
Prompt payment is releva nt to the determination of whether the broker-dea ler has " provided" resea rch
because it assures that the research and the payment are linked, thereby preserving the statutory language
requiring that the broker-dea ler that "effec ts" the transactions for the advised accounts " provides·' the
research.

185

Exc hange Ac t Release No. 52635 (Oct. 19, 2005) , 70 FR 6 1700 (Oct. 25 , 2005) .

186

BNY I; IAA ; ICI; Me ll on; NS CP; T.Rowe Price.

187

See, e.g., supra, notes 28-3 1 and acco mpanying text; Exchange Act ~ 15(b)(4)(iv)(E) and Advisers Ac t ~
203 (e)(6); III Report , 19 SEC Docket at 933 (Where bro kers and money manage rs were aware that an
intem1ediary was providing research to money managers in exchange fo r directing brokerage to the
intem1ediary's designated brokers, but brokers had limited participati on in providing the research, " those
involved should have rea li zed that the arrangement was not permitted by Section 28(e) .... [B] rokers
should have been alerted to the possibility of conduct which contravened applicable fiduc iary princ ipl es
and the federal securities laws. " ). See also Exchange Act Release No. 11 629 (Sept. 3, 1975) , (" A broker
which causes or assists an institution to violate a duty to the investor may be aiding and abetting a
fraudul ent or decepti ve ac t or pract ice."); 1976 Re lease, 41 FR at 13679 (" [N]or may money managers,
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has represented to its clients that he will operate solely within Secti on 28(e),

188

and the adviser

asks the broker-dealer to pay for offi ce fu miture and computer terminals, which under thi s
release are not eli gibl e under the safe harbor, the broker-d ealer may risk aiding and abetting
li abil ity.

IV.

Request for Comments
The Commi ssion will consider furth er comment on evo lving developments in connecti on

with industry practices w ith respect to client commi ssion arrangem ents under the safe harbor
identified in Secti on III.I of this Release to evaluate whether additional guidance mi ght be
appropri ate in the fu ture. Based on any comments received, the Commi ssion may, but need not,
suppl ement the guidance in thi s Release in the future.

V.

Implementation
The Proposing Release asked whether th e Commi ssion should all ow market parti cipants

some peri od of time to implement the interpretati on, and requested exampl es of potenti al
impl ementation issues. 189 Fifteen commenters requested that the Commi ssion establi sh a grace
period for industry participants to impl ement the Commi ssion's interpretati ve guidan ce of
between three months

190

to at least one yea r.

19 1

Several commenters urged the Commi ssion to

under the authorit y of Section 28(e) , direct brokers employed by them to make 'give up ' payments . . ..
[B]rokers should recognize that their compliance with any di rection or suggestion by a fi duciary which
wo ul d appear to invo lve a violation of the fiduciary' s dut y to its beneficiaries could implicate the m in a
course of conduct violati ng th e anti -fraud provisions of the fe dera l securities laws.").
188

Advisers that are not requi red to operate within the safe harbor may vo luntaril y choose to do so , and may
represent to their clients that they do so. However, if an adviser that represents to its clients that he will
operate within Sec tion 28(e) and fa ils to do so , the representation is fa lse and the conduct may be a
v io lation of Secti on 206 of the Advise rs Act and Section IO(b) of the Exchange Ac t and Rule IOb-5.
Advisers to mu tual fu nds and ERI SA plans must operate within the sa fe harbor with respect to those clients
because of Sec tion l 7(e) of the Investment Company Act or ERI SA. See supra notes 30-3 I and
acco mpa nying tex t.

189

Proposi ng Re lease, Q uesti on l 0.

190

T. Rowe Pri ce .
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issue the interpretation without any phase-in period .

192

Several of these commenters suggested

that the Commission should delay the effectiveness of its final interpretive guidance in order to
allow existing annual contracts among money managers and broker-deal ers to expire
review their arrangements in light ofthe Commission's final interpretati on

194

;

193

or to

others indicated

that an implementation period is important to accommodate significant operational changes in
the industry, including any changes necessitated in the agreements among money managers and
broker dea I ers.

195

Since participants have relied on the Commission ' s prior interpretations, the Commission
beli eves that they should be entitled to continue to rely on them for a period of time. We beli eve
that, considering the views expressed in the comment letters, an appropriate period for market
participants to continue to rely on the Commission's prior interpretations is six months. The
interpretation set forth in this Release is effective immediately upon its publication in the Federal
Regi ster, on [insert date of publication in the Federal Register]. Market participants may
continue to rely on the Commission ' s prior interpretations for six months following the
publication of thi s Release in the Federal Regi ster, that is, until [insert date 6 months after
publication in the Federal Register].

191

CAPIS; IAA; IMA ; Mellon; Merrill ; NSCP ; Seward & Ki sse l; SIA ; UBS . Three commenters
recommended six months. BNY 1; George 2; lTG . Two commenters suggested that the Co mmi ss ion
provide the industry an unspec ified " reasonable" period of time within which to compl y with the
Commiss ion' s interpretation. Charles Ri ver; E*Trade.

192

Investorside; Reuters.

193

CAP IS; IAA ; Mellon; Merrill ; NSCP; Seward & Ki sse l.

194

BNY I ; ITG.

195

SIA; UBS .
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List of Subjects in 17 CFR Part 241
Securiti es.

Amendments to the Code of Federal Regulations
For the reaso ns set out in the preamble, the Commission is amending Titl e 17, chapter II
of the Code of Federal Regul ations as set forth bel ow :

PART 241- INTERPRETATIVE RELEASES RELATING TO THE SECURITIES
EXCHANGE ACT OF 1934 AND GENERAL RULES AND REGULATIONS
THEREUNDER
Part 24 1 is amended by adding Release No . 34-541 65 and the release date of Jul y 18,
2006 to the li st of interp reti ve releases.

By the Co mmi ssion.

Nrw.~.~
.. .

Nancy M. Morri s
Secretary
Dated: Jul y 18, 2006

.63

SECURITIES AND EXCHANGE COMMISSION

17 CFR Part 202
[Release Nos. 33-8724; 34-54168]
Amendments to the Informal and Other Procedures; Public Company Accounting
Oversight Board Budget Approval Process
AGENCY: Securities and Exchange Commission.
ACTION: Final rule.
SUMMARY: The Securities and Exchange Commission ("SEC" or "Commission") is
amending its Informal and Other Procedures to add a rule that facilitates Commission
review and approval of the budget and accounting support fee for the Public Company
Accounting Oversight Board ("PCAOB" or "Board"), which is required by the SarbanesOxley Act of 2002.
DATES: Effective Date: [Insert date 30 days after publication in the Federal Register].
Transition Dates: The PCAOB must comply with the timetable in§ 202.11 (c) and utilize
a comprehensive strategic plan with respect to its budget and budget and justification no
later than its budget submissions for 2008; provided however that the PCAOB and
Commission shall use their best efforts to substantially comply with the timetable in §
202.11(c) for the PCAOB budget submission for 2007. This transition provision does not
constitute a waiver of the requirement in section 109(b) of the Sarbanes-Oxley Act of
2002 that the PCAOB adopt a budget not less than one month prior to the commencement
of its 2007 fiscal year.
FOR FURTHER INFORMATION CONTACT: Robert E. Bums, Chief Counsel, or
Melanie S. Jacobsen, Senior Special Counsel, at (202) 551-5300, Office of the Chief

2

Accountant, U.S. Securities and Exchange Commission, 100 F Street, NE, Washington,
DC 20549.

SUPPLEMENTARY INFORMATION:
1

The Commission is amending its Informal and Other Procedures to add new Rule
11 related to the Commission's review and approval of the PCAOB budget and
accounting support fee.
I. Background

The Sarbanes-Oxley Act of2002 (the "Act") established the PCAOB to oversee
the audits of public companies that are subject to the securities laws, in order to protect
the interests of investors and further the public interest in the preparation of infonnative,
accurate, and independent audit reports. While the PCAOB is a private, nonprofit
corporation,2 it operates under the statutory oversight and enforcem ent authority of the
Commission.3
In particular, the funding and budgeting functions of the PCAOB are subject to
the express statutory requirement of approval by the Commission. Pursuant to Section
109 of the Act, the Commission is required to approve the PCAOB budget for each fiscal
year and the annual accounting support fee that supports the PCAOB 's operations. 4

17 CFR 202 , et seq .
Sections 101(a) and (b) of the Act; 15 U.S .C. 721 l(a) and (b).
The Act vests the Commission with oversight duties and responsibilities, including the duties to
appoint the members of the PCAOB , approve PCAOB rules and professional standards for them to
take effect, and act as an appellate authority for PCAOB enforcement actions and disputes
regarding inspection reports. The Commission also, among other things, may amend existing
PCAOB rules, assign additional tasks to the PCAOB as appropriate, oversee the PCAOB 's
exercise of certain assigned powers and duties, and limit the PCAOB ' s activities and remove
PCAOB members. See sections 101 , 104 , 105 , 107, and 109 of the Act; 15 U.S. C. 72 1 I , 72 14,
72 15 ,72 17 and 721 9.
Section I 09(b) of the Act, 15 U .S.C. 72 19(b ), which states, in part:

3

The Board ... shall ... establish a budget for each fi scal year , which shall be reviewed
and approved according to ... [its] internal procedures not less than 1 month prior to the
commencement of the fi scal year to which the budget pertains .... The budget shall be
subj ect to approval of the Commission .. ..
Section 109( c)(I) of the Act, 15 U .S.C. 72 19( c)(I), which states, in part:
The budget of the Board (reduced by any registration or annual fees received under
section I 02( e) for the year preceding the year for which the budget is being computed) .. .
shall be payable from annual accounting support fees, in accordance wi th subsections (d)
. . .. Accounting support fees and other receipts of the Board ... shall not be considered
public monies of the United ·states.
Section 109(d)(l) of the Act, 15 U .S.C. 72 19(d)(l ), which states, in part:

.

.

The Board shall establish, with the approval of the Commi ssion, a reasonable annual
accounting support fee (or a formula for the co mputation thereof) , as may be necessary or
appropriate to establish and maintain the Board.
Section 109(d)(2) of the Act, 15 U.S .C. 72 19(d)(2), which states, in part:
The rules of the Board .. . shall provide for the equitable allocation, assessment, and
collection by the Board . .. of the fee established . .. among issuers, in accordance with
subsection (g), allowing for differentiation among classes of issuers, as appropriate.
Section 109(g) of the Act, 15 U.S.C. 72 19(g), which states, in part:
Any amount due from issuers (or a particular class of issuers) under this section to fund
the budget of the Board ... shall be all ocated among and payab le by each issuer (or each
issuer in a particular class, as applicable) in an amount equal to the total of such amount,
multiplied by a fraction (I) the numerator of which is the average monthly equity market capi talization of the
issuer fo r the 12-month period immediately preceding the beginning of the fi sca l year to
which such budget relates; and
(2) the denominator of which is the average monthly equity market capitalization of all
such issuers for such 12-month period.
PCAOB Rule 7 100, approved by the Commission in Release No . 34-48278 (August 1, 2003 ),
provides a form ula for computation of the annual accounting support fee. It states, in part: "The
Board shall calculate an accounting support fee each year. The accounting support fee shall equal
the budget of the Board , as approved by the Commission, less the sum of all registration fees and
annual fees received during the preceding calendar year from public accounting finns , pursuant to
section I 02(f) of the Act .... "
PCAOB Rule 7 101 , approved by the Commission in Release No . 34-48278 (August I , 2003 ),
identifi es fo ur classes of issuers and provides for the allocati on of thesupport fee among those
issuers.
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This statutory allocation of responsibility to the PCAOB, to formulate budgets
and accounting support fees in the first instance, 5 and to the Commission, to review and
approve them, 6 is designed to assure effective- governmental oversight of the budgetary
process of the PCAOB. It contemplates a procedure through which (1) an annual
determination may be made each year of the appropriate level ofPCAOB revenues and
expenditures; (2) budget priorities may be established; and (3) information may be
furnished in a timely mmmer to the Commission, and thence to the Congress, the
executive branch, and the public, in a manner that will assist the PCAOB in discharging
its duti es.
The early experience of the PCAOB and the Commission with adoption and
approval of annual budgets has revealed the need for a more formal procedure, in
particular to establish a clear timetable for each successive step in a more organized
budget process. Both the PCAOB and the Commission have expressed a desire to better
organize and routinize the annual budget making function. The goal of the new
procedures is to improve the timeliness and transparency of the budget process and

See section 109(b) of the Act, supra, and section lOl(f) of the Act, 15 U.S.C . 72ll(f), which
states, in part:
.. . the Board shall have the power, subj ect to section 107 - .. .
(4) to appoint such employees, accountants, attorneys, and other agents as may be
necessary or appropriate, and to determine their qualifications, define their duties, and fix
their salaries and other compensation (at a level that is comparable to private sector
regulatory, accounting, technical, supervisory, or other staff or management positions) . ...
See also sec tions IOI(c)(7) ofthe Act, 15 U.S.C. 72ll(c)(7).
6

To perform this budget oversight and approval functi on, the Commission, among other things,
assesses the PCAOB ' s funding priorities and competing demands for PCAOB resources. In
addition, the Commission considers whether the PCAOB ' s administrative and financial
management are appropriate, whether improved coordinating mechanisms should be developed ,
and whether unnecessary burdens are placed on the public .
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thereby promote high quality decision making. This rule is designed to establish such a
process.

II. Discussion
The budget process described below is designed to codify a thorough and
deliberative process for both the PCAOB's preparation and the Commission's review of
PCAOB budgets. While it is recognized that circumstances might occur that lead the
Commission and PCAOB to agree to vary the process from time to time, the Commission
expects that it and the PCAOB will follow the practices in the rule to the fullest extent
practicable. The Commission also may waive any of the requirements set forth in this
rule if circumstances warrant. 7
References to the "PCAOB" in either this release or the rule are not intended to
require a vote or other official action by the members of the Board. Rather, the
Commission expects that actions under the rule will be performed as authorized in the
Act and the PCAOB 's bylaws. 8
A. Timetable

The rule contains a timetable that is designed to allow for a more meaningful
dialogue between the PCAOB and the Commission regarding the content of each budget.
The events and dates set forth in the timetable refer to the year immediately preceding the
budget year. 9

In addi tion, the Commission and PCAOB may assess whether changes to the rule are appropriate
after the completion of one or more budget cycles.
The PCAOB's bylaws are available on the PCAOB web site: http://www.pcaobus.org/.
9

The PCAOB has a calendar-year fiscal year. If the PCAOB changes its fiscal year to end on a date
other than December 31 , the Commission would interpret the timetable so that the dates would be
adjusted accordi ngly. For examp le, the narrative discuss ion of the PCAOB 's program issues and

6
The first item in the timetable calls for the PCAOB, by March 151\ to provide the
Commission with a narrative description of its program issues and outlook for the budget
year. This narrative is to contain a discussion of the significant factors that the PCAOB
anticipates may impact its resource needs in the budget year. The second step is for the
Commission, after consideration of the PCAOB narrative, to provid e the PCAOB with
budgetary guidance and economic assumptions by April 301h. The nature and extent of
guidance and assumptions may vary from year to year and may include genera l
information about the securities markets, the accounting profession, and other factors
impacting the range ofbudget resources that, in the opinion of the Commi ssion, are
needed by the PCAOB to cany out its statutory responsibiliti es.
The timetable calls for the PCAOB to provide the Commission each fiscal year
with a preliminary budget for the next fiscal year, and with a justification for that
preliminary budget, on or before the end of July. The new rule states that the budget and
budget justification should include, among other things, a detail ed budget pl an, analyses
of the PCAOB ' s programs and what the PCAOB expects to accomplish in the coming
budget year, and a di scussion ofhow the performance of the programs detailed in the
budget will lead to both the accomplishment of the PCAOB ' s long-term strategic goals
and the fulfillment of the PCAOB 's duties and responsibilities under the Act.
The timetable allows three months following the submission of the preliminary
budget and budget justification , August through October, for the Commission to analyze
the PCAOB's background materials and the documentation for its budget, and for the
Commission and the PCAOB to discuss the PCAOB 's programs, assumpti ons, proj ected
outlook for a fiscal year would be due on or before the fifteenth day of the third month of the
preceding PCAOB fiscal year.
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expenditures and receipts, and other information in or relevant to the preliminary budget
and the budget justification. By the end of this three month period , the timetable calls for
the Commission to "passback" the budget to the PCAOB with suggested revisions and
the Commission ' s preliminary views on the budget.
As required by section 109 of the Act, the timetable provides for the PCAOB to
approve its final budget before the end of the next month, which would be November 30.
As a result of the thorough process preceding the PCAOB 's approval, the PCAOB should
be in a position to submit its final budget to the Commission immedi ately after the
PCAOB approves it. This should permit the Commission, which would be familiar with
the budget based on the review of the preliminary budget and the budget justification and
communications wi th the PCAOB , to vote whether to approve the PCAOB budget and
the accounting support fee on or before December 23rd of each year.
In the course of reviewing prior PCAOB budgets, SEC Commissioners and staff
have met with PCAOB Board members and staff to discuss matters related to the budget
and the Commission understands that PCAOB Board members and staff will continue to
make themselves availabl e for such meetings. In addition, to the extent determined
appropriate, the Commission may ask the PCAOB to participate in meetings of the
Commi ssion to discuss m atters related to the budget and the PCAOB has expressed its
willingness, if requested by the Commission, to participate in such meetings.

B. Contents of the Budget and Budget Justification
As noted above, the rule provides for the preliminary budget, the budget
submitted for Comm ission approval, and the accompan ying budget justifi cati ons to
include comprehensive explanations of the PCAOB ' s budget pl an, past and projected

8

performance, and strategic goals. Under the rule, _the budget justification includes a
"performance budget" for the budget year, which, among other things, details what the
PCAOB plans to accomplish, organized by strategic goal , and a description of the
resources, means and strategies needed to accomplish those targets. The performance
budget also would contain the performance targets for the current year and the previous
year 10 and describe the resources, means and strategies needed to accomplish those
targets.
To facilitate analyses of the PCAOB's progress in meeting its goals and any
trends in its performance and financial operations, the rule provides for each budget to
include, among other infonnation, projected, and to the extent available actual,
expenditures and receipts for the budget year, the current year and the previous year (for
a total of three years). 11 The new rule also states that the budget will include beginningof-year and end-of-year headcounts for each program area. In addition, to facilitate the
Commission ' s analysis and approval of the budget, the rule indicates that the
Commission expects the budget and budget justification either to be consistent with or to
explain any deviations from the guidance and economic assumptions previously provided
by the Commission.
The new rule allows the PCAOB to include in its budget and accounting support
fee amounts that are necessary to build a reserve not to exceed the obligations expected to

10

II

For example, if the budget year is 2009 , the current year (in which the 2009 budget is being
prepared) would be 2008 , and the previous year would be 2007 . The Commission also recognizes
that, until the PCAOB publishes a comprehensive strategic plan, an increased number of
performance targets may be described in more qualitati ve than quantitative terms.
Proj ected and actual expenditures include salary, benefits, relocation and similar benefits. The
Commission will review such expenses to assess whether they are consistent with statutory
criteria.
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be incurred during the first five months immediately following the budget year, in order
to provide that the delays in the billing and collection of the accounting support fee that
are inherent in the statute, and significant unforeseen events, should not threaten the
liquidity of the organization. The funds in that reserve, however, may be used only in
accordance with the budget for that following fiscal year or a supplemental budget, as
approved by the Commission.
If the Commission has not approved a budget for a PCAOB fiscal year before the
beginning of that fiscal year, the rule provides that the PCAOB may spend funds from its
reserve and continue to incur obligations as if the last PCAOB budget approved by the
Commission were continuing in effect for the new fiscal year.
C. Commission-Approved Budgets

The statutory requirement that the Commission approve the PCAOB budget,
contained in section 109 of the Act, is consistent with the general oversight responsibility
with which the Commission is charged in section 107. These responsibilities for the
budget and operations of the PCAOB require the ability to promote changes in the
PCAOB budget when the Commission believes those changes are necessary or
appropriate. The rule makes clear, therefore, that while the Commission may not directly
change the budget, it may make its approval of a budget conditional on changes to
amounts and other aspects of the budget. The PCAOB, in tum, will have the opportunity
to consider the proposed changes and to vote again for final approval with or without the
changes. To prevent the possibility of missed deadlines, if differences have not been

.

resolved by December 23 then the terms ofthe most
recent conditional approval would
.
become the fin al budget.
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The budget approval requirement is also made more meaningful by limiting the
PCAOB 's ability to incur expenses and obligations to the general terms of the
Commission-approved budget. The rule makes clear that the PCAOB may not spend in a
budget year more than the overall expenditure amount specified in the Commissionapproved budget and may not transfer more than $1,000,000 into or out of any program
area without prior Commission approval of a supplemental budget. The rule also makes
clear that, once a budget is approved by the Commission, the PCAOB cannot use its
resources in a manner that is not fairly implied from the approved budget. For example,
without Commission approval, the PCAOB may not create a new program to perform
functions that are not included in that budget, or eliminate a program that is described in
that budget. ·
D. Supplemental Budgets

The new rule provides procedures for the PCAOB to seek Commission approval
either to spend amounts in excess of, or contrary to, the spending limitations set forth in
the rule. In these cases, the new rule provides for the PCAOB to submit a supplemental
budget to the Commission. 12 The supplemental budget is to describe, among other
things, the events or circumstances necessitating the supplemental budget request, why
the request should not or can not be postponed until the next regular annual budget
process, and the proposed source for the funds, including any offsets to be made in other
programs and activities.
E. Records

12

If there is an urgent need for the PCAOB to ob tain approval of a supp lementa l budget, the
Commission may act by duty officer or other mea ns to expedite the approval process.
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Under section 107(a) ofthe Act, 13 the Commission may adopt rules requiring the
PCAOB to make, keep, and furnish to the Commission such records and reports as the
Commission prescribes as necessary or appropriate in the public interest. 14 In addition,
all records of the PCAOB are subject to reasonable examinations by the representatives
of the Commission as the Commission deems necessary or appropriate in the public
interest, or the protection of investors, or otherwise in furtherance of the purposes of the
Act. 15 Pursuant to this authority, as well as the authority inherent in its duty to approve
the PCAOB budget, the new rule requires that the PCAOB maintain, and make available
to the Commission upon request, a strategic plan and other records in reasonable detail
that support each budget and budget justification.
In addition, the rule requires that the PCAOB prepare a report of its spending and
staffing levels for each quarter, comparing those levels to the levels in the Commission
approved budget. Within 30 business days after the end of the quarter, the PCAOB is
required to provide a copy of that report to the Commission.
F. Publication of B udget

Under the new rule, the interchange between the Commission and the PCAOB on
budget matters would begin with the PCAOB providing a narrative description of its
program issues and outlook in March and conclude with the Commission vote in
December. After the PCAOB provides the Commission with a description of program
issues and outlook, the Commission and PCAOB together will discuss ideas and consider
13

15 U.S.C. 7217(a), which provides that sections 17(a)(J) and 17(b )(I) of the Securities Exchange
Act of 1934 ("Exchange Act") , 15 U.S.C. 78q(a)(l) and 78q(b)(l) , shall apply to the PCAOB as
full y as if the PCAOB were a " registered securiti es associati on."

14

Section 17(a)(l ) of the Exchange Act, 15 U.S.C. 78q(a)( I) .

15

Section 17(b )(I) of the Exchange Act, 15 U.S. C. 78 q(b )(1 ).
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initial recommendations and proposals before the PCAOB approves its final budget in
November. During these initial discussions, neither organization will publish the
PCAOB 's budget, budget justification, supplemental budget, or any underlying materials
not otherwise intended for public distribution, until the time the budget is approved by
the PCAOB and submitted to the Commission for approval. 16 Once the PCAOB submits
its budget to the Commission, the rule provides for public disclosure, subject to any
applicable exemption under the Freedom of Information Act,

17

of the PCAOB budget

and budget justification, including the PCAOB 's "performance budget" for the budget
year.
G. Definitions

The rule defines certain terms that may arise in the discussion of budget matters.
The definitions are generally consistent with Office of Management and Budget
guidelines but have been adapted to apply to a private organization with the character and
functions of the PCAOB. 18
Ill. Administrative Procedure Act, Regulatory Flexibility Act, and Paperwork

Reduction Act

The Commission finds, in accordance with Section 533(b)(3)(A) of the
Administrative Procedure Act ("APA"), 19 that this revision rel ates solely to agency

16

This limitation does not restrict individual PCAOB members from genera lly commenting on their
individual views of the funding requirements of the organization or the status of the Board's
deliberations, either before or after the PCAOB adopts its budget.

17

Certain exemptions under the Freedom oflnformation Act ("FOIA"), including the exemption for
confidential financial information, may apply to some of the information provided to the
Conunission.

Ig

19

See genera lly, Office of Management and Budget Circular No. A- ll , at ,]20.3 (June 2005).
5 U.S.C. 553(b)(3)(A).
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organization, procedure or practice. It is, therefore, not subject to the provisions of the
APA requiring notice and opportunity for public comment. The Regulatory Flexibility
Act, 20 therefore, does not apply. Similarly, because these rules relate to "agency
organization, procedure or practice that does not substantially affect the rights or
obligations of non-agency parties," the Commission is not soliciting comments for
purposes of the Small Business Regulatory Enforcement Fairness Act. 2 1 The rules do not
contain any collection of information requirements as defined by the Paperwork
Reduction Act of 1995, as amended. 22
IV. Costs and Benefits of the Amendments

Taken as a whole, the Commission 's rules ofpra~tice, such as Informal and Other
Procedures, create governmental review and remedial processes. That is, they are
procedural and administrative in nature. The benefits are the familiar benefits of due
process: notice, opportunity to be heard, efficiency, and fairness. These benefits are
particularly applicable to the current amendments because the timetable, procedural steps,
and materials that are to be made available for Commission review should provide for a
more meaningful dialogue between the Commission and the PCAOB and enhance the
efficiency and fairness of the budget approval process. In addition, the PCAOB should
benefit by beginning each fiscal year with an approved budget, rather than operating for
the first few months of the year without such a budget.

20

5 U.S .C . 601 et seq.

21

5 U.S.C. 804(3)(C).

22

44 U.S.C. 3501 et seq.
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In general , the costs of the procedures in the Commission's rules of practice,
including Informal and other Procedures, fall largely on the Commission. In this
instance, the Act already requires the PCAOB each year to prepare and submit a budget
to the Commission for approval. While we anticipate that in the coming years the
PCAOB will devote more resources to the preparation of its budget, many of the cost
increases in this area are inherent in the maturing nature of the organization and are not
attributed solely to the adoption of the amendments. The implementation of a more
detailed budget process and the preparation of the materials that would be submitted
under the amendments, including quarterly updates on spending and staffing level s, are
fundamental to the effective management of a mature organization. Further, conducting
the budget preparation process over the period set forth in the new rule should make it a
more efficient and effective process.
As noted, the amendments set forth in this release relate to internal agency
management, increase the efficiency of the Commission's approval process, and promote
timely and meaningful communications between the Commission and the PCAOB.
V. Effect on Efficiency, Competition and Capital Formation

Section 2(b) of the Securities Act of 1933 23 and Section 3(f) of the Exchange
Act 24 require us, when engaging in rulemaking that requires us to consider or determine
whether an act is necessary or appropriate in the public interest, to consider whether the
action will promote efficiency, competition, and capital formation. Section 23(a)(2) of

u.s.c. 77b(b) .

23

15

24

15 U.S.C. 78c(f).
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the Exchange Act 25 prohibits us from adopting any rule that would impose a burden on
competition not necessary or appropriate in furtherance of the purposes of the Exchange
Act.
The amendments are intended to facilitate the Commission' s process for
approving the PCAOB budget. The amendments increase the efficiency of the
Commission' s approval process. The rule applies only to the PCAOB, which is an
organization established by Congress in the Act, and therefore the Commission does not
expect the rule to have an anti-competitive effect. Since there will be an increase in
efficiency, there will not be any adverse impacts on capital formation.
VI. Statutory Basis and Text of Amendments

These amendments to the Informal and Other Procedures are being adopted
pursuant to statutory authority granted to the Commission, including Section 19(a) ofthe
Securities Act of 1933, Sections 17 and 23(a) of the Securities Exchange Act of 1934 and
Sections 3(a) and 101 through 109 ofthe Sarbanes-Oxley Act of2002.
List of Subjects
17 CFR Part 202

Administrative practice and procedure, Securities.
Text of the Amendment

For the reasons set out in the preamble, Title 17, Chapter II of the Code of Federal
Regulations is amended as follows:
PART 202 - INFORMAL AND OTHER PROCEDURES

1.

25

The general authority citation for part 202 is revised to read as follows:

15 U.S.C. 78 w(a)(2).
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Authority: 15 U .S.C. 77s, 77t, 78d-1, 78u, 78w, 78ll(d), 79r, 79t, 77sss, 77uuu,
80a-37, 80a-41 , 80b-9, 80b-11, 7202 and 7211 et seq., unless otherwise noted.

*****
2. Add §202.11 to read as follows:

§ 202.11

Public Company Accounting Oversight Board budget approval

process.
(a)

Purpose. These procedures are established in connection with

consideration and approval of the budget and the accounting support fee for the Public
Company Accounting Oversight Board (PCAOB). Actions attributed to the PCAOB in
this section shall be performed as authorized by the Sarbanes-Oxley Act of 2002 and the
PCAOB ' s bylaws.
(b)

Definitions. For the purposes of this section, the following definitions

shall apply:
(1)

Budget category means a grouping of similar expenditures within the

PCAOB's budget. Budget categories shall include, among others: personnel, training,
recruiting and relocation expenses, information technology, consulting and professional
fees, travel, administrative expenses, lease costs and related expenses, and capital
improvements of facilities .
(2)

Budget justification means the justification for each annual budget,

prepared in concise and specific terms, covering all of the PCAOB ' s programs and
activities, and including, among other things as may be requested by the Commission:
(i)

A performance budget for the budget year;
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(ii)

An analysis of the PCAOB 's bud get, including a tabular presentation that

identifi es the budgetary resources required for each program area (with a breakout of
resources by budget category); a description of the budgetary resources identified in the
budget in the context of the PCAOB 's programs and activities; and an explanation of the
analysis used to determine the resources needed to accomplish each program and
strategic goal that demonstrates that reasonabl e opportunities for making more efficient
and effective use of resources have been explored;
(iii)

A description of the relationship between the results or outcomes the

PCAOB expects to achieve (as di scussed in the PCAOB's strategic plan) and the
resources requested in the budget;
(iv)

Assumptions underl ying the calculation of the working capital reserve as

permitted in paragraph (d)(3) of this section and assumptions underl ying PCAOB
estimates, including work years, program outputs, base compensation levels and
proposed compensation increases, and costs of inputs such as materials or contract costs;
(v)

A discussion of any models used to develop PCAOB estimates;

(vi)

Detailed funding levels for education, training, and travel of the PCAOB

workforce;
(vii)

Information suffici ent for the Commission to assess current and proposed

capital projects and information technology proj ects; and
(viii)

A statement that the PCAOB has considered relative costs and benefits in

formulating the programs, projects and acti vities described in the budget.
(3)

Budget year means the PCAOB fiscal year that is the subj ect of the budget

prepared and submitted by the PCAOB to the Commission for approval.

18

(4)

Current year means the PCAOB fiscal year that precedes the budget year,

and is the year in which the PCAOB prepares the budget.
(5)

Performance budget means a budget that presents what the PCAOB

proposes to accomplish in the budget year and what resources these proposals will
require, and that serves as the primary basis for the justification of the budget submitted
to the Commission for approval. The performance budget includes:
(i)

A description of what the PCAOB plans to accomplish, organized by

strategic goal;
(ii)

Background on what the PCAOB has accomplished , organized by

strategic goal;
(iii)

Analyses of the strategies the PCAOB uses to influence strategic

outcomes, including whether those strategies could be improved and, if so, how they
could be improved;
(iv)

Analyses of the programs that contribute to each goal and their relative

roles and effectiveness;
(v)

Performance targets for the budget year and the cmTent year and how the

PCAOB expects to achieve those targets, as well as actual performance levels achieved in
the year immediately preceding the current year;
(vi)

The budgetary resources the PCAOB is requesting to achieve those

(vii)

Descriptions of the operations, processes, staff skills, infonnation and

targets ;

other technologies, human resources, capital assets, and other resources to be used in
achieving the PCAOB 's performance goals; and
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(viii)

Descriptions of the programs, policies, and management, regulatory, and

other initiatives and approaches to be used in achieving the PCAOB ' s performance goals.
(6)

Preliminary budget means the draft budget submitted for initial

consideration by the Commi ssion, which shall be a complete or substantially comp lete
budget for the budget year, and which is accompanied by a budget justification.
(7)

Program area means the array of the bud geted amounts and other budget-

related data according to the major purpose served, such as registration, inspection,
standard-setting, enforcement, and administration.
(8)

Receipts means coll ections that result from issuers ' payments of

accounting support fees; public accounting firms ' paym ent of registration fees and fees
associated with annual reports; interest income; and other sources of revenue.
(9)

Strategic pl an means the PCAOB's overarching plan for accomplishing its

strategic goals, including forecasts for the current and four following years; estimates of
the effect that reasonably foreseeable changes impacting the auditing profession and
securities markets could have on program levels; and a discussion of the impact that
program levels and changes in methods of program delivery, including advances in
technology, could have on program operations and administrati on.
(1 0)

Supplemental budget means a budget or amendment thereto submitted to

the Commission for approval subsequent to Commission approval of the budget for the
budget year, when :
(i)

There is a need for additional fund s in a program area;

(ii)

Resources are to be appli ed in a manner not fa irl y impli ed in the

Commission-approved budget and budget justification, such as when programs are

20
created to perform functions that are not, or to perform functions in a way that is not,
fairly implied from the Commission-approved budget and budget justification; or
(iii)

Programs described in the Commission-approved budget and budget

justification are to be eliminated.
(c)

Timetable. The timetable for preparation and submission of the annual

budget is as follows :

Date

Event

On or before March 15

PCAOB provides a narrative of its program
issues and outlook for the budget year

On or before April 30

Commission provides economic
assumptions and general budgetary
guidance to the PCAOB

On or before July 31

PCAOB submits preliminary budget and
budget justification for Commission review

August - October

Consultation between Commission and
PCAOB; Commission staff conducts
review ofPCAOB preliminary budget,
budget justification and related information
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On or before October 31

Commission passback of budget to the
PCAOB with proposed revisions

On or before November 30

PCAOB adopts budget and submits it,
along with the budget justification, to the
Commission

On or before December 23

(d)

Commission votes on the PCAOB budget

Contents ofbudget. (1) To facilitate Commission review and approval ,

each budget (including each preliminary budget and budget submitted for Commission
approval) shall :
(i)

Be accompanied by a budget justification.

(ii)

Include infonnation for the budget year, the current year, and the year

immediately preceding the current year, regarding actual or projected spending by
program area, receipts, debt, and employment levels.
(iii)

Be consistent with, or explain any deviations from , the economic

assumptions and budgetary guidance provided by the Commission.
(iv)

Include statements ofPCAOB programs, initiatives and strategies for the

budget year.
(v)
area.

Earmark each amount for a specific budget category within a program
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(vi)

Include planned beginning-of-year and end-of-year headcounts for each

program area.
(2)

Each budget submitted for Commission approval shall be consistent with

the preliminary budget and any revisions proposed by the Commission when the budget
was passed from the Commission back to the PCAOB or explain any changes from the
preliminary budget and/or such proposed revisions.
(3)

In addition to amounts needed to fund disbursements during the budget

year, a budget may reflect receipts in amounts needed to fund expected disbursements
during a period not to exceed the first five months of the fi scal year immediately
following the budget year (the working capital reserve), provided such amounts shall be
di sbursed only as specified in the following year's budget or in a supplemental budget
approved by the Commission.
(4)

In approving the budget the Commission may not change the amounts

earmarked for programs, program areas, or activities, or any other aspects of the budget;
provided, that if the budget is conditionally rather than finally approved, then the
Commission may transmit to the Board such proposed changes as are consistent with the
preliminary budget and any revisions previously proposed by the Commi ssion when it
passed the budget back to the PCAOB . No proposed reduction or increase may be
greater than that included in the preliminary budget and any revisions previously
proposed by the Commission when it passed the budget back to the PCAOB.
(5)

In the event the budget is conditionally approved by the Commi ssion, the

PCAOB shall have the opportunity to consider the changes proposed by the Commission
and to vote again for fina l approval of the budget as amended. If thi s iterative process
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has not resolved differences between the Commission and the PCAOB by December 23,
then the terms of the most recent conditional approval shall become final, and the budget
shall be deemed finally approved.
(e)

Limitation on spending. (1) The PCAOB shall not spend in a budget year

more than the amount specified in the Commission-approved PCAOB budget for that
year, regardless of the source of the funds , unless such expenses have been approved by
the Commission through a supplemental budget request.
(2)

Funds may be disbursed by the PCAOB only in accordance with the

Commission approved budget, provided however, during the budget year the PCAOB
may transfer amounts totaling not more than $1,000,000 into or out of each program area
without prior Commission approval. Further, the PCAOB shall not:
(i)

Apply its resources in a ma1mer not fairly implied in the Commission-

approved budget and budget justification, such as to create programs to perform functions
that are not, or to perform functions in a way that is not, fairly implied from the
Commission-approved budget and budget justification, or
(ii)

Eliminate programs described in the Commission-approved budget and

budget justification.
(3)

In the event that the Commission has not approved a budget for a PCAOB

fiscal year before the beginning of that fiscal year, the PCAOB m ay spend funds from the
reserve and continue to incur obligations as if the PCAOB budget or supplemental budget
most recently approved by the Commission were continuing in effect for that fiscal year.
(f)

Supplemental budget. (1) The PCAOB may submit to the Commi ssion a

request for approval of a supplemental budget subsequent to Commi ssion approval of the
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budget for the budget year in order to spend any amounts in excess of, or contrary to, the
limitations described in paragraphs (e)(l) and (e)(2) of thi s section.
(2)

To facilitate Commission review and approval, a supplemental budget

shall include:
(i)

Detailed information regarding the impact of the supplemental budget on

each affected program area, including costs by cost category, proj ect or activity;
(ii)

A statement regarding how the supplemental budget facilitates the

strategic and policy goals of the PCAOB ;
(iii)

Information indicating why the amount was not included in the budget for

the current year, including a description of any subsequent and unforeseen events or
circumstances necessitating the supplemental budget request;
(iv)

Infonnation indicating why the request should not or can not be postponed

until the next regular annual budget process; and
(v)

The proposed source for the funds, including any offsets to be made

elsewhere in the PCAOB ' s programs and activities.
(g)

Maintenance of records; reports. (1) The PCAOB shall maintain, and

make available to the Commission or Commission staff upon request, a strategic plan and
records in reasonable detail that support each preliminary budget, budget, budget
justification, supplemental budget and other report or communication in compli ance with
thi s secti on, including past and projected receipts, outlays, obligations, and employment
levels.
(2)

The PCAOB is requi red to maintain and, within 30 business days after the

end of each fiscal quarter, to furni sh to the Commission a report of its spending and
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staffing levels for the quarter just ended, comparing those levels to the levels in the
Commission approved budget.
(h)

Publication of budget. (1) Following submission of the PCAOB-

approved budget to the Commission, such budget and budget justification, subject to any
applicable exemption under the Freedom oflnformation Act, shall be made available to
the public. Neither the Commission nor the PCAOB shall publish a preliminary budget,
budget, budget justification, or any underlying materials in connection therewith, until
such time as the budget is approved by the PCAOB and submitted to the Commission for
its approval.
(2)

Supplemental budgets shall be made public, following approval by the

PCAOB and submission to the Commission, in the same manner as described in
paragraph (h)(l) of this section.
(3)

The Commission-approved budget shall be made available to the public at

the time of such approval.
(i)

Waivers of rule provisions. The Commission, in its discretion, may waive

compliance with any provision of this §202.11.

