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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

April 7, 2006

ORDER OF SUSPENSION
OF TRADING

IN THE MATTER OF
KSW INDUSTRIES, INC.

|
l
|
|
I
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 9:30 a.m. EDT,
April 7, 2006 through 11:59 p.m. EDT, on April 21, 2006.

By the Commission.

Nancy M. Morris
Secretary

¥: J. Lynn Tavior
Assistant Secretary




Before the
SECURITIES AND EXCHANGE COMMISSION
April 19, 2006

. UNITED STATES OF AME

ADMINISTRATIVE PROCEEDING
File No. 3-12266

In the Matter of
ORDER INSTITUTING ADMINISTRATIVE
SHARON E. VAUGHN and PROCEEDINGS PURSUANT TO SECTION
DIRECTORS FINANCIAL 15(b) OF THE SECURITIES EXCHANGE
GROUP, LTD,, ACT OF 1934 AND SECTIONS 203(e) AND
203(f) OF THE INVESTMENT ADVISERS
Respondents. ACT OF 1940

L.

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(f) of the Advisers Act
(Vaughn and DFG referred to collectively as the “Respondents™).

II.
After an investigation, the Division of Enforcement 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 of DFG 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 of DFG which she runs out of an office in her home. As President of DFG,
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 filed a Complaint in the United States
‘ District Court for the Northern District of [llinois against Vaughn and DFG captioned Securities




and Exchange Commission v. Sharon E. Vaughn and Directors Financial Group, Ltd., No. 06-C-
1135.

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 of DFG. 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 10(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) of the Exchange Act and Rule 10b-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.

IIL.

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.




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 of Practice, 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(f), 221(f) and 310 of the Commission's Rules of
Practice, 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 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 final Commission action.

‘ By the Commission.

Nancy M. Morris

Secretary
() (QIW

~ By:\Jill 0. Peterson
.~ pssistani Secretary

xall




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 53801 / May 15, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12294

In the Matter of ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
DONNA YEAGER and PURSUANT TO SECTION 15(b) OF THE
ROBERT YEAGER, SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
Respondents. REMEDIAL SANCTIONS
L

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”).

I1.

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 II1.3 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.




',

. 111

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 broker-
dealer not registered with the Commission. R.Yeager, 63 years old, is a resident of Hahnville,
Louisiana.

3. On April 20, 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
10b-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 of unregistered 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) of the 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 disgorgement; (b) any arbitration award related to the conduct




that served as the basis for the Commission order; (¢) 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: J. Lynn Taylor
Assistant Secretary

(8]




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 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 12:01 am. EDT,
May 19, 2006, through 11:59 p.m. EDT, on June 2, 2006.

By the Commission.

Nancy M. Morris
Secretary

3y J. Lynn Tavlor
Assistant Secretary



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 of Rudy 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.

M?/L;{ 6(}34267 Lecviaf
Nancy M. ‘
Secretary

orris



UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 54093 / July 3, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12354

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
In the Matter of SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
IRVING J. STITSKY, REMEDIAL SANCTIONS
Respondent.
L

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™).

IL

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.C. and IILE. below, 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, Making Findings, and Imposing Remedial
Sanctions (“Order”), as set forth below.







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 i1s 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:
WM e
Nancy M. Morris
Secretary




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.

Nancy M. Morris
Secretary




UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION
July §, 2006
Administrative Proceeding
File No. 3-12355
)
In the Matter of ) ORDER INSTITUTING PUBLIC
: ) ADMINISTRATIVE AND CEASE-AND-
VERITAS FINANCIAL ADVISORS, ) DESIST PROCEEDINGS AND
LLC, VERITAS ADVISORS, INC., ) NOTICE OF HEARING PURSUANT TO
PATRICK J. COX and ) SECTION 21C OF THE SECURITIES
RITA A. WHITE, ) EXCHANGE ACT OF 1934 AND
) SECTIONS 203(e), 203(f) AND 203(k)
Respondents. ) OF THE INVESTMENT ADVISERS
) ACT OF 19%40
)

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
21C of the Securities Exchange Act of 1934 (“Exchange Act”) and Sections 203(¢) and 203(k) of
the Advisers Act; Patrick J. Cox, pursuant to Section 21C of the Exchange Act and Sections
203(f) and 203(k) of the Advisers Act; and Rita A. White, pursuant to Section 21C of the
Exchange Act and Section 203(f) of the Advisers Act.