By the Commission.

Nancy Morris
Secretary

July 18, 2006

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 54172 I July 19, 2006
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2460 I July 19, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12369

In the Matter of
L. MICHAEL HART,
Respondent.

ORDER INSTITUTING CEASE-ANDDESIST PROCEEDINGS, MAKING
FINDINGS, AND IMPOSING A CEASEAND-DESIST ORDER PURSUANT TO
SECTION 21 C OF THE SECURITIES
EXCHANGE ACT OF 1934

I.

The Securities and Exchange Commission ("Commission") deems it appropriate that ceaseand-desist proceedings be, and hereby are, instituted pursuant to Section 21 C of the Securities
Exchange Act of 1934 ("Exchange Act"), against L. Michael Hart ("Hart" or "Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over him and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting Ceaseand-Desist Proceedings, Making Findings, and Imposing a Cease-and-Desist Order Pursuant to
Section 21C of the Securities Exchange Act of 1934 ("Order"), as set forth below.

,.
III.
On the basis of thi s Order and Respondent's Offer, the Commission finds that:
Respondent

1.
Hart, 58, is a resident of Fort Pierce, Florida. He was Endocare, Inc.'s director of
sales for the Southeastern region throughout the relevant period and was an employee ofEndocare
from July 1, 1999 to June 3, 2004. Prior to joining Endocare in 1999, Hart had almost twenty
years of sales and/or managerial experience in the healthcare industry. His experience ranged from
selling disposable healthcare products and healthcare software to managing pharmacies and sales
associates.
Relevant Entity

2.
Endocare, Inc. is a Delaware corporation, with its principal place of business in
Irvine, California. Endocare's common stock is registered with the Commission pursuant to
Section 12(g) of the Exchange Act and was listed on the Nasdaq Stock Market until January 16,
2003, when it was delisted for Endocare's failure to fi le its periodic reports with the Commission.
Endocare's common stock currently trades in the Pink Sheets.
Background

3.
The conduct described in this order concerns the reporting of false financial
information and other misleading disclosures caused by an Endocare regional sales manager in
Endocare's reports filed with the Commission for fiscal years 2001 and 2002. Endocare develops
and distributes medical devices for use in the treatment of various types of cancers and urological
ai lments. Endocare generates most of its revenue from the sale of its cryocare surgical system
(known as a "box") and disposable probes that are used with the box in the treatment. Throughout
2001 and 2002, Endocare engaged in improper revenue recognition practices and improperl y
understated or delayed the recognition of expenses to inflate earnings. These actions resulted in
Endocare's filing of financial statements that overstated revenue by at least 16% for fiscal year
2001 , 17% for the first quarter of2002, and 33% for the second quarter of2002. Additionally,
Endocare's financial statements understated its pre-tax Joss fo r 2001 by at least 20%, and falsely
reported profits for the first two quarters of 2002, rather than substantial losses.
4.
Endocare improperly recognized revenue on box sales involving various
contingent terms. These transactions included improper bill-and-hold sales in which product was
shi pped to an Endocare-controlled storage fac ility tmti l the equipment could be resold or tmtil it
generated sufficient revenues to support payment, and side letters that included indeterminate
payment terms, continuing obligations, or certain guarantees regarding minimum procedures. As
Endocare 's Southeast regional sales director during the relevant time, Hart was involved in
negotiating and executing several of these side letters with customers.
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Side Letters
5.
In September 2001, Hart was involved in negotiating a box sale to a physician in
Gainesville, Florida that contained an undisclosed side letter. Specifically, Hart and Endocare's
chief executive officer ("CEO") contacted the physician and requested that he take delivery of a
box for $250,000 pending the ultimate sale to the physician's associate, who was interested in
forming a physician partnership to purchase a box. This contingency was not included on the
purchase order. The box was shipped to Endocare's storage facility in Florida, where it remained
through October 2002. Endocare recognized revenue on the box for the quarter ended September
30, 2001, which was improper given the contingency.
6.
In December 2001, Hart executed a side letter with a physician in Celebration,
Florida regarding a box purchase. Endocare's CEO initiated the negotiations with the physician
and then directed Hart to send the physician a purchase order and side-letter agreement. Hart's
side letter to the physician stated that the physician was purchasing the unit on behalf of a
physician-owned company and that the company was still in the process of formation . The side
letter also stated that Endocare would assist in the formation and resale of the box into existing
targeted or future partnerships and that when the company was formed, the physician could
transfer some or all ownership of the box to the company. The contingency was not included on
the purchase order. Endocare recognized revenue on the box for the quarter ended December 31,
2001, which was improper given the contingency.
7.
In March 2002, Hart provided a side letter to the representative/managing partner of
a South Florida venture partnership that memorialized their discussions regarding the sale of a box
for $250,000. The side letter stated that the box being sold to the partnership's representative was
intended for another physician and that Endocare would pay this representative a $25,000
commission upon the resale of the unjt. Endocare then shipped the box to the Endocare storage
facility in Florida. Hart did not include the contingency on the purchase order. Endocare
recognjzed revenue on the box for the quarter ended March 31, 2002, which was improper given
the contingency.
8.
In June 2002, Hart negotiated the sale of a box to a partnership that included five
limited partners and one general partner, in a transaction that included a side letter committing
Endocare to help resell the box. The purchase order was only signed by the limited partner
physicians, not representatives of the general partner in the venture. The partnership agreement
included a clause whereby the physicians were able to sell back their interest in the partnership to
the general partner in the event the venture failed. Hart knew about the physicians' option to
withdraw from the partnership. Endocare recognjzed revenue on the box for the quarter ended
June 30, 2002, which was improper given the contingency.

Legal Discussion
9.
Section 13(a) of the Exchange Act and Rules 13a-1 and 13a-13 thereunder require
issuers of securities registered pursuant to Section 12 of the Exchange Act, such as Endocare, to
file with the Commission accurate annual and quarterly reports. An issuer violates these
3

provisions if it files a report that contains materially false or misleading information. SEC v.
FalstaffBrewing Corp., 629 F.2d 62, 72 (D.C. Cir. 1980); SEC v. Savoy Indus., Inc., 587 F.2d
1149, 1165 (D.C. Cir. 1978). Rule 12b-20 under the Exchange Act similarly requires that these
reports contain any material information necessary to make the required statements made in the
reports not misleading. Moreover, Regulation S-X requires that financial statements filed with
the Commission pursuant to Section 13(a) of the Exchange Act be prepared in accordance with
Generally Accepted Accounting Principles. Otherwise, such financial statements shall be
presumed inaccurate.
10.
Section 13(b )(2)(A) of the Exchange Act requires reporting companies registered
pursuant to Section 12 of the Exchange Act to "make and keep books, records, and accounts,
which in reasonable detail, accurately and fairly reflect the transactions .. . of the issuer."
11.
Section 21 C of the Exchange Act provides that the Commission may order any
person who is or was a cause of a violation of any provision of the Exchange Act, due to an act
or omission the person knew or should have known would contribute to the violation, to cease
and desist from committing or causing such violations.
12.
Hart caused Endocare's violations of Sections 13(a) and 13(b)(2)(A) ofthe
Exchange Act and Rules 12b-20, 13a-1, and 13a-13 thereunder by providing undisclosed side
letters to customers that contained contingent terms that Endocare would help resell the
equipment. Hart's failure to include the contingent terms in the purchase orders caused
Endocare to improperly recognize revenue and file misleading reports .
Undertakings

13.
Respondent has undertaken to cooperate fully with the Commission and its staff
in connection with this action and any related judicial or administrative proceeding or
investigation commenced by the Commission or to which the Commission is a party. In
particular, Respondent agrees to: (i) make himself available for interviews and appearances at
such times and places as the staff requests upon reasonable notice; (ii) accept service and
promptly respond to notices or subpoenas issued by the Commission for documents or testimony
at depositions, hearings, or trials, or in connection with any related investigation by Commission
staff; (iii) appoint Respondent's attorney in this matter as agent to receive service of such notices
and subpoenas; (iv) with respect to such notices and subpoenas, waives the territorial limits on
service contained in Rule 45 of the Federal Rules of Civil Procedure and any applicable local
rules, provided that the party requesting the testimony reimburses Respondent's travel, lodging,
and subsistence expenses at the then-prevailing U.S. Government per diem rates; and (v) consent
to personal jurisdiction over Respondent in any United States District Court for purposes of
enforcing any such subpoena.
14.
In determining whether to accept the Offer, the Commission has considered these
undertakin gs.
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IV.
In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Respondent's Offer.
Accordingly, it is hereby ORDERED that:
Respondent cease and desist from causing any violations and any future violations of
Sections 13(a) and 13(b)(2)(A) ofthe Exchange Act and Rules 12b-20, 13a-l, and 13a-13
thereunder.
By the Conunission.

AJaM~~
Nancy M. Morris
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 54187 I July 20, 2006
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2462 I July 20, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-9303

In the Matter of
Richard J. Lajoie, Jr.

ORDER GRANTING APPLICATION FOR
REINSTATEMENT TO APPEAR AND PRACTICE
BEFORE THE COMMISSION AS AN ACCOUNT ANT
RESPONSIBLE FOR THE PREPARATION OR
REVIEW OF FINANCIAL STATEMENTS REQUIRED
TO BE FILED WITH THE COMMISSION

On April30, 1997, Richard J. Lajoie, Jr. ("Lajoie") was suspended from appearing or
practicing as an accountant before the Commission as a result of settled public administrative
proceedings instituted by the Commission against Lajoie pursuant to Rule 102(e) of the
Commission's Rules ofPractice. 1 Lajoie consented to the entry of the April 30, 1997 order, and
imposition of the remedial sanctions set forth therein, without admitting or denying the findings
of the order but for the Commission's finding that a Final Judgment and Permanent Injunction
and Other Equitable Relief had been previously entered against him.
From 1987 until November 1994, Lajoie served as controller for Structural Dynamics
Research Corporation ("SDRC"), an Ohio corporation with its principal place of business in
Milford, Ohio. During this time, SDRC inflated revenue and earnings by recognizing both
premature and fictitious revenue. The Commission alleged that Lajoie knew or was reckless in
not knowing that SDRC improperly recognized certain material amounts of revenue. In addition,
Lajoie allegedly omitted to state certain material information to SDRC's auditors. Finally, the
Commission alleged that by such conduct, Lajoie violated the antifraud and certain other
provisions ofthe federal securities laws.

1

See Accounting and Auditing Enforcement Release No. 910, dated April30, 1997. Lajoie was permitted, pursuant
to the order, to apply for reinstatement after five years upon making certain showings.

This order is issued in response to Lajoie's application for reinstatement to practice
before the Commission as an accountant responsible for the preparation or review of financial
statements required to be filed with the Commission.
In his capacity as a preparer or reviewer, or a person responsible for the preparation or
review of financial statements required to be filed with the Commission, Lajoie attests that he
will have his work reviewed by the independent audit committee of any company for which he
works, or in some other manner acceptable to the Commission, while practicing before the
Commission in this capacity. Lajoie is not, at this time, seeking to appear or practice before the
Commission as an independent accountant. Ifhe should wish to resume appearing and
practicing before the Commission as an independent accountant, he will be required to submit an
application to the Commission showing that he has complied and will comply with the terms of
the original suspension order in this regard. Therefore, Lajoie's suspension from practice before
the Commission as an independent accountant continues in effect until the Commission
determines that a sufficient showing has been made in this regard in accordance with the terms of
the original suspension order.
Rule 102( e)( 5) of the Commission's Rules of Practice governs applications for
reinstatement, and provides that the Commission may reinstate the privilege to appear and
practice before the Commission "for good cause shown."2 This "good cause" determination is
necessarily highly fact specific.
On the basis of infonnation supplied, representations made, and undertakings agreed to
by Lajoie, it appears that he has complied with the terms of the April 30, 1997 order suspending
him from practice before the Commission as an accountant, that no information has come to the
attention of the Commission relating to his character, integrity, professional conduct or
qualifications to practice before the Commission that would be a basis for adverse action against
him pursuant to Rule 102(e) ofthe Commission's Rules ofPractice, and that Lajoie, by
undertaking to have his work reviewed by the independent audit committee of any company for
which he works, or in some other manner acceptable to the Commission, in his practice before
the Commission as a preparer or reviewer of financial statements required to be filed with the
Commission, has shown good cause for reinstatement. Therefore, it is accordingly,

2

Rule 102(e)(5)( i) provides:

"An application for reinstatement of a person pennanently suspended or disqualified under paragraph (e)(!) or ( e)(3)
of this section may be made at any time, and the applicant may, in the Commission ' s discretion, be afforded a
hearing; however, the suspension or disqualification shall continue unless and until the app licant has been reinstated
by the Commission for good cause shown." 17 C.F.R. § 201.1 02(~)(5)(i).

ORDERED pursuant to Rule 102(e)(5)(i) ofthe Commission's Rules ofPractice that
Richard J. Lajoie, Jr. is hereby reinstated to appear and practice before the Commission as an
accountant responsible for the preparation or review of financial statements required to be filed
with the Commission.
By the Commission.

Nancy M. Morris
Secretary

•

•

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 54188 I July 21, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12370
In the Matter of
CYBERCARE, INC.
Responden t.

ORDER INSTITUTING PROCEEDINGS, MAKING
FINDINGS, AND REVOKING REGISTRATION OF
SECURITIES PURSUANT TO SECTION 120) OF
THE SECURITIES EXCHANGE ACT OF 1934

I.
The Securities and Exchange Commission ("Commission") deems it necessary and
appropriate for the protection of investors that proceedings be, and hereby are, instituted pursuant
to Section 12(j) of the Securities Exchange Act of 1934 ("Exchange Act"), against CyberCare, Inc.
("CyberCare" or "Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over it and the subj ect matter of these
proceedings, Respondent consents to the entry of this Order Instituting Proceedings, Making
Findings, and Revoking Registration of Securities Pursuant to Section 12(j) of the Securities
Exchange Act of 1934 ("Order"), as set forth below.
III.

On the basis of this Order and Respondent's Offer, the Commission finds that:

A.
CyberCare, a Florida corporation based in Boynton Beach, Florida, is a technology
assisted health management company. The common stock of CyberCare has been registered under
Section 12(g) ofthe Exchange Act since October 1992. CyberCare's stock was quoted on the
NASDAQ from at least April 2000 until August 2002 when it was delisted. The stock is currently
quoted on the Pink Sheets, LLC.
CyberCare has failed to comply with Section 13(a) of the Exchange Act and R,ules
B.
13a-1 and 13a-13 thereunder, while its common stock was registered with the Commission in that
it has not filed an annual report on Form 10-KSB since April 15, 2002 or quarterly reports on Form
10-QSB since November 20, 2002.
IV.
Section 12(j) of the Exchange Act provides as follows:
The Commission is authorized, by order, as it deems necessary or appropriate for the
protection of investors to deny, to suspend the effective date of, to suspend for a period not
exceeding twelve months, or to revoke the registration of a security, if the Commission finds, on
the record after notice and opportunity for hearing, that the issuer of such security has fai led to
comply with any provision of this title or the rules and regulations thereunder. No member of a
national securities exchange, broker, or dealer shall make use of the mails or any means of
instnunentality of interstate commerce to effect any transaction in, or to induce the purchase or sale
of, any security the registration of which has been and is suspended or revoked pursuant to the
preceding sentence.

In view of the foregoing, the Commission finds that it is necessary and appropriate for the
protection of investors to impose the sanction specified in Respondent' s Offer.
Accordingly, it is hereby ORDERED, pursuant to Section 12(j) of the Exchange Act, that
registration of each class ofRespondent's securities registered pursuant to Section 12 ofthe
Exchange Act be, and hereby is, revoked.
By the Commission.

Nancy M. Morris

~;~&f.--

lXfl!Lynn Ta~ •.

Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
INVESTMENT ADVISERS ACT OF 1940
Release No. 2536 I July 21, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12371
ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 203(f) OF THE
INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS

In the Matter of
JUSTIN HUSCHER,
Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 203(£) of the fuvestment Advisers Act of 1940 ("Advisers Act") against Justin Huscher
("Huscher" or "Respondent").
II.

fu anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III.2 below, which are admitted, Respondent
consents to the entry of this Order fustituting Administrative Proceedings Pursuant to Section
203(£) of the fuvestment Advisers Act of 1940, Making Findings, and Imposing Remedial
Sanctions ("Order"), as set forth below.

J
III.
On the basis of this Order and Respondent's Offer, the Commission finds that:
1.
At all relevant times, Buscher was a person associated with Madison
Dearborn Partners, LLC and Madison Dearborn Partners, Inc. (collectively, "MDP"), which acted
as unregistered investment advisers under the Advisers Act. Buscher was a managing director of
MDP, as well as an investor in limited partnership funds managed by MDP. In August 2004,
Buscher resigned from MDP. Buscher, 52 years old, is a resident of Chicago, Illinois.
2.
On June 28, 2006, a final judgment was entered by consent against Buscher,
permanently enjoining him from future violations of Section 1O(b) of the Securities Exchange Act
of 1934 and Rule 1Ob-5 thereunder, in the civil action entitled Securities and Exchange
Commission v. Justin Buscher, Civil Action Number 06C-3397, in the United States District Court
for the Northern District Of Illinois.
3.
The Commission's complaint alleged that Buscher engaged in insider
trading based on material, nonpublic information he obtained by virtue of his position as a
managing director at MDP. The complaint alleged that Buscher learned that an investor
consortium (of which MDP was previously a member) had reached an agreement to acquire
UniSource Energy Corporation ("UniSource") prior to the public announcement of the acquisition .
The complaint alleged that, in violation of the fiduciary and other similar duties of trust and
confidence he owed to UniSource and MDP, among others, Buscher purchased 8,000 shares of
UniSource common stock at prices ranging from $19.45 to $19.55 per share. The complaint
alleged that, following the announcement of the acquisition ofUniSource, UniSource stock traded
at a high of$24.90 per share before closing at $24.49, up $5.09 per share, or approximately 26%.
Lastly, the complaint alleged that, as a result ofhis misappropriation of material, nonpublic
information, Buscher obtained unrealized profits of $54,692.25 .

IV.
In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Buscher's Offer.
Accordingly, it is hereby ORDERED:
Pursuant to Section 203(f) of the Advisers Act, that Respondent Buscher be, and hereby is
barred from association with any investment adviser, with the right to reapply for association after
four years to the appropriate self-regulatory organization, or if there is none, to the Commission;
Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
2
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as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.
By the Commission.

By: J. Lynn Taytor
Assistant Secretary
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UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 54197 I July 24, 2006
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2463 I July 24, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12374

ORDER INSTITUTING ADMINISTRATIVE
PROCEEDINGS PURSUANT TO RULE
102(e) OF THE COMMISSION'S RULES OF
PRACTICE, MAKING FINDINGS, AND
IMPOSING REMEDIAL SANCTIONS

In the Matter of
Weston L. Smith, CPA
Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against Weston
L. Smith ("Respondent" or "Smith") pursuant to Rules 102( e)(2) and 102( e)(3)(i) of the
Commission's Rules ofPractice.'
Rule 102( e)(2) provides, in relevant part, that:
Any . . . person who has been convicted of a felony or a misdemeanor involving moral
turpitude shall be forthwith suspended from appearing or practicing before the Commission.
Rule 102( e)(3 )(i) provides, in relevant part, that:
The Commission, with due regard to the public interest and without preliminary hearing,
may, by order, ... suspend from appearing or practicing before it any ... accountant ... who has
been by name .. . permanently enjoined by any court of competent jurisdiction, by reason of his
or her misconduct in an action brought by the Commission, from violating or aiding and abetting

II.
In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jmisdiction over him and the subject matter of these
proceedings, and the findings contained in Sections III, 3 and III, 5 below, which are admitted,
Respondent consents to the entry of this Order Instituting Administrative Proceedings Pursuant to
Rule 102(e) ofthe Commission's Rules ofPractice, Making Findings, and Imposing Remedial
Sanctions ("Order"), as set forth below.

III.
On the basis ofthis Order and Respondent's Offer, the Commission finds that:

1.
Smith, age 44, is and has been a certified public accountant licensed to practice in
the State of Alabama. Smith was an officer in the Reimbursement Department ofHealthSouth
Corporation ("HealthSouth") from 1987 through March 2000. Smith was the Controller of
HealthSouth from March 2000 to August 2001 and was Chief Financial Officer ofHealthSouth
from August 2001 to August 2002.
2.
HealthSouth was, at all relevant times, a Delaware corporation with its principal
place of business in Birmingham, Alabama. HealthSouth was in the business of, among other
things, providing outpatient diagnosis and surgery. At all relevant times, HealthSouth's common
stock was registered with the Commission pursuant to Section 12(b) of the Securities Exchange Act
of 1934 ("Exchange Act"), and traded on the New York Stock Exchange.
3.
On March 31, 2003, the Commission filed a complaint against Smith in SEC v.
Weston L. Smith, et al., (Civil Action No. CV-03-C-0720-S, amended to CV-03-C0-0720-S). On
July 14, 2006, 2006, the court entered an order permanently enjoining Smith, by consent, from
future violations of Section 17( a) of the Securities Act of 1933 and Sections 1O(b) and 13(b)(5) of
the Exchange Act and Rules 1Ob-5 and 13b2-1 thereunder, and from aiding and abetting violations
of Sections lO(b), 13(a), 13(b)(2)(A) and 13(b)(2)(B) ofthe Exchange Act and Rules 12b-20, 13a1 and 13a-13 thereunder.
4.
The Commission's complaint alleged, among other things, that Smith and other
senior officers ofHealthSouth, engaged in a fraudulent scheme which resulted in HealthSouth
filing materiall y false and mi sleading financial statements in the company 's ann ual reports on
Forms 10-K and periodic reports on Fmms 10-Q from 1997 through 2002. Among other

the violation of any provision of the Federal securities laws or of the rules and regulations
thereunder.
2

things, the complaint alleged that Smith directed other HealthSouth employees to make entries
on the company's books which fraudu lently overstated income and reflected fictitious assets in
amounts which matched generally the fraudulent overstatements of income. The complaint
alleged that the fraudulent entries were designed to avoid detection by HealthSouth ' s
independent auditors .
5.
On September 23,2005, a judgment of conviction was entered against Smith in
United States v. Smith, CR-03-PT-0126-S, in the United States District Court for the Northern
District of Alabama, finding him guilty of one count of conspiracy to commit wire fraud and
securities fraud, one count of filing false reports with the Commission and one count of filing a
false certification of financial information with the Commission.
6.
As a result of this conviction, Smith was sentenced to 27 months incarceration
followed by one year of supervised release, and was ordered to forfeit $1.5 million .

IV.
In view of the foregoing, the Commission finds that Smith has been convicted of a felony
within the meaning of Rule 102(e)(2) of the Commission's Rules of Practice. The Commission
deems it appropriate and in the public interest to impose the sanction agreed to in Respondent
Smith's Offer.
Accordingly, it is hereby ORDERED, effective immediately, that:
Smith is forthwith suspended from appearing or practicing before the C01mnission as an
accountant.
By the Commission.

Nancy M. Morris

SecrOvjJ )0 .~
By:aii-M. Peterson

Assistant Secretary
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UNITED STATES OF AMERICA
Jl ~'(- fa,~J..o/~
Before the
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SECURITIES AND EXCHANGE COMMISSION
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SECURITIES EXCHANGE ACT OF 1934
Release No. 54193 I July 24, 2006
INVESTMENT ADVISERS ACT OF 1940
Release No. 2537 I July 24, 2006
INVESTMENT COMPANY ACT OF 1940
Release No. 27424 I July 24, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12372

ORDER INSTITUTING
ADMINISTRATIVE AND CEASEAND-DESIST PROCEEDINGS
PURSUANT TO SECTIONS 15(b)
AND 17A(c) OF THE SECURITIES
EXCHANGE ACT OF 1934,
SECTIONS 203(e) AND 203(k) OF
THE INVESTMENT ADVISERS ACT
OF 1940 AND SECTIONS 9(b) AND
9(f) OF THE INVESTMENT
COMPANY ACT OF 1940, MAKING
FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A
CEASE-AND-DESIST ORDER

In the Matter of
Waddell & Reed, Inc., Waddell & Reed
Investment Management Company, and
Waddell & Reed Services Company,
Respondents.

I.
The United States Securities and Exchange Commission (the "Commission") deems it
appropriate and in the public interest that administrative and cease-and-desist proceedings be,
and hereby are, instituted pursuant to Sections 15(b) and 17A( cj of the Securities Exchange Act
of 1934 ("Exchange Act"), Sections 203(e) and 203(k) of the Investment Advisers Act of 1940
("Advisers Act"), and Sections 9(b) and 9(f) of the Investment Company Act of 1940
("Investment Company Act") against Waddell & Reed, Inc. ("W &R"), Waddell & Reed

Investment Management Company ("W &R Investment Management"), and Waddell & Reed
Services Company ("W &R Services") (collectively "Respondents").
II.

In anticipation of the institution of these proceedings, the Respondents have submitted an
Offer of Settlement (the "Offer") that the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except those findings pertaining to the jurisdiction of the Commission over the
Respondents and the subject matter of these proceedings, which are admitted, the Respondents
consent to the entry of this Order Instituting Administrative and Cease-and-Desist Proceedings
Pursuant to Sections 15(b) and 17A(c) of the Securities Exchange Act of 1934, Sections 203(e)
and 203(k) of the Investment Advisers Act of 1940 and Sections 9(b) and 9(f) of the Investment
Company Act of 1940, Making Findings, and Imposing Remedial Sanctions and a Cease-andDesist Order ("Order") as set forth below.
III.

On the basis of this Order and Respondents' Offer, the Commission finds that:
OVERVIEW

1.
Pursuant to written agreements, the Respondents permitted a number of
individuals and entities (the "Market Timers" or "Timers") to market time certain funds in the
Waddell & Reed mutual fund complex ("Waddell & Reed funds") , subj ect to certain limitations
on the number, amount and frequency of trades, from at least as early as 1995 through 2003
("Timing Agreements"). Beginning in December 1998 and continuing through the fall of 2003,
W &R Services and/or W &R collected a total of $3.6 million in asset-based fees from three of
these Timers (the "Fee Paying Timers") pursuant to Timing Agreements with those entities.
During the relevant period, Respondents had internal procedures designed to prevent or limit
market timing, and the Wad dell & Reed funds had prospectus disclosures that fostered the
impression that the funds discouraged timing. Nevertheless, Respondents permitted the Fee Paying
Timers to time certain Waddell & Reed funds, and they permitted Timers, including the Fee
Paying Timers, to time in the Waddell & Reed Advisors International Growth Fund (the
"International Fund"), even though they knew that the Timers were harming that fund by diluting
other investors' returns.
2.
Market timing includes (a) frequent buying and selling of shares of the same
mutual fund or (b) buying or selling mutual fund shares in order to exploit inefficiencies in
mutual fund pricing. Market timing, while not illegal per se, can harm other mutual fund
shareholders, because it can dilute the value of their shares if the market timer is exploiting
pricing inefficiencies. Market timing can also disrupt the management of the mutual fund's
investment portfolio, and frequent buying and selling of shares by market timers can cause the
targeted mutual fund to incur costs it would not incur in the absence of the market timing.
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3.
The Timing Agreements benefited the Respondents financially. In addition to
asset-based advisory fees that W&R Investment Management earned, W&R and/or W&R
Services also received asset-based fees from the Fee Paying Timers under the Timing
Agreements. Because the timing that the Respondents permitted in return for those financial
benefits potentially could (and at times did) harm the funds, W &R Investment Management had
a conflict of interest. It failed to disclose adequately the facts underlying that conflict to the
board of directors of the mutual funds or the shareholders of the mutual funds, thereby breaching
its fiduciary duty to the mutual funds.
RESPONDENTS
4.
W &R, a Delaware corporation headquartered in Overland Park, Kansas, is a
subsidiary of Waddell & Reed Financial, Inc. W &R has been dually registered with the
Commission as a broker-dealer and investment adviser since 1982. During the pertinent period,
W &R acted primarily as the national distributor and underwriter for shares of Waddell & Reed
funds. Currently, W &R distributes the Waddell & Reed Advisors Funds, a group of the Waddell
& Reed funds.
5.
W&R Investment Management, a Kansas corporation headquartered in
Overland Park, Kansas, has been registered with the Commission as an investment adviser since
January 1992. During the pertinent period, W &R Investment Management, which is a subsidiary
of W &R, provided investment management and advisory services to the Waddell & Reed funds,
and currently it provides such services to the Waddell & Reed Advisors funds .
6.
W&R Services, a Missouri corporation headquartered in Overland Park, Kansas,
has been registered with the Commission as a transfer agent since August 1992. W &R Services,
which is a subsidiary of W &R, provides transfer agent and other services to affiliated Waddell &
Reed funds.
FACTS
Market Timing Agreements
7.
From as early as 1995, Respondents were aware that shareholders were timing the
Waddell & Reed funds, and they entered into Timing Agreements with a number of Timers.
Beginning in early 2001, the Timing Agreements were executed and administered by W &R
Services (and in one instance by W&R).
8.
The Timing Agreements initially allowed the Timers 24 "round trip" exchanges
(exchanges in and out of a fund) per fund, per year. In 1998, W &R Investment Management
reduced the permitted number of round trip exchanges to 12 per fund, per year. 1

One Timer was allowed 30 round trips per fund, per year.
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9.
W &R Investment Management also had a policy limiting aggregate assets
invested in the funds by Timers to no more than 1% of the fund complex's equity assets, and no
more than 2% of the assets in any one fund. Frequently, however, Timer assets exceeded 2% of
the assets in one or more funds.
10.
Under the Timing Agreements, Respondents permitted market timing in funds
that had assets in excess of $300 million. One of the most frequently and successfully timed
funds was the International Fund, which was the fund complex's largest international fund.
11 .
Collectively, the timing activity by the Market Timers diluted returns to other
investors in the affected Waddell & Reed funds, particularly the International Fund.
Respondents' Efforts to Control Timing Activity
12.
Initially, W &R Investment Management personnel handled any monitoring of
timing in the Waddell & Reed funds. Beginning in late 2000 or early 2001, however, W &R
Services undertook most of the fund complex's limited efforts to monitor timing activity.
Although W &R Services initially did not have any systematic means to detect timing or frequent
exchanges, W &R Services personnel sometimes noticed unusual activity and followed up to
determine whether the accounts were timing the funds. 2
13.
Beginning in mid-2001, W&R Services personnel systematically tracked known
Timer accounts with monthly, and later daily, schedules reflecting Timer assets, timing capacity
in individual funds, and timing capacity in the complex as a whole, and with monthly schedules
that counted each Timer's round trips.
14.
W&R Investment Management, and later W &R Services, generally enforced the
round trip limits in the written Timing Agreements once the agreements were executed. In some
instances, however, the Respondents failed to obtain written agreements from known Timers for
extended periods. For example, in March 2000, the Respondents identified eleven Market Timer
accounts that had not executed Timing Agreements, and they allowed six of the accounts to
exceed the 12 round trip limit until they finally obtained written Timing Agreements from them
in March 2002.
15.
In an effort to eliminate or further limit timing in the Waddell & Reed funds,
beginning at least as early as 2002, W &R Services regularly monitored and policed market
timing and frequent trading in the funds through third-party platforms, and took steps to stop
such trading when it was identified, including barring shareholders from the funds . At the same
time it was policing market timing and frequent trading by certain accounts, W &R Services
allowed certain known Market Timers, including the Fee Paying Timers, to time the funds.

W &R Services and W &R defined Market Timers as shareholders who frequently moved all, or substantially
all of their investments between money market funds and non-money market funds, and who typically executed a
round trip at least once a month.
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16.
In May 2003, Respondents, in an effort to discourage timing, sought and obtained
approval from the board of directors for all of the W &R complex international funds to assess a
2% redemption fee for redemptions or exchanges within 30 days of purchase.

Three Timers Paid Fees to W &R Services and W &R
17.
Beginning in December 1998 and continuing through 2003, three Timers paid a
total of $3.6 million in fees toW &R Services and/or W &R pursuant to Timing Agreements with
those entities. The Timing Agreements required the Fee Paying Timers to pay W &R or W &R
Services a fee ranging from 25 to 100 basis points on the timing assets, purportedly as payment
for services.3 None of the fees were paid to the timed funds. In aggregate, the Fee Paying
Timers netted $8.2 million in profits from their trading in Waddell & Reed funds under the
Timing Agreements.

The Largest Fee Paying Timer
18.
The largest Fee Paying Timer ("Timer 1"), which was an investment adviser, had
a Timing Agreement relating to the Waddell & Reed funds from at least as early as 1995. In the
fall of 1998, W &R Investment Management notified Timers with which it had Timing
Agreements that round trips would be limited to 12 per fund, per year, and that this limitation
also applied to the money market fund. Timer 1 proposed an alternative arrangement, which
allowed unlimited round trips in the money market fund and 12 round trips per fund, per year in
the other funds, and offered to pay a 1% fee based on the assets its clients held at the Waddell &
Reed fund family "to defray possible fund expenses."
19.
Subsequently, Timer 1 entered into a "Supplemental Services Agreement" with
W &R Services, in which it agreed that its clients would pay W &R Services a 1% annual fee, and
W &R Services agreed to fax confirmations to Timer 1; assign a non-exclusive, designated
individual to process Timer 1's transactions; and provide Timer 1 with an annual consolidated
report showing the holdings and value of its clients' accounts. Concurrently, W &R Investment
Management agreed to allow Timer 1's clients 12 round trips per year, per fund, and excluded
the money market fund from this limit.
20.
Between December 1998 and September 2003, the aggregate value of investments
in the Waddell & Reed fund complex by clients of the Timer 1 ranged from $51.5 million to $85
million. During that period, clients of Timer 1 netted $12 .5 million in timing profits. Timer 1
timed 13 funds at various times, trading profitably in five funds, including the International Fund.
21.
Pursuant to the Supplemental Services Agreement, clients of Timer 1 paid
approximately $3.46 million in fees in total to W &R Services from 1999 through 2003.
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Respondents, however, provided few services to the Fee Paying Timers that they did not provide to other
shareholders, and the cost of the minimal additional services was far less than the amount of fees the Fee Paying
Timers paid.
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The Second Fee Paying Timer
22.
In February 2001 and November 2002, W &R Services entered into Timing
Agreements with a second investment adviser ("Timer 2") that allowed the Timer to make up to
30 round trips per fund, per year in its client accounts.
23.
Timer 2 approached the fund complex, asked for timing capacity, and agreed to
pay W &R Services an annual fee of 25 basis points on its assets at Waddell & Reed funds.
Timer 2 paid a total of $139,000 in fees pursuant to its Timing Agreements.
24.
At times during 2001 and 2002, the aggregate amount of assets being timed by
Timer 2's clients pursuant to the Timing Agreements rose as high as $35 million in five Waddell
& Reed funds, and Timer 2's clients timed approximately $3 million in the International Fund in
2002 and 2003 .
25.
Timer 2's clients experienced net losses of $6.36 million from timing in the
Waddell & Reed funds overall. In the International Fund, however, clients of Timer 2 made
approximately $700,000 in net profits.
The Broker-Dealer Fee Paying Timer
26.
In May 2002, W &R entered into a "selling agreement" with a broker-dealer
("Timer 3"), under the terms of which the broker-dealer paid a 25 basis point fee on assets
invested in the fund complex. Under the "selling agreement," W &R allowed Timer 3 's
customers 12 round trips per year in the International Fund and a money market fund. 4 In
contrast, during this period, W &R Services policed frequent trading in the Waddell & Reed
funds through other broker-dealers and took steps to stop investors from timing through brokerdealers other than Timer 3.
27.
During June through November 2002, Timer 3's customers timed approximately
$20-$22 million in the International Fund, until W &R notified Timer 3 in late 2002 that it could
no longer time the International Fund.
28 .
During February through April 2003, W &Rand W &R Services allowed Timer 3
to time four other Waddell & Reed Advisors funds, until its customers withdrew their assets
from the Wad dell & Reed fund complex in April 2003.
29 .
Timer 3's customers made approximately $2.03 million in profits from their
timing trades in Waddell & Reed Advisors funds, $1.5 million of which resulted from trades in
the International Fund.

During negotiations leading up to the agreement, Timer 3 asked for additional round trips and offered W &R
incentives, including sticky assets (i.e., long-term investments) and separate managed accounts, but Respondents
declined .
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30.
agreement."

Timer 3 paid W &R Services $35,000 m fees m total under the "selling

Timers Harmed the International Fund
31.
In 2001, a W &R Services employee began watching for large exchanges between
the International Fund and a money market fund because, among other things, he was concerned
that large, frequent exchanges in the fund harmed it through dilution.
32.
The employee monitored large exchange activity in the fund. In late June 2001,
he prepared a schedule showing that, from April 2001 through mid-June 2001, certain known
Timers had made almost $600,000 from trading in the International Fund, while the fund's net
asset value ("NA V") fluctuated, but ultimately experienced a net decline of $0.24 per share.
Through October 2001 , the employee continued to monitor large exchange activity in the fund,
and he shared with his superiors his analyses, which showed millions in profits for the Timers
while the fund's NAV per share continued to decline.
33.
Despite the employee's warnings, Respondents allowed known Timers, including
Fee Paying Timers, to time in the International Fund through the fall of 2002. Respondents
allowed three Timers, who were identified as such by March 2000, to make over 40 round trips
·
in the International Fund in 200 1. 5
34.
After learning that Timers were profiting in the International Fund, W &R and
W &R Services entered into additional Timing Agreements. In fact, in May 2002, W &R entered
into an agreement allowing customers of Timer 3 to time between the International Fund and a
money market fund.
In early October 2002, when Timers, including Timer 3, had approximately $40
35.
million in the International Fund and briefly raised Timer assets to over 5% of the fund's assets,
Respondents decided to prohibit timing activity in the complex's international funds . Thereafter,
the International Fund was closed to Timers, other than Timer 2, which was allowed to continue
timing in the fund through September 2003.
36.
From March 2001 through September 2003, known Timers, including Fee Paying
Timers, netted approximately $11.7 million from timing in the International Fund.

Respondents Failed to Disclose Fees Paid by Timers
or Harmful Timing in the International Fund
to the Fund Board or Shareholders
37.
Before October 2001, the registration statements and prospectuses for the Wad dell
& Reed funds did not contain any disclosures relating to market timing. Beginning in October

W&R Investment Management testified that they believed that timing could be accretive or dilutive to the
ftmds and that the timing parameters it put into place would limit disruption to fund portfo lio managers .
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2001, the SAl for the Waddell & Reed funds, which is incorporated in the fund prospectuses and
included in the registration statements, disclosed that "[t]he Fund may limit activity deemed to be
market timing by restricting the amount of exchanges permitted by a shareholder."
38.
During the pertinent period, W&R marketed the Waddell & Reed Advisors Funds
almost exclusively through the W &R sales force, although it was seeking to increase distribution
of other Waddell & Reed funds through third party platforms. Marketing materials for the
Waddell & Reed funds, available on the company website, identify one of the film's basic
concepts as looking for investment results with a long-term perspective. The International Fund
prospectus specifically states that the fund is "designed for investors seeking long-term
appreciation of capital" through investment in securities issued by foreign companies.
39.
None of the Waddell & Reed fund registration statements or fund prospectuses
disclosed that Respondents allowed three Fee Paying Timers access to the funds in return for fees
paid to W &R and W &R Services, or that Respondents allowed the Fee Paying Timers, as well as
other known Timers, to time the International Fund even though the adviser and its affiliates had
been notified that Timers were harming the fund through dilution.
40.
Respondents did not fully disclose to the fund board of directors the facts and
circumstances of the Timing Agreements with Timer 1, and did not disclose to the board the
other two arrangements with Fee Paying Timers.
41.
During two board meetings in late 1998 and 1999, Respondents mentioned that
W &R Services might receive, or was receiving, fees under an arrangement with Timer 1. The
Respondents failed to disclose fully, however, the underlying facts and circumstances of the
arrangement, including that the arrangement benefited Respondents but could harm other fund
shareholders, and that the Timing Agreement with Timer 1 specifically permitted more than 12
round trips in the money market fund, while Timing Agreements with other, non-fee paying
Timers did not include such a provision. In subsequent board meetings, Respondents completely
failed to disclose the other two fee paying arrangements. Thus, Respondents failed to disclose
adequately fee paying arrangements that created conflicts of interest. W &R Investment
Management therefore breached its fiduciary duty to the fund boards of directors and the funds
that the Fee paying Timers timed, and defrauded shareholders of those funds.
42 .
Respondents did not disclose to the International Fund ' s board of directors that
they allo wed the Fee Paying Timers, as well as other known Timers, to time the fund even though
they had been notified that Timers were harming the fund through dilution of other investors'
returns. W &R Investment Management therefore breached its fiduci ary duty to the International
Fund board of directors and shareholders, and defrauded shareholders of that fund.
43 .
During a May 2003 board meeting, at which the Waddell & Reed funds boards
adopted a redemption fee for the Waddell & Reed international funds, Respondents described the
negative impact of Market Timers on the international funds, principally through dilution, and
told the board that all redemption fees would be paid to the funds, not to Respondents. The
Respondents failed to disclose, however, that, from mid-2001 through October 2002, they had
8

allowed known Timers, including the Fee Paying Timers, to time the International Fund even
though they had been notified that the Timers were harming the fund through dilution. The
Respondents also failed to disclose to the fund board that W &R Services and W &R already were
receiving fees from three Fee Paying Timers, two of whom were timing the International Fund.
They also failed to disclose that they would continue to allow Timer 2 to time the International
Fund.

VIOLATIONS
44.
As a result of the conduct described in Section III. above, W &R Investment
Management willfully violated Sections 206(1) and 206(2) of the Advisers Act in that, while
acting as an investment adviser, it employed devices, schemes, or artifices to defraud clients or
prospective clients, and engaged in transactions, practices, or courses of business which operated
or would operate as a fraud or deceit upon clients or prospective clients. Specifically, W &R
Investment Management allowed Fee Paying Timers to time certain Waddell & Reed funds in a
manner that it knew or had reason to believe would be harmful to shareholders in exchange for
fees paid to W &R Services and W &R, and it allowed the Fee Paying Timers to time the
International Fund despite having been notified that Timers were harming the fund through
dilution. These actions created a conflict of interest that W &R Investment Management
knowingly or recklessly failed to disclose to the board of directors and shareholders of the funds.
45.
As a result of the conduct described in Section III. above, W &R and W &R
Services willfully aided and abetted and caused W &R Investment Management's violations of
Sections 206(1) and 206(2). W &R and W &R Services knowingly and substantially assisted
W &R Investment Management's violations by negotiating Timing Agreements, from which they
financially benefited, that caused W &R Investment Management to breach its fiduciary duty to
the funds' board and defraud the funds' shareholders.
46.
As a result of the conduct described above, Respondents, each an affiliated person
of the timed Waddell & Reed funds, willfully violated Section 17(d) of the Investment Company
Act and Rule 17 d-1 thereunder, in that, while acting as a principal, each of them participated in
and effected transactions in connection with joint arrangements in which the funds were
participants, without filing an application with the Commission and obtaining a Commission
order approving the transactions. Specifically, W &R and W &R Services received fees from
three Timers in return for timing capacity in the Wad dell & Reed funds, and W &R Investment
Management permitted the timing which financially benefited its affiliates.

UNDERTAKINGS
47.
Compliance and Ethics Oversight Structure. Each Respondent has undertaken to
maintain its own compliance and ethics oversight infrastructure having the following
characteristics:
a.

Each Respondent shall maintain a Code of Ethics Oversight Committee
having responsibility for all matters relating to issues arising tmder that
Respondent's Code of Ethics. The Code of Ethics Oversight Committee
9

shall be comprised of senior executives of the Respondent's operating
businesses. Each Respondent shall hold at least quarterly meetings of the
Code of Ethics Oversight Committee to review violations of the Code of
Ethics, as well as to consider policy matters relating to the Code of Ethics.
Each Respondent shall report on issues arising under the Code of Ethics,
including all violations thereof, to the Audit Committee of the Directors of
the Waddell & Reed funds with such frequency as the Audit Committee
may instruct, and in any event at least quarterly, provided however that any
material violation shall be reported promptly.
b.

Each Respondent shall establish an Internal Compliance Controls
Committee to be chaired by that Respondent 's Chief Compliance Officer, 6
which Committee shall have as its members senior executives of that
Respondent's operating businesses. Notice of all meetings of the Internal
Compliance Controls Committee shall be given to the independent
compliance officer of the Waddell & Reed funds, who shall be invited to
attend and participate in such meetings. The Internal Compliance Controls
Committee shall review compliance issues throughout the business of the
Respondent, endeavor to develop solutions to those issues as they may
arise from
time to time, and oversee implementation of those solutions.
I
The Internal Compliance Controls Committee shall provide reports on
internal compliance matters to the Audit Committee of the directors of the
Waddell & Reed funds with such frequency as the independent directors of
such funds may instruct, and in any event at least quarterly. Each
Respondent shall also provide to its respective Audit Committee (or the
board of directors if that Respondent's board does not have an Audit
Committee) the same reports of the Code of Ethics Oversight Committee
and the Internal Compliance Controls Committee that it provides to the
Audit Committee of the Waddell & Reed funds.

c.

Each Respondent shall require that its Chief Compliance Officer or a
member of his or her staff shall review compliance with the policies and
procedures established to address compliance issues under the Securities
Act, Exchange Act, Investment Advisers Act and Investment Company
Act and that any violations be reported to the Internal Compliance
Controls Committee.

d.

Each Respondent shall require its Chief Compliance Officer to report to
the independent directors of the Waddell & Reed funds any breach of
fiduciary duty and/or the federal securities laws of which he or she
becomes aware in the course of carrying out his or her duties, with such

Insofar as the Order refers to the Chief Compliance Officer, if the relevant entity does not have such an
officer, the ethics officer for the entity, as described in paragraph 47(e) below, may fulfill the responsibilities of the
Chief Compliance Officer specified in paragraph 47 of this Order.
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frequency as the independent directors may instruct, and in any event at
least quarterly, provided however that any material breach (i.e., any breach
that would be important, qualitatively or quantitatively, to a reasonable
director) shall be reported promptly.
e.

48.

Each Respondent shall establish an ethics officer to whom the
Respondent's employees may convey concerns about the Respondent's
business matters that they believe implicate matters of ethics, conflicts of
interest or questionable practices. Each Respondent shall establish
procedures to investigate matters brought to the attention of the ethics
officer, and these procedures shall be presented for review and approval by
the independent directors of the Waddell & Reed funds. Each Respondent
shall also review matters brought to the attention of its ethics officer, along
with any resolution of such matters, with the independent directors of the
Waddell & Reed funds with such frequency as the independent directors of
such funds may instruct.

Independent Compliance Consultants.
a.

Respondent W &R Investment Management shall retain, within 30 days of
the date of entry of the Order, the services of an Independent Compliance
Consultant ("the Adviser Consultant") not unacceptable to the staff of the
Commission and a majority of the independent directors of the Waddell &
Reed Advisors funds.
The Adviser Consultant's compensation and
expenses shall be borne exclusively by W &R Investment Management or
its affiliates. W &R Investment Management shall require that the Adviser
Consultant shall conduct a comprehensive review of W &R Investment
Management's supervisory, compliance, and other policies and procedures
designed to prevent and detect breaches of fiduciary duty, breaches of the
Code of Ethics and federal securities law violations by ·W &R Investment
Management and its employees. This review shall include, but shall not
be limited to, a review of W &R Investment Management's market timing
controls across all areas of its business, a review of the pricing practices of
the Waddell & Reed funds that may make those funds vulnerable to
market timing, a review of the Waddell & Reed funds' utilization of short
term trading fees and other controls for deterring excessive short term
trading, .and a review of W &R Investment Management's policies and
procedures concerning conflicts of interest, including conflicts arising
from advisory services to multiple clients. W &R Investment Management
shall cooperate fully with the Adviser Consultant and shall provide the
Adviser Consultant with access to its files, books, records, and personnel
as reasonably requested for the review.

b.

Respondent W &R shall retain, within 30 days of the date of entry of the
Order, the services of an Independent Compliance Consultant ("the
11

Distributor Consultant") not unacceptable to the staff of the Commission
and a majority of the independent directors of the Waddell & Reed
Advisors Funds. The Distributor Consultant's compensation and expenses
shall be borne exclusively by W &R or its affiliates. W &R shall require
that the Distributor Consultant shall conduct a comprehensive review of
W &R's mutual fund sales practices, supervisory, compliance, and other
policies and procedures designed to prevent and detect breaches of
fiduciary duty, breaches of the Code of Ethics and federal securities law
violations by W &R and its employees. W &R shall cooperate fully with
the Distributor Consultant and shall provide the Distributor Consultant
with access to its files, books, records, and personnel as reasonably
requested for the review.
c.

Respondent W &R Services shall retain, within 30 days of the date of entry
of the Order, the services of an Independent Compliance Consultant ("the
Transfer Agent Consultant") not unacceptable to the staff of the
Commission and a majority of the independent directors of the funds
serviced by W &R Services.
The Transfer Agent Consultant's
compensation and expenses shall be borne exclusively by W &R Services
or its affiliates. W &R Services shall require that the Transfer Agent
Consultant shall conduct a comprehensive review of W &R Services'
supervisory, compliance, and other policies and procedures designed to
prevent and detect breaches of fiduciary duty, breaches of the Code of
Ethics and federal securities law violations by W &R Services and its
employees. W &R Services shall cooperate fully with the Transfer Agent
Consultant and shall provide the Transfer Agent Consultant with access to
its files, books, records, and personnel as reasonably requested for the
review.

d.

Respondents shall require that, at the conclusion of the review by the
Adviser Consultant, the Distributor Consultant, and the Transfer Agent
Consultant (collectively referred to as the Independent Compliance
Consultants), which in no event shall be more than 120 days after the date
of entry of the Order, the Independent Compliance Consultants shall
submit a Report to the Respondents, the directors of the Waddell & Reed
funds, and the staff of the Commission. Respondents shall require that the
Adviser Consultant's Report address the issues described in subparagraph
48a. of these undertakings, the Distributor Consultant's Report address the
issues described in subparagraph 48b. of these undertakings, and the
Transfer Agent Consultant's Report address the issues described in
subparagraph 48c. of these undertakings. Respondents shall require that
each report include a description of the review performed, the conclusions
reached, the respective Independent Compliance Consultant's
recommendations for changes in or improvements to policies and
procedures ofRespondents and the pertinent Waddell & Reed funds, and a
12

procedure for implementing the recommended changes
improvements to Respondents' policies and procedures.

m

or

e.

Respondents shall adopt all recommendations with respect to Respondents
contained in the Report of the Independent Compliance Consultants;
provided, however, that within 150 days after the date of entry of the
Order, Respondents shall in writing advise the Independent Compliance
Consultants, the directors of the Waddell & Reed funds and the staff of the
Commission of any recommendations that it considers to be unnecessary
or inappropriate. With respect to any recommendation that Respondents
consider unnecessary or inappropriate, Respondents need not adopt that
recommendation at that time but shall propose in writing an alternative
policy, procedure or system designed to achieve the same objective or
purpose.

f.

As to any recommendation with respect to Respondents' policies and
procedures on which Respondents and the Independent Compliance
Consultants do not agree, such parties shall attempt in good faith to reach
an agreement within 180 days of the date of entry of the Order. In the
event Respondents and the Independent Compliance Consultants are
unable to agree on an alternative proposal, Respondents will abide by the
determinations of the Independent Compliance Consultants.

g.

Respondents (i) shall not have the authority to terminate the Independent
Compliance Consultants, without the prior written approval of the
majority of independent directors and the staff of the Commission; (ii)
shall compensate the Independent Compliance Consultants, and persons
engaged to assist the Independent Compliance Consultants, for services
rendered pursuant to the Order at their reasonable and customary rates;
and, (iii) shall not be in and shall not have an attorney-client relationship
with the Independent Compliance Consultants and shall not seek to invoke
the attorney-client or any other doctrine or privilege to prevent the
Independent Compliance Consultants from transmitting any information,
reports, or documents to the directors or the Commission.

h.

Respondents shall require that the Independent Compliance Consultants,
for the period of the engagement and for a period of two years from
completion of the engagement, shall not enter into any employment,
consultant, attorney-client, auditing or other professional relationship with
Respondents, or any of their present or former affiliates, directors, officers,
employees, or agents acting in their capacity as such. Respondents shall
require that any firm with which the Independent Compliance Consultants
are affiliated in performance of their duties under the Order shall not,
without prior written consent of the independent directors and the staff of
the Commission, enter into any employment, consultant, attorney-client,
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auditing or other professional relationship with Respondents, or any of
their present or former affiliates, directors, officers, employees, or agents
acting in their capacity as such for the period of the engagement and for a
period of two years after the engagement. Notwithstanding the statements
above in this subparagraph, the Independent Compliance Consultant may
enter into simultaneous agreements with the three Respondents to fulfill
the responsibilities described in the undertakings in paragraphs 48 and 49.
49.
Compliance Review. Within two years, but in no event earlier than one year, after
·the completion of the Independent Compliance Consultant process referenced in paragraph 48 of
these undertakings, Respondents shall undergo a compliance review by a third party, who is not
an interested person, as defined in the Investment Company Act, of Respondents. At the
conclusion of the review, Respondents shall require that the third party issue a report of its
findings and recommendations concerning Respondents' supervisory, compliance, and other
policies and procedures designed to prevent and detect breaches of fiduciary duty, breaches of the
Code of Ethics and federal securities law violations by Respondents and their employees in
connection with their duties and activities on behalf of and related to the Waddell & Reed funds .
Each such report shall be promptly delivered to Respondents' Internal Compliance Controls
Committee and to the Audit Committee of the board of directors of each Waddell & Reed fund .
50.
Independent Distribution Consultant. Respondents shall retain, within 30 days of
the date of entry of the Order, the services of an Independent Distribution Consultant not
unacceptable to the staff of the Commission and the independent directors of the Waddell &
Reed funds. The Independent Distribution Consultant's compensation and expenses shall be
borne exclusively by Respondents. Respondents shall cooperate fully with the Independent
Distribution Consultant and shall provide the Independent Distribution Consultant with access to
its files, books, records, and personnel as reasonably requested for the review. Respondents shall
require that the Independent Distribution Consultant develop a Distribution Plan for the
distribution of all of the disgorgement and penalty ordered in Paragraph IV .H. 1. of the Order, and
any interest or earnings thereon, according to a methodology developed in consultation with
Respondents and acceptable to the staff of the Commission and the independent directors of the
Waddell & Reed funds. The Distribution Plan shall provide for investors to receive, from the
monies available for distribution pursuant to Paragraph IV.H.1 of the Order, in order of priority,
(i) their proportionate share of losses suffered by the fund due to market timing by the Fee Paying
Timers, and (ii) a proportionate share of advisory fees paid by funds that suffered such losses
during the period of such market timing.
a.

Respondents shall require that the Independent Distribution Consultant
submit a Distribution Plan to Respondents and the staff of the Commission
no more than 100 days after the date of entry of the Order.

b.

The Distribution Plan developed by the Independent Distribution
Consultant shall be binding unless, within 130 days after the date of entry
of the Order, Respondents or the staff of the Commission advises, in
writing, the Independent Distribution Consultant of any determination or
14

calculation from the Distribution Plan that it considers to be inappropriate
and states in writing the reasons for considering such determination or
calculation inappropriate.
c.

W ith respect to any determination or calculation with which Respondents
or the staff of the Commission do not agree, such parties shall attempt in
good faith to reach an agreement within 160 days of the date of entry of
the Order. In the event that Respondents and the staff of the Commission
are unable to agree on an alternative determination or calculation, the
determinations and calculations of the Independent Distribution
Consultant shall be binding.

d.

W ithin 175 days of the date of entry of the Order, Respondents shall
require that the Independent Distribution Consultant submit the
Distribution Plan for the administration and distribution of disgorgement
and penalty funds pursuant to Rule 1101 [1 7 C.F.R. § 20 1. 110 1] of the
Commission ' s Rules Regarding Fair Fund and Disgorgement Plans.
Following a Commission order approving a final plan of disgorgement, as
provided in Rule 1104 [ 17 C.F .R . § 201 .1104] of the Commission 's Rul es
Regarding Fair Fund and Disgorgement Plans, Respondents shall require
that the Independent Distribution Consultant, with Respondents, take all
necessary and appropriate steps to admini ster the final plan for dis tribution
of disgorgement and penalty funds.

e.

Respondents shall require that the Independent Distribution Consultan t,
for the period of the engagement and for a period of two years from
completion of the engagement, not enter into any employment, consultant,
attorney-client, auditing or other professional relationship with
Respondents, or any of their present or former affiliates, directors, offic ers,
employees, or agents acting in their capacity as such. Respondents shall
require that any firm with which the Independent Distribution Consultant
is affili ated in performance of his or her duties under the Order not,
without prior written consent of a majority of the independent directors
and the staff of the Commission, enter into any employment, consultant,
attorney-client, auditing or other professional relationship with
Respondents, or any of their present or former affiliates, directors, offi cers,
employees, or agents acting in their capacity as such for the period of the
engagement and for a period of two years after the engagement.

Certification . No later than twenty-four months after the date of entry of the
51.
Order, the chief executive officer of each of the Respondents shall certify to the Commission in
writing that the respective Respondent has fully adopted and complied in all m aterial respects
with the undertakings set forth in paragraphs 47 through 52 and with the recommendations of the
Independent Compliance Consultants or, in the event of material non-adoption or noncompliance, shall describe such material non-adoption and non-compliance.
15

52.
Recordkeeping. Respondents shall preserve for a period not less than six years
from the end of the fiscal year last used, the first two years in an easily accessible place, any
record ofRespondents' compliance with the undertakings set forth in paragraphs 47 through 52.
53.
Deadlines. For good cause shown, the Commission's staff may extend any of the
procedural dates set forth above.

IV.
In view of the foregoing, the Commission deems it appropriate in the public interest and
for the protection of investors to impose the sanctions agreed to in Respondents' Offer.
Accordingly, it is hereby ORDERED, effective immediately, that:
A.
Pursuant to Section 203( e) of the Advisers Act, W &R Investment Management is
hereby censured.
B.

C.
censured.

Pursuant to Section 15(b)( 4) of the Exchange Act, W &R is hereby censured.
Pursuant to Section 17A( c )(3) of the Exchange Act, W &R Services is hereby

D.
Pursuant to Section 203(k) of the Advisers Act and Section 9(£) of the Investment
Company Act, W &R Investment Management shall cease and desist from committing or causing
any violations and any future violations of Sections 206(1) and 206(2) of the Advisers Act and
Section 17(d) of the Investment Company Act and Rule 17d-1 thereunder.
E.
Pursuant to Section 203(k) of the Advisers Act and Section 9(£) of the Investment
Company Act, W &R shall cease and desist from committing or causing any violations and any
future violations of Sections 206(1) and 206(2) of the Advisers Act and Section 17(d) of the
Investment Company Act and Rule 17d-l thereunder.

F.
Pursuant to Section 203(k) of the Advisers Act and Section 9(£) of the Investment
Company Act, W &R Services shall cease and desist from committing or causing any violations
and any future violations of Section 17(d) of the Investment Company Act and Rule 17d-l
thereunder and from causing any violations and any future violations of Sections 206(1) and
206(2) ofthe Advisers Act.
G.
Respondents shall comply with the undertakings set forth m Paragraphs 47
through 52 above.

H.

Disgorgement and Civil Money Penalties

1.
Respondents shall pay, within 20 days ofthe entry of this Order, on a joint
and several basis, $40 million in disgorgement plus a civil money penalty of $10 million,
for a total payment of $50 million.
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a.

Such payment shall be: (a) made by wire transfer, United States
postal money order, certified check, bank cashier's check or bank
money order; (b) made payable to the Securities and Exchange
Commission; (c) wired, hand-delivered, or mailed to the Office of
Financial Management, Securities and Exchange Commission,
Operations Center, 6432 General Green Way, Stop 0-3,
Alexandria, VA 22131; and (d) submitted under cover letter that
identifies W &R Investment Management, W &R, and W &R
Services as Respondents in these proceedings, a copy of which
cover letter, wire transfer instruction, money order or check shall
be sent to Rose Romero, District Administrator, Secwities and
Exchange Commission, Fort Worth District Office, 801 Cherry
Street, 19th Floor, Fort Worth, Texas 76 102.

b.

There shall be, pursuant to Section 308(a) of the Sarbanes-Oxley
Act of 2002, a Fair Fund established for the funds described in
Section N .H.l . Regardless of whether any such Fair Fund
distribution is made, amounts ordered to be paid as civil money
penalties pursuant to this Order shall be treated as penalties paid to
the government for all purposes, including all tax purposes. To
preserve the deterrent effect of the civil penalty, Respondents agree
that they shall not, after offset or reduction in any Related Investor
Action based on Respondents ' payment of disgorgement in this
action, further benefit by offset or reduction of any part of
Respondents' payment of a civil penalty in this action ("Penalty
Offset"). If the court in any Related Investor Action grants such a
Penalty Offset, Respondents agree that they shall, within 30 days
after entry of a final order granting the Penalty Offset, notify the
Commission's counsel in this action and pay the amount of the
Penalty Offset to the United States Treasury or to a Fair Ftmd, as
the Commission directs. Such a payment shall not be deemed an
additional civil penalty and shall not be deemed to change the
amount of the civil penalty imposed in this proceeding. For
purposes of this paragraph, a "Related Investor Action" means a
private damages action brought against Respondents by or on
behalf of one or more investors based on substantially the same
facts as alleged in the Order instituted by the Commission in this
proceeding.
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I.
Other Obligations and Requirements. Nothing in this Order shall relieve
Respondents or any Waddell & Reed fund of any other applicable legal obligation or
requirement, including any rule adopted by the Commission subsequent to this Order.
By the Commission.

Nancy M. Morris
Secretary

Qat/Vt . ~

By: (J(u M. Peterson

Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 25, 2006

In the Matter of
Solomon Alliance Group, Inc.

ORDER OF SUSPENSION OF TRADING

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Solomon Alliance Group,
Inc. because it has not filed any periodic reports since the period ended September 30,
2001.

The Commission is of the opinion that the public interest and the protection of
investors require a suspension of trading in the securities of the above-listed company.
Therefore, IT IS ORDERED, pursuant to Section 12(k) ofthe Securities
Exchange Act of 1934, that trading in securities of the above-listed company is
suspended for the period from 9:30a.m. EDT on July 25, 2006, through 11 :59 p.m. EDT
on August 7, 2006.
By the Commission.
Nancy M. Morris
Secretary

Qia)0 . ~
By: U111 M. Peterson
Assistant Secretary

Co~~\~~~o~
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UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 54207 I July 25, 2006
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2465 I July 25, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12376

In the Matter of

ORDER INSTITUTING ADMINISTRATIVE
PROCEEDINGS PURSUANT TO RULE
102(e) OF THE COMMISSION'S RULES OF
PRACTICE, MAKING FINDINGS, AND
IMPOSING REMEDIAL SANCTIONS

ROLLIN M. DICK, CPA
Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against Rollin
M. Dick ("Respondent" or "Dick") pursuant to Rule 102(e)(3)(i) of the Commission's Rules of
Practice.1

1

Rule 102( e)(3 )(i) provides, in relevant part, that:

The Commission, with due regard to the public interest and without preliminary hearing,
may, by order, . .. suspend from appearing or practicing before it any ... accountant . .. who has
been by name ... permanently enjoined by any court of competent jurisdiction, by reason of his
or her misconduct in an action brought by the Commission, from violating or aiding and abetting
the violation of any provision of the Federal securities laws or of the rules and regulations
thereunder.

II.
In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III.4 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Rule 102( e)
of the Commission' s Rules ofPractice, Making Findings, and Imposing Remedial Sanctions
("Order"), as set forth below.

III.
On the basis of this Order and Respondent's Offer, the Commission finds that:
1.
Dick, age 7 4, is and has been a certified public accountant licensed to
practice in the State of Indiana. From 1986 to April2000, Dick was ChiefFinancial Officer and
Executive Vice President of Conseco, Inc. ("Conseco"). From June 1998 to April 2000, Dick was
Chief Financial Officer for Conseco Finance Corporation ("Conseco Finance"), £'k/a Green Tree
Financial Corporation, a wholly owned subsidiary of Conseco during this period.
2.
At all relevant times, Conseco was a financial services holding company,
incorporated in Indiana, with its principal place ofbusiness in Carmel, Indiana. Conseco's business
consisted of two segments: (i) insurance and fee-based businesses (such as mutual funds), and (ii)
finance operations. Conseco's finance operations were conducted through Conseco Finance, with
Conseco including Conseco Finance's financial results in its consolidated financial statements.
Conseco 's common stock was registered with the Commission pursuant to Section l2(b) ofthe
Securities Exchange Act of 1934 ("Exchange Act"), and traded on the New York Stock Exchange.
3.
At all relevant times, Conseco Finance was a Delaware corporation with its
principal place of business in Saint Paul, Mim1esota. Conseco Finance was a di versified financial
services company with operations that originated, purchased, sold and serviced consumer and
commercial loans throughout the United States. At all relevant times, certain of Conseco Finance's
securities were registered with the Commission pursuant to Section 12(b) of the Exchange Act.
4.
On March 10, 2004, the Commission filed a complaint against Dick and codefendant James S. Adams in Securities and Exchange Commission v. Rollin M. Dick and James
S. Adams, Case No. 1 :04-CV-0457 SEB-VSS in the United States District Court for the Southern
District of Indiana. On August 30, 2005, the Commission filed an amended comp laint against
Dick and Adams in this action. On July 3, 2006, the court entered a Final Judgment permanently
enjoining Dick, by consent, from future violations of Section 17(a) of the Securities Act of 1933,
Section 1O(b) and 13(b)(5) ofthe Exchange Act and Exchange Act Rules 1Ob-5, 13b2-l and 13b22, and from aiding and abetting violations ofSections lO(b), 13(a), 13(b)(2)(A) and 13(b)(2)(B) of
the Exchan ge Act and Exchange Act Rules 10b-5, 12b-20 and 13a-13. The .Judgment also ordered
2

Dick to pay $110,000 as a civil money penalty, and barred Dick for a period of five years
following the date of entry of the Final Judgment, from acting as an officer or director of any issuer
that has a class of securities registered pursuant to Section 12 of the Exchange Act [15 U.S.C. §
781] or that is required to file reports pursuant to section 15 (d) of the Exchange Act.
5.
The Commission's amended complaint alleged, among other things, that
from March 1999 through Febmary 2000, Conseco and Conseco Finance made false and
misleading statements about their earnings in filings made with the Commission and in public
statements announcing their earnings, overstating their financial results by hundreds of millions of
dollars . The complaint alleged that this massive overstatement occurred primarily because Dick
and Adams conducted a fraudulent scheme to avoid huge write-downs of certain assets held by
Conseco Finance known as interest-only securities, and corresponding charges to earnings,
through the use of improper accounting techniques in violation of United States Generally
Accepted Accounting Principles. The complaint also alleged that Dick and Adams made a variety
of improper and unsupported "top-side" adjustments to Conseco Finance's books and records at
the end of the first three quarters of 1999 to further inflate Conseco and Conseco Finance's
earnings for these quarters in order to meet Wall Street's analysts' consensus earnings targets.
Further, the complaint alleged that Conseco and Conseco Finance, under Dick and Adams'
direction, failed to maintain a system of internal accounting controls sufficient to prevent these
and other material misstatements in their financial statements, and that Dick and Adams were
responsible for and took advantage ofthis failure to maintain adequate controls. Finally, the
complaint alleged that Dick and Adams made misrepresentations to Conseco and Conseco
Finance's auditors in management representation letters.

IV.
In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanction agreed to in Respondent Dick's Offer.

Accordingly, it is hereby ORDERED, effective immediately, that:
A.
accountant.

Dick is suspended from appearing or practicing before the Commission as an

B.
After five years from the date of this order, Respondent may request that the
Commission consider his reinstatement by submitting an application (attention: Office of the
Chief Accountant) to resume appearing or practicing before the Commission as:
1.
a preparer or reviewer, or a person responsible for the preparation or
review, of any public company's financial statements that are fil ed with the Commission. Such
an application must satisfy the Commission that Respondent's work in his practice before the
Commission will be reviewed either by the independent audit committee of the public company
for which he works or in some other acceptable manner, as long as he practices before the
Commission in this capacity; and/or
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2.
Commission that:

an independent accountant. Such an application must satisfy the

(a)
Respondent, or the public accounting firm with which he is
associated, is registered with the Public Company Accounting Oversight Board ("Board") in
accordance with the Sarbanes-Oxley Act of2002 , and such registration continues to be effective;
(b)
Respondent, or the registered public accounting firm with which he
is associated, has been inspected by the Board and that inspection did not identify any criticisms
of or potential defects in the respondent's or the firm's quality control system that would indicate
that the respondent will not receive appropriate supervision
(c)
Respondent has resolved all disciplinary issues with the Board, and
has complied with all terms and conditions of any sanctions imposed by the Board (other than
reinstatement by the Commission); and
(d)
Respondent acknowledges his responsibility, as long as
Respondent appears or practices before the Commission as an independent acco untant, to
comply with all requirements of the Commission and the Board, including, but not limited to, all
requirements relating to registration, inspections, concuning partner reviews and quality control
standards.
C.
The Commission will consider an application by Respondent to resume
appearing or practicing before the Commission provided that his state CPA 1icense is
current and he has resolved all other disciplinary issues with the applicable state boards of
accountancy. However, if state licensure is dependant on reinstatement by the
Commission, the Commission will consider an application on its other merits. The
Commission's review may include consideration of, in addition to the matters referenced
above, any other matters relating to Respondent' s character, integrity, professional conduct,
or qualifications to appear or practice before the Commission.

By the Commission.

Nancy M . Morris
Secretary

~Yh . ~rr-J
By: &11 rv1. Peterson
Assistant Secretary
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UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 54208 I July 25, 2006
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2466 I July 25, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12377

In the Matter of

ORDER INSTITUTING ADMINISTRATIVE
PROCEEDINGS PURSUANT TO RULE
102(e) OF THE COMMISSION'S RULES OF
PRACTICE, MAKING FINDINGS, AND
IMPOSING REMEDIAL SANCTIONS

JAMES S. ADAMS, CPA
Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against James
S. Adams ("Respondent" or "Adams") pursuant to Rule 102(e)(3)(i) of the Commission's Rules of
Practice. 1

1

Rule 102( e)(3)(i) provides, in relevant part, that:

The Commission, with due regard to the public interest and without preliminary hearing,
may, by order, .. . suspend from appearing or practicing before it any .. . accountant ... who has
been by name ... permanently enjoined by any court of competent jurisdiction, by reason of his
or her misconduct in an action brought by the Commission, from violating or aiding and abetting
the violation of any provision of the Federal securities laws or of the rules and regulations
thereunder.

•

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III.4 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Rule 102(e)
of the Commission's Rules of Practice, Making Findings, and Imposing Remedial Sanctions
("Order"), as set forth below.
III.

On the basis of this Order and Respondent's Offer, the Commission finds that:
1.
Adams, age 46, is and has been a certified public accountant licensed to
practice in the State of Indiana. From 1996 to September 2002, Adams was Chief Accounting
Officer, Treasurer, and Senior Vice President ofConseco, Inc. ("Conseco"). From June 1998 to
July 2002, Adams was Chief Accounting Officer for Conseco Finance Corporation ("Conseco
Finance"), flk/a Green Tree Financial Corporation, a wholly owned subsidiary of Conseco during
this period.
2.
At all relevant times, Conseco was a financial services holding company,
incorporated in Indiana, with its principal place ofbusiness in Crume!, Indiana. Conseco's business
consisted of two segments: (i) insurance and fee-based businesses (such as mutual funds), and (ii)
finance operations. Conseco's finance operations were conducted through Conseco Finance, with
Conseco including Conseco Finance's financial results in its consolidated financial statements.
Conseco 's common stock was registered with the Commission pursuant to Section 12(b) of the
Securities Exchange Act of 1934 ("Exchange Act"), and traded on the New York Stock Exchange.
3.
At all relevant times, Conseco Finance was a Delaware corporation with its
principal place of business in Saint Paul, Minnesota. Conseco Finance was a diversified financial
services company with operations that originated, purchased, sold ru1d serviced consumer and
commercial loans throughout the United States. At all relevant times, certain ofConseco Finance's
securiti es were registered with the Commission pursuant to Section 12(b) of the Exchange Act.
4.
On March 10, 2004, the Commission filed a complaint against Adams and
co-defendant Rollin M . Dick in Securities and Exchange Commission v. Rollin M. Dick and James
S. Adams, Case No . 1:04-CV-0457 SEB-VSS in the United States District Court for the Southern
District of Indiana. On August 30, 2005, the Commission filed an amended complaint against
Adam s and Dick in this action. On July 3, 2006, the court entered a Final Judgment permanently
enjoinin g Adams, by consent, from future violations of Section 17(a) of the Securities Act of 1933,
Section I O(b) and 13(b)(5) ofthe Exchange Act and Exchange Act Rul es I Ob-5, 13b2-l and 13b22

.
(

2, and from aiding and abetting violations of Sections l O(b), 13(a), 13(b)(2)(A) and f3(b)(2)(B) of
the Exchange Act and Exchange Act Rules lOb-5 , 12b-20 and 13 a-13 . The Judgment also ordered
Adams to pay $90,000 as a civil money penalty, and barred Adams for a period of five years
following the date of entry of the Final Judgment, from acting as an officer or director of any issuer
that has a cl ass of securities registered pursuant to Section 12 of the Exchange Act [15 U.S .C. §
781] or that is required to fi le reports pursuant to section 15(d) of the Exchange Act.
5.
The Commission' s amended complaint alleged, among other things, that
from March 1999 through February 2000, Conseco and Conseco Finance made false and
misleading statements about their earnings in filings made with the Commission and in public
statements announcing their earnings, overstating their financial results by hundreds of millions of
dollars. The complaint alleged that this massive overstatement occurred prim arily because D ick
and Adams conducted a fraudulent scheme to avoid huge write-downs of certain assets held by
Conseco Finance known as interest-only securities, and corresponding charges to earnings,
through the use of improper accounting techniques in violation of United States Generally
Accepted Accounting Principles. The complaint also alleged that Dick and Adams made a variety
of improper and unsupported "top-side" adjustments to Conseco Finance's books and records at
the end of the first three quarters of 1999 to further inflate Conseco and Conseco Finance's
earnings for these quarters in order to meet Wall Street's analysts' consensus earnings targets.
Further, the complaint alleged that Conseco and Conseco Finance, under Dick and Adams'
di rection, failed to maintain a system of internal accounting controls sufficient to prevent these
and other material misstatements in their financial statements, and that Dick and Adams were
responsible for and took advantage ofthis failure to maintain adequate controls. Finally, the
complaint alleged that Dick and Adams m ade misrepresentations to Conseco and Conseco
Finance's auditors in management representation letters.