IL
After an investigation, the Division of Enforcement 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,




2. Yeritas Adyvisors, 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)(11) 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 of Veritas 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 aresult 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.



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 Veritas 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 April 2005, 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 formed 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.




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 of Veritas 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 of the 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.  Atall 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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. 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 10(b) of the Exchange Act and Rule
10b-5 thereunder by effectuating unauthorized transfers of cash from the Client’s accounts to
Veritas Advisors and/or himself.

Adyvisers 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 knowledge, 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 Veritas 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 of business which are fraudulent, deceptive or
manipulative, as defined by rules 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.  Asaresult of the conduct described above, Respondent Veritas Advisors, acting
through Cox, willfully violated Section 206(4) of the Advisers Act and Rule 206(4)-2 thereunder.
Rule 206(4)-2 imposes requirements upon investment advisers registered or required to be
registered with the Commission concerning custody of client funds or securities. Veritas










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 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 of Practice, 17 C.F.R. § 2( 220.

If Respondents fail 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 of the Commission's Rules of Practice, 17
CF.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 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.

sgs &

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. 54099 / July 5, 2006

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 2457 / July 5, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12356

In the Matter of ORDER INSTITUTING CEASE-
AND-DESIST PROCEEDINGS,
Craig M. Waggy MAKING FINDINGS, AND
IMPOSING A CEASE-AND-DESIST
Respondent. ORDER PURSUANT TO SECTION
21C OF THE SECURITIES
EXCHANGE ACT OF 1934

L

The Securities and Exchange Commission (“Commission”) deems it appropriate that
cease-and-desist proceedings be, and hereby are, instituted pursuant to Section 21C 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 that':

' 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.










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 of the $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 of that as advertising to be run over a 48 month period. Under the
agreement, Gemstar retained final discretion as to timing and placement of the advertising. In
April 2001, Gemstar and The Tribune Company (“Tribune”) entered into a transaction which
included, among others, two agreements: (1) a Stock Purchase Agreementi which Tribune paid
$106 million 1n cash to Gemstar for the stock of one of TV Guide’s businesses; and (2) an
Advertising Agreement in which Tribune committed to purchase $100 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, Gemstar ran IPG advertising for Motorola and
Tribune and recognized and reported a total of $34.5 million in IP Sector revenue. Of the $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




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. Wagey’s Conduct

From September 1997 to May 2002, Waggy was the CFO of TV 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 performing his duties as TV Guide’s CFO, including consulting with Gemstar’s
CFO and outside auditors, Waggy leamed certain information regarding the Awards Show, Roush,
Fantasy Sports, Motorola, and Tribune transactions and Gemstar’s IPG 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) 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 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.), aff’d 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) of the 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 Rel. 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 of 2002 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




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. 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 . . . of the issuer.” No
showing of scienter is required to establish a violation of Section 13(b)(2)(A). SEC v. World-
Wide Coin Invs., 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 account
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.

? Under Section 21C(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 Rel. No. 43862 (June 19, 2001), aff’d, KPMG v. SEC, 289 F. 3d
109 (D.C. Cir. 2002).




®

In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Waggy’s Offer.’

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

future violations of Rule 13b2-1 thereunder.

By the Commission.

Nancy M. Morris
Secretary

By:\dill M. Peterson
Assistant Secretary

. > 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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Grounds for Remedial Action
Failure to comply with periodic filing requirements
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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.
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L
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
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stock to "naked" short selling between January 2000 and August 2002. 6/ 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 home 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. 7/ 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.

I
Eagletech admits that it has failed to file 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

5/ (...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-and-
dump scheme targeting Eagletech stock. See United States v. Labella, No. 05-CR-87
(D.N.1).

6/ "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 of Proposed
Rulemaking for Regulation SHO).

7/ 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 of understanding 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. 8/ 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. 9/ 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 ¢ 2ges that an illeg;
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. 10/

8/ 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.

9/ 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. Const. amend. V.

10/ 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, 11/ 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 of Eagletech's securities would lessen, but not
eliminate, the shareholders' ability to transfer their Eagletech securities, which, in turn, 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.

° -

Under Exchange Act Section 12(j), the Commission 1s 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. 13/ 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

—
T
S~

5 U.8.C. § 500 et seq.

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).

. 13/ 5US.C.§78m().

Exchange Act Rel. No. 53907 (May 31, 2006),  SEC Docket .