IV.
In view of the forego ing, the Commission deems it appropriate and in the public interest to
impose the sanction agreed to in Respondent Adams ' Offer.

Accordingly, it is hereby ORDERED, effective imm ediately, that:
A.
acco untant.

Adams is suspended from appearing or practi cing before the Commission as an

B.
After five years from the date of this order, Respondent may request that the
Commission consider his reinstatement by submitting an appli cation (attention: Office of the
Chi ef Accountant) to resume appearing or practicing before the Commission as:
1.
a preparer or reviewer, or a person responsible for the preparation or
review, of any publ ic company's financial statements that are fil ed with the Commission. Such
an application must satisfy the Commission that Respondent 's work in hi s practice before the
Co mmi ssion will be reviewed either by the independent audit committee of the public compan y
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for which he works or in some other acceptable manner, as long as he practices before the
Commission in this capacity; and/or
2.
Commission that:

an independent accountant. Such an application must satisfy the

(a)
Respondent, or the public accounting finn with which he is
associated, is registered with the Public Company Accounting Oversight Board ("Board") in
accordance with the Sarbanes-Oxley Act of2002, and such registration continues to be effective;
(b)
Respondent, or the registered public accounting firm with which he
is associated, has been inspected by the Board and that inspection did not identify any criticisms
of or potential defects in the respondent 's or the firm ' s quality control system that would indicate
that the respondent will not receive appropriate supervision
(c)
Respondent has resolved all disciplinary issues with the Board, and
has complied with all terms and conditions of any sanctions imposed by the Board (other than
reinstatement by the Commission); and
(d)
Respondent acknowledges his responsibility, as long as
Respondent appears or practices before the Commission as an independent accountant, to
comply with all requirements of the Commission and the Board, including, but not limited to, all
requirements relating to registration, inspections, concurring partner reviews and quality control
standards.
C.
The Commission will consider an application by Respond ent to resume
appearing or practicing before the Commission provided that his state CPA license is
current and he has resolved all other disciplinary issues with the applicable state boards of
accountancy. However, if state licensure is dependant on reinstatement by the
Commission, the Commission will consider an application on its other merits. The
Commission's review may include consideration of, in addition to the matters referenced
above, any other matters relating to Respondent's character, integrity, professional conduct,
or qualifications to appear or practice before the Commission.

By the Commission.

Nancy M. Morris
Secretary

~)( ~. ~._.r-ye/
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By: Cnfr~M. Peterson

Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 25, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12375

In the Matter of
Hancock Holdings, Inc.,
Image World Media, Inc.,
Irving Capital Corp.,
Madison Holdings, Inc.,
Orion Technologies, Inc.,
Pare Capital Corp., and
Solomon Alliance Group, Inc.,

ORDER INSTITUTING ADMINISTRATIVE
PROCEEDINGS AND NOTICE OF HEARING
PURSUANT TO SECTION 12U) OF THE
SECURITIES EXCHANGE ACT OF 1934

Respondents.

I.

The Securities and Exchange Commission ("Commission") deems it -necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 ("Exchange Act").
II.
After an investigation, the Division of Enforcement alleges that:
A.

RESPONDENTS

1.
Hancock Holdings, Inc. ("Hancock") (CIK No. 1098970) is a void
Delaware shell corporation located in Washington, D.C. with a class of equity securities
registered with the Commission pursuant to Exchange Act Section 12(g). During June
2000, Hancock changed its name to Transaction Verification Systems, Inc. with the
Delaware Secretary of State, although as of July 17, 2006, the company had not yet
changed its name in the Commission's records. Hancock is delinquent in its periodic
filings with the Commission, having not filed any periodic reports since it filed a Form
10-QSB for the period ended December 31, 1999, which reported assets of $701. On
February 22, 2000, Hancock became a wholly-owned subsidiary of proposed corespondent Orion Teclmologies, Inc.

2.
Image World Media, Inc. (CIK No. 1089124) is a noncompliant Colorado
shell corporation located in Singapore with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). The company is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
Form 10-QSB for the period ended September 30,2001, which reported assets of$1,666
and a net loss of $14,981 for the prior nine months. Image World's stock (symbol
"IWMI") is traded on the over-the-counter markets.
3.
Irving Capital Corp. (CIK No. 1111747) is a void Delaware shell
corporation located in Las Vegas, Nevada with a class of equity securities registered with
the Commission pursuant to Exchange Act Section 12(g). The company is delinquent in
its periodic filings with the Commission, having not filed any periodic reports since it
filed a Form 10-KSB for the period ended March 31,2001, which reported assets of
$545. The company's stock is not publicly traded.
4.
Madison Holdings, Inc. (CIK No. 1098966), a void Delaware shell
corporation with a class of equity securities registered with the Commission pursuant to
Exchange Act Section 12(g), is a wholly-owned subsidiary of proposed co-respondent
Solomon Alliance Group, Inc . The company is delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 10-QSB for the
period ended December 31 , 1999, which reported assets of $701. The company's stock is
not publicly traded.
5.
Orion Technologies, Inc. (CIK No . 1047174) is a defaulted Nevada
corporation located in Washington, D.C. with a class of equity securities registered with
the Commission pursuant to Exchange Act Section 12(g). On February 22, 2000, the
company acquired all of the issued and outstanding capital stock of proposed corespondent Hancock Holdings, Inc. Orion is delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 10-QSB for the
period ended September 30, 2001, which reported a net loss of $1,171,426 for the prior
nine months. Orion's stock (symbol "ORTG") is traded on the over-the-counter markets.
6.
Pare Capital Corp. (CIK No . 1100189) is a void Delaware shell
corporation located in New York, New York with a class of equity securities registered
with the Commission pursuant to Exchange Act Section 12(g). The company is
delinquent in its periodic filings with the Commission, having not filed any periodic
reports since it filed a Form I 0-QSB for the period ended December 31, 2001, which
reported assets of $370. The company's stock is not publicly traded.
7.
Solomon Alliance Group, Inc. (CIK No. 1054730) is a dissolved Arizona
corporation located in Alpharetta, Georgia with a class of equity securities registered with
the Commission pursuant to Exchange Act Section 12(g). On March 16, 2000, Solomon
acquired all of the issued and outstanding stock of proposed co-respondent Madison
Holdings, Inc. The company is delinquent in its periodic filings with the Commission,
having not filed any periodic reports since it filed a Form 10-QSB for the period ended
September 30, 2001, which reported a net loss of $776,008 for the prior nine months.
Solomon's stock (symbo l "SAGE") was quoted on the Pink Sheets on an unsolicited
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basis by two market makers as of July 17, 2006 and had an average daily trading volume
of9,699 shares during the year ended July 17, 2006.
B.

DELINQUENT PERIODIC FILINGS

8.
This case concerns seven companies with classes of securities registered
with the Commission that are delinquent in their periodic reports with the Commission
(see Chart of Delinquent Filings, attached hereto as Appendix 1). All of the companies
are or were affiliated, directly or indirectly, with two promoters. Hancock, Image World,
Irving Capital, Madison, and Pare Capital were formed or acquired by the two promoters.
Orion and Solomon participated in reverse merger transactions involving the purchase of
shell companies ofwhich the two promoters were beneficial owners and through which
the promoters acquired direct or indirect stakes in the acquiring companies.
9.
Each of the respondents either failed to cure their delinquencies after
being sent delinquency letters by the Division of Corporation Finance requesting
compliance with their periodic filin g obli gations or, through their failure to maintain a
current address on fi le with the Commission as required by Commission rules, did not
receive such letters.
10.
Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers with classes of securi ties registered pursuant to Exchange Act Section 12 to file
with the Commission current and accurate information in periodic reports, even if the
registration is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to
file annual reports (Forms 10-K or 10-KSB), and Rule 13a-13 requires issuers to file
quarterly reports (Forms 10-Q or 10-QSB).
As a result of their failure to file required periodic filings, Respondents
failed to comply with Exchange Act Section 13(a) and Rules 13a-1 and 13a-13
thereunder.
11 .

III.
In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate for the protection of investors to institute public
administrative proceedings to determine:
A.
Whether the all egations in Section II are true and, in connection therewith,
to afford the Respondents an opportunity to establish any defenses to such allegations;
and,
B.
Whether it is necessary and appropriate for the protection of investors to
suspend for a period not exceeding twelve months, or revoke the registration of each
class of securities of the Respondents identified in Section II registered pursuant to
Section 12 of the Exchange Act.
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IV.
IT IS ORDERED that a public hearing for the purpose of taking evidence on the
questions set forth in Section III hereof shall be convened at a time and place to be fixed,
and before an Administrative Law Judge to be designated by further order as provided by
Rule 110 of the Commission's Rules of Practice [17 C.F.R. § 201.110].
IT IS FURTHER ORDERED that Respondents shall file Answers to the
allegations contained in this Order within ten (1 0) days after service of this Order, as
provided by Rule 220 of the Commission's Rules of Practice [17 C.F.R. § 201.220].
IfRespondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents may be deemed in default and the proceedings may
be determined against them upon consideration of this Order, the allegations of which
maybe deemed to be true as provided by Rules 155(a), 220(f), 221(f) and 310 ofthe
Commission's Rules ofPractice [17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f), and
201.310].
This Order shall be served forthwith upon Respondents personally, by certified or
express mail, or by any other means permitted by the Commission's Rules of Practice.
IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision not later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) ofthe Commission's Rules ofPractice [17 C.F.R. § 201 .360(a)(2)] .
In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not "rule making" within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.
By the Commission.

Nancy M. Morris
Secretary

aw~ . fJ~

Attachment

By:Uill M. Peterson
·-.. .- Assistant Secretary
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Appendix 1

Chart of Delinquent Filings
In the Matter of Hancock Holdings, Inc., eta/.
Company Name

Form Type

Period
Ended

Due Date

Date
Received

Months
Delinquent
(rounded up)

Hancock Holdings, Inc.
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB

Total Filings Delinquent

03/31/00
06/30/00
09/30/00
12/31/00
03/31/01
06/30/01
09/30/01
12/31/01
03/31/02

05/15/00
08/14/00
12/29/00
02/14/01
05/15/01
08/14/01
12/31/01

Not
Not
Not
Not
Not
Not

filed
filed
filed
filed
filed
filed

Not filed
Not filed

74
71
67
65
62
59

Not filed
Not filed

55
53
50
47

12/30/02
02/14/03
05/15/03

Not filed
Not filed

41

09/30/03
12/31/03

08/14/03
12/29/03
02/17/04

Not filed
Not filed
Not filed

38
35
31
29

03/31/04

05/17/04

06/30/04
09/30/04
12/31/04

08/16/04
12/29/04
02/14/05
05/16/05
08/15/05
12/29/05
02/14/06
05/15/06

Not
Not
Not
Not
Not
Not
Not
Not
Not

26
23
19
17
14
11
7
5
2

02/14/02
05/15/02

06/30/02

08/14/02

09/30/02
12/31/02
03/31/03
06/30/03

03/31/05
06/30/05
09/30/05
12/31/05
03/31/06

Not filed

filed
filed
fil ed
filed
filed
filed
filed
filed
filed

43

25
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Company Nanie

Form Type

Months
Deli nquent
(rounded up)

Period
Ended

Due Date

Date
Rece ived

12/31 /01

04/01/02

Not filed

51

03/31/02

Not filed

06/30/02

05/15/02
08/14/02

Not filed

50
47

09/30/02

11/14/02

12/31/02
03/31/03"

03/31 /03
05/15/03
08/14/03
11/14/03
03/30/04
05/17/04
08/16/04
11/15/04
03/31/05

Not filed
Not filed

44
40

Not
Not
Not
Not
Not
Not

filed
filed
filed
filed
filed
filed

05/15/05
08/14/05
11/14/05
03/31/05
05/15/06

Not
Not
Not
Not
Not
Not
Not

filed
filed
filed
filed
filed
filed
filed

38
35
32
28
26
23
20
16

06/29/01
08/14/01
11/14/01
02/14/02
07/01 /02
08/14/02
11/14/02
02/14/03
06/30/03
08/14/03
11/14/03

Not
Not
Not
Not
Not
Not
Not
Not
Not
Not
Not

fil ed
filed
filed
filed
filed
fi led
fi led
filed
filed
filed
filed

61
59
56
53
48
47
44
41
37

02/17/04
06/29/04

Not fil ed

29
25
23
20
17

/mage World Media, Inc.
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QS'B
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB

Tota l Filings Delinquent

06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06

14
11
8
16
2

18

Irving Capital Corp.
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB

03/31/01
06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03

08/16/04

Not filed
Not filed

09/30/04

11/15/04

Not fil ed

12/31/04

02/14/05

Not filed

03/31/04
06/30/04

35
32
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Company Name

Form Type

Irving Capital Corp.
(continued)

10-KSB
10-QSB
10-QSB
10-QSB
10-QSB

Total Filings Delinquent

Due Date

Date
Received

Months
Delinquent
(rounded up)

03/31/05

06/29/05

Not filed

13

06/30/05

08/15/05

Not filed

11

09/30/05

11/14/05

Not filed

8

12/31/05

02/14/06

Not filed

5

03/31/06

05/15/06

Not filed

2

03/31/00

05/15/00

Not filed

74

06/30/00

08/14/00

Not filed

71

Period
Ended

21

Madison Holdings, Inc.
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB

Total Filings Delinquent

09/30/00

12/29/00

Not filed

67

12/31/00

02/14/01

Not filed

65

03/31/01

05/15/01

Not filed

62

06/30/01

08/14/01

Not filed

59

09/30/01

12/31/01

Not filed

55

12/31/01

02/14/02

Not filed

03/31/02

05/15/02

Not filed

53
50

06/30/02

08/14/02

Not filed

47

09/30/02

12/30/02

Not filed

43

12/31/02

02/1 4/03

Not filed

41

03/31/03

05/15/03

Not filed

38

06/30/03

08/14/03

Not filed

35

09/30/03
12/31/03
03/31/04
06/30/04
09/30/04

12/29/03
02/17/04

Not filed
Not filed

05/17/04
08/16/04
12/29/04
02/14/05

Not
Not
Not
Not

31
29
26
23
19

05/16/05

Not filed

17
14

06/30/05

08/15/05

09/30/05

Not filed
Not filed

11
7

12/31/05

12/29/05
02/14/06

03/31 /06

05/15/06

12/31/04
03/31/05

filed
filed
filed
filed

Not filed

5

Not filed

2

25
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Company Name

Form Type

Due Date

Date
Received

Months
Delinquent
(rounded up)

12/31/01

04/01/02

Not filed

51

03/31/02

05/15/02

06/30/02

08/14/02

Not filed
Not filed

50
47

Period
Ended

Orion Technologies, Inc.
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB

Total Filings Delinquent

09/30/02

11/14/02

Not filed

44

12/31/02

03/31/03

Not filed

40

03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04

05/15/03
08/14/03
11/14/03
03/30/04
05/17/04
08/16/04

Not filed
Not filed
Not filed

38
35
32

Not filed
Not filed
Not filed
Not filed
Not filed

28
26
23
20
16
14

12/31/04
03/31/05

11/15/04
03/31/05
05/15/05

06/30/05
09/30/05
12/31/05
03/31/06

08/14/05
11/14/05
03/31/05
05/15/06

03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31 /03
03/31/04
06/30/04
09/30/04
12/31 /04

05/15/02
08/14/02
12/30/02
02/14/03
05/15/03
08/14/03
12/29/03
02/17/04
05/17/04
08/16/04
12/29/04

Not filed
Not filed
Not filed
Not filed

11
8
16

Not filed

2

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

50
47
43
41
38
35
31
29
26
23

Not filed
Not filed

19
17

18

Pare Capital Corp.
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB

02/14/05
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Company Name

Form Type

Pare Capital Corp.
(continued)

10-QSB
10-QSB
10-KSB
10-QSB
10-QSB

Total Filings Delinquent
Solomon Alliance
Group, Inc.

Total Filings Delinquent

Months
Delinquent
(rounded up)

Period
Ended

Due Date

Date
Received

03/31/05

05/16/05

Not filed

14

06/30/05

08/15/05

Not filed

12/29/0 5

Not filed

11
7

02/14/06
05/15/06

Not filed
Not filed

09/30/05
12/31/05
03/31/06

5
2

17

10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB

12/31/01

04/01/02

Not filed

51

03/31/02
06/30/02
09/30/02
12/31/02

05/15/02
08/14/02
11/14/02

Not filed
Not filed
Not filed

03/31/03
05/15/03

Not filed
Not filed

50
47
44
40

08/14/03
11/14/03
03/30/04
05/17/04

Not
Not
Not
Not

filed
filed
filed
filed

35
32
28
26

08/16/04
11/15/04

Not filed
Not filed

23

03/31/05

03/31/05
05/16/05

Not filed
Not filed

20
16
14

06/30/05
09/30/05
12/31/05
03/31/06

08/15/05
11/14/05
03/31/06
05/15/06

Not
Not
Not
Not

11
8
4
2

03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04

filed
filed
filed
filed

38

18
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 2538 I July 26, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12383

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 203(f) OF THE
INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS

In the Matter of
Michael L. Hershey,
Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 203(£) of the Investment Advisers Act of 1940 ("Advisers Act") against Michael L.
Hershey ("Hershey" or "Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section
203(£) of the Investment Advisers Act of 1940, Making Findings, and Imposing Remedial
Sanctions ("Order"), as set forth below.

III.
On the basis of this Order and Respondent's Offer, the Cmmnission finds that:
1.
Hershey was the founder, president, and 90% owner of Landis Associates,
LLC ("Landis"), an investment adviser registered with the Commission, and also was president
and chairman of the board of the Henlopen Fund, an investment company registered with the
Commission. Landis served as investment adviser to the Henlopen Fund, as well as to a number of
individual client accounts. Hershey, 67 years old, is a resident of Tierra Verde, Florida.
2.
On July 19,2006, a final judgment was entered by consent against
Respondent, permanently enjoining him from future violations of Sections 17(a) of the Securities
Act of 1933 ("Securities Act"), Section 10(b) of the Exchange Act, and Rule 10b-5, thereunder,
Sections 206(1) and 206(2) of the Advisers Act, and Section 204 of the Advisers Act, and Rules
204-2(a)(3) and (7), thereunder, in the civil action entitled Securities and Exchange Commission v.
Michael L. Hershey, et al., Civil Action Number 04-CV-2742, in the United States District Court
for the Eastern Dishict ofPennsylvania (the "Civil Action").
3.
The Commission's Complaint alleged that, between 1998 and 2001,
Hershey, acting directly and through Landis, misused client funds and breached his fiduciary duty
to one of his individual clients by using his full discretion over the investments of that client to
authorize investments in Tremont Medical, Inc. ("Tremont Medical"), an apparently now-defunct
company for which Hershey served as a member of its Board of Directors. Hershey continued
these investments, the Complaint alleged, even though it became clear that this client's funds were
Tremont Medical 's only source of capital. Specifically, the Complaint alleged that Hershey
authorized undocumented, uncollateralized, and interest-free cash advances of$8.1 million from
his cli ent 's funds, which were falsely characterized on transaction documentation and account
statements as purchases of common stock in Tremont Medical, Inc. As a res ult, the Complaint
alleged, the client's account was overvalued by more than $30 million, as statements for the
account falsely represented ownership of approximately 9.9 million shares of Tremont Medical
stock, when, in fact, the client account held only 1.9 million shares of Tremont Medical stock, all
of which was worthless. Finally, the Complaint asserted that because Hershey liquidated many of
this client's other investments in order to make these cash advances to Tremont Medical, by the
time the client account was closed, in June 2001, that account had lost 70% of its value and the
client had lost all of the funds invested in Tremont Medical.

IV.
In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent's Offer.
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Accordingly, it is hereby ORDERED :
Pursuant to Section 203(f) of the Advisers Act, that Respondent be and hereby is barred
from association with any investment adviser.
Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.
By the Commission.

Nancy M . Morris
Secretary

il~ - ~

By:~l M. Peterson

Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 26, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12381

In the Matter of
ORDER INSTITUTING
PROCEEDINGS AND NOTICE
OF HEARING PURSUANT TO
SECTION 12U) OF THE
SECURITIES EXCHANGE ACT
OF 1934

Go Online Networks Corp.,
Integrated Communication
Networks, Inc.,
Keystone Energy Services, Inc.,
Scottsdale Technologies, Inc.,
Sienna Broadcasting Corp., and
Triton Network Systems, Inc.,
Respondents.

I.

The Securities and Exchange Commission ("Commission") deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 ("Exchange Act").

II.
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENTS

1.
Go Online Networks Corp. (CIK No. 1056617) is a forfeited Delaware
corporation located in Chatsworth, California with a class of equity securities registered
with the Commission pursuant to Exchange Act Section 12(g). Go Online is delinquent
in its periodic filings with the Commission, having not filed any periodic reports since it
filed a Form 10-Q for the period ended September 30, 2004. As of June 2, 2006, the
company' s common stock (symbol "GONT") was quoted on the Pink Sheets, had
fourteen market makers, and was eligible for the piggyback exemption of Exchange Act
Rule 15c2-11(f)(3).

2.
Integrated Communication Networks, Inc. (CIK No . 1098300) is a
revoked Nevada corporation located in Aliso Viejo, California with a class of equity
securities registered with the Commission pursuant to Exchange Act Se_ction 12(g).

.

)

Integrated is delinquent in its periodic filings with the Commission, having not filed any
periodic reports since it filed a Form 10-Q for the period ended September 30, 2000, ·
which reported that the company had doubts about its ability to continue as a going
concern and had a working capital deficiency of $5.2 million. As of June 2, 2006, the
company's common stock (symbol "ICNW") was quoted on the Pink Sheets, had four
market makers, and was eligible for the piggyback exemption of Exchange Act Rule
15c2-11(f)(3).
3.
Keystone Energy Services, Inc. (CIK No. 1053243) is an inactive
Minnesota corporation located in Los Angeles, California with a class of equity securities
registered with the Commission pursuant to Exchange Act Section 12(g). Keystone is
delinquent in its periodic filings with the Commission, having filed no periodic reports
since it filed a Form 10-SB registration statement on December 3, 1999, which reported
that the company had an operating loss of $1.3 million for fiscal year 1999. As of June 2,
2006, the company' s common stock (symbol "KESE") was quoted on the Pink Sheets,
had eight market makers, and was eligible for the piggyback exemption of Exchange Act
Rule 15c2-ll(f)(3).
4.
Scottsdale Technologies, Inc. (CIK No. 1046303) is a void Delaware
corporation located in Scottsdale, Arizona with a class of equity securities registered with
the Commission pursuant to Exchange Act Section 12(g). Scottsdale is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
Form 10-SB registration statement on December 11, 1997, which reported that the
company had zero revenues, total assets of $500, and a net loss of $4,067 for the six
months ending March 31, 1997. As of June 2, 2006, the company' s common stock
(symbol "SDNI") was quoted on the Pink Sheets, had six market makers, and was
eligible for the piggyback exemption ofExchange Act Rule 15c2-11(f)(3).
5.
Sienna Broadcasting Corp. (nlk/a Contemporary Solutions, Inc.) (CIK No.
849354) is a Nevada corporation located in Las Vegas, Nevada with a class of equity
securities registered with the Commission pursuant to Exchange Act Section 12(g).
Sienna is delinquent in its periodic filings with the Commission, having not filed a
periodic report since it filed a Form 10-QSB for the period ended September 30, 2002. It
has also failed to change its name in the Commission's records to its new name,
Contemporary Solutions, Inc., as required. As of June 29, 2006, the company' s common
stock (symbol "CPSL") was quoted on the Pink Sheets, had six market makers, and was
eligible for the piggyback exemption of Exchange Act Rule 15c2-ll(f)(3).
6.
Triton Network Systems, Inc. (CIK No. 1050250) is a dissolved Delaware
corporation located in Dallas, Texas with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). Triton is delinquent in its periodic
filings with the Commission, having not filed a periodic report since it filed a Form 10-Q
for the period ended March 31, 2002, which reported that a net loss from operations of
$19 million for the prior three months, and the company's dissolution on January 31 ,
2002. As of June 2, 2006, the company's common stock (symbol "TNSIZ") was quoted
on the Pink Sheets, had eight marketmakers, and was eligible for the piggyback
exemption ofExchange Act Rule 15c2-11(f)(3).
2

B. DELINQUENT PERIODIC FILINGS
7.
As discussed in more detail above, all of the respondents are delinquent in
their periodic filings with the Commission (see Chart of Delinquent Filings, attached
hereto as Appendix 1), have repeatedly failed to meet their obligations to file timely
periodic reports, and failed to heed delinquency letters sent to them by the Division of
Corporation Finance requesting compliance with their periodic filing obligations or,
through their failure to maintain a valid address on file with the Commission, did not
receive such letters.
8.
Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports (Forms 10-K or 10-KSB), and Rule 13a-13 requires issuers to file quarterly
reports (Forms 10-Q or 10-QSB).
9.
As a result of the foregoing, Respondents failed to comply with Exchange
Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder.

III.
In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate for the protection of investors that public
administrative proceedings be instituted to determine:
A.
Whether the allegations contained in Section II are true and, in connection
therewith, to afford the Respondents an opportunity to establish any defenses to such
allegations; and,
B.
Whether it is necessary and appropriate for the protection of investors to
suspend for a period not exceeding twelve months, or revoke the registration of each
class of securities of the Respondents identified in Section II registered pursuant to
Section 12 of the Exchange Act.

IV.
IT IS HEREBY ORDERED that a public hearing for the purpose of taking
evidence on the questions set forth in Section III hereof shall be convened at a time and
place to be fixed, and before an Administrative Law Judge to be designated by further
order as provided by Rule 110 of the Commission's Rules of Practice [17 C.F.R. §
201.110].
IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to
the allegations contained in this Order within ten (1 0) days after service of this Order, as
provided by Rule 220(b) ofthe Commission's Rules of Practice [17 C.F.R. § 201.220(b)].
3

If Respondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents may be deemed in default and the proceedings may
be determined against it upon consideration of this Order, the allegations ofwhich may
be deemed to be true as provided by Rules 155(a), 220(£), 221(£), and 310 ofthe
Commission's Rules of Practice [17 C.F.R. §§ 201.155(a), 201.220(£), 201.221(£), and
201.310].
This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means of verifiable delivery.
IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission's Rules of Practice [17 C.F.R. § 201.360(a)(2)].
In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not "rule making" within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.
By the Commission.

Nancy M. Morris
Secretary

~}1~~~

Attachment

By: U11t M. Peterson
Assistant Secretary
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Chart of Del inquent Filings
Go Online Networks Corp., eta/.

Com pany Name

Form Type

Period
Ended

Due Date

12/31/04

02/14/05

Months
Date
Delinquent
Received (rounded up)

Go Online Ne tworks
Corp.
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
Total Filings Delinquent

Not filed

17

03/31/05

05/16/0 5

Not fil ed

14

06/30/05

08/15/05

Not fil ed

11

09/30/05

11 /14/05

Not fil ed

8

12/31/05

02/14/06

Not filed

5

03/31/06

05/15/06

Not filed

2

12/31/00

04/02/01

Not filed

63

03/31/01

05/15/01

Not fil ed

62

06/30/01

08/14/01

Not filed

59

09/30/01

11 /14/0 1

Not filed

56

6

Integra ted
Commun ication
Networks, Inc.
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q

12/31/01

04/01 /02

03/31/02

05/15/02

Not filed
Not fil ed

51
50

06/30/02

08/14/02

Not fil ed

47

09/30/02

11/14/02

Not fil ed

44

12/31/02

03/31/03

Not fil ed

40

03/31/03

05/15/03

Not fil ed

38

06/30/03

08/14/03

Not filed

35

09/30/03

11/14/03

Not fil ed

32

12/31/03

03/30/04

Not fi led

28

03/31/04

05/17/04

Not fil ed

26

06/30/04

08/16/04

Not filed

23

09/30/04

11 /15/04

Not fi led

20

12/31/04

03/31 /05

Not fi led

16

03/31 /05

05/16/05

Not filed

14

06/30/05

08/15/05

Not fil ed

11

09/30/05

11 /14/05

Not filed

8
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Company Name

Integrated
Communication
Networks, Inc.

Total Filings Delinquent

Keystone Energy
Services, Inc.

Period
Ended

Form Type

10-K
10-Q

Due Date

Months
Delinquent
Date
Received (rounded up)

03/31/06

Not filed

4

12/31/05

05/15/06

Not filed

2

03/31/06

22

10-QSB
10-QSB

02/14/00

Not filed

77

12/31/99

05/15/00

Not filed

74

03/31/00

08/14/00

Not filed

71

06/30/00
09/30/00

12/29/00

Not filed

67

02/14/01

Not filed

65

12/31/00

05/15/01

Not filed

62

03/31/01

08/14/01

Not filed

59

06/30/01

12/31/01

Not filed

55

09/30/01

02/14/02

Not filed

53

12/31/01

05/15/02

Not filed

50

03/31/02

08/14/02

Not filed

47

06/30/02

12/30/02

Not filed

43

09/30/02

02/14/03

Not filed

41

12/31/02

05/15/03

Not filed

38

03/31/03
06/30/03

Not filed
Not filed

35
31

09/30/03

08/14/03
12/29/03
02/16/04

Not filed

29

12/31/03

05/17/04

Not filed

26

03/31/04
06/30/04

08/16/04
12/29/04

23
19

09/30/04

Not filed
Not filed

02/14/05

Not filed

17

12/31/04

05/16/05

Not filed

14

03/31/05

08/15/05

Not filed

11

06/30/05

12/29/05

Not filed

7

09/30/05

02/14/06

Not filed

5

12/31/05

05/15/06

Not filed

2

03/31/06

10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB

10-QSB
10-QSB

Total Filings Delinquent

26
Page 2 of 5

.

.

Company Name

Form Type

Period
Ended

Due Date

Months
Date
Delinquent
Rece ived (rounded up)

Scottsdale
Technologies, Inc.
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB

06/30/97

08/14/97

Not filed

107

09/30/97
12/31 /97
03/31 /98

12/29/97
02/16/98
05/15/98

Not filed
Not filed
Not filed

103
101
98

06/30/98

08/14/98

Not fi led

95

09/30/98

12/29/98

Not filed

91

12/31/98

02/14/99

Not filed

89

03/31/99

05/1 7/99

Not filed

86

06/30/99

08/16/99

Not filed

83

09/30/99

12/29/99

Not filed

79

12/31/99

02/14/00

Not filed

77

03/31/00

05/15/00

Not filed

74

06/30/00

08/14/00

Not filed

71

09/30/00

12/29/00

Not filed

67

12/31 /00

02/14/01

Not fi led

65

03/31 /01

05/15/01

Not filed

62

06/30/01

08/14/01

Not filed

59

09/30/01

12/31/01

Not fi led

55

12/31/01

02/14/02

Not filed

53

03/31 /02

05/15/02

Not filed

50

06/30/02

08/14/02

Not fi led

47

09/30/02

12/30/02

Not filed

43

12/31/02
03/31/03
06/30/03

02/14/03
05/15/03
08/ 14/03

Not filed
Not filed
Not filed

41
38
35

09/30/03

12/29/03

Not filed

31

12/31 /03

02/16/04

Not filed

29

03/3 1/04

05/17/04

Not fi led

26

06/30/04

08/16/04

Not filed

23

09/30/04

12/29/04

Not fi led

19

12/31/04

02/14/05

Not fi led

17

03/31/05

05/16/05

Not filed

14

06/30/05

08/15/05

Not filed

11

09/30/05

12/29/05

Not filed

7

12/31/05

02/14/06

Not filed

5
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Company Name

Form Type

Months
Delinquent
Date
Received (rounded up)

Period
Ended

Due Date

03/31 /06

05/15/06

Not filed

2

03/3 1/06

05/15/06

Not fil ed

2

Scottsdale
Technologies, Inc.
10-QSB
10-QSB

Total Filings Delinquent

36

Sienna Broadcasting
Corp.
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB

Total Filings Delinquent

12/3 1/02

03/31/03

Not filed

40

03/3 1/03

05/15/03

Not filed

38

06/30/03

08/14/03

Not filed

35

09/30/03

11/14/03

Not filed

32

12/3 1/03

03/30/04

Not filed

28

03/31 /04

05/17/04

Not fil ed

26

06/30/04

08/16/04

Not filed

23

09/30/04

11/15/04

Not filed

20

12/31/04

03/31 /05

Not filed

16

03/31/05

05/16/05

Not filed

14

06/30/05

08/15/05

Not fil ed

11

09/30/05

11 /14/05

Not filed

8

12/3 1/05

03/31 /06

Not filed

4

03/31 /06

05/15/06

Not filed

2

06/30/02

08/14/02

Not filed

47

09/30/02

11/14/02

Not filed

44

12/3 1/02

03/31/03

Not filed

40

03/31/03

05/15/03

Not filed

38

06/30/03

08/14/03

Not filed

35

09/30/03

11 /14/03

Not filed

32

12/3 1/03

03/30/04

Not filed

28

03/31/04

05/17/04

Not filed

26

06/3 0/04

08/16/04

Not filed

23

09/30/04

11 /15/04

Not filed

20

12/31/04

03/3 1/05

Not filed

16

03/31 /05

05/16/05

Not filed

14

13

Triton Network
Systems, Inc.
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q

Page 4 of 5
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Company Name

Form Type

Period
Ended

Due Date

06/30/05

08/15/05

Months
Date
Delinquent
Received (rounded up)

Triton Network
Systems, Inc.
10-Q
10-Q
10-K
10-Q

Total Filings Delinquent

Not filed

11

8

09/30/05

11/14/05

Not filed

12/31/05

03/31/06

Not filed

4

03/31/06

05/15/06

Not filed

2

16
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 26, 2006

IN THE MATTER OF
Andover Apparel Group, Inc.,
Applied Computer Technology, Inc.,
Country World Casinos, Inc.
Digital Transmission Systems, Inc.,
EWRX Internet Systems, Inc.,
Go Online Networks Corp.,
Integrated Communication
Networks, Inc.
Keystone Energy Services, Inc.,
Microbest, Inc.,
Midway Airlines Corp.
Mobilemedia Corp.
Neometrix Technology Group, Inc.,
Photran Corp.,
Scottsdale Technologies, Inc.,
Sienna Broadcasting Corp.,
Triton Network Systems, Inc., and
Western Pacific Airlines, Inc.

ORDER OF SUSPENSION
OF TRADING

File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Andover Apparel Group,
Inc. because it has not filed any periodic reports since the period ended November 30,
1998.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Applied Computer
Technology, Inc. (n/k/a Amigula, Inc.) because it has not filed any periodic reports since
the period ended June 30, 1998.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Country World Casinos,
Inc. because it has not filed any periodic reports since the period ended March 31, 2001.

J,

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Digital Transmission
Systems, Inc. because it has not filed any periodic reports since the period ended March
31 , 2002.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of EWRX Internet Systems,
Inc. (n/k/a iMusic International, Inc.) because it has not filed any periodic reports since
the period ended September 30, 2000.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Go Online Networks Corp.
because it has not filed any periodic reports since the period ended September 30, 2004.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Integrated Communication
Networks, Inc. because it has not filed any periodic reports since the period ended
September 30, 2000.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Keystone Energy Services,
Inc. because it has not filed any periodic reports since December 3, 1999.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities ofMicrobest, Inc. because it
has not filed any periodic reports since the period ended September 30, 2002.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Midway Airlines Corp.
because it has not filed any periodic reports since the period ended June 30, 2001.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Mobilemedia Corp. because
it has not filed any periodic reports since the period ended September 30, 1996.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities ofNeometrix Technology
Group, Inc. because it has not filed any periodic reports since the period ended July 31,
2004.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Photran Corp. because it
has not filed any periodic reports since the period ended September 30, 1998.

I

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Scottsdale Technologies,
Inc. because it has not filed any periodic reports since December 11, 1997.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Sienna Broadcasting Corp.
(n/k/a Contemporary Solutions, Inc.) because it has not filed any periodic reports since
September 30, 2002.

It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Triton Network Systems,
Inc. because it has not filed any periodic reports since the period ended March 31 , 2002.
It appears to the Securities and Exchange Commission that there is a lack of
current and accurate information concerning the securities of Western Pacific Airlines,
Inc. because it has not filed any periodic reports since the period ended September 30,
1997.

The Commission is of the opinion that the public interest and the protection of
investors require a suspension of trading in the securities ofthe above-listed companies.
Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act
of 1934, that trading in the above-listed companies, including trading in the debt
securities of Country World Casinos, Inc., Midway Airlines Corp., and Mobilemedia
Corp., is suspended for the period from 9:30a.m. EDT on July 26, 2006, through 11:59
p.m. EDT on AugustS, 2006.
By the Commission.
Nancy M. Morris
Secretary

By:~:.p~

Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 26, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12379

In the Matter of
ORDER INSTITUTING
PROCEEDINGS AND NOTICE
OF HEARING PURSUANT TO
SECTION 120) OF THE
SECURITIES EXCHANGE ACT
OF 1934

Andover Apparel Group, Inc.,
Applied Computer Technology, Inc.,
Country World Casinos, Inc.,
EWRX Internet Systems, Inc.,
Mobilemedia Corp., and
Photran Corp.
Respondents.

I.
The Securities and Exchange Commission ("Commission") deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 ("Exchange Act").

II.
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENTS
1.
Andover Apparel Group, Inc. (f/k/a Andover Togs, Inc.) (CIK No.
793029) is a void Delaware corporation located in New Yark, New York with a class of
equity securities registered with the Commission pursuant to Exchange Act Section
12(g). Andover is delinquent in its periodic filings with the Commission, having not filed
a periodic report since it filed a Form 10-K for the period ended November 30, 1998,
which reported net losses of $1.2 million. As of June 2, 2006, the company's common
stock (symbol "ATOQ") was quoted on the Pink Sheets, had three market makers, and
was eligible for the piggyback exemption of Exchange Act Rule 15c2-ll(f)(3).

2.
Applied Computer Technology, Inc. (n/k/a Amigula, Inc.) (CIK No.
946244) is a Colorado corporation located in Toronto, Ontario, Canada with a class of
equity securities registered with the Commission pursuant to Exchange Act Section
12(g). Applied Computer is delinquent in its periodic filings with the Commission,

b~w~ Lf L/ of
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.
having not filed a periodic report since it filed a Form 10-QSB for the period ended June
30, 1998, which reported a net loss from operations of $1.6 million for the prior six
months. It has also fai led to change its name in the Commission's records to its new
name, Amigula, Inc., as required. As of June 2, 2006, the company' s common stock
(symbol "AMJL") was quoted on the Pink Sheets, had seven market makers, and was
eligible for the piggyback exemption of Exchange Act Rule 15c2-11 (f)(3).
3.
Country World Casinos, Inc. (CIK No. 713443) is a revoked Nevada
corporation located in Bala Cynwyd, Pennsylvania with a class of equity securities
registered with the Commission pursuant to Exchange Act Section 12(g). Country World
is delinquent in its periodic filings with the Commission, having not filed a periodic
report since it filed a Form 10-QSB for the period ended March 31 , 2001 , which reported
that the company had generated no revenues from operations since its inception, and
continued to incur losses of $200,000 per month, with a working capital deficit of over
$16 million. As ofJune 2, 2006, the company's common stock (symbol " CWRC") was
traded on the over-the-counter markets.
4.
EWRX Internet Systems, Inc. (nlk/a iMusic International, Inc.) (CIK No .
1088949) is a delinquent Nevada corporation located in Vancouver, British Columbia,
Canada with a class of securities registered with the Commission pursuant to Exchange
Act Section 12(g). EWRX is delinquent in its periodic filings with the Commission,
having not filed a periodic report since it filed a Form 10-QSB for the period ending
September 30, 2000, which reported a cumulated net loss since inception of $5 .1 million.
It has also failed to change its name in the Commission's records to its new name, iMusic
International, Inc., as required. As of June 30, 2006, the company' s common stock
(symbol "IMSC") was quoted on the Pink Sheets, had three market makers, and was
eligible for the piggyback exemption of Exchange Act Rule 15c2-11(f)(3).
5.
Mobilemedia Corp. (CIK No. 912091) is a dissolved Delaware
corporation located in Fort Lee, New Jersey with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Mobilemedia is delinquent in its
periodic filings with the Commission, having not filed a periodic report since it filed a
Form 10-Q for the period ending September 30, 1996, which reported a loss of $188
million for the previous nine months. On January 30, 1997, Mobilemedia filed a Chapter
11 bankruptcy proceeding in the U.S . Bankruptcy Court for the District of Delaware that
was terminated on February 12, 2001. The company's stock does not publicly trade.
6.
Photran Corp. (CIK No. 894906) is an inactive Minnesota corporation
located in Lakeville, Minnesota with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). Photran is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
Form 10-QSB for the period ended September 30, 1998, which reported a net loss of$3 .3
million for the prior three months. As of June 2, 2006, the company' s common stock
(symbol "PHTA") was quoted on the Pink Sheets, had two market makers, and was
eligible for the piggyback exemption ofExchange Act Rule 15c2-11(f)(3).
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B. DELINQUENT PERIODIC FILINGS
7.
As discussed in more detail above, all of the respondents are delinquent in
their periodic filings with the Commission (see Chart of Delinquent Filings, attached
hereto as Appendix 1), have repeatedly failed to meet their obligations to fi le timely
periodic reports, and failed to heed delinquency letters sent to them by the Division of
Corporation Finance requesting compliance with their periodic filing obligations or,
through their failure to maintain a valid address on file with the Commission as required
by Commission rules, did not receive such letters.
8.
Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports (Forms 10-K or 10-KSB), and Rule 13a-13 requires issuers to file quarterly
reports (Forms 10-Q or 10-QSB).
9.
As a result of the foregoing, Respondents failed to comply with Exchange
Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder.

III.
In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate for the protection of investors that public
administrative proceedings be instituted to determine:
A.
Whether the allegations contained in Section II are true and, in connection
therewith, to afford the Respondents an opportunity to establish any defenses to such
allegations; and,
B.
Whether it is necessary and appropriate for the protection of investors to
suspend for a period not exceeding twelve months, or revoke the registration of each
class of securities of the Respondents identified in Section II registered pursuant to
Section 12 of the Exchange Act.

IV.
IT IS HEREBY ORDERED that a public hearing for the purpose of taking
evidence on the questions set forth in Section III hereof shall be convened at a time and
place to be fixed, and before an Administrative Law Judge to be designated by further
order as provided by Rule 110 ofthe Commission's Rules ofPractice [17 C.F.R. §
201.110].
IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to
the allegations contained in this Order within ten (1 0) days after service of this Order, as
provided by Rule 220(b) of the Commission's Rules of Practice [17 C.F.R. § 201.220(b)].
3

If Respondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents may be deemed in default and the proceedings may
be determined against it upon consideration of this Order, the allegations of which may ·
be deemed to be true as provided by Rules 155(a), 220(f), 221(f), and 310 of the
Commission's Rules ofPractice [17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f), and
201.310].
This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means of verifiable delivery.
IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission's Rules ofPractice [17 C.F.R. § 201.360(a)(2)].
In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not "rule making" within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

Nancy M. Morris
Secretary

t /)

~rvr-~

Attachment

By: (H'u M. Peterson

.. '"'" Assistant Secretary
~- -

4

~

.

Ae.e.endix 1

Chart of Delinquent Filings
Andover Apparel Group, Inc., eta/.

Company Name

Form Type

Due Date

Date
Received

Months
Delinquent
(rounded
up)

02/28/99

04/14/99

Not filed

87

05/31/99

07/15/99

Not filed

84

08/31/99

10/15/99

Not filed

81

11 /30/99

02/28/00

Not filed

02/29/00

04/14/00

Not filed

77
75

05/31/00

07/17/00

Not filed

72

Period
Ended

Andover Apparel
Group, Inc.
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q

Total Fil ings Delinq uent

08/31/00

10/16/00

Not filed

69

11/30/00

02/28/01

Not filed

65

02/28/01

04/16/01

Not fi led

63

05/31 /01

07/16/01

Not filed

60

08/31 /01

10/15/01

Not fi led

57

11 /30/01

02/28/02

Not filed

53

02/28/02

04/15/02

Not filed

51

05/31 /02

07/15/02

Not filed

48

08/31 /02

10/15/02

Not filed

45

11 /30/02

02/28/03

Not filed

41

02/28/03

04/14/03

Not filed

39

05/31/03

07/15/03

Not filed

36

08/31/03 .

10/15/03

Not fil ed

33

11/30/03

03/01/04

Not fil ed

28

02/29/04

04/14/04

Not filed

27

05/31/04

07/15/04

Not fi led

24

08/31/04

10/15/04

Not fi led

21

11 /30/04

02/28/05

Not filed

17

02/28/05

04/14/05

Not fil ed

15

05/31/05

07/15/05

Not fil ed

12

08/31/05

10/17/05

Not fil ed

9

11 /30/05

02/28/06

Not fil ed

5

02/28/06

04/14/06

Not fi led

3

05/31 /06

07/17/06

Not filed

0

30

Page 1 of 5

Company Name

Form Type

Period
Ended

Due Date

Date
Received

Months
Delinquent
(round ed
up)

Applied Computer
Technology, Inc.
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q

Total Filings Delinquent

09/30/98

11/16/98

Not filed

92

12/31/98

03/31/99

Not filed

88

03/31/99

05/17/99

Not filed

86

06/30/99

08/16/99

Not filed

83

09/30/99

11/1 5/99

Not filed

80

12/31/99

03/30/00

Not filed

76

03/31/00

05/15/00

Not filed

74

06/30/00

08/14/00

Not filed

71

09/30/00

11/14/00

Not filed

68

12/31/00

04/02/01

Not filed

63

03/31/01

05/1 5/01

Not filed

62

06/30/01

08/14/01

Not filed

59

09/30/01

11/14/01

Not filed

56

12/31/01

04/01/02

Not fi led

51

03/31/02

05/15/02

Not filed

50

06/30/02

08/14/02

Not filed

47

09/30/02

11/14/02

Not filed

44

12/31/02

03/31/03

Not filed

40

03/31/03

05/15/03

Not filed

38

06/30/03

08/14/03

09/30/03

11/14/03

Not filed
Not filed

32

35

12/31/03

03/30/04

Not filed

28

03/31/04

05/1 7/04

Not filed

26

06/30/04

08/16/04

Not filed

23

09/30/04

11/15/04

Not filed

20

12/31/04

03/31/05

Not filed

16

03/31/05

05/1 6/05

Not filed

14

06/30/05

08/15/05

Not filed

11

09/30/05

11/14/05

Not filed

8

12/31/05

03/31 /06

Not filed

4

03/31/06

05/15/06

Not filed

2

31
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Company Name

Form Type

Due Date

Date
Received

Months
Delinquent
(rounded
up)

06/30/01

09/28/01

Not filed

58

09/30/01

11/14/01

Not filed

56

12/31/01

02/14/02

Not filed

53

Period
Ended

Country World
Casinos, Inc.
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
Total Filings Delinquent

03/31/02

05/15/02

Not filed

50

06/30/02

09/30/02

Not filed

46

09/30/02

11/14/02

Not filed

44

12/31/02

02/14/03

Not filed

41

03/31/03

05/15/03

Not filed

38

06/30/03

09/29/03

Not filed

34

09/30/03

11/14/03

Not filed

32

12/31/03

02/17/04

Not filed

29

03/31/04

05/17/04

Not filed

26

06/30/04

09/28/04

Not filed

22

09/30/04

11/15/04

Not fil ed

20

12/31 /04

02/14/05

Not fi led

17

03/31/05

05/16/05

Not filed

14

06/30/05

09/28/05

Not filed

10

09/30/05

11/14/05

Not filed

8

12/31/05

02/14/06

Not filed

5

Not filed

2

03/31/06

05/15/06

12/31/00

04/02/01

Not filed

63

03/3 1/01

05/15/01

Not filed

62

06/30/01

08/14/01

Not filed

59

20

EWRX Internet
Sys tems, Inc.
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB

09/30/01

11/14/01

Not filed

56

12/31/01

04/01/02

Not filed

51

03/31/02

05/15/02

Not filed

50

06/30/02

08/14/02

Not filed

47

09/30/02

11/14/02

Not filed

44

12/31/02

03/31/03

Not filed

40

03/31/03

05/15/03

Not filed

38

06/30/03

08/14/03

Not filed

35

09/30/03

11/14/03

Not filed

32
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Company Name

Form Type

Period
Ended

Due Date

Date
Received

Months
Delinquent
(rounded
up)

12/31/03

03/30/04

Not filed

28

03/31/04

05/17/04

Not filed

26

06/30/04

08/16/04

Not filed

23

EWRX Internet
Systems, Inc.
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB

Total Filings Delinquent

09/30/04

11/15/04

Not filed

20

12/31/04

03/31/05

Not filed

16

03/31/05

05/16/05

Not filed

14

06/30/05

08/15/05

Not filed

11

09/30/05

11/14/05

Not filed

8

12/31/05

03/31/06

Not filed

4

03/31/06

05/15/06

Not filed

2

10-K

12/31/01

04/01/02

Not filed

51

10-Q

03/31/02

05/15/02

Not filed

50

10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q

06/30/02
09/30/02

08/14/02
11/14/02

Not filed
Not filed

47
44

22

Mobilemedia Corp.

Total Filings Delinquent

12/31/02

03/31/03

Not filed

40

03/31/03

05/15/03

Not filed

38

06/30/03

08/14/03

Not filed

35

09/30/03

11/14/03

Not filed

32

12/31/03

03/30/04

Not filed

28

03/31/04

05/17/04

Not filed

26

06/30/04

08/16/04

Not filed

23

09/30/04

11/15/04

Not filed

20

12/31/04

03/31/05

Not filed

16

03/31/05

05/16/05

Not filed

14

06/30/05

08/15/05

Not filed

11

09/30/05

11/14/05

Not filed

8

12/31/05

03/31/06

Not filed

4

03/31/06

05/15/06

Not filed

2

18
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Company Name

Form Type

Due Date

Date
Received

Months
Delinquent
(rounded
up)

06/30/02

08/14/02

Not filed

47

09/30/02

11/14/02

Not filed

44

Period
Ended

Photran Corp.
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB

Total Filings Delinquent

12/31/02

03/31/03

Not filed

40

03/31/03

05/15/03

Not filed

38

06/30/03

08/14/03

Not filed

35

09/30/03

11/14/03

Not filed

32

12/31/03

03/30/04

Not filed

28

03/31/04

05/17/04

Not filed

26

06/30/04
09/30/04

08/16/04
11/15/04

Not filed
Not filed

23
20

12/31/04

03/31/05

Not filed

16

03/31/05

05/16/05

Not filed

14

06/30/05

08/15/05

Not filed

11

09/30/05
12/31/05

11/14/05

Not filed

8

03/31/06

Not filed

4

03/31/06

05/15/06

Not filed

2

16
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 54235 I July 28, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12160

In the Matter of
ORDER MAKING FINDINGS AND
IMPOSING REMEDIAL SANCTIONS

JEFFREY G. NUNEZ,
Respondent.

I.

On January 25 , 2006, the Securities and Exchange Commission (the "Commission")
instituted public administrative proceedings against Jeffrey G. Nunez ("Respondent") pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (the "Exchange Act").
II.

In response to the institution of these administrative proceedings, Respondent has
submitted an Offer of Settlement (the "Offer") which the Commission has determined to accept.
Solely for the purpose of these proceedings and any other proceedings brought by or on behalf of
the Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission's jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section III.2, which are admitted, Respondent consents
to the entry ofthis Order Making Findings and Imposing Remedial Sanctions (the "Order"), as set
forth below.
III.

On the basis of this Order and Respondent's Offer, the Commission finds that:
1.
Respondent was a registered representative of Providential Securities, Inc.
(Providential) from November 10, 1999 through September 15,2000. At the time ofRespondent's
employment, Providential was a broker-dealer registered with the Commission. Respondent, 46
years old, is a resident of Austin, Texas.

.

•

2.
On January 9, 2006, a final judgment was entered by default against
Respondent in Securities and Exchange Commission v. Morgan Cooper, et al., Civil Action
Number 1 :05CV0207, U.S. District Court for the District of Columbia. That final judgment
permanently enjoined him from future violations of Sections 5( a) and 5(c) of the Securities Act of
1933 ("Securities Act").
3.
The Commission's Complaint alleged that, during the Spring and Summer
of 2000, Respondent participated in an unregistered distribution of securities in violation of
Sections 5(a) and 5(c) of the Securities Act. The distribution occurred in connection with a reverse
merger of a privately-held company into an existing publicly-held shell and the subsequent sale of
hundreds of thousands of shares of the company to the public in transactions that were not
registered with the Commission as Section 5 ofthe Securities Act requires. Respondent attended
meetings where fundraising for the public company was discussed and at which he learned about
the reverse merger and the plan to distribute the shares to the public. Respondent then acted as the
securities broker for a brokerage account used as a depository for many of the shares that he, in
tum, sold to several of his customers in unregistered transactions.
4.
Respondent undertakes to provide the Commission, within ten days after the
end ofhis six-month suspension period described below, an affidavit that he has fully complied
with the sanction imposed in paragraph IV.A, below.

IV.
In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanction agreed to in Respondent Nunez's Offer.
Accordingly, it is hereby ORDERED:

A.

Pursuant to Section 15(b)(6) of the Exchange Act that Respondent Jeffrey G. Nunez
be, and hereby is, suspended from association with any broker or dealer for a period
of six months, effective on the second Monday following entry of the Order.

B.

Respondent shall comply with the undertaking enumerated in Section III.4 above.

By the Commission

Nancy M . Morris
Secretary

By: J. Lynn
2

Tc~yfor

Assistant Secretary

UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
July 26, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12380

In the Matter of
Digital Transmission Systems, Inc.,
Microbest, Inc.,
Midway Airlines Corp.,
Neometrix Technology
Group, Inc., and
Western Pacific Airlines, Inc.,

ORDER INSTITUTING
PROCEEDINGS AND NOTICE
OF HEARING PURSUANT TO
SECTION 12U) OF THE
SECURITIES EXCHANGE ACT
OF 1934

Respondents.
- - - - -- - - - -- - - - - · .

I.

The Securities and Exchange Commission ("Commission") deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 ("Exchange Act").

II.
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENTS
1.
Digital Transmission Systems, Inc. (CIK No. 1005179) is a void Delaware
corporation located in Duluth, Georgia with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). Digital Transmission is delinquent
in its periodic filings with the Commission, having not filed a periodic report since it filed
a Form 10-Q for the period ended March 31, 2002, which reported that the company had
a loss from continuing operations of over $1.1 million for the previous nine months. As
of June 2, 2006, the company's common stock (symbol "DTSX") was quoted on the Pink
Sheets, had five market makers, and was eligible for the piggyback exemption of
Exchange Act Rule 15c2-11(f)(3).

2.
Microbest, Inc. (CIK No. 1098560) is an inactive Minnesota corporation
located in West Palm Beach, Florida with a class of equity securities r~gistered with the
Commission pursuant to Exchange Act Section 12(g). Microbest is delinquent in its

Po(,~ 41~
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periodic filings with the Commission, having not filed a periodic report since it filed a
Form 10-QSB for the period ended September 30, 2002, which reported that the company
had a net loss of $2.4 million for the previous 33 months, and had not generated sufficient
revenues to cover its expenses since its inception. As of June 2, 2006, the company's
common stock (symbol "MBST") was quoted on the Pink Sheets, had five market
makers, and was eligible for the piggyback exemption of Exchange Act Rule 15c211(f)(3).
3.
Midway Airlines Corp. (CIK No. 946323) is a void Delaware corporation
located in Morrisville, North Carolina with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). Midway is delinquent in its
periodic filings with the Commission, having not filed a periodic report since it filed a
Form 10-Q for the period ended June 30, 2001, which reported that the company had a
net loss of$7 million for the previous 3 months. On August 13, 2001, Midway filed a
Chapter 11 bankruptcy petition in the U.S. Bankruptcy Court for the Eastern District of
North Carolina, which was converted to a Chapter 7 proceeding on October 30, 2003, and
has now been terminated. As of June 2, 2006, the company's common stock (symbol
"MDWYQ") was traded on the over-the-counter markets.
4.
Neometrix Technology Group, Inc. (CIK No. 1059137) is a void Delaware
corporation located in Lutz, Florida with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). Neometrix is delinquent in its
periodic filings with the Commission, having not filed a periodic report since it filed a
Form 10-QSB for the period ended July 31 , 2004, which reported that the company had a
net loss from operations of $1 .6 million for the prior nine months. As of June 2, 2006,
the company' s common stock (symbol "NMTX") was quoted on the Pink Sheets, had six
market makers, and was eligible for the piggyback exemption of Exchange Act Rule
15c2-11 (f)(3).
5.
Western Pacific Airlines, Inc. (CIK No. 930239) is an forfeited Delaware
corporation located in Colorado Springs, Colorado with a class of equity securities
registered with the Commission pursuant to Exchange Act Section 12(g). Western
Pacific is delinquent in its periodic filings with the Commission, having not filed a
periodic report since it filed a Form 10-Q for the period ending September 30, 1997,
which reported a net loss of $35 million for the previous six months. The company filed
a Chapter 11 bankruptcy petition on October 5, 1997, that was converted to a Chapter 7
proceeding on July 6, 1998. As of June 2, 2006, the company's common stock (symbol
"WP ACQ") was quoted on the Pink Sheets, had three market makers, and was eligible
for the piggyback exemption ofExchange Act Rule 15c2-11(f)(3).
B. DELINQUENT PERIODIC FILINGS
6.
As discussed in more detail above, all of the respondents are delinquent in
their periodic filings with the Commission (see Chart of Delinquent Filings, attached
hereto as Appendix 1), have repeatedly fai led to meet their obligations to file timely
periodic reports, and failed to heed delinquency letters sent to them by the Division of
Corporation Finance requesting compliance with their periodic filing obligations or,
2

through their failure to maintain a valid address on file with the Commission as required
by Commission rules, did not receive such letters.
7.
Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports (Forms 10-K or 10-KSB), and Rule 13a-13 requires issuers to file quarterly
reports (Forms 10-Q or 10-QSB).
8.
As a result of the foregoing, Respondents failed to comply with Exchange
Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder.

III.
In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate for the protection of investors that public
administrative proceedings be instituted to determine:
A.
Whether the allegations contained in Section II are true and, in connection
therewith, to afford the Respondents an opportunity to establish any defenses to such
allegations; and,

B.
Whether it is necessary and appropriate for the protection of investors to
suspend for a period not exceeding twelve months, or revoke, the registration of each
class of securities of the Respondents identified in Section II registered pursuant to
Section 12 of the Exchange Act.

IV.
IT IS HEREBY ORDERED that a public hearing for the purpose of taking
evidence on the questions set forth in Section III hereof shall be convened at a time and
place to be fixed, and before an Administrative Law Judge to be designated by further
order as provided by Rule 110 of the Commission's Rules of Practice [17 C.F.R. §
201.110].
IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to
the allegations contained in this Order within ten (1 0) days after service of this Order, as
provided by Rule 220(b) of the Commission's Rules of Practice [ 17 C .F .R. § 20 1.220(b)].
If Respondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents may be deemed in default and the proceedings may
be determined against it upon consideration of this Order, the allegations ofwhich may
be deemed to be true as provided by Rules 155(a), 220(f), 22l(f), and 310 of the
Commission' s Rules ofPractice [17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f), and
201.310].
3

This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means of verifiable delivery.
IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission's Rules of Practice [17 C.F.R. § 201.360(a)(2)].
In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not "rule making" within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

Nancy M . Morris
Secretary

C;ttiYA~

Attachment

By: Ui'll M. Peterson
Assistant Secretary
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Chart of Delinquent Filings
Digital Transmission Systems, Inc., eta/.

Company Name

Period
Ended

Due Date

Date
Received

Months
Delinquent
(rounded
up)

10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q

06/30/02

09/30/02

Not filed

46

09/30/02

11/14/02

Not filed

44

12/31/02

02/14/03

Not filed

41

03/31/03

05/15/03

Not filed

38

06/30/03

09/29/03

Not filed

34

09/30/03

11/14/03

Not filed

32

12/31/03

02/17/04

Not filed

29

03/31/04

05/17/04

Not filed

26

06/30/04

09/28/04

Not filed

22

09/30/04

11/15/04

Not filed

20

12/31/04

02/14/05

Not filed

17

03/31/05

05/16/05

Not filed

14

10-K
10-Q
10-Q
10-Q

06/30/05

09/28/05

Not filed

10

09/30/05

11/14/05

Not filed

8

12/31/05

02/14/06

Not filed

5

03/31/06

05/15/06

Not filed

2

12/31/02

03/31/03

40

03/31/03
06/30/03

05/15/03
08/14/03

Not filed
Not filed

09/30/03

11/14/03

Form Type

Digital Transmission
Systems, Inc.

Total Filings Delinquent

15

Microbest, Inc.
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB

Not filed

38
35

Not filed

32

03/30/04

Not filed

28

05/17/04
08/16/04

Not filed

26

Not filed

23

09/30/04

11/15/04

Not filed

20

12/31/04

03/31/05

Not filed

16

03/31/05

05/16/05

Not filed

14

Not filed

11

12/31/03
03/31/04
06/30/04

06/30/05

08/15/05
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Form Type

Period
Ended

Due Date

Date
Received

Months
Delinquent
(rounded
up)

companY Name

Microbest, Inc.

10-QSB
10-KSB
10-QSB

09/30/05

4

Not filed

03/31/06
05/15/06

12/31/05
03/31/06

8

Not filed

11/14/05

2

Not filed

14

Total Filings Delinquent

Midway Airlines Corp.

10-Q
10-K
JO-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
]0-Q
10-K
10-Q

09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03

56
51
50
47

Not filed

11/14/01
04/01/02
05/15/02
08/14/02
11/14/02
03/31/03
05/15/03
08/14/03
11/14/03
03/30/04

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

44
40
38
35

Not filed
Not filed

Not filed
05/17/04
03/31/04
Not filed
08/16/04
06/30/04
Not filed
11/15/04
09/30/04
Not filed
03/31/05
12/31/04
Not filed
05/16/05
03/31/05
Not filed
08/15/05
06/30/05
Not filed
11/14/05
09/30/05
Not filed
03/31/06
12/31/05
Not filed
05/15/06
03/31/06

32
28
26
23
20
16
14
11
8
4
2

19

Total Filings Delinquent

Neometrix Technology
Group, Inc.

10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
JO-QSB

6
Total Filings Delinquent

10/31/04
01/31/05
04/30/05
07/31/05
10/31/05
01/31/06

01/31/05
03/17/05
06/14/05
09/14/05
01/30/06
03/17/06

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

18
16

13
10
6
4

Page 2

Company Name

Form Type

Period
Ended

Due Date

Date
Received

Months
Delinquent
(rounded
up)

Western Pacific Airlines,
Inc.
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10- Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10- Q
10-Q
10-K
10- Q
Total Filings Delinquent

12/31/97

03/31/98

Not filed

100

03/31/98

05/15/98

Not filed

98

06/30/98

08/14/98

Not filed

95

09/30/98

11/16/98

Not filed

92

12/31/98

02/15/99

Not filed

89

03/31/99

05/17/99

Not filed

86

06/30/99

08/16/99

Not filed

83

09/30/99

11/15/99

Not filed

80

12/31/99

02/14/00

Not filed

77

03/31/00

05/15/00

Not filed

74

06/30/00

08/14/00

Not filed

71

09/30/00

11/14/00

Not filed

68
65

12/31/00

02/14/01

Not filed

03/31/01

05/15/01

Not filed

62

06/30/01

08/14/01

09/30/01

11/14/01

Not filed
Not filed

56

12/31/01

02/14/02

Not filed

53

03/31/02

05/15/02

Not filed

50

06/30/02

08/14/02

Not filed

47

09/30/02
12/31/02

11/14/02
02/14/03

Not filed
Not filed

44
41

03/31/03

05/15/03
08/14/03

Not filed
Not filed

38
35

09/30/03
12/31/03
03/31/04

11/14/03
02/16/04

Not filed

05/17/04

Not filed
Not filed

32
29

06/30/04

08/16/04

Not filed

23

09/30/04

11/15/04

Not filed

20

12/31/04

02/14/05

Not filed

17

03/31/05

05/16/05

Not filed

14

06/30/05

08/15/05

Not filed

11

09/30/05

11/14/05

Not filed

8

12/31/05

02/14/06

Not filed

5

03/31/06

05/15/06

Not filed

2

06/30/03

59

26

34
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES EXCHANGE ACT OF 1934
Release No. 54234 I July 28, 2006
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2468 I July 28, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12385

ORDER INSTITUTING CEASE-AND-DESIST
PROCEEDINGS, MAKING FINDINGS, AND
IMPOSING A CEASE-AND-DESIST ORDER
PURSUANT TO SECTION 21C OF THE
SECURITIES EXCHANGE ACT OF 1934

In the Matter of
Eric A. McAfee,
Respondent.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate that ceaseand-desist proceedings be, and hereby are, instituted pursuant to Section 21 C of the Securities
Exchange Act of 1934 ("Exchange Act") against Eric A. McAfee ("McAfee" or "Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission's jurisdiction over him and the subject matter of these
proceedings, which are admitted, Respondent consents to the entry of this Order Instituting Ceaseand-Desist Proceedings, Making Findings, and Imposing a Cease-and-Desist Order Pursuant to
Section 21C of the Securities Exchange Act of 1934 ("Order"), as set forth below.
III.

•

On the basis ofthis Order and Respondent's Offer, the Commission finds 1 that:
Summary
1.
These proceedings involve violations of the anti-fraud provisions of the federal securities
laws from mid-2003 through early 2004 by a publicly-traded oil and gas field services company
then known as V erdisys, Inc. ("Verdisys"). At that time, McAfee was the controlling shareholder
and a director of V erdisys. McAfee, and others, caused Verdisys to make inaccurate disclosures
regarding its revenues and expenses. 2

Respondent
2.
McAfee, 42, of Saratoga, California, was Verdisys' CEO for five months from November
2002 to March 2003 (before it became publicly held in mid-2003), and a Verdisys director from
late 2000 until his resignation in March 2004. McAfee was and remains Verdisys' largest
shareholder, owning approximately 28% of Verdisys' outstanding common stock, 2.8% directly
and 25.6% beneficially through two venture capital firms and through family holdings.

Other Relevant Entity
3.
Verdisys, a California corporation with corporate headquarters in Houston, Texas, is
primarily engaged in reworking existing oil and gas wells to renew or enhance production.
Verdisys also provides broadband satellite links for the remote control of oil and gas wells and
related infrastructure. V erdisys filed periodic and other reports with the SEC pursuant to Section
15(d) of the Exchange Act, and at all times relevant herei n, its common stock (or th e stock of a
corporate predecessor) was quoted on the NASD's OTC BB .3

Background
4.
In late 2000, McAfee purchased a controlling interest in a privately-held corporate
predecessor of Verdisys, then based in Fresno, California, which had attempted to establish an
Internet-based exchange for the purchase and sale of agri-business goods and services. McAfee
signed a consulting agreement to provide the company with fundraising services, and assumed a
position on its board.

The fmdings herein are made pursuant to Respondent's Offer of Settlement and are not binding on any
other person or entity in this or any other proceeding.
2
See SEC v. Blast En f!rgy Services, In c. (fka Verdisys, Inc.), et al, Civ. Action No. 4 :06-CV -0244 1 (U.S.
Dist. Ct., Southern District of Texas) (filed July 24, 2006), regarding injunctive proceedings against Verdisys and
others for, inter alia , making inaccurate disclosures regarding drilling work, expenses and revenues.
References herein to Verdisys (the corporate name at the time of the violations discussed here in) shall
mean and include Verdisys ' predecessors and successors, including the privately-held corporate predecessor named
Verdisys, Inc., and Reconstruction Data Group, Inc., a California corporation that had ceased business operations
but whi ch was still quoted on the OTC BB on May 2, 2003, when its pending reverse merger with the pr ivate ly- held
Verdisys was announced. The merger became effective July 18, 2003, at which time shares in the private ly- held
corporation were exchanged for shares in Reconstruction Data, Inc. , which was renamed Verdisys. In June 2005,
Verdisys changed its name to Blast Energy Services, Inc.

2

•

5.
In January 2002, the company refocused its operations on providing satellite services to
rural markets, including energy companies. In November 2002, the directors of the privately-held
company, by then re-named Verdisys, installed McAfee as the CEO to revamp operations.
McAfee narrowed Verdisys' activities to the business of oil and gas field services. In the Spring of
2003, the headquarters of the company was moved to Houston, Texas and a new CEO was
installed in March 2003. In the Spring of 2003, in a transaction arranged by McAfee, then a
director of the company, Verdisys issued two million shares of stock, purportedly as consideration
for software represented to monitor conditions within oil and gas well bores. At that time, McAfee
also negotiated Verdisys' acquisition of a license to use patented lateral drilling technology. 4
McAfee then negotiated Verdisys' reverse merger with a dormant, publicly traded shell company.
Misleading Disclosures Regarding Compensation Expense
6.
On September 29, 2003, Verdisys filed a Form 8-K/A to announce the completion of its
reverse merger, and included financial statements for the surviving entity. A footnote to the
financial statements advised that in April 2003, Verdisys issued two million shares of common
stock, valued at $1 million, ostensibly to acquire software, but that the software had been deemed
not useful, and Verdisys was therefore recording an impairment expense of $1 million.
7.
McAfee had convinced the Verdisys board to purchase the software by claiming it wou ld
allow the remote monitoring of oil and gas wells, which would complement Verdisys' sales of
broadband satellite links to oil and gas companies. McAfee controlled the company selling the
software, and he knew that the software only screened job applications and resumes of health
care executives and did not monitor conditions in oil and gas wells. McAfee did not tell the
company's directors that the transaction compensated a stock promoter, who received half of the
two million shares. 5 As a result, McAfee caused Verdisys, essentially a start-up company, to not
disclose that it had issued one million shares and incurred a compensation expense of $500,000,
to retain the promoter, before it could claim significant assets, revenues or business operations.
Misleading Disclosures Regarding Revenues
8.
Verdisys delayed the filing of its quarterly report for the quarter ended September 30,
2003 (the "3Q Form 10-QSB"), after its auditor raised revenue recognition issues concerning a
material $1.5 million receivable related to the company's largest drilling contract. While the
filing was in abeyance, McAfee caused V erdisys to issue an earnings release predicting the
company would soon report record earnings.

As described by Verdisys in periodic reports filed with the SEC, the technology pumped drilling fluid s at
high pressure through fl exible hydraulic hoses and out a high-pressure nozzle, cutting new lateral channels from an
original vertical well bore, to enhance the flow from previously tapped reservoirs of oil and gas or to reach new
reservoirs.
McAfee benefi cially received 230,000 restricted shares, and the other shareholders of the soft wa re
corporation received the remaining 770,000 shares.

3

McAfee participated in efforts to justify recognition of the $1.5 million receivable. On
November 19, 2003 , to meet the filing deadline and avoid any drop in the company's stock price,
McAfee ordered Verdisys' accounting staff to file the 3Q Form 10-QSB, even though the auditor
had yet to review the financial statements found in the filing. The 3Q Form 10-QSB fi led as a
result claimed Verdisys had earned total current period revenues of $2.09 million, including the
questioned $1 .5 million receivable. The 3Q Form 10-QSB did not disclose that McAfee's
attempts to confirm recognition of the $1.5 million receivable involved a buy-out agreement, by
which Verdisys would assume substantial liabilities and forego collecting upon the $1.5 million
receivable to purchase the drilling project from which the receivable arose.
10.
On December 3, 2003, after the auditor completed his review, Verdisys filed an amended
3Q Form 10-QSB. V erdisys still claimed approximately $2 million in revenues, but, as its auditor
advised, it classified only the $500,000 actually paid as current period revenues . The remaining
$1.5 million supposedly owed upon the receivable was re-classified as deferred revenues, because
of collection and contract contingency issues.6
Violations

11.
As a result of the conduct described above, McAfee caused Verdisys to violate Section
10(b) of the Exchange Act and Rule 10b-5 thereunder, which prohibit fraudulent conduct in
connection with the purchase or sale of securities.
IV.
In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Respondent McAfee' s Offer.
Accordingly, it is hereby ORDERED that Respondent McAfee cease and desist from
committing or causing any violations and any future violations of Section 1O(b) of the Exchange
Act and Rule 1Ob-5 thereunder.
By the Commission.

Nancy M. Morris

~d'
lTsfJJ. Lynn aylor

•

deli~§.i~tCJJJltn::i~J~tf\h'¥second

6

Verdisys later determined it could not substantiate the
and
third quarters of 2003, and made disclosures and quarterl y restatements that eliminated all unearned revenues,
including the $ 1.5 million in deferred revenues .
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SECURITIES AND EXCHANGE COMMISSION
Release No. 34-54240
July 31, 2006
In the Matter of the Application of
The Nasdaq Stock Market, Inc. and The NASDAQ Stock Market LLC
For Section 12(b) Registration On Behalf Of Certain Issuers
I.

Introduction
On January 13, 2006, the Commission approved the application ofthe Nasdaq

Stock Market, Inc. ("Nasdaq") to register one of its subsidiaries, The NASDAQ Stock
Market LLC ("Nasdaq Exchange"), as a national securities exchange. 1 Currently,
companies listed on Nasdaq have one or more classes of equity securities registered
under Section 12(g)2 of the Securities Exchange Act of 1934 ("Exchange Act"), 3
registered under Section 12(b) of the Exchange Act4 for listing on another national
securities exchange, or exempt from registration pursuant to Section 12(g)(2)(B) or
12(g)(2)(G) of the Exchange Act5 or Rule 12g3-2(b) promulgated under the Exchange
Act6 as permitted under NASD Rules 4310 and 4320. Under Section 12(a) of the
Exchange Act,7 brokers and dealers are prohibited from effecting transactions in a
security on a national securities exchange unless it has been registered under Section
12(b) ofthe Exchange Act.

See Release No . 34-53128 (January 13, 2006) [71 FR 3550].
15 U.S.C. 78!(g).
15 U.S.C. 78a ~ ~
4

15 U.S.C. 78!(b).
15 U.S.C. 78!(g)(2)(B) or 78!(g)(2)(G).

6

17 CFR240.12g3-2(b).
15 U.S.C. 78!(a).

Accordingly, absent relief, Nasdaq's transition to the Nasdaq Exchange would
require each of the companies currently listing securities on either the Nasdaq Global
Market or Nasdaq Capital Market to individually register their Nasdaq-listed securities
under Section 12(b) ofthe Exchange Act before the Nasdaq Exchange commences
operations. This process would require each affected company to file a registration
statement with the Commission or other appropriate regulatory agency.8 The Nasdaq
Exchange would then be required to certify to the Commission and other regulators that,
with respect to each registration statement, the company's securities are approved for
listing and registration on the Nasdaq Exchange.9 The registration would become
effective 30 days after the Commission's receipt of certification from the Nasdaq
Exchange or within such shorter period of time as the Commission may determine. 10
On behalf of its listed companies, N asdaq and the N asdaq Exchange have asked
for relief with respect to this registration process, asserting that it would place an
unnecessary cost and administrative burden on the listed companies, investors, the
agencies that regulate the listed companies, and Nasdaq and the Nasdaq Exchange, and
would not be in the public interest. With respect to the vast majority of its listed
securities, Nasdaq and the Nasdaq Exchange assert that information that would be
elicited by registration has already been required to be publicly disclosed. Since the vast
majority ofNasdaq-listed companies already have registered their securities under

Section 12(i) of the Exchange Act requires filings relating to certain financial institutions to be
made with the Comptroller of the Currency, the Board of Governors of the Federal Reserve
System, the Federal Deposit Insurance Corporation, or the Office of Thrift Supervision. 15 U.S.C.
78!(i).
9

See Section 12(d) ofthe Exchange Act [15 U.S.C. 78!(d)].

10

I d.

2

Section 12 of the Exchange Act 11 or have been required to file detailed public
information with the Commission, 12 the resulting duplicative disclosure would not
significantly benefit the marketplace or investors.
To ameliorate the cost and administrative burden resulting from the filing of
individual Exchange Act registration statements that would otherwise be required,
Nasdaq and the Nasdaq Exchange have submitted a letter, dated July 31,2006, on behalf
of certain Nasdaq-listed issuers (the "Issuers") to the Commission requesting that this
letter serve as the single application for registration with respect to the listed securities of
these Issuers, as well as the Nasdaq Exchange's certification of such application (the
"Nasdaq Application"). 13 Nasdaq and the Nasdaq Exchange have made a similar request
ofthe Board of Governors ofthe Federal Reserve System, the Federal Deposit Insurance
Corporation, and the Office of Thrift Supervision. 14 The Nasdaq Application is provided
as an attachment to this Order.

•

II

These companies have filed registration statements pursuant to Section 12(g) or, in a limited
number of cases, Section 12(b) ofthe Exchange Act. A separate Section 12(b) registration
statement is required with respect to each national securities exchange on which a particular class
of security is listed. Accordingly, a new registration statement on 12(b) will be required by the
time the Nasdaq Exchange becomes operational, even as to those Nasdaq-listed companies that
have previously filed 12(b) registration statements.

12

Those Nasdaq-listed companies which have registered under the Investment Company Act of
1940 (the "1940 Act") have filed registration statements with the Commission under the 1940 Act
and have been required to make periodic filings under the 1940 Act identical in form to those
required of investment companies that have registered their securities under Section 12(b) of the
Exchange Act. These investment companies are exempt from registration under Section
12(g)(2)(B) of the Exchange Act.

13

See Letter from EdwardS. Knight to Nancy M. Morris (July 31, 2006). For certain of its listed
issuers whose securities are not currently required to be registered under the Exchange Act,
Nasdaq and the Nasdaq Exchange have requested additional time for these securities to become
registered under Section 12(b). That portion of the request is being addressed in a separate Order
by the Commission. See Exchange Act Release No. 34-54241 (July 31 , 2006).

14

We understand these agencies will consider the request for relief with respect to the companies
they oversee pursuant to Section 12(i) of the Exchange Act. We further understand that the
Comptroller of the Currency does not currently oversee any affected company pursuant to Section
12(i) of the Exchange Act.

3

II.

Statutory Standards
Section 12(a) of the Exchange Act makes it unlawful for an exchange member,

broker, or dealer to effect any transaction in any security (other than an exempted
security) on a national securities exchange unless a registration is effective with respect
to that security on the exchange in accordance with the provisions of Section 12 and the
rules and regulations promulgated under Section 12. Exchange Act Section 12(b) and
related rules prescribe the form and content of the application that may be used to register
a security on a national exchange. However, Section 12(c) 15 permits the Commission to
require alternative information in lieu ofthe informational requirements of Section 12(b)
if, in the judWient
of the Commission, some or all of the information required under
I
Section 12(b) is "inapplicable to any specified class or classes of issuers" and the
substitute information is of comparable character as the Commission may deem
applicable to such class of issuers.
Section 12(d) provides that the registration of a security under the Exchange Act
becomes effective 30 days after the Commission's receipt of certification from the
national securities exchange that the security has been approved for listing and
registration on the exchange, or within such shorter period of time as the Commission
may determine.

III.

Discussion of NASD Rule 4130 and Opt-out Process
To provide notice ofits plan to seek the requested relief on behalfofthe Issuers

and to assure sufficient authority for Nasdaq and the Nasdaq Exchange to submit the
Nasdaq Application to the Commission, the NASD proposed a new rule specifically
permitting Nasdaq and the Nasdaq Exchange to take the contemplated action. The
IS

15 U.S.C. 78!(c).

4

Commission approved this rule on April6, 2006. 16 NASD Rule 4130 explicitly
authorizes Nasdaq and the Nasdaq Exchange, in connection with Nasdaq' s transition to a
national securities exchange, to file an application with the Commission and the Board of
Governors of the Federal Reserve System, the Federal Deposit Insurance Corporation,
and the Office of Thrift Supervision to register each Issuer's listed securities under
Section 12(b) of the Exchange Act and request any appropriate regulatory relief from the
provisions of Section 12, unless the Issuer informs Nasdaq, pursuant to procedures set
forth by Nasdaq, that it does not want to be included in this process.

17

Accordingly, prior to filing the Nasdaq Application, Nasdaq provided notice of its
intention to seek the requested relief. 18 In addition to general notice through the proposed
rule filing, Nasdaq notified each Issuer, individually, of its plans to submit the request
and allowed any Issuer that did not wish its securities to be included in the request to optout of the process. 19 At the expiration of the notice period, no Issuers had elected to optout of the requested relier_2°

16

See Release No. 34-5 3606 (April6, 2006) [71 FR 18790].

17

The text ofRule 4130 reads as follows :
In connection with The Nasdaq Exchange commencing operations as a national
securities exchange, each issuer authorizes Nasdaq and the Nasdaq Exchange to
file an application to register under Section 12(b) of the Exchange Act any class of
the issuer 's securities that is listed on Nasdaq on the day immediately preceding
the day the Nasdaq Exchange commences such operations; provided, however,
that this provision shall not be applicable to any security that the issuer informs
Nasdaq, pursuant to procedures set forth by Nasdaq, should not be so registered.
The application to register under Section 12(b) of the Exchange Act will be filed
with the Commission or, for those securities subject to Section 12(i) of the
Exchange Act, with the appropriate banking regulator specified in Section 12(i).
The authorization in this paragraph includes allowing Nasdaq and the Nasdaq
Exchange to request any appropriate regulatory relief from the provisions of
Section 12.

18

See Nasdaq Application at 3 and Release No. 34-53362 (February 24, 2006) [71 FR 10734].

19

See Nasdaq Application at 3. Notice was provided through a May 15, 2006 bulletin to Issuers and
a May 17, 2006 press release requesting Issuers notify Nasdaq by May 30, 2006 if they did not
wish to participate. The result of an Issuer choosing to opt-out is that the Issuer 's securities will

5

IV.

Findings

Pursuant to Section 12(c) of the Exchange Act, in the judgment of the
Commission, based on the Nasdaq Application for Section 12(b) registration and the
representations made therein and in light of the recent registration of the Nasdaq
Exchange, the Commission will consider the Nasdaq Application in lieu of the
information otherwise required under Section 12(b) of the Exchange Act. In reaching its
determination, the Commission considered the following:
(i)

In recognition of the unique circumstances discussed above in Section I and in
the Nasdaq Application, particularly the fact that the information to be
elicited by registration under Section 12 of the Exchange Act or, in the case of
investment companies registered under the 1940 Act, its substantial
equivalent, already has been required to be made public by the Issuers, it is the
judgment of the Commission that the Nasdaq Application is sufficient for
purposes of registration ofthe securities listed in Exhibit A to the Nasdaq
Application (the "Issuer Securities"); 21

(ii)

Nasdaq and the Nasdaq Exchange have represented to the Commission in the
Nasdaq Application that, as of the date of this Order:
a. They have conducted the opt-out process as described, particularly with
respect to notice of the Nasdaq Application to all Issuers, generally,
pursuant to NASD Rule 4130 and a press release and, specifically, to each
Issuer through the opt-out option,
b. That authorization has not been withheld by any Issuer with respect to any
ofthe Issuer Securities, and
be ineligible to be listed and traded on the Nasdaq Exchange as of its operational date; such Issuer
would instead trade on the pink sheets or OTC Bulletin Board unless it files an individual Section
12(b) registration statement on Form 8-A or Form 10, as applicable, in connection with listing on
the Nasdaq Exchange or another national securities exchange, and such registration statement
subsequently becomes effective.

20

See Exhibit B to the Nasdaq Application.

21

According to the Nasdaq Application, the Issuer Securities represent securities: (i) that are listed
on Nasdaq immediately preceding the date that the Nasdaq Exchange begins operations; (ii) that
are currently either registered under Section 12(b) or 12(g) of the Exchange Act or exempt from
Section 12(g) registration pursuant to Section 12(g)(2)(B) or 12(g)(2)(G) of the Exchange Act or
Exchange Act Rule 12g3-2(b); and (iii) that have not been requested by the issuer to be opted-out
of the Nasdaq Application pursuant to the procedures established by Nasdaq as a result ofNASD
Rule 4130.

6

c. The Issuer Securities listed in Exhibit A to the Nasdaq Application
accurately reflect the securities that are to be the subject of its request;

V.

(iii)

The Nasdaq Exchange has certified to the Commission in the Nasdaq
Application that, as of the date of this Order, all of the Issuer Securities have
been approved by the Nasdaq Exchange for listing and registration in
accordance with the requirements of Section 12(d) of the Exchange Act; and

(iv)

In accordance with Section 12(d) and Rule 12d1-2(a/2 of the Exchange Act,
Nasdaq and the Nasdaq Exchange have requested in writing the acceleration
ofthe effective date ofthe Nasdaq Application for Section 12(b) registration
of the Issuer Securities on the date of this Order.

Conclusion
The Commission, having reviewed the Nasdaq Application for Section 12(b)

registration of the Issuer Securities and in reliance on the representations and
certifications made by Nasdaq and the Nasdaq Exchange in the Nasdaq Application, has
concluded that it is appropriate, in the public interest and consistent with the protection of
investors, to approve the Nasdaq Application and grant the request by Nasdaq and the
Nasdaq Exchange for registration of the Issuer Securities under Section 12(b).
The Commission recognizes that the use of its authority under Section 12(c) of
the Exchange Act to consider information other than that prescribed by Section 12(b) for
purposes of Section 12 registration is a variation on the customary registration process.
As noted, however, the Commission believes the special circumstances ofNasdaq' s
transition to a national securities exchange and the existing public disclosure
requirements applicable to the Issuer Securities constitute a unique situation meriting the
application of Section 12(c).
With respect to the findings and conclusions in this Order, it is also to be
expressly understood that the Commission has not made, and this Order does not
22

17 CFR240.12dl-2(a).

7

constitute, any determination regarding the Issuers' compliance with the listing standards
of the Nasdaq Exchange or of any other exchange, securities association or facility on
which the Issuers ' securities trade, or any Commission rule or regulation, other than the
Section 12(b) registration requirements as they relate to Nasdaq's transition to a national
securities exchange. In addition, the Commission has not made, and this Order does not
constitute, any determination regarding the regulation or oversight ofNasdaq or the
Nasdaq Exchange with respect to the Issuer Securities, other than the Section 12(b)
registration requirements as they relate to Nasdaq's transition to a national securities
exchange.
Accordingly, IT IS ORDERED that the Nasdaq Application for Section 12(b)
registration of the Issuer Securities, made by Nasdaq and the Nasdaq Exchange on behalf
ofthe Issuers pursuant to NASD Rule 4130, be, and hereby is, granted, effective as of
July 31 , 2006.

--r
'

By the Commission (Chairman COX and Commissioners. ~LA~S-._MAN
ATKINS, CAMPOS and NAZARETH).

fi)(}J.JVtu(1_,
Nancy M. Morris
Secretary
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July 31, 2006

Nancy M. Morris, Esq.
Secretary
US Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549
RE:

Request for Relief from § 12 of the Securities Exchange Act of 1934

Dear Ms. Morris:
On January 13, 2006, the Securities and Exchange Commission ("SEC" or
"Commission") approved the application of The NASDAQ Stock Market LLC ("Nasdaq
Exchange"), a subsidiary of The Nasdaq Stock Market, Inc. ("Nasdaq"), to register under
Section 6 of the Securities Exchange Act of 1934 ("Act" or "Exchange Act") as a
national securities exchange. 1 Nasdaq's transition ofits listing and trading activities to
the Nasdaq Exchange will further Congress's instruction to promote "fair competition ...
between exchange markets." 2 Absent the relief requested herein, however, Nasdaq's
transition to a national securities exchange would require approximately 3,200 Nasdaq
Global Markee and Capital Market issuers with securities registered pursuant to the Act,
or exempt from registration under Section 12(g) of the AcV to file registration
statements 5 to register those securities under Section 12(b) of the Act. 6
Securities Exchange Act Release No. 53128 (January 13, 2006), 71 FR 3550 (January 23 , 2006) (the
"Exchange Approval Order").
Exchange Act Section 11 A(a)(1 )(C)(ii).
Effective July I, 2006, Nasdaq renamed the Nasdaq National Market as the Nasdaq Global Market and
created a new segment within the Global Market called the Global Select Market. References to the
Nasdaq Global Market include those securities listed on the Nasdaq Global Market and the Nasdaq
Global Select Market. See Securities Exchange Act Release No. 5407 1 (June 29, 2006), 71 FR 38922
(July 10, 2006) (SR-NASD-2006-068); Securities Exchange Act Release No. 53799 (May 12, 2006),
71 FR 29195 (May 19, 2006) (SR-NASDAQ-2006-007) .
15 U.S .C. 78l(g).
Most of these registration statements would be filed with the Commission. However, Section 12(i) of
the Act requires filings relating to certain financial institutions to be made with the Comptroller of the
Currency, the Board of Governors of the Federal Reserve System, the Federal Deposit Insurance
Corporation, or the Office ofThrift Supervision (collectively, the "Banking Regulators"). 15 U.S .C.
78l(i). Separate requests have been sent to the Banking Regulators seeking similar relieffor the
companies registered with them.
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Engaging in what would essentially be a re-registration process for the vast
majority of these 3,200 issuers would create a serious disruption in the trading of
securities on The Nasdaq Stock Market. As explained below, the confusion and
inevitable administrative delay that would accompany such a process for issuers
registered with the Commission would achieve no material public benefit and would
place an unnecessary burden on issuers, investors, Nasdaq, the Nasdaq Exchange, and the
Commission. The Commission can prevent this potential disruption by granting the relief
requested in this letter. Specifically, Nasdaq and the Nasdaq Exchange request that this
letter serve as: ( 1) the registration statement under Section 12(b) for all classes of listed
securities ofNasdaq Capital Market and Nasdaq Global Market issuers registered with
the Commission under Sections 12(b) and 12(g), as well as those listed securities exempt
from registration under Section 12(g)(2)(B) ofthe Ace; and (2) the Nasdaq Exchange's
certification pursuant to Section 12(d) of the Act 8 that these securities are approved for
listing and registration concurrent with the start of operations of the N asdaq Exchange.
Nasdaq and the Nasdaq Exchange also request that the Commission issue an exemption
from registration applicable to issuers that are now exempt from the registration
requirements of Section 12(g) pursuant to Section 12(g)(2)(G) ofthe Ace and Exchange
Act Rule 12g3-2(b) 10 to allow these companies three years from the date the Nasdaq
Exchange begins operations to become registered under Section 12(b). NASD Rule 4130
specifically permits Nasdaq to act on behalf of its issuers in this regard. 11

L

Background

Nasdaq presently is a facility ofthe National Association of Securities Dealers,
Inc. ("NASD"), a registered securities association, and thus is subject to Section 15A of
the Act. On March 15, 2001, Nasdaq filed an application under Section 6 of the Act for
registration as a national securities exchange ("Form 1") with the Commission. On
August 15, 2005, and September 23, 2005, Nasdaq submitted Amendments 4 and 5,
respectively, to its Form 1. In Amendments 4 and 5 Nasdaq proposed, among other
things, a new corporate structure whereby Nasdaq would become a holding company
with the Nasdaq Exchange as one of its subsidiaries. The Commission published notice

6

15 U.S.C. 781(b).
15 U .S.C. 781(g)(2)(B).
15 U.S.C. 78l(d).

9

15 U.S.C. 78l(g)(2)(G).

10

17 CFR 240.12g3-2(b).

II

Rule 4130 permits Nasdaq to act on behalf of its issuers to request registration of their listed securities
under Section 12(b ), or seek appropriate regulatory relief from Section 12(b), in connection with the
transition to the Nasdaq Exchange. See Securities Exchange Act Release No. 53606 (April 6, 2006),
71 FR 18790 (April 12, 2006) (approving SR-NASD-2006-28); Securities Exchange Act Release No.
53262 (February 24, 2006), 71 FR 10734 (March 2, 2006) (providing notice of SR-NASD-2006-28).

-
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of Amendments 4 and 5 on October 11, 2005. 12 On January 13, 2006, the Nasdaq
Exchange submitted Amendment 6 to the Form 1 and the Commission approved the
Nasdaq Exchange ' s application for registration as a national securities exchange. 13 On
June 30, 2006, the Commission modified the approval order so that the Nasdaq Exchange
could begin operations in a·phased manner, with operations related to trading in Nasdaqlisted securities beginning before operations related to trading in securities listed on other
national securities exchanges. 14 The Nasdaq Exchange has satisfied the conditions
expressed in the amended approval order with respect to Nasdaq-list~d securities and
expects to begin operations as a national securities exchange for those securities on
August 1, 2006.
Upon operation of the Nasdaq Exchange, issuers listed and traded on Nasdaq will
instead be listed and traded on the Nasdaq Exchange. 15 Under current NASD rules, a
security is eligible for listing on Nasdaq if it is registered under the Exchange Act under
either Section 12(g) or Section 12(b). 16 In addition, three categories of securities exempt
from registration under Section 12(g) are also eligible for listing on Nasdaq. First, a
security issued by an investment company registered under the Investment Company Act
of 1940 (the " 1940 Act") is exempt from registration under Section 12(g)(2)(B) of the
Act, but is eligible for listing on Nasdaq.17 Second, a security issued by an insurance
company and exempt from registration under Section 12(g) pursuant to Section
12(g)(2)(G) is also eligible for listing. 18 Finally, the securities of certain foreign issuers
are eligible for inclusion in Nasdaq even though they are exempt from registration
pursuant to Rule 12g3-2(b) under the Exchange Act. 19 Once the Nasdaq Exchange
begins operations, issuers will need instead to have been registered under Section 12(b)
so that brokers and dealers may effect transactions in these securities on the Nasdaq
Exchange consistent with Section 12(a) of the Act. 20
In contemplation of this request, Nasdaq has adopted Rule 4130, which
specifically permits Nasdaq to act on behalf of its issuers to request registration of their
12

Securities Exchange Act Release No. 52559 (October 4, 2005), 70 FR 59097 (October II, 2005).

13

Exchange Approval Order, supra note I .

14

Securities Exchange Act Release No. 54085 (June 30, 2006), 71 FR 38910 (July I 0, 2006).

15

This includes securities listed on the Nasdaq Capital Market and the Nasdaq Global Market. Note that
the NASD has modified its Plan of Allocation and Delegation of Functi ons by NAS D to Subsidi aries
and certain NASD rules to reflect NASD's direct authority for the activities rel ated to the OTC Bulletin
Board, rather than the prior delegation of such authority to Nasdaq. As such, thi s application does not
address the OTC Bull etin Board and securities quoted on the OTC Bull etin Board will not be li sted on
the Nasdaq Exchange.

16

NASD Rul es 43 1O(a)( l) and (2) and 4320(a).

17

NASD Rul e 43 1O(a)( 4).

18

NASD Rul e 4310(a)(3)

19

NASD Rul e 4320(c).

20

15 U.S. C. 78l(a).
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listed securities under Section 12(b), or seek appropriate regulatory relief from Section
12(b), in connection with the transition to the Nasdaq Exchange. 21 In proposing this rule
change, Nasdaq noted that it anticipated making the requests contained herein and the
process by which it would provide notice to each issuer and would allow any issuer that
does not wish to register under Section 12(b) the ability to opt-out ofNasdaq ' s request. 22
Nasdaq provided that notice by issuing a bulletin to issuers 23 on May 15, 2006, and by
issuing a press release 24 on May 17, 2006.
As of July 31, 2006, Nasdaq lists 2,776 securities on the Global Market (including
1,254 securities on the Nasdaq Global Select Market) and 580 securities on the Capital
Market.2 5 These securities can be categorized as follows: 3,257 securities are registered
with the Commission under Section 12(g); 40 securities are also listed on a national
securities exchange and are registered with the Commission under Section 12(b); 17
investment company issuers' securities are exempt fromregistration under Section
12(g)(2)(B); four insurance company issuers' securities are exempt from Section 12(g) .
registration under Section 12(g)(2)(G); nine foreign private issuers' securities are exempt
from Section 12(g) registration under Rule 12g3-2(b); and 29 bank and savings
association issuers ' securities are registered under Section 12(g) with other regulatory
agencies pursuant to Section 12(i). 26
II.

Basis for Relief Sought and Anticipated Benefits

A.

Securities Already Registered under Section 12(g) and 12(b

Absent relief, the issuers of approximately 3,297 Nasdaq Global Market and
Capital Market securities that are registered with the Commission under Sections 12(g)
and 12(b) will be required to file a registration statement to register their securities under
Section 12(b) on the Nasdaq Exchange once Nasdaq begins operating as a national
securities exchange. Nasdaq believes that under the circumstances, this registration
process would be confusing and would place an unnecessary cost and administrative
21

Securities Exchange Act Release No. 53606, supra note II.

22

Securities Exchange Act Release No. 53262, supra note II .

23

See "Impact of NASDAQ Exchange Registration on Listed Companies" available at:
http ://www.nasdag.com/about/Exchange Bulleti n 051506.pdf.

24

See ''NASDAQ Notifies Listed Companies About Transition To Exchange Status" avai lable at:
http ://www.nasdag .com/newsroom/news/pr2006/ne secti on06 066 .stm

25

Some issuers li st more than one security on Nasdaq .

26

To assist the Commission with this request, we have attached lists of those securities registered with
the Commission or exempt from registration . Exhibit A contains a list of those securities already
registered with the Commission under Sections 12(b) or 12(g) and those securities exempt from
registration under Rule 12(g)(2)(B), that have not opted out from this request as provided for in Rule
4130. Exhi bit B contains a list of those securities that have opted out from this request. Exhibit C
'contains a list of those securities that are exempt from registration under Section 12(g) pursuant to
Section l 2(g)(2)(G) or Rule l2g3-2(b ).

J

July 31, 2006
Page 5

burden on Nasdaq, the Nasdaq Exchange, the Commission, and issuers and would not be
in the public interest. Specifically, each of those issuers would be required to file with
the Commission and with the Nasdaq Exchange a new Exchange Act registration
statement describing the securities to be registered along with all necessary exhibits. The
Nasdaq Exchange would then be required to certify to the Commission that each issuer's
securities are approved for listing and registration. This process would have to be
coordinated to minimize disruptions to trading in issuer securities, with the real
possibility of some securities experiencing trading gaps during the transition. Such a
daunting and time-sensitive task- which creates no significant identifiable benefit to the
public--creates the unnecessary risk of administrative errors by the issuers, the Nasdaq
Exchange, or the Commission that could inadvertently delay or otherwise adversely
impact the registration and trading of securities on the new exchange. The public interest
is served by having exchanges run smoothly and efficiently, and the requested relief
would achieve that purpose.
The additional registration process would not result in any significant benefit to
the marketplace or investors because they would not receive any additional information
regarding the security. Each Nasdaq Global Market and Capital Market issuer in this
category has already filed an Exchange Act registration statement with the Commission
to register the class of securities under Section 12 of the Act. Those issuers with
securities registered under Section 12(g) were required to file a registration statement that
contained "such information and documents as the Commission may specify comparable
to that which is required in an application to register a security pursuant to [Section
12(b)]. " 27
There are also no relevant differences in the regulatory requirements for securities
registered under Sections 12(b) and 12(g) that would negatively impact investors. For
example, issuers with securities registered under Section 12(g) must, like issuers with
securities registered under Section 12(b), file periodic and other reports with the
Commission under Section 13 of the Act, comply with the proxyrequirements under
Section 14 ofthe Act, and adhere to the requirements of the Williams Act. Because
securities registered under Section 12(b) and Section 12(g) are already treated in a nearly
identical fashion, requiring Nasdaq issuers to re-register their securities would not result
in any material benefit to the marketplace or investors.
The Commission would be acting well within its authority in granting the relief
requested . Congress has provided specific authorization under Section 12(c) of the Act/ 8
which allows the submission of different information than that required under Section
12(b).

27

Section 12(g)(l) of the Act, 15 U.S.C. 78J(g)( l) .

28

15 U .S.C. 781( c).
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Accordingly, Nasdaq and the Nasdaq Exchange request that this letter serve as: (i)
the registration statement under Section 12(b) for all classes of listed securities ofNasdaq
Global Market and Capital Market issuers registered with the Commission under
Sections 12(b) and 12(g) and included in Exhibit A; and (ii) the Nasdaq Exchange's
certification pursuant to Section 12(d) of the Act that these securities are approved for
listing and registration, concurrent with the start of operations of the Nasdaq Exchange.
Nasdaq and the Nasdaq Exchange further request that the Commission accelerate the
effective date of this application for Section 12(b) registration to July 31, 2006.
This action would be in the public's interest and consistent with the protection of
investors because it would prevent the imposition of a significant administrative burden
on issuers, the Commission, and others without weakening any of the protections
afforded to investors under the federal securities laws.29

B.

Securities Exempt From Registration Under Section 12(g)(2)(B)

Nasdaq currently lists 17 investment companies whose securities are exempted
from Section 12(g) registration pursuant to Section 12(g)(2)(B) of the Act. No purpose
would be served by requiring these issuers to file registration statements under Section
12(b) because these companies already are and would remain subject to registration and
reporting requirements under the 1940 Act rather than Section 13 of the Act. 30 The
Commission's rules clearly contemplate that disclosure under the 1940 Act satisfies the
disclosure required by the Exchange Act. In particular, each registered investment
company has filed a registration statement with the Commission under the 1940 Act and
has been required to make periodic filings under the 1940 Act identical in form to those
required of investment companies that have registered their securities under Section
12(b) of the Act. 3 1

29

This reclassification would apply only to those issuers listed on Nasdaq when it becomes a national
securities exchange and not to issuers approved for li sting on Nasdaq afterwards . Such later-listed
issuers would be required to fi le a registrati on statement with the Commission to register their
securities under Section 12(b) and Nasdaq would be required separately to certify such registration
statements. In addition, thi s reclassification would not apply to the securities of any issuer that has
opted-out of such treatment, pursuant to NASD Rule 4130. See SR-NASD-2006-28.

30

Registered investment companies file ann ual and semi annual reports on Forms N-CSR and N-SAR,
rather than on Forms I 0-K and I 0-Q, even if registered under the Exchange Act. See General
Instruction A. to Form N-CSR, General Instruction A. to Form I 0-K, and Exchange Act Rules 13all(b) and 13a-1 3(b). Registered investment compani es are also subject to proxy regulation under Rule
20a-l of the 1940 Act. See also Item 22 of Schedule 14A.

31

Under Exchange Act Rule 12g-2, the Commi ssion already has made provisi on for these companies to
be deemed registered under the Exchange Act without the need for a filing. That relief is automatic
upon the termination of the issuer's registration under the 1940 Act. Given that relief, it would make
no sense to impose a filing requirement when the investment company has maintained, rather than
terminated, its registration under the 1940 Act.
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As such, Nasdaq and the Nasdaq Exchange request that these issuers be treated in
the same manner as issuers with securities registered under Sections 12(b) or 12(g) of the
Act and that this letter serve as: (i) the registration statement under Section 12(b) for all
classes of listed securities ofNasdaq Global Market and Capital Market issuers exempt
from Section 12(g) registration pursuant to Section 12(g)(2)(B) and included in Exhibit
A; and (ii) the Nasdaq Exchange's certification pursuant to Section 12(d) of the Act that
these securities are approved for listing and registration, concurrent with the start of
operations of the Nasdaq Exchange. Nasdaq and the Nasdaq Exchange further request
that the Commission accelerate the effective date of this application for Section 12(b)
registration to July 31, 2006.
This action would be in the public's interest and consistent with the protection of
investors because it would prevent the imposition of a significant administrative burden
on issuers, the Commission, and others without weakening any of the protections
afforded to investors under the federal securities laws. 32
C.

Other Securities Exempt from Registration under Section 12(g)

As described above, Nasdaq lists 13 securities-out of more than 3,300- that are
otherwise exempt from registration under Section 12(g). The Nasdaq Exchange will
operate in all relevant, material respects just as Nasdaq operates today.33 In fact, while as
early as 1983 the Commission recognized that "trading on [Nasdaq] is substantially the
same as trading on an exchange," 34 the Commission has nonetheless permitted securities
of these exempt issuers to trade on Nasdaq.
Section 36 of the Aces grants the Commission broad authority to make
exemptions to any part of the Act when "such exemption is necessary or appropriate in
the public interest, and is consistent with the protection of investors." Granting a
temporary continuation of an exemption from registration is "necessary or appropriate in
the public interest" and is "consistent with the protection of investors." This exemption
for a transitional period would provide issuers that have traded on Nasdaq without
incident for many years with sufficient time to undertake Exchange Act registration
requirements and to make an orderly transition to the Nasdaq Exchange and therefore is
in the public interest. The Commission has used its authority in the past to resolve
administrative hurdles for complex transactions and to relieve unnecessary administrative
32

As noted in footn ote 29, supra, this reclassifi cation would apply only to those issuers li sted on N asdaq
when it becomes a national securities exchange that have not opted-out of such treatment pursuant to
NASD Rul e 4130.

33

The primary di fference in market structure that Nasdaq contempl ates is the establi shment of a holding
company structure under which Nasdaq would own the Nasdaq Exchange, whi ch would execute quotes
and orders in accordance with a strict price-time priority algorithm.

34

Securities Act Release No. 6493 (October 14, 1983) ("Rule 12g3-2(b) Amendments").

35

15 U.S.C. 78mm.
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burdens. Finally, given that these securities have traded on Nasdaq pursuant to an
exemption for an extended period of time, the continuation of a similar exemption for a
limited time should not raise any new concerns regarding the protection of investors.
Forcing Section 12(g) exempt issuers to immediately register would be
inequitable and wholly unrelated to any act or failure to act by these issuers. In the
absence of exemptive relief, each of the Section 12(g) exempt issuers would be required
to prepare and file a registration statement on Form 10 or 20-F. Foreign issuers would
also have to restate or reconcile their financial statements to U.S. generally accepted
accounting principles ("U.S. GAAP"). But it is Nasdaq 's becoming an exchange rather
than any affirmative act by these exempt issuers that would trigger the imposition of this
registration requirement. Companies that list on the Nasdaq Exchange after it begins
operations could be required to meet all the registration requirements applicable to an
exchange listing without disrupting an existing market in those securities. But for those
companies already listed, requiring immediate registration is potentially disruptive and
unfair. The mere fact ofNasdaq's conversion to an exchange should not adversely
impact these companies or their investors.
Thus, Nasdaq and the Nasdaq Exchange request that the Commission temporarily
continue the exemption from registration for the following classes ofNasdaq-listed
issuers. In connection with this request, the Nasdaq Exchange represents that it will
continue to monitor these companies in the same manner Nasdaq does, to assure
compliance with all applicable listing requirements .

I.

Insurance Companies

The Commission need not immediately impose registration requirements on the
four insurance companies listed on Nasdaq but exempt from Section 12(g) registration. 36
These issuers have not taken any action on their own to trigger a registration requirement
and the additional reporting requirements required by such registration. In fact, if the
Commission determines not to temporarily continue these companies ' exemptions and
they choose to delist rather than register, investors would be harmed by the potential loss
of a liquid trading market. As such, Nasdaq requests that the Commission grant an
exemption for the securities of these insurance companies (identified on Exhibit C) from
the requirements of Sections 12(a) and 12(b) with respect to the trading of these
securities on the Nasdaq Exchange for a three-year period from the date the Nasdaq
Exchange begins to operate as an exchange, provided these companies continue to
comply with the requirements of Section 12(g)(2)(G) of the Act and the applicable
requirements for continued listing on the Nasdaq Exchange. This transitional exemption
will permit these issuers to complete the registration process without undue burden.
36

Pursuant to Section 12(g)(2)(G) of the Act, these issuers generally must file an annual statement wi th
the Commissioner oflnsurance of their domici liary state and must be subject to regulation by their
domiciliary state of proxies, consents, or authorizati ons.

- ---·- -----J - -- · _. . _ ..........
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2.

Foreign Private Issuers

There are nine foreign issuers that trade on The Nasdaq Capital Market pursuant
to the "grandfathering" exemption of Rule 12g3-2(b). 37 This exemption originated in
1983, when the Commission first required foreign private issuers whose securities were
trading on Nasdaq to be registered. Prior to that time, a foreign private issuer whose
securities were not trading on a national securities exchange was exempt from
registration where the foreign issuer did not voluntarily enter the United States markets
by, for example, conducting a public offering or listing on an exchange. In 1983 the
Commission amended Rule 12g3-2(b) to deny the exemption to non-U.S. issuers that
voluntarily listed on Nasdaq. In order not to disrupt the trading of these issuers, however,
the Commission grandfathered in all non-Canadian foreign issuers, allowing those
companies to continue to trade on Nasdaq without registration under the Exchange Act. 38
In doing so, the Commission heeded the concerns of commenters that many foreign
issuers would withdraw from Nasdaq, rather than register, leaving the pink sheets as the
only source of trading information related to these companies and resulting in increased
price spreads, a decrease in information, price quotes not carried in newspapers, less
liquid markets and fewer institutions in the market, absence ofNASD surveillance, and
delays in execution oftransfers .39
The same considerations that compelled that treatment of foreign issuers in 1983
are relevant to the relief requested today. These issuers have not acted to jeopardize their
ability to trade on Nasdaq or Rule 12g3-2(b) exempt status. If forced to immediately
register their securities, a significant number of these issuers may delist rather than
register, thereby relegating the U.S. investors in those forei gn issuers to potentially less
liquid and transparent markets.
·
.
For these reasons, the Nasdaq Exchange 's registration as an exchange should not
force these companies to immediately register or delist. 40 Nasdaq and the Nasdaq
Exchange therefore request that the Commission grant an exemption for those securities
included in Exhibit C that are exempt from Section 12(g) registration under Rule 12g32(b) from the requirements of Sections 12(a) and 12(b) with respect to the trading of
these securities on the Nasdaq Exchange for a three-year period from the date the Nasdaq
Exchange begins to operate as an exchange, provided the issuers continue to comply with
37

These issuers are not eli gible for listing on the Nasdaq Global Market, nor are they subject to the
Global Market listing requirements.

38

Exchange Act Rule 12g3 -2(b). The exempti on is maintained by submitting the issuer 's home country
reports to the Commission .

39

Rule 12g3-2(b) Amendments, supra note 34. These factors, according to one estimate, would cause
prices to drop 20 percent. Id.

40

One exempt foreign issuer, Nissan Motor Co., Ltd. , submitted a comment letter to the Commissi on in
connection with Nasdaq 's application to become an exchange, requesting that the Rule 12g3-2(b)
grandfatheting be all owed to continue indefinitely, or, in the alternative, that a reasonable transition
period be allowed. See footnote 208 to the Exchange Approval Order, supra, note I .
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the requirements of Rule 12g3-2(b) and the applicable requirements for continued listing
on the Nasdaq Exchange. This transitional exemption will permit these issuers to
complete the registration process without undue burden. 4 1

III.

Conclusion

The relief requested above is in the public interest because it will ensure the
continued smooth operation of this market immediately from the time the Nasdaq
Exchange begins operations as an exchange and avoid confusion and a number of
potentially disruptive administrative hurdles. The relief is necessary and appropriate to
avoid the disruption that could occur if members, brokers, and dealers were prohibited
from effecting transactions in Nasdaq securities due to the lack of an effective
registration once the Nasdaq Exchange begins operating as a registered exchange.
The Commission has specific authority provided by Section 12(c) to effect the
relief requested with respect to those securities already registered under Section 12(b) or
12(g) and those securities exempt from Section 12(g) registration pursuant to Section
12(g)(2)(B). Further, the Commission has general exemptive authority pursuant to
Section 36 of the Act and Rule 0-12 thereunder, in pertinent part, to exempt any person,
security, or transaction, or any class or classes of persons, securities, or transactions, from
any provision or provisions of this title or of any rule or regulation thereunder, to the
extent that such exemption is necessary or appropriate in the public interest, and is
consistent with the protection of investors. The unique facts surrounding Nasdaq's
transition to a national securities exchange provide ample justification for the
Commission to exercise its authority under Section 36 under the circumstances described
in this letter.

41

Nasdaq notes that the proposed three-year peri od is consistent with the time-line the Commission has
set forth to eliminate the requirement for foreign private issuers to reconcile financial statements
prepared according to International Financial Reporting Standards to US GAAP. See SEC Press
Release 2006-17, avai lable at: http ://www .sec.gov/news/press/2006- 17 .htm .
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If you have any questions concerning the foregoing you may contact the
undersigned at (301) 978-8480, Arnold Golub at (301) 978-8075 or John Yetter at (301)
978-8497.
Sincerely yours,

EdwardS. Knight

Exhibit A:

List of securities whose registration will be transferred to Section 12(b)

Exhibit B:

List of securities of issuers that have elected to opt-out of requested relief

Exhibit C:

List of securities exempt from Section 12(g) registration under Section
12(g)(2)(G) and Rule 12g3-2(b)
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SECURITIES AND EXCHANGE COMMISSION
Release No. 34-54241
July 31, 2006
In the Matter of the Application of the Nasdaq Stock Market, Inc. and the NASDAQ
Stock Market LLC for an Exemption from Section 12(a) Allowing Trading of Certain
Unregistered Securities
I.

Introduction
On January 13, 2006, the Commission approved the application of the Nasdaq Stock

Market, Inc. ("Nasdaq") to register one of its subsidiaries, the NASDAQ Stock Market LLC
("Nasdaq Exchange") as a national securities exchange. 1 Prior to Nasdaq' s submission of the
application to become an exchange, Nasdaq was a wholly-owned subsidiary of the National
Association of Securities Dealers, Inc. ("NASD") that operated as an interdealer quotation
system. Historically under NASD rules, a company' s securities were eligible for listing on
N asdaq if the security was registered under either Section 12(gy or Section 12(b)3 of the
Securities Exchange Act of 1934 ("Exchange Act"). 4 However, in certain circumstances, NASD
rules also permitted the trading of securities that are exempt from registration under Section
12(g) of the Exchange Act.
Among other exempt securities, NASD rules allow the trading of any security of an
insurance company that is exempt from registration under Section 12(g)(2)(G) of the Exchange

1

See Release No. 34-53128 (January 13, 2006) [71 FR 3550].

2

15 U.S.C. 78l(g).

3

15 U.S.C. 78l(b).

4

15 U.S.C. 78a~~

Act5 and the securities of certain foreign private issuers that are exempt from Section 12(g)
registration pursuant to Exchange Act Rule 12g3-2(b).6

5

15 U.S.C. 78l(g)(2)(G). Section 12(g)(2)(G) provides that any security issued by an insurance company is exempt
from registration if all of the following conditions are met:

6

•

Such insurance company is required to and does file an annual statement with the Commissioner of
Insurance (or other officer or agency performing a similar function) of its domiciliary State, and such
annual statement conforms to that prescribed by the National Association oflnsurance Commissioners or in
the determination of such State commissioner, officer or agency substantially conforms to that so
prescribed.

•

Such insurance company is subject to regulation by its domiciliary State of proxies, consents, or
authorizations in respect of securities issued by such company and such regulation conforms to that
prescribed by the National Association of Insurance Commissioners.

•

After July 1, 1966, the purchase and sales of securities issued by such insurance company by beneficial
owners, directors, or officers of such company are subject to regulation (including reporting) by its
domiciliary State substantially in the manner provided in Section 16.

17 CFR 240.12g3-2(b ). Rule 12g3-2(b)(1) states:
Securities of any foreign private issuer shall be exempt from section 12(g) of the Act if the issuer, or a
government official or agency of the country of the issuer's domicile or in which it is incorporated or
organized:
(i) Shall furnish to the Commission whatever information in each of the following categories the issuer
since the beginning of its last fiscal year (A) has made or is required to make public pursuant to the law of
the country of its domicile or in which it is incorporated or organized, (B) has filed or is required to file
with a stock exchange on which its securities are traded and which was made public by such exchange, or
(C) has distributed or is required to distribute to its security holders;
(ii) Shall furnish to the Commission a list identifying the information referred to in paragraph (b)(1 )( i) of
this section and stating when and by whom it is required to be made public, filed with any such exchange,
or distributed to security holders ;
(iii) Shall furnish to the Commission, during each subsequent fiscal year, whatever information is made
public as described in paragraphs (b)(1)(i)(A), (B) or (C) of this section promptly after such information is
made or required to be made public as described therein;
(iv) Shall, promptly after the end of any fiscal year in which any changes occur in the kind of information
required to be published as referred to in the list furnished under paragraph (b)( 1)( ii) of this section or any
subsequent list, furnish to the Commission a revised list reflecting such changes; and
(v) Shall furnish to the Commission in connection with the initial submission the following information to
the extent known or which can be obtained without umeasonable effort or expense: the number of holders
of each class of equity securities resident in the United States, the amount and percentage of each class of
outstanding equity securities held by residents in the United States, the circumstances in which such
securities were acquired, and the date and circumstances of the most recent public distribution of securities
by the issuer or an affiliate thereof.

2

Once the N asdaq Exchange begins to operate as a national securities exchange, Section
12(a) of the Exchange Ace would prohibit any Nasdaq Exchange member, broker, or dealer from
effecting any transaction in any security, other than an "exempted security" as defined in Section
3(a)(12) of the Exchange Act, 8 on the Nasdaq Exchange, unless the security is registered under
Section 12(b) ofthe Exchange Act. There are no exemptions from Section 12(b) registration
afforded to insurance companies and foreign private issuers that correspond to the exemptions
available to these issuers under Section 12(g)(2)(G) of the Exchange Act and Exchange Act Rule
12g3-2(b). Accordingly, the securities ofthese issuers would need to be registered under Section
12(b) of the Exchange Act before transactions in those securities could be effected by Nasdaq
Exchange members, brokers and dealers, consistent with Section 12(a) on the Nasdaq Exchange,
absent the exemption provided by this order.
II.

Request by Nasdaq and the Nasdaq Exchange for an Exemption from Section
12(a) of the Exchange Act

On July 31 , 2006, the Commission received an application (the "Nasdaq
Application") 9 from the Nasdaq and the Nasdaq Exchange for an exemption pursuant to
Section 36 of the Exchange Act, 10 in accordance with the procedures set forth in Exchange Act
Rule 0-12. 11 Section 36 of the Exchange Act gives the Commission the authority to exempt
any person, security or transaction from any Exchange Act provision by rule, regulation or
order, to the extent that the exemption is necessary or appropriate in the public interest and
7

15 U.S .C. 78l(a).

8

15 U.S.C. 78c(a)(12).

9

Letter from EdwardS. Knight to Nancy M. Morris (July 31 , 2006). The Nasdaq Application is included in
accompanying Release No. 34-54240 (July 31, 2006).
10

15 U.S.C. 78mm.

11

17 CFR 240.0-12. Exchange Act Rule 0-12 sets forth procedures for filing applications for orders for exemptive
relief pursuant to Section 36.

3

consistent with the protection of investors. Nasdaq and the Nasdaq Exchange have requested a
three-year exemption from Section 12(a) of the Exchange Act, with respect to transactions in
securities of the issuers listed in Exhibit C to the Nasdaq Application that are currently exempt
from registration under Section 12(g) of the Exchange Act. According to Nasdaq and the
Nasdaq Exchange, the securities of four insurance companies and nine foreign private issuers
currently are trading on Nasdaq in reliance on these exemptions. 12
An exemption from Section 12(a) would permit Nasdaq Exchange members and

brokers or dealers to effect transactions in these securities on the Nasdaq Exchange without
registration under Section 12(b) ofthe Exchange Act. Nasdaq and the Nasdaq Exchange
believe that the three-year period will provide these issuers with adequate time to complete the
Section 12(b) registration process and prepare financial statements should they choose to
continue to have their securities traded on the Nasdaq Exchange after expiration of the threeyear period. Under the terms of the requested exemption, the insurance companies would have
to continue to satisfy the conditions set forth in Section 12(g)(2)(G) of the Exchange Act and
the foreign private issuers would have to remain in compliance with the conditions set forth in
Exchange Act Rule 12g3-2(b) to qualify for the exemption.
Prior to submitting this request, Nasdaq and the Nasdaq Exchange notified the insurance
companies and the foreign private issuers of their plan to request a Section 12(a) exemption on
the issuers ' behalf and allowed each issuer that did not wish to be the subject of the request to
opt-out of the process. Nasdaq and the Nasdaq Exchange provided these issuers a period of 10
business days to notify Nasdaq of an opt-out preference. The issuers that chose to opt-out from
the request are listed in Exhibit B to the Nasdaq Application.

12

See the Nasdaq Application.

4

III.

Order Granting Nasdaq's Application for an Exemption Pursuant to Section 36 of
the Exchange Act
We believe that exempting Nasdaq Exchange members, brokers and dealers for a limited

time from the requirements of Section 12(a) regarding the trading of the securities listed in
Exhibit C to the Nasdaq Application is necessary and appropriate in the public interest, and is
consistent with the protection of investors in order to afford these issuers time to comply with the
Section 12(b) registration requirements. As represented by Nasdaq and the Nasdaq Exchange in
their request, immediate registration under Section 12(b) could force these issuers to withdraw
from Nasdaq, consequently depriving U.S. investors of the accustomed market for the securities
of those issuers and, in some cases, potentially reducing the depth and liquidity of the market for
these securities. We believe that a three-year exemption will serve the public interest by
minimizing any unnecessary disruptions that could result from the sudden withdrawal of these
securities from Nasdaq, thereby potentially exposing investors in these securities to a less liquid
market, absence of market surveillance by an exchange, and delays in execution oftransfers.
We concur with Nasdaq and the Nasdaq Exchange that the requested three-year
exemption period is appropriate and will provide the affected issuers with sufficient transition
time to register their securities. 13 Until the expiration of the exemption granted by this Order,
Nasdaq Exchange members, brokers and dealers will be permitted to effect transactions in the
securities subject to this exemption so long as the issuers of these securities continue to satisfy
the conditions of Section 12(g)(2)(G) ofthe Exchange Act or Exchange Act Rule 12g3-2(b),
whichever is applicable.
13

Issuers whose securities are exempt from Section 12(g) under Section 12(g)(2)(G) of the Exchange Act or
Exchange Act Rule 12g3-2(b) would be required to prepare and file a registration statement on Form 10 for
domestic companies or Form 20-F for foreign private issuers. Under Form 20-F, foreign private issuers would have
to restate their financial statements in accordance with U.S. generally accepted accounting principles, or provide a
reconciliation of their primary fmancial statements to U.S. GAAP, for at least two fiscal years. Thus, the three year
period would give these issuers sufficient time to prepare the required fmancial statements should they choose to
continue to have their securities traded on the Nasdaq Exchange.

5

Accordingly, IT IS ORDERED pursuant to Section 36 of the Exchange Act that, under
the terms and conditions set forth below, a Nasdaq Exchange member, broker or dealer may
effect a transaction on the Nasdaq Exchange in a security of an issuer listed in Exhibit C to the
Nasdaq Application that has not been registered under Section 12(b) of the Exchange Act
without violating Section 12(a) of the Exchange Act. This exemption shall take effect on August
1, 2006, the same date as the start ofNasdaq Exchange's operation, and shall expire on August 1,
2009.
This exemption is limited to the securities of the issuers listed in Exhibit C to the Nasdaq
Application and is conditioned on the continued satisfaction of the conditions set forth in Section
12(g)(2)(G) of the Exchange Act with respect to the securities of the insurance companies, or
Exchange Act Rule 12g3-2(b) with respect to the securities of the foreign private issuers. As
specified in the Nasdaq Application, Nasdaq will verify the satisfaction of these conditions. In
addition, this exemption does not extend to any other section or provision of the Exchange Act.
By the Commission (Chairman COX and Commissioners GLASSMAN, ATKINS,
CAMPOS and NAZARETH).

Nancy M. Morris
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
SECURITIES ACT OF 1933
Release No. 8726 I July 31,2006
SECURITIES EXCHANGE ACT OF 1934
Release No. 54246 I July 31, 2006
INVESTMENT ADVISERS ACT OF 1940
Release No. 2539 I July 31,2006
ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2470 I July 31, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12179

ORDER MAKING FINDINGS AND
IMPOSING REMEDIAL SANCTIONS
PURSUANT TO RULE 102(e) OF THE
COMMISSION'S RULES OF PRACTICE
AND CEASE-AND-DESIST ORDER
PURSUANT TO SECTION SA OF THE
SECURITIES ACT OF 1933, SECTION 21C
OF THE SECURITIES EXCHANGE ACT OF
1934, AND SECTION 203(k) OF THE
INVESTMENT ADVISERS ACT OF 1940

In the Matter of
LAWRENCE A. STOLER, CPA,
Respondent.

I.
On February 9, 2006, the Securities and Exchange Commission ("Commission") instituted
public administrative and cease-and-desist proceedings, pursuant to Rule 102(e) of the
Commission's Rules ofPractice, Section SA ofthe Securities Act of 1933 ("Securities Act"),
Section 21C ofthe Securities Exchange Act of 1934 ("Exchange Act") and Section 203(k) of the
Investment Advisers Act of 1940 ("Advisers Act") against Lawrence A Stoler ("Stoler" or
"Respondent").1

Rule 102( e)(1 )(ii) provides, in pertinent part, that:

II.
In connection with these proceedings, Respondent has submitted an Offer of Settlement
(the "Offer") which the Commission has determined to accept. Solely for the purpose of these
proceedings and any other proceedings brought by or on behalf of the Commission, or to which the
Commission is a party, and prior to a hearing pursuant to the Commission's Rules of Practice, 17
C.F.R. §201.100 et seq., and without admitting or denying the findings herein, except as to the
Commission's jurisdiction over him and the subject matter of these proceedings, which are
admitted, Respondent consents to the entry ofthis Order Making Findings and Imposing Remedial
Sanctions Pursuant to Rule 102(e) of the Commission's Rules ofPractice and Cease-and-Desist
Order Pursuant to Section 8A of the Securities Act of 1933, Section 21 C ofthe Securities
Exchange Act of 1934, and Section 203(k) of the Investment Advisers Act of 1940 ("Order"), as
set forth below.
Ill
On the basis of this Order and Respondent's Offer, the Commission finds 2 that

A.

SUMMARY

1.
This proceeding concerns Stoler's improper professional conduct in the audits of
the 2000 annual financial statements of three hedge funds - Lipper Convertibles, L.P.
("Convertibles"), Lipper Convertibles Series II, L.P. ("Series II"), and Lipper Fixed Income Fund,
L.P . ("Fixed Income") (collectively, the "Funds") - managed by Lipper Holdings, LLC ("Lipper
Holdings"). Stoler was the engagement partner on the 2000 audits and prior years ' audits.
2.
From at least 1998 until his resignation in January 2002, the Funds ' portfolio
manager, Edward J. Strafaci ("Strafaci") intentionally overstated the value of the convertible bonds
and convertible preferred stock in which the Funds were invested. As a result, investors and
prospective investors received materially false statements about the Funds' value and performance.
Strafaci 's inflated valuations were reflected in Fund offering materials and in periodic reports to
investors, including audited year-end financial statements. Because Convertibles and Series II
were registered broker-dealers, their annual audited financial statements were also filed with the
Commission pursuant to Section 17 of the Exchange Act and Rule 17a-5(d) thereunder.

The Commission may ... deny, temporarily or permanently, the privilege of appearing or
practicing before it . .. to any person who is found ... to have engaged in unethical or
improper professional conduct.
2

The findin gs herein are made pursuant to Respondent's Offer of Settlement and are not
binding on any other person or entity in this or any other proceeding.
2

3.
As a result ofStrafaci's fraud, the Funds were revalued and then dissolved . Just
weeks after Strafaci's resignation, and following a review of his valuations, the Funds reported to
their investors that their partner capital accounts in Convertibles, Series II and Fixed Income were
being written down by approximately 40%, 15% and 22%, respectively, from their previously
reported values. Largely as a result of Strafaci' s overvaluation, Convertibles, the largest of the
Funds, lost approximately $350 million of its reported partners' capital from December 31, 2000,
the date of its last audited financial statements, to December 31, 2001. The analysis perfonned in
connection with the Funds' dissolution revealed that the partners ' capital of Convertibles as
reported in those audited financial statements was overstated by approximately 49%. Strafaci
admitted his wrongdoing, pleading guilty to criminal securities fraud charges.
4.
Throughout Strafaci's fraud, the Funds' year-end financi al statements were audited
by PricewaterhouseCoopers LLP ("PwC"). PwC's audit reports on the Funds' 2000 financ ial
statements were unqualified and stated that the financial statements were prepared in conformity
with generally accepted accounting principles ("GAAP"), and had been audited in accordance with
generally accepted auditing standards ("GAAS"). Those audit reports were provided to investors
and prospective investors. In fact, the Funds' 2000 financial statements were not prepared in
conformity with GAAP and had not been audited in accordance with GAAS .
5.
Stoler's conduct in the 2000 audits did not accord with GAAS. The 2000 audits
produced substantial evidence that Strafaci had grossly overstated the value of the Funds'
investments, but Stoler disregarded or failed to apprise himself of that evidence. The 2000 audit
workpapers show that the Funds were substantially overvalued in comparison to prices the audit
team obtained from three independent sources: the Funds' prime brokers, Bloomberg Information
Services ("Bloomberg"), and a broker-dealer that provided quotes for eight securities - seven of
which were significantly lower than Strafaci's values-- as part of a flawed "confirmation" process.
Stoler did not question why Strafaci's values were significantly higher than those independent
prices. Instead, he blindly relied on results of a flawed "confirmation" process. Under Stoler's
supervision, the audits amounted to a mechanical execution of tests, without real regard for the
results of those tests. In sum, Stoler failed to exercise due professional care and professional
skepticism, failed to obtain sufficient competent evidential matter to support PwC's unqualified
opinions, and failed to adequatel y supervise the work of assistants.
6.
Stoler's conduct in the Funds' 2000 audits was highly unreasonable within the
meaning of Rule 102(e)(1 )(iv)(B)(l). Accordingly, Stoler engaged in improper professional
conduct within the meaning of Rule 102( e)(l)(ii). In addition, by virtue of his conduct, Stoler was
a cause of violations of certain provisions of the Securities, Exchange, and Advisers Acts
committed by the Funds, Strafaci, and/or Lipper Holdings.

3

B.

RESPONDENT

7.
Lawrence A. Stoler was an audit partner at PwC from 1980 until he retired in
2002. Stoler was the engagement partner on the Funds' 2000 audits and on the audits from the
late-1980s until the Funds' collapse in early 2002, except for two years in the mid-1990s, when he
served as the concurring partner. During the relevant period, Stoler was a certified public
accountant licensed to practice in New York and New Jersey. Upon retirement, he allowed his
CPA licenses to lapse and is not currently licensed as an accountant. Stoler is 61 years old and
resides in Allendale, New Jersey.
C.

OTHER RELEVANT PERSONS AND ENTITIES

8.
PwC is a Delaware limited liability partnership with its principal place of business
in New York City. PwC (and its predecessor, Price Waterhouse LLP ("Price Waterhouse")) served
as the Funds' auditor from 1989 until their collapse in early 2002.
9.
The Funds - Convertibles, Series II, and Fixed Income - were hedge funds
organized as limited partnerships; none was registered or required to be registered under the
Investment Company Act of 1940. Convertibles (formerly known as Lipco Partners, L.P. and,
under prior management, Cohen, Feit & Co.) was established in 1985, Series II was established in
1998, and Fixed Income was established in 1993. At all relevant times, Convertibles and Series II
were registered with the Commission as broker-dealers and were members of the NASD.
Convertibles and Series II primarily invested in convertible securities - bonds or preferred stock
convertible by the owner into shares of common stock - and generally hedged their long positions
by selling short the common stock into which the bond or preferred stock was convertible. The
Funds also employed leverage- borrowed money - to purchase the convertible securities, which
allowed them to hold securities in an amount in excess of the equity contributed by the Funds'
partners. Fixed Income invested approximately 60% of its capital in Convertibles, and thus
indirectly invested in Convertibles' hedged portfolio of convertible securities. Convertibles and
Fixed Income are in the process ofbeing liquidated; Series II has been liquidated.
10.
Lipper Holdings, LLC was a Delaware limited liability company that, during the
relevant period, was the general partner for each of the Funds. 3 Lipper Holdings managed the
portfolio for Convertibles and Series II. Kenneth Lipper was chairman, president and chief
executive officer of Lipper Holdings.
11.
Edward J. Strafaci was, during the relevant period, the Funds' portfolio manager
and executive vice president and director of fixed income money management for Lipper & Co .
From at least 1998 until January 2002, Strafaci intentionally overstated the value of the convertible

An affiliated entity, Lipper & Co. L.P. ("Lipper & Co.") managed the portion of Fixed
Income's portfoli o that was not invested in Convertibles and acted as placement agent for
the Funds. Durin g the relevant period, Lipper & Co. was registered with the Commission
as an investment adviser and a broker-dealer.
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bonds and convertible preferred stock held by the Ftmds, resulting in the dissemination of
materially false and misleading fund valuations and performance figures to investors and
prospective investors, and the filing of inaccurate reports with the Commission. On the basis of
this conduct, Strafaci has been the subject of enforcement action by the Commission and a criminal
prosecution. He pleaded guilty to one felony count of securities fraud for overstating the value of
Convertibles' and Series II's portfolios, in United States v. Edward Strafaci, 03 Crim. 1182
(S.D.N.Y), is currently serving a seventy-two month prison sentence, and has been ordered to pay
restitution of$89,282,416. In addition, Strafaci has, by consent, been enjoined from future
violations of certain provisions of the securities laws in Securities and Exchange Commission v.
Edward J. Strafaci, 03 Civ. 8524 (S.D.N.Y.), and barred from association with any broker, dealer,
or investment adviser in Edward J. Strafaci, Exchange Act Release No. 50422 (Sept. 22, 2004).

D.

FACTS
Strafaci's Overstatement of the Funds' Assets

12.
Strafaci was the Funds' portfolio manager and the person to whom Lipper Holdings
delegated responsibility for valuing the Funds' portfolios. The Funds' audited financial statements
represented that securities held by the Funds were "valued at market."
13 .
On January 14, 2002, Strafaci abruptly left Lipper Holdings, purportedly to start his
own money-management firm. Shortly after his departure, Lipper Holdings reviewed his
valuations and concluded that they were not within a reasonable range of the securities' actual
market values for December 31, 2001. In late-February 2002, Lipper Holdings announced that the
partners ' capital of Convertibles, Series II, and Fixed Income were being written down by
approximately 40%, 15%, and 22%, respectively. Shortly thereafter, Lipper Holdings announced
that it had decided to dissolve the Funds and by March 26, 2002, it had liquidated most of the
Funds' investments. In a November 2002 rep011, counsel retained by the Funds to conduct an
independent investigation into the Funds' valuation practices (the "Special Counsel") concluded
that since at least January 1, 1996 (or, with respect to Series II, at least January l, 1999), Strafaci's
valuations were inconsistent with the Funds' stated valuation policies and procedures and " [could]
not be supported by any rational basis."
14.
In October 2002, Lipper Holdings commenced court proceedings to liquidate the
Funds. In connection with the liquidation proceedings, Lipper Holdings directed an independent
consultant ("Consultant") "to determine a reasonable method of determining the investors'
ownership interest . . . without significant use of the 'market values' of the securities held by the
Fund as contemporaneously reported in the Ftmd's records." The Consultant revalued the Funds'
convertibl e securities based on prices obtained from one of two commercial pricing services, or the
Funds ' prime brokers. 4 On that basis, the Consultant revalued long positions of Convertibles and
Series II, with the resulting impact on partners' capital as follows:

4

The tenn "prime broker" as used in this order refers to a broker-dealer that provides
services to hedge funds, money managers and others, such as preparin g daily account
5

Values for Convertibles as of December 31, 2000
(in millions)
Per Audited
Financials

As Revalued

Difference

Long Positions

$2,297.8

$2,017.0

$280.8 (12.2%)

Partners' Capital

$ 568.7

$ 287.9

$280.8 (49.4%)

Values for Series II as of December 31,2000
(in millions)
Per Audited
Financials

As Revalued

Difference

Long Positions

$186.9

$175.3

$11.6 (6.2%)

Partners' Capital

$ 82.9

$ 71.3

$11.6 (14.0%)

15.
As revalued by the Consultant, the partners' capital ofConvertibles as ofDecember
31, 1999 and December 31, 1998 was, respectively, 34% and 36% less than had been reported in
the Fund's audited financial statements.
The 2000 Audits
16.
Price Waterhouse was first hired as Convertibles' independent accountant in 1989.
Lipper Holdings selected Price Waterhouse in part because of its touted expertise with respect to
hedge funds and valuation of hard-to-price securities. By the time of the 2000 audits, PwC was the
auditor for all the Funds and several other affiliated entities, including several registered
investment companies, and Stoler had been the engagement or concurring partner on the Funds'
audits for approximately ten years.
17.
As the engagement partner on the 2000 audits, Stoler was responsible for ensuring
that the audits were conducted in accordance with GAAS, and was required, among other things, to
supervise the work of subordinate members ofthe audit team to ensure that the audit work was
adequately performed and supported the conclusions presented in PwC's reports on the financial
statements.

statements, clearing and settlement of securities transactions, financing or leverage, and
custodial services. On December 31, 2000, the Funds dealt with seven prime brokers,
sometimes also referred to as "clearing brokers" or "custodians ."
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18.
In the 2000 audit ofStrafaci's valuation of the Funds' convertible securities 5 - the
most critical part of the audits - Stoler failed to act in accordance with GAAS. He failed to
exercise due care and appropriate professional skepticism, obtain sufficient competent evidential
matter, or adequately supervise the work of assistants.

Stoler Was Aware of the Funds' Internal Control Weaknesses
19.
At the time of the 2000 audits, Stoler knew that the Funds' internal control
weaknesses called for heightened scrutiny of the valuation of their investments. The audit team
had observed in prior audits that the internal controls in place with respect to valuation were
inadequate and that the Funds' investments were valued by Strafaci without oversight. The
workpapers for the Funds' 1996 and 1997 audits noted this internal control weakness, stating:
[d]ue to the complexity of the process all pricing work is performed by the front
office (Ed Strafaci with assistance from [a Fund trader].) There is no formal review
of the marks external of the front office, because of a lack of technical knowledge
(convertible arbitrage securities). In order to have proper segregation of duties, the
pricing function should be monitored in a Middle/Back Office capacity by a party
outside the front office (Product Control, Accounting). Point to be considered for
inclusion in letter to management.
20.
In addition, during the planning of the 2000 audits, the audit team noted that the
Funds had certain internal control weaknesses. The team prepared a risk analysis, referred to
internally as a "FRISK" analysis, for the Funds, which Stoler approved. That analysis identified
the Funds' "management governance and oversight of management" as a "high risk" area, as had
the FRISK analysis for the Funds ' 1999 audits. PwC never sent a management letter concerning
the inadequacy of the Funds ' internal controls regarding valuation.

The Audit Work on the Valuation of the Funds' Investments
The procedures performed by the audit team to audit the valuation of the Fm1ds'
investments are identified in the audit workpapers. According to the workpapers, the basis for the
values for the convertibles securities was "quotes recei ved from approximately six brokers" that
Strafaci traded with. The workpapers, however, do not include either the quotes that were
supposedly the source of Strafaci ' s values or any indication that the audit team reviewed those
quotes.
21.

Convertibles' long securities positions consisted of forty-seven convertible preferreds and
seventy convertible bonds. Series II's long positions consisted of small er positions in
some of those securities. For its audits of Seri es II and Fixed Income, th e audit team took
no separate steps to test the valuation of the convertible securities in whi ch those funds
were in vested, directly in the case of Series II and indirectly in the case o fFixed Income.
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22.
Although the audit team did not obtain the quotes that supposedly supported
Strafaci's values, it did obtain from the Funds' prime brokers the statements of the Funds ' accounts
as of December 31, 2000. These statements listed market values for the convertible securities held
by the Funds. According to the workpapers, the audit team's analysis of the prime broker
statements revealed that Strafaci 's valuation of the convertible bonds and preferreds held by
Convertibles exceeded the prime brokers' valuation of those securities by approximately $274
million, or 13.5%. Stoler did not discuss this material difference with anyone at Lipper Holdings,
and the workpapers do not indicate how the audit team resolved this difference. This difference,
moreover, ignored the impact ofleverage on the portfolio. Had the audit team considered the effect
ofleverage, it would have seen that the prime brokers' prices indicated that Convertibles' partners'
capital was overstated by approximately 48%. The workpapers do not reflect any consideration of
the impact of the Ftmds' leverage on the differences produced by the prime broker test.
23.
According to the workpapers, the audit team also used "Bloomberg to obtain an
independent price for 65% ofthe total market value of positions held at 12/31/00." The
Bloomberg prices then were compared to Strafaci's values and "any significant variances" were to
be noted. Any Bloomberg prices that were "greater than 2% of what Lipper Convertibles has
recorded" were to be "independently confirmed" by "directly contact[ing]" the brokers with whom
Convertibles traded and from whom Strafaci purportedly obtained the quotes on which he based
his values for the securities "so that they may confirm the price of the positions."
24.
The Bloomberg comparison indicated, and the workpapers noted, that the tested
portion of Convertibles portfolio was overstated by approximately 12.9%. Strafaci 's values for
thirty-four of the forty-four convertible bonds and nineteen of the twenty convertible preferreds
tested differed by 2% or more from the corresponding Bloomberg prices, with Strafaci' s values
being higher for all but four securities. Strafaci's values for almost half of the preferreds exceeded
the Bloomberg prices by 20% or more, and his values for almost half of the bonds exceeded the
Bloomberg prices by 5% or more. Had the audit team taken leverage into account, it would have
seen that the Bloomberg test indicated that Convertibles ' partners ' capital was overstated by
approximately 34.4%. The workpapers do not reflect any consideration of the impact of the
Funds' leverage on the differences produced by the Bloomberg test.
25 .
The audit program called for the team to further test the valuation of securities for
which Strafaci 's value differed from Bloomberg's price by more than 2% by asking the brokerdealers from whom Strafaci had purportedly obtained the quotes that were the basis for his values
to "confirm the prices ofthe positions."
26.
To perform this test, a junior auditor sent faxes to institutional salespeople at five
broker-dealers asking them to "please verify that the attached schedule of broker quotes as of
12/31 /00 were [sic] provided by you to Lipper Convertibles," by signing the schedules "for our
records," and faxing them back. The faxes contained no further instruction or explanation. The
attached schedules li sted the fifty-four securities as to which Strafaci 's value had differed from
Bloomberg' s price by more than 2%, with Strafaci's value listed next to each security. Each
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salesperson received the same list of fifty- four securities, regardless of whether his firm traded in,
or previously provided a quote to the Fund for, a particular security.
Of the five broker-dealer "confirmations" obtained by the audit team, four were
27.
faxed back with the salesperson's signature on the schedule and without any notation or comment
(the so-called "clean confirmations"). Only one was returned with any indication that the
salesperson had actually reviewed any of the values. That "confirmation," from Broker A, was
unsigned and noted a bid-ask range next to Strafaci's value for eight of the fifty-four securities
listed. For seven of the eight, Strafaci's value was significantly higher than even the ask-side price
provided by Broker A.
28.
The confirmation process was flawed in several significant respects. For example,
although the audit team asked the salespeople to verify "that the attached schedule of broker quotes
... were [sic] provided by you to Lipper Convertibles," the attached schedule was not a schedule
of quotes that the broker-dealer had provided but rather was a schedule prepared by the audit team,
listing Strafaci's values for the securities. The faxes did not ask the salespeople to provide quotes
for the specified securities or ask them to attest to the reasonableness of the values listed on the
schedules. As a result, except for Broker A, there is no evidence in the workpapers that the
salespeople who returned signed confirmations had actually ascertained the broker-dealer's quote
or valued the security. In addition, each broker-dealer's salesperson was asked to "confirm" values
for a large number of securities (fifty-four), without regard to whether the firm made a market in
the securities. These flaws made the confirmation process unreliable.

The Evaluation of the Audit Evidence
29.
The workpapers show the substantial gap between Strafaci's values and the prices
the audit team obtained from the independent sources. For example, the audit team obtained prices
from Bloomberg for the Chiquita $3.75, MGC Comm., Lora] and Intermedia 144a securities held
by Convertibles. The Bloomberg prices were, respectively, 88.5%, 78.9%, 64.8% and 63.2%
lower than the Strafaci's values. The differences between Strafaci's values and the independent
prices for these four securities and selected other examples are shown below:

Security

Chiquita $3.75
Human Genome 5%
Human Genome 3.75%
Intermedia 144a
Liberty Media
Loral
MGCComm.
United Global Comm .

Strafaci
Value

Bloomberg
Price

Prime
Broker
Price

Broker A
Confirm
Average*

$31.00
157.00
100.00
33.00
90.00
31.22
35.54
39.00

$3.56
138.02
83.88
12.15
68.08
11.00
7.50
15.88

$3.56
138.00
84.00
9.99
66.50
12.60
7.50
15.88

nla
122.56
81.06
nla
67.37
nla
nla
n/a
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*

Represents average of bid/ask range provide by Broker A.

30.
The prime broker prices, the Bloomberg prices, and the quotes obtained from
Broker A all constituted evidence that Strafaci's values were significantly higher than market
prices or fair value. Other than stating "no exceptions were noted," the workpapers contain no
indication as to how the audit team evaluated that evidence. Thus, the workpapers do not
document the basis for the unqualified audit reports PwC issued on the Funds' financial statements.
31.
The evidence obtained by the audit team was insufficient to support Strafaci 's
values or PwC's unqualified audit reports. Most of that evidence indicated that Strafaci's valuation
of the Funds' assets was substantially overstated, as discussed at paragraphs 22-24 and 29 above.
The "clean" confirmations were insufficient to support that valuation because they were unreliable,
as discussed at paragraphs 26-28 above.
32.
Stoler ignored, discounted, or failed to apprise himself of, the evidence produced by
the audit tests and the flaws in the confirmation process discussed above. Thus, he failed to
exercise due professional care and maintain an attitude of professional skepticism, failed to obtain
sufficient competent evidential matter concerning the valuation of the Funds' assets, and failed to
adequately supervise the assistants working on the audit.
33.
The workpapers for the 1998 and 1999 audits - on which Stoler was also the
engagement partner - reflect similar failures to exercise professional skepticism and obtain
competent evidential matter to support Strafaci's valuation of the Funds' assets and PwC's
unqualified reports on the Funds' financial statements. In the 1998 audits, for example, the
confirmation process produced broker-dealer quotes lower than Strafaci 's values, which suggested
that his values were substantially overstated. The only documented consideration of the results of
the confirmation process indicates that the audit team simply accepted Strafaci's self-serving
explanation for why his values were higher, without taking any steps to test that explanation.

Stoler Signed Unqualified Audit Reports
34.
On February 26, 2001, Stoler, on behalf ofPwC, signed Reports of Independent
Accountants for each Fund stating, in part, that in PwC's opinion the Fund's "statements of
financial condition, including the condensed schedule of investments, and the related statements of
... changes in partners' capital .. . present fairly, in all material respects, the financial position of,"
the Fund, at December 31 , 2000. The audit reports further stated that the financial statements were
presented in conformity with GAAP and that PwC's audit had been conducted in accordance with
GAAS.
35.
On March 1, 2001, as required by Section 17 of the Exchange Act and Rule 17 a-5
thereunder, Convertibles and Series II filed their audited annual financial statements with the
Commission, which included PwC's reports on the financial statements. Also included were
PwC's supplemental reports describing any material inadequacies found since the date ofthe
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previous audit (commonly referred to as "internal control reports") . The internal control reports,
which Stoler signed on behalf ofPwC, stated in part:
A material weakness is a condition in which the design or operation of one or more
of the specific internal control components does not reduce to a relatively low level
the risk that error or fraud in amounts that would be material in relation to the
employees in the normal course of performing their assigned functions. However,
we noted no matters involving internal control, including procedures for
safeguarding securities, that we consider to be material weaknesses as defined
above.
36.
The Funds' long securities were not valued in conformity with GAAP because,
among other reasons, Strafaci valued the convertible bonds and convertible preferred stock in
which the Funds were invested at prices higher than readily available market prices. Moreover, the
Funds failed to maintain supporting documentation for Strafaci's valuation. Accordingly, the
Funds' 2000 financial statements were not presented in conformity with GAAP . In addition, the
audits of the financial statements were not conducted in accordance with GAAS and the internal
control reports filed by Convertibles and Series II were inaccurate.
E.

Violations by the Funds, Strafaci, and Lipper Holdings

37.
Strafaci, a senior official of the Funds and Lipper Holdings, caused those entities to
make materially misleading statements to investors in the offer or sale, and in connection with the
purchase or sale, of interests in the Funds, concerning the value and performance of the Funds, and
the method by which the Funds' portfolio securities were valued. Interests in the Fw1ds were
securities within the meaning of Section 2( a)(l) of the Securities Act. Investors and potential
investors in the Funds were, respectively, clients and potential clients under the Advisers Act and
are referred to herein as "investors/clients" and "prospective investors/clients." The Funds' audited
financial statements for the year ended December 31, 2000 were disseminated to investors/clients
and prospective investors/clients, along with PwC's unqualified audit reports on those statements.
PwC's unqualified audit reports on those statements gave comfort to investors/clients, among
others, that the Funds were being properly valued. Investors/clients who received those audited
financial statements were solicited to make, and in some cases made, investments or additional
investments in the Funds.
38.
Strafaci 's conduct, which is attributable to the Funds and Lipper Holdings, in the
offer and sale of interests in the Funds violated, among other provisions, Sections 17(a)(2) and (3)
of the Securities Act, in that Strafaci, the Ftmds, and Lipper Holdings directly and indirectly, by the
use of the means or instruments of transportation or communication in, or the means or
instrumentalities of, interstate commerce, or by use of the mails, in the offer or sale of interests in
the Funds: (a) obtained money or property by means of untrue statements of material fact or
omitted to state material facts necessary in order to make the statements made, in the li ght of the
circwnstances under which they were made, not misleading; and (b) engaged in transactions,
practices and courses of business which operated or would have operated as a fraud or deceit upon
11

purchasers of interests in the Funds. In addition, by virtue of Strafaci 's fraudulent valuations,
Lipper Holdings violated Section 206(2) of the Advisers Act in that it engaged in acts, practices or
courses of business which operated as a fraud or deceit upon clients and prospective clients.
Scienter is not required to establish violations of Sections 17( a)(2) and 17( a)(3) of the Securities
Act or Section 206(2) of the Advisers Act Steadman v. SEC, 603 F.2d 1126, 1133 (5 111 Cir. 1979).
39.
Section 17 of the Exchange Act and Rule 17a-5(d) thereunder generally require
registered broker-dealers to file with the Commission, among other things, audited financial
statements on an annual basis. Pursuant to paragraph (g)(1) ofRule 17a-5, the audit "shall be
made in accordance with [GAAS]," and "shall include a review of the accounting system, the
internal accounting controls and procedures for safeguarding securities." Further, pursuant to
paragraph (j) of that Rule, a registered broker-dealer must file, "concurrently with its annual audit
report, a supplemental report by the accountant describing any material inadequacies found to have
existed since the date of the previous audit." Pursuant to paragraph (g)(3) of that Rule, the tenn
"material inadequacy" includes "a material inadequacy in the accounting system, internal
accounting controls, and procedures for safeguarding securities[ .. .] which has contributed
substantially to or, if appropriate action is not taken, could reasonably be expected to[ ... ] result in
material misstatements in the broker's or dealer's financial statements." Implicit in the
requirement that a registered broker-dealer file an audited annual financial report is the requirement
that the information contained in those reports be accurate. See Nikko Securities Co. International,
Inc. , Exchange Act Release No. 32331 (May 19, 1993). Because the audits of Convertibles' and
Series II's financial statements were not conducted in accordance with GAAS and because the
internal controls reports they filed were inaccurate, Convertibles and Series II violated Section 17
of the Exchange Act and Rule 17a-5 thereunder.
F.

Applicable GAAS

40.
Under GAAS, an auditor must exercise due professional care in performing the
audits of financial statements and preparing the audit reports. 6 "Due professional care" requires,
among other things, that auditors: (a) exercise due professional care in the planning and
performance of the audit, and professional skepticism in assessing audit evidence; and (b) obtain
sufficient competent evidential matter through inspection, observation, inquiries, and confirmations
to afford a reasonable basis for their opinions regarding financial statements under audit. AU 230,
230.07 & 326.01. The requirement to obtain sufficient competent evidential matter dictates that
the evidence obtained through the audit "be sufficient for the auditor to form conclusions
concerning the validity of the individual assertions embodied in the components of financial
statements." AU 326.13. The auditor should "consider relevant evidential matter regardless of

6

During the relevant period, GAAS was embodied in various Statements on Auditing
Standards ("SAS"), as well as the Codification of Statements of Auditing Standards
("AU"), both issued by the Auditing Standards Board of the American Institute of
Certified Public Accountants. The citations herein are to the Codification in effect at the
time of the 2000 audits.
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whether it appears to corroborate or contradict the assertions in the financial statements." AU
326.25.
41.
GAAS further requires that audits be adequately planned and assistants be properly
supervised. AU 311.01. Supervision includes keeping informed of problems encountered,
assuring that the work of subordinates is properly performed, and assuring that the audit work
supports the conclusions reached. AU 311 .11 & 311.13 . One factor to be considered in planning
an audit is "[c]onditions that may require extension or modification of audit tests." AU 311 .03.
Moreover, "[t]he auditor's understanding of internal control may heighten or mitigate the auditor's
concern about the risk of material misstatement." AU 312.16. Accordingly, GAAS requires
auditors to evaluate whether the audited entity's controls that address identified risks of material
misstatement due to fraud have been suitably designed and used to assess these risks. AU 316.21 .25. Among the risk factors indicative of possible misstatements due to fraud are: (1) management
compensation that is based in significant part on incentives, the value of which is contingent; and
(2) inadequate monitoring of significant controls. AU 316.16-.19.
G.

Findings

42.
In the 2000 audits, Stoler failed to comply with GAAS because he did not exercise
due professional care and professional skepticism, obtain sufficient competent evidential matter to
support the auditor' s opinion on the financial statements, or adequately supervise the work of
assistants. In those audits, he ignored, discounted, or failed to apprise himself of, the substantial
audit evidence that Strafaci 's values for the Funds ' investments were not presented in accordance
with GAAP and were materially overstated, and the flaws in the process that produced the "clean"
confirmations. In light ofhis awareness of the inadequacies of the Funds' internal controls on
valuation, and Strafaci ' s and Lipper Holdings ' incentive compensation, Stoler's deviations from
GAAS were highly unreasonable.
43 .
By engaging in the conduct described above in the 2000 audits, Stoler engaged in
improper professional conduct within the meaning of Rule 102( e)(1 )(ii) of the Commission's Rules
of Practice because his conduct constituted negligent conduct within the meaning of Rule
102( e)( 1)(iv)(B)(l ), consisting of a single instance of highly unreasonable conduct that resulted in
a violation of applicable professional standards in circumstances in which Stoler knew, or should
have known, that heightened scrutiny was warranted.
By engaging in the conduct described above in the 2000 audits, Stoler was a cause
44.
ofStrafaci's and the Funds' violations of Sections 17(a)(2) and (3) ofthe Securities Act, Lipper
Holdings' violations of Section 206(2) ofthe Advisers Act, and Convertibles' and Series Il 's
violations of Section 17 of the Exchange Act and Rule 17a-5 thereunder, because he knew or
should have known that his failure to conduct and supervise an audit that conformed to GAAS and
his approval of, and signature on, unqualified audit reports on the Funds' 2000 financial
statements, and the internal controls reports, would contribute to those violations, including the
Funds ' and Lipper Holdings ' false representations to investors/clients and prospective
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investors/client about the Funds' value and performance and Convertibles ' and Series II's filings of
inaccurate annual audited financial reports.

IV.
In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Respondent Stoler's Offer.

Accordingly, it is hereby ORDERED, effective immediately, that:
A.
Stoler shall cease and desist from committing or causing any violations and any
future violations of Sections 17(a)(2) and (3) of the Securities Act and Section 206(2) ofthe
Advisers Act, and from causing any violations and any future violations of Section 17 of the
Exchange Act and Rule 17a-5 thereunder.

B.
·Stoler is denied the privilege of appearing or practicing before the Commission as
an accountant.
C.
After one year from the date of this order, Stoler may request that the
Commission consider his reinstatement by submitting an application (attention: Office of the
Chief Accountant) to resume appearing or practicing before the Commission as:
1.
a preparer or reviewer, or a person responsible for the preparation or review,
of any public company's financial statements that are filed with the Commission. Such an
application must satisfy the Commission that Stoler's work in his practice before the Commission
will be reviewed either by the independent audit committee of the public company for which he
works or in some other acceptable manner, as long as he practices before the Commission in this
capacity; and/or
2.
Commission that:

an independent accountant. Such an application must satisfy the

(a)
Stoler, or the public accounting firm with which he is associated, is
registered with the Public Company Accounting Oversight Board ("Board") in accordance with the
Sarbanes-Oxley Act of2002, and such registration continues to be effective;
(b)
Stoler, or the registered public accounting firm with which he is
associated, has been inspected by the Board and that inspection did not identify any criticisms of or
potential defects in the Stoler's or the firm's quality control system that would indicate that the
Stoler wi II not receive appropriate supervision;
(c)
Stoler has resolved all disciplinary issues with the Board, and has
complied with all terms and conditions of any sanctions imposed by the Board (other than
reinstatement by the Commission); and
14

(d)
Stoler acknowledges his responsibility, as long as he appears or
practices before the Commission as an independent accountant, to comply with all requirements of
the Commission and the Board, including, but not limited to, all requirements relating to
registration, inspections, concurring partner reviews and quality control standards.
D.
The Commission will consider an application by Stoler to resume appearing or
practicing before the Commission provided that his state CPA license is current and he has
resolved all other disciplinary issues with the applicable state boards of accountancy. !fowever, if
state licensure is dependent on reinstatement by the Commission, the Commission will consider an
application on its other merits . The Commission's review may include consideration of, in
addition to the matters referenced above, any other matters relating to Stoler's character, integrity,
professional conduct, or qualifications to appear or practice before the Commission.
By the Commission.

Nancy M . Morris
Secretary

aurn~

By:Uill- M. Peterson

Assistant Secretary
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in the file:

CHRISTOPHER COX, CHAIRMAN
PAULS. ATKINS, COMMISSIONER
ROEL C. CAMPOS, COMMISSIONER
ANNETTE NAZARETH, COMMISSIONER
KATHLEEN L. CASEY, COMMISSIONER
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SECURITIES EXCHANGE ACT OF 1934
Release No. 54219 I July 26, 2006
INVESTMENT COMPANY ACT OF 1940
Release No. 27428 I July 26, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12382

ORDER INSTITUTING ADMINISTRATIVE
AND CEASE-AND-DESIST PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS AND A CEASEAND-DESIST ORDER PURSUANT TO
SECTIONS 1S(b) AND 21C OF THE
SECURITIES EXCHANGE ACT OF 1934 AND
SECTIONS 9(b) AND 9(f) OF THE
INVESTMENT COMPANY ACT OF 1940

In the Matter of
ROBERT P. HETZER,
Respondent.

I.
The Securities and Exchange Commission ("Commission") deems it appropriate, in the
public interest and for the protection of investors that public administrative and cease-and-desist
proceedings be, and hereby are, instituted pursuant to Sections 15(b) and 21 C of the Securities
Exchange Act of 1934 ("Exchange Act"), and Sections 9(b) and 9(f) ofthe Investment Company
Act of 1940 ("Investment Company Act") against Robert P. Hetzer ("Hetzer" or "Respondent").
II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the "Offer") which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission's jurisdiction over him and over the subject matter
of these proceedings, which are admitted, Respondent consents to the entry of this Order
Instituting Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing
Remedial Sanctions and a Cease-and-Desist Order Pursuant to Sections 15(b) and 21 C of the

Securities Exchange Act of 1934 and Sections 9(b) and 9(f) ofthe Investment Company Act of
1940 ("Order"), as set forth below.
III.
1

On the basis of this Order and Respondent 's Offer, the Commission finds that:
Summary

1.
· This is a proceeding against Hetzer, a former senior vice president in charge of
mutual fund trading at Fiserv Securities, Inc. ("FSI"), a registered broker-dealer. Between
January 2001 and October 2002, Hetzer engaged in late trading of mutual funds for his own
benefit in personal accounts he opened while employed by FSI. He entered more than 800
mutual fund trades in his personal accounts after 4:00p.m. ET, and as late as 5:30p.m., and
improperly received the current day's net asset value ("NA V"). In order to conduct this late
trading, Hetzer misused FSI's system which was intended to permit trade entry after 4:00p.m.
ET only in limited circumstances involving errors, other technical problems and legitimate
delays in processing orders. By virtue of his conduct, Hetzer violated and/or aided and abetted
and caused violations of the antifraud and mutual fund pricing provisions of the federal securities
laws.
Respondent and Relevant Entity

2.
Hetzer, age 47, resides in Hollywood Beach, Florida. From April 2000 until
November 2002, when his position was eliminated, he was the senior vice president ofFSI's
Mutual Fund Department. Prior to FSI, Respondent had worked in the mutual fund sector of the
securities industry in a variety of capacities since 1979. Respondent holds no securities industry
licenses.
3.
FSI, located in Philadelphi a, Pennsylvania, registered with the Commission as a
broker-dealer in October 1983. During the relevant time period, FSI provided securities clearing
services for hundreds of introducing brokers.
Background - Late Trading

4.
Rule 22c-l(a) under the Investment Company Act requires any registered
investment company issuing redeemable securities, its principal underwriter, any dealers in its
shares, and any person designated in the fund's prospectus as authorized to consummate
transactions in securities issued by the fund to sell and redeem fund shares at a price based on the
current NA V next computed after receipt of an order to buy or redeem. Mutual funds generally
determine the NAY of mutual fund shares as of 4:00 p.m. ET. In these circumstances, orders
received by the entities identified in Rule 22c-l before 4:00p.m. ET must be executed at the

The findings herein are made pursuant to Respondent's Offer of Settlement and are not binding on
any other person or entity in this or any other proceeding.

2

price determined as of 4:00p.m. ET that day. Orders received by these entities after 4:00p.m.
ET must be executed at the price determined as of 4:00p.m. ET the next trading day. Mutual
fund prospectuses typically identify the time as of which the NAY is determined for purposes of
pricing fund shares for purchases and redemptions.
5.
"Late trading" refers to the practice of placing orders to buy or redeem mutual
fund shares after the time as of which a mutual fund has calculated its NAY (usually as of the
close of trading at 4:00p.m. ET), but receiving the price based on the prior NAY already
determined as of 4 :00p.m. ET. Late trading enables the trader to attempt to profit from market
events that occur after 4:00p.m. ET but that are not reflected in that day's price. In particular,
the late trader may obtain an advantage - at the expense of the other shareholders of the mutual
fund - when he learns of market moving information and is able to purchase (or redeem) mutual
fund shares at prices set before the market moving information was released. Late trading
violates Rule 22c-l (a) under the Investment Company Act and hanns shareholders by diluting
the value of their shares.

Respondent's Late Trading
6.
In November 2000 and January 2001, respectively, Respondent opened a retail
trading account and an IRA account at FSI, and began trading in mutual funds in these accounts.
Between January 2001 and October 2002, Hetzer engaged in 1,106 mutual fund transactions
through which he earned profits of $917,000.
7.
Of the total trades, 855 trades were entered in Respondent's personal accounts
after 4 :00p.m. ET, and as late as 5:30p.m., and received that day' s NAY. Respondent's late
trading resulted in dilution to the mutual funds he traded and thus harm to mutual fund
shareholders. In order to receive the current day's NAY for trades entered after 4:00p.m. ET,
Hetzer and others acting at his direction manually substituted, in FSI's electronic order system,
the current day' s NAY for the next day's NAY.
As part of his responsibilities at FSI, Hetzer had direct access to FSI's
8.
computerized trade-processing system. This system automatically processed mutual fund orders
at the current day's price at 4:00p.m. ET. Under limited circumstances, such as in the event of
technical problems, including input errors, and legitimate delays in processing orders, cettain
members ofFSI's staff could manually enter trades after 4:00p .m. ET and substitute the current
day ' s NAY for the next day's NAY. This process was intended to be used as an exception
process.
9.
Respondent, however, intentionally input or directed the input of a majority of his
mutual fund trades after the close of the market, and thus misused FSI' s system. Specifically, on
855 occasions, Respondent and others acting at his direction entered his trades between 4:00 and
5:30p.m. ET and manually substituted the current day's NAY for the next day' s NA V. In
essence, Hetzer took the exception process and made it his standard operating procedure.
I 0.

The mutual funds which accepted Hetzer's late trades had no way of knowing that
these trades were, in fact, entered after 4 :00p. m. ET. To the contrary, Hetzer simply entered hi s
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trades into FSI's system as though his orders had appropri ately been entered prior to 4:00p.m.
ET.
11.
In addition, Respondent caused FSI to vio late its dealer agreements with mutual
funds by entering his trades after 4:00p .m. ET. FSI's dealer agreements contained provisions
obligating FSI to comply with all of the terms of the funds' prospectuses, including provisions
regarding the time for submitting trades. Most dealer agreements contained some version of the
foll owing provision :
You are to offer and sell such shares only at the public offering price
which shall be currently in effect, in accordance with the terms of the then
current prospectus of the Funds.
12.
Respondent knew or was reckless in not knowing that what he was doing
was improper. Specifically, Respondent knew or was reckless in not knowing that the
FSI system was not intended to allow for the substitution of the current day's NAY for
the next day's NA V for trades entered after 4:00 p.m. ET except in the limited
circumstances referenced above.
Violations

13.
As a result ofthe conduct described above, Respondent wi llfully violated Section
10(b) of the Exchange Act and Rule 10b-5 thereunder, which prohibit fraudulent conduct in
connection with the purchase or sale of securities.
14.
As a result of the conduct described above, Respondent willfull y aided and
abetted and caused violations of Rule 22c-1 (a) under the Investment Company Act, which
prohibits registered investment companies issuing any redeemable security, persons designated
in such issuer's prospectus as authorized to consummate transactions in such security, and any
principal underwriter of, or dealer in any such security from selling, redeeming, or repurchasing
any such security except at a price based on the current net asset value which is next computed
after receipt of an order to purchase or redeem .
Undertakings

In determining whether to accept the Offer, the Commission has considered the fo llowing
undertakings by Hetzer:
15.
Ongoing Cooperation. Respondent shall cooperate fully with the Commission in
any and all investigations, litigations or other proceedin gs relating to or arising from the matters
described in this Order. In connection with such cooperation, Hetzer has undertaken:
a.
To produce, without service of a notice or subpoena, any and all
documents and other information reasonably requested by the Commission's staff;
b.
To be interviewed by the Commission 's staff at such times as the staff
reasonably may request and to appear and testify truthfully and completely without service of a
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notice or subpoena in such investigations, depositions, hearings or trials as may be requested by
the Commission's staff; and
c.
That in connection with any testimony of Respondent to be conducted at
depo sition, hearing or trial pursuant to a notice or subpoena, Respondent:
i.
Agrees that any such notice or subpoena for his appearance and
testimony may be served by regular mail on his counsel, Guy Petrillo, Esq., Dechert LLP, 30
Rockefeller Plaza, New York, NY 10112-2200; and
ii.
Agrees that any such notice or subpoena for his appearance and
testimony in an action pending in a United States District Court may be served, and may require
testimony, beyond the territorial limits imposed by the Federal Rules of Civil Procedure.

IV.
In view of the foregoing, the Commission deems it appropriate, in the public interest, and
for the protection of investors to impose the sanctions agreed to in Respondent Hetzer's Offer.
Accordingly, pursuant to Sections 15(b) and 21C of the Exchange Act, and Sections 9(b)
and 9(f) of the Investment Company Act, it is hereby ORDERED that:
A.
Respondent Hetzer shall cease and desist from committing or causing any
violations and any future violations of Section 1O(b) of the Exchange Act and Rule 1Ob-5
thereunder.
B.
Respondent Hetzer shall cease and desist from causing any violations and any
future violations of Rule 22c-1(a) under the Investment Company Act.
C.
Respondent Hetzer be, and hereby is barred from association with any broker or
dealer, and is prohibited from serving or acting as an employee, officer, director, member of an
advisory board, investment adviser or depositor of, or principaltmderwriter for, a registered
investment company or affiliated person of such investment adviser, depositor, or principal
underwriter, with the right to reapply for association after three (3) years to the appropriate selfregulatory organization, or if there is none, to the Commission.
D.
Any reapplication for association by Respondent Hetzer wi ll be subject to the
applicable laws and regulations governing the reentry process, and reentry may be conditioned
upon a number of factors, including, but not limited to, the satisfaction of any or all of the
following: (a) any disgorgement ordered against the Respondent, whether or no t the
Commission has fully or partially waived payment of such disgorgement; (b) any arbitration
award related to the conduct that served as the basis for the Commission order; (c) any selfregulatory organization arbitration award to a customer, whether or not related to the conduct
that served as the basis for the Commission order; and (d) any restitution order by a selfregulatory organization, whether or not related to the conduct that served as the basis for the
Commission order.
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E.
IT IS FURTHER ORDERED that Respondent Hetzer shall, within 30 days of the
entry of this Order, pay disgorgement and prejudgment interest in the total amount of $528,020
to the United States Treasury. Such payment shall be: (A) made by United States postal money
order, certified check, bank cashier's check or bank money order; (B) made payable to the
Securities and Exchange Commission; (C) hand-delivered or mailed to the Office ofFinancial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green
Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies
Robert P. Hetzer as a Respondent in these proceedings, the file number of these proceedings, a
copy of which cover letter and money order or check shall be sent to Daniel M . Hawke,
Securities and Exchange Commission, Philadelphia District Office, Mellon Independence
Center, 701 Market Street, Suite 2000, Philadelphia, PA 19106.
F.
IT IS FURTHER ORDERED that Respondent Hetzer shall, within 30 days of the
entry ofthis Order, pay a civil money penalty in the amount of $ 100,000 to the United States
Treasury. Such payment shall be: (A) made by United States postal money order, certified
check, bank cashier's check or bank money order; (B) made payable to the Securities and
Exchange Commission; (C) hand-delivered or mailed to the Office of Financial Management,
Securities and Exchange Commission, Operations Center, 6432 General Green Way, Stop 0-3,
Alexandria, VA 22312; and (D) submitted under cover letter that identifies Robert P. Hetzer as a
Respondent in these proceedings, the file number of these proceedings, a copy of which cover
letter and money order or check shall be sent to Daniel M . Hawke, Securities and Exchange
Commission, Philadelphia District Office, Mellon Independence Center, 701 Market Street, Suite
2000, Philadelphia, PA 19106.
By the Commission.

Nancy M. Morris
Secretary

e&·n~ . P~
By: (/;u M. Peterson
Assistant Secretary
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Before the
SECURITIES AND EXCHANGE COMMISSION
July 31, 2006
ADMINISTRATIVE PROCEEDING
File No. 3-12386
ORDER INSTITUTING
ADMINISTRATIVE AND CEASE-ANDDESIST PROCEEDINGS PURSUANT TO
SECTION SA OF THE SECURITIES ACT
OF 1933, SECTIONS 15(b) AND 21C OF
THE SECURITIES EXCHANGE ACT OF
1934, SECTIONS 203(f) AND 203(k) OF
THE INVESTMENT ADVISERS ACT OF
1940, AND SECTIONS 9(b) AND 9(f) OF
THE INVESTMENT COMPANY ACT OF
1940

In the Matter of
WARREN LAMMERT,
LARS SODERBERG, AND
LANCE NEWCOMB
Respondents.

I.

The Securities and Exchange Commission ("Commission") deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Section 8A of the Securities Act of 1933 ("Securities Act"), Section 21 C of
the Securities Exchange Act of 1934 ("Exchange Act"), Sections 203(±) and 203(k) of the
Investment Advisers Act of 1940 ("Advisers Act"), and Sections 9(b) and 9(f) of the Investment
Company Act of 1940 ("Investment Company Act") against Warren Lammert ("Lammert"), and
Section 8A ofthe Securities Act, Sections 15(b) and 21C ofthe Exchange Act, Sections 203(±) and
203(k) of the Advisers Act, and Sections 9(b) and 9(f) ofthe Investment Company Act against
Lance Newcomb (''Newcomb"), and Lars Soderberg ("Soderberg") (collectively, the
"Respondents").
II.

After an investigation, the Division of Enforcement alleges that:
Introduction

1.
This matter involves improper market timing and frequent trading in certain
mutual funds (the "Funds") managed by Janus Capital Management, LLC ("JCM"). "Market
timing" includes (a) frequent buying and selling of shares ofthe same mutual fund or (b) buying
or selling mutual fund shares in order to exploit inefficiencies in mutual fund pricing. Market

timing, while not illegal per se, can harm other mutual fund shareholders because it can dilute the
value of their shares, if the market timer is exploiting pricing inefficiencies, or disrupt the
management of the mutual fund's investment portfolio and can cause the targeted mutual fund to
incur costs borne by other shareholders to accommodate frequent buying and selling of shares by
the market timer.
JCM Prospectuses
2.
The prospectuses for each of the Funds contained statements concerning frequent
trading and market timing which are illustrated below.
a.
Each of the Funds had at least one prospectus that expressly stated that JCM
"does not permit frequent trading or market timing" in the Funds. For example, the Janus
Mercury Fund (the "Mercury Fund") prospectus contained the following disclosure in its
Exchanges section:
The exchange privilege is not intended as a vehicle for short-term or
excessive trading. The Fund does not permit frequent trading or market
timing. Excessive exchanges of Shares disrupt portfolio management and
drive Fund expenses hi gher. A Fund may suspend or terminate yo ur
exchange privilege if you engage in an excessive pattern of exchanges.
b.
In addition, the prospectuses for the Janus retail funds, which included the
Mercury Fund, stated that investors were limited to four exchanges out of a fund per
calendar year. For example, the general prospectus for the Janus equity funds, which
included the Mercury Fund, contained the following disclosure in its Exchange Policies
section:
You may make four exchanges out of each Janus fund (exclusive of
Systematic Exchanges) per calendar year. These limits are designed to
deter short-term trading.
c.
Moreover, the prospectuses for the Funds further disclosed that the funds
were "not intended for market timing or excessive trading." For example, the general
prospectus for the Janus equity funds, which included the Mercury Fund, contained the
following disclosure in its Excessive Trading Policy section:
Frequent trades in your account or accounts controlled by you can disrupt
portfolio investment strategies and increase Ftmd expenses for all Ftmd
shareholders. The Funds are not intended for market timing or excessive
trading. To deter these activities, the Funds or their agents may temporarily
or permanently suspend or tenninate exchange privileges of any investor
who makes more than four exchanges out of a Fund in a calendar year and
bar future purchases into the Fund by such investor. In addition, the Funds
or their agents also may reject any purchase orders (including exchange
2

purchases) by any investor or group of investors indefinitely for any reason,
including, in particular, purchase orders that they believe are attributable to
market timers or are otherwise excessive or potentially dismptive to the
Fund
Orders placed by investors in violation of the exchange limits or the
excessive trading policies or by investors that the Fund believes are market
timers may be revoked or cancelled by a Fund on the next business day after
receipt of the order. For transactions placed directly with the Funds, the
Funds may consider the trading history of accounts under common
ownership or control for the purpose of enforcing these policies.
Transactions placed through the same financial intermediary on an omnibus
basis may be deemed part of a group for the purpose of this policy and may
be rejected in whole or in part by a Fund.
3.
One of the reasons the prospectuses for the Funds limited frequent trading and
market timing was that frequent trading and market timing can be detrimental to other
shareholders. JCM actively monitored trading in the Funds and took steps to enforce the frequent
trading and market timing prohibition in the Funds' prospectuses, including barring investors from
the Ftmds.
Respondents

4.
Warren Lammert was the portfolio manager for the Janus Mercury Fund from its
inception in 1993 until he left JCM in March 2003. Lammert is 44 years old and now lives in
Massachusetts.
5.
Lars Soderberg was an executive vice president and managing director in sales at
JCM from early 2002 until he resigned from JCM in July 2004. Soderberg was a vice president
and director in sales at JCM from August 1995 to early 2002. At all relevant times Soderberg was
a registered representative associated with Janus Distlibutors, Inc., a broker-dealer registered with
the Commission. Soderberg is 47 years old and a resident of Denver, Colorado .
6.
Lance Newcomb was an assistant vice president and regional sales director for JCM
from June 1998 until he left JCM on August 1, 2003 . At all relevant times Newcomb was a
registered representative associated with Janus Distributors, Inc., a broker-dealer registered with
the Commission. Newcomb is 38 years old and a resident of Castle Rock, Colorado.
Related Entity

7.
Janus Capital Management LLC, a Delaware limited liability company with
headquarters in Denver, Colorado, was at all relevant times an investment adviser registered with
the Commission.
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Trautman Wasserman Arrangement
8.
In or about November 2001, Lammert entered into an arrangement with the
brokerage firm Trautman Wasserman ("Trautman"). The arrangement allowed Trautman's
customers to trade $50 million in the Mercury Fund pursuant to a so called "asset allocation
model" which involved market timing and frequent trading.
9.
In November 2001, Trautman's customers began trading the Mercury Fund, and
Newcomb became the day-to-day sales representative servicing the Trautman account for JCM .
10.
In January 2002, JCM's operations group identified Trautman as an excessive
trader and, consistent with JCM's normal procedures, sent a letter requesting that the firm
through which Trautman excessively traded suspend Trautman's trading privileges. After
Trautman contacted Newcomb about the letter, Newcomb advised JCM's operations group that
Lammert had authorized Trautman's customers to trade in excess of the Mercury Fund's four
exchange annual limit. As a result ofNewcomb's instruction, the operations group stopped
monitoring Trautman's trading activity.
11.
On or about March 11 , 2002, Soderberg, at Lammert's request, began
communicating with Trautman about other Janus funds in which Trautman's customers could
trade using their asset allocation model. Trautman was particularly interested in funds holding
international securities. Soderberg and Newcomb eventually made arrangements for Trautman's
customers to trade several other Funds, including the Janus Advisor International Growth Fund
and the Janus Advisor Worldwide Fund. Soderberg and Newcomb never informed the portfolio
managers for the other Funds that Trautman 's customers were trading these Funds.
12.
During the summer of 2002, Soderberg became concerned about the extent of
trading by Trautman's customers in certain Funds holding international securities and he
instructed Newcomb to prohibit Trautman's customers from trading in those Funds. However,
after a telephone conversation with Trautman, Soderberg reversed his decision and permitted
Trautman's customers to continue trading in all but one of the Funds holding international
securities. Soderberg established new limits, which still exceeded the four exchange annual
limit, for Trautman's trading in the Funds holding international securities and these new limits
were not disclosed in the relevant prospectuses.
13 .
Shortly after Soderberg's decision to allow Trautman 's customers to continue
trading in the Funds holding international securities, JCM's operations group notified Newcomb
that Trautman's customers had exceeded Soderberg's new trading limits. Soderberg was also
advised that his limits had been exceeded by Trautman, but did nothing. Newcomb informed the
operations group at this time that he would assume responsibility for monitoring the trading
activity of Trautman's customers, but in fact, Newcomb did not monitor the trading by
Trautman's customers from this point forward. Trautman's customers continued to frequently
trade the Funds using its asset allocation model without further intervention by anyone at JCM
through the summer of2003 .
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14.
Trautman's customers maintained substantial assets in Janus funds while they
were trading the Funds. In fact, by the summer of2003, Trautman's customers had as much as
$260 million invested in Janus funds, though they were typically trading no more than $5 to $10
million in and out of each of the Funds.
15 .
Between November 2001 and September 2003 Trautman 's customers made
approximately 266 purchases in and approximately 269 redemptions (or exchanges) out of the
Funds totaling approximately $2.6 billion. This trading violated the prospectus disclosure set
forth in paragraph 2 above.
Breau Murray Arrangement

16.
In or about September 2002, Lammert entered into an anangement with the
brokerage firm Brean Munay & Co., Inc. ("Brean") that allowed a customer ofBrean to trade
the Mercury Fund in excess of the four exchange annual limitation. Lammert approved Brean ' s
customer to trade the Mercury Fund with $50 million or 1% of the assets in the Mercury Fund,
knowing that Brean intended to make as many as three trades per month in the Fund. As a
condition of the anangement, Brean's customer agreed to make a long-term investment of $25
million (i.e., 50 percent of the size of the trading capacity) in a Janus money market fund .
Newcomb required the long-tem1 investment from Brean 's customer in exchange for the right to
trade the Mercury Fund under the anangement.
17.
Shortly thereafter, Brean's customer made a long-term investment of$25 million
in a Janus money market fund and began to frequently trade the Mercury Fund with $50 million.
18.
By mid-November 2002, Lammert became concerned about the size of some of
the trades by Brean 's customer relative to his cash position in the Mercury Fund. Lammert was
initially inclined to prohibit Brean from further trading in his fund. However, after having a
conversation with a Brean broker, Lammert agreed to allow Brean ' s customer to continue trading
the Mercury Fund, but reduced the trading capacity from $50 million to $5 million. At the same
time, Brean's customer, in tum, reduced its long-term investment in the Janus money-market
fund from $25 million to $2.5 million.
19.
Between October 2002 and June 2003, Brean 's customer made approximately 53
purchases in and approximately 54 redemptions (or exchanges) out of the Mercury Fund totaling
approximately $453 million. This trading violated the prospectus disclosure set forth in
paragraph 2 above.
Failure to Disclose the Arrangements and Role of Respondents in False Prospectus
Disclosure

20.
At no time did the Respondents notify the Funds' shareholders or the board of
trustees of the Funds that JCM was permitting Trautman 's and Brean's customers to market time
and frequently trade the Funds while otherwise routinely enforcin g the four exchange limitation
in these Funds with respect to trading by other customers . or did JCM or the Respondents
5
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disclose JCM ' s potential conflict of interest as a result of the increased assets under management
and advisory fees that the arrangements generated for JCM.
21.
JCM routinely circulated a redlined version of new or revised prospectuses to
portfolio managers and senior salespersons for review and comment. Lammert and Soderberg
regularly received copies of prospectuses for this purpose and thereby participated in the drafting
of prospectuses that were materially false and misleading because Lammert and Soderberg knew
that the arrangement with Trautman and Brean were contrary to the statements in the Funds'
prospectuses concerning market timing and frequent trading. Newcomb, as a salesman ofthe
Funds, was obligated to understand the prospectus disclosure for investment products he sold for
JCM. He therefore knew or was reckless in not knowing that the arrangements with Trautman
and Brean were contrary to the statements in the Funds' prospectuses concerning market timing
and frequent trading.
Violations

22.
As a result of the conduct described above, Lammert (i) willfully violated Section
17(a) of the Securities Act, Section lO(b) of the Exchange Act and Rule lOb-5 thereunder, or, in
the alternative, willfully aided and abetted and caused JCM's violations of these provisions, and
(ii) willfully aided and abetted and caused JCM's violations of Sections 206(1) and 206(2) of the
Advisers Act. Specifically, Lammert allowed two improper trading arrangements whereby
Trautman and Brean were permitted to engage in market timing notwithstanding a prohibition on
arket timing in the Funds' prospectuses, and he failed to disclose the arrangements and JCM's
conflict of interest.
23.
As a result of the conduct described above, Soderberg (i) willfully violated
Section 17(a) of the Securities Act, Section 1O(b) of the Exchange Act and Rule 1Ob-5
thereunder, or, in the alternative, willfully aided and abetted and caused JCM's violations of
th ese provisions, and (ii) willfully aided and abetted and caused JCM's violations of Sections
206(1) and 206(2) of the Advisers Act. Specifically, Soderberg allowed an improper trading
arrangement whereby Trautman was permitted to engage in market timing notwithstanding a
pro ibition on market timing in the Funds' prospectuses, and he failed to disclose the
arrangements and JCM's conflict of interest.
24.
As a result of the conduct described above, Newcomb (i) willfully violated
Secti n l7(a) of the Securities Act, Section lO(b) ofthe Exchange Act and Rule lOb-5
thereu der, or, in the alternative, willfully aided and abetted and caused JCM 's violations of
these provisions, and (ii) willfully aided and abetted and caused JCM 's violations of Sections
206(1) and 206(2) of the Advisers Act. Specifically, Newcomb allowed two improper trading
arrangements whereby Trautman and Brean were permitted to engage in market timing
notwithstanding a prohibition on market timing in the Funds' prospectuses, and he failed to
disclose the arrangements and JCM's conflict of interest.
25.
As a result of the conduct described above, Lammert and Soderberg willfully
aided and a etted and caused JCM' s violations of Section 34(b) of the Investment Company Act
6

in that Lammert and Soderberg made an untrue statement of material fact in a registration
statement, application, report, account, record, or other document filed or transmitted pursuant to
the Investment Company Act, or omitted to state therein any fact necessary in order to prevent
the statements made therein, in the light of the circumstances under which they were made, from
being materially misleading.
26.
As a result of the conduct described above, Newcomb, an affiliated person of an
affiliated person of the timed Funds, willfully aided and abetted and caused JCM's violations of
Section 17(d) ofthe Investment Company Act and Rule 17d-1 thereunder, in that, while acting as
a principal, Newcomb participated in and effected transactions in connection with joint
·arrangements in which the Funds were participants without filing an application with the
Commission and obtaining a Commission order approving the transactions. Specifically,
Newcomb allowed Brean to market time the Mercury Fund in exchange for placing longer term
assets in a money market fund managed by JCM, through which JCM realized additional
advisory fees.

III.
In view of the allegations made by the Division of Enforcement, the Commission deems it
necessary and appropriate in the public interest that public administrative and cease-and-desist
proceedings be instituted to determine:
A.
Whether the allegations set forth in Section II are true and, in connection therewith,
to afford Respondents an opportunity to establish any defenses to such allegations;

B.
What, if any, remedial action is appropriate in the public interest against
Respondents Soderberg and Newcomb pursuant to Section 15(b)(6) ofthe Exchange Act;
C.
What, if any, remedial action is appropriate in the public interest against
Respondents Lammert, Soderberg and Newcomb pursuant to Section 203(f) of the Advisers Act,
including, but not limited to, civil penalties pursuant to Section 203(i) of the Advisers Act;
D.
What, if any, remedial action is appropriate in the public interest against
Respondents Lammert, Soderberg and Newcomb pursuant to Section 9(b) of the Investment
Company Act, including, but not limited to, civil penalties pursuant to Section 9(d) ofthe
Investment Company Act;
E.
Whether, pursuant to Section 8A of the Securities Act, Section 21C ofthe Exchange
Act, Section 203(k) of the Advisers Act, and Section 9(f) of the Investment Company Act
Respondents Lammert and Soderberg should be ordered to cease and desist from committing or
causing violations of and any future violations of Section 17(a) of the Securities Act, Section 1O(b)
ofthe Exchange Act and Rule lOb-5 thereunder, Sections 206(1) and (2) ofthe Advisers Act, and
Section 34(b) of the Investment Company Act; and
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F.
Whether, pursuant to Section 8A of the Securities Act, Section 21 C of the Exchange
Act,ection 203(k) of the Advisers Act, and Section 9(f) of the Investment Company Act
Respondent Newcomb should be ordered to cease and desist from committing or causing violations
of and any future violations of Section 17(a) ofthe Securities Act, Section lO(b) of the Exchange
Act and Rule 10b-5 thereunder, Sections 206(1) and (2) of the Advisers Act, and Section 17(d) of
the Investment Company Act and Rule 17d-1 thereunder.

IV.
IT IS ORDERED that a public hearing for the purpose of taking evidence on the questions
set forth in Section III hereof shall be convened not earlier than 30 days and not later than 60 days
from service of this Order at a time and place to be fixed, and before an Administrative Law Judge
to be designated by further order as provided by Rule 11 0 of the Commission's Rules of Practice, 17
C.F.R. § 201.110.
IT IS FURTHER ORDERED that Respondents shall file an Answer to the allegations
contained in this Order within twenty (20) days after service of this Order, as provided by Rule 220
of the Commission's Rules ofPractice, 17 C.F.R. § 201.220.
If Respondents fail to file the directed answer, or fail to appear at a hearing after being duly
notified, Respondents may be deemed in default and the proceedings may be determined against
them upon consideration of this Order, the allegations of which may be deemed to be true as
provided by Rules 155(a), 220(f), 221(f) and 310 of the Commission's Rules of Practice, 17 C.F.R.
§§ 201.155(a), 201.220(f), 201.22 1(f) and 201.310.
This Order shall be served forthwith upon Respondents personally or by certified mail.
IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 300 days from the date of service of this Order, pursuant to Rule 360(a)(2) of
the Commission 's Rules of Practice.
In the absence of an appropriate waiver, no officer or employee of the Commission engaged
in the performance of investigative or prosecuting functions in this or any factually related
proceeding will be permitted to participate or advise in the decision of this matter, except as witness
or counsel in proceedings held pursuant to notice. Since this proceeding is not "n1le making" within
the meaning of Section 551 of the Administrative Procedure Act, it is not deemed subject to the
provisions of Section 553 delaying the effective date of any final Commission action.

By the Commission.

Nancy M. Morri s
Secretary
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By: f.J1II M. Peterson
Assistant Secretary