—_—
KN
~




6

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. 15/

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.” 16/ 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 eir
Exchange Act reports, and thereby deprive investors of accurate, complete, and timely
information upon which to make informed investment decisions. 17/ 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

15/ Gateway, SEC Docket at (footnote omitted).

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

17/ 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. 18/ 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. 19/

Accordingly, we find that it is necessary and appropriate for the protection of investors to
revoke the registration of all classes of Eagletech's securities.

An appropriate order will issue. 20/

By the Commission (Chairman COX and Commissioners GLASSMAN, ATKINS,
CAMPOS and NAZARETH).

Aan M

Nancy M. Morris
Secretary

18/ 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.

19/ 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.
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By the Commission.
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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(f) 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 false 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 ADYV 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.




OTHER RELEVANT ENTITIES

6. Nelson MarketPlace' (“Nelson’s”), Mobius Group, Inc.” (“Mobius”)
and Plan Sponsor Network, Inc.’ (“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, Money Manager
Review, 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 Nelson’s Mobius * Plan Sponsor
Brochure 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 performance 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.

2 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 the M-
Solutions unit of CheckFree Corporation.

? Informa Investment Solutions owns the Plan Sponsor Network database.

! The annual returns presented here are for the “Equity Only” returns, which

exclude cash and fixed income investments.




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 Misrepresentations 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.




14.

number of clients Warwick actively managed:

Warwick’s Assets Under Management

The following charts summarize Warwick and Lawrence’s
misrepresentations concerning (i) Warwick’s assets under management and (ii) the

Date | Actual As As As Published | As As
Assets Reported | Published | by Mobius Published | Published
Under in Form by by Plan by Money
Management | ADV Nelson’s Sponsor | Manager

Network | Review

1Q04 | $9.5M $94.2M

2003 | $10.5M $95.2M $95.2M

4Q03 $64.5M

3Q03 $64.5M

1Q03 $57.5M

2002 | $6M $54.5M $64.5M

4Q02 $64.5M

3Q02 $58.2M $58.2M

2001 | $6M $26.9M $26.86M $28M

2Q01 $37.5M

2000 | $4M $35.2M $355M $35M $36M

3Q00 $48.5M

2Q00 $35M

1999 | $2M $37.2M $47.2M $47.2M

1998 | $15M $29.4M $35.8M

1997 $28.9M $31.6M

1996 $25M

1995 $42.5M




Warwick’s Number of Clients Actively Managed

Date Actual As As As Published | As Published by
Number of | Reported in | Published | by Mobius Plan Sponsor
Clients Form ADV | by Nelson’s Network

2004 8 26

1Q04 26

2003 8 26 26

4Q03 26

3Q03 125

1Q03 20

2002 5 20 20

4Q02 20

3Q02 18 19

2001 5 9 9 12

2Q01 11

2000 4 11 11 11

3Q00 11

2Q00 11

1999 2 16 15 15

1998 10 15 17

1997 14 17

1996 14

1995 15

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.




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. AIMR-
PPS 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 failing 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.  Asaresult 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)(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;




22.  Asaresult 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.  Asaresult 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 aresult 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 of the 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.  Asaresult 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(1) 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.




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 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 him 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), 201.221(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 Z

By: J. Lynn Tayloy
Assistant Secretary
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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
ex 1ded 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.]




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,
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 of Market 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,! and adding Rule 3a55-4 and Rule 6h-2 under the Exchange Act.?
I. 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.?> 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.
All references to the Exchange Act are to 15 U.S.C. 78a et seq.

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




meets any one of four criteria.® 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.’

The statutory definition of narrow-based security index was designed primarily
for indexes composed of equity securities, not debt securities.® 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 narrow-
based 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

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)(1)-(iv) of the 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) of the Exchange Act, 15 U.S.C. 78c(a)(55)(C)(vi).

Debt securities include notes, bonds, debentures, or evidences of indebtedness.




amount of underlying component securities in the index, would fall within the statutory
definition of narrow-based security index.

On April 10, 2006, the Commissions proposed rules’ that would exclude debt
securities indexes that satisfied certain criteria from the statutory definition of narrow-
based 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"),? and from the Futures Industry Association ("FIA™).” 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 April 25,
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").

’ 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.




apply to security futures on debt securities and indexes composed of debt securities.'® In
addition, the CBOT suggested that the Commissions reduce the minimum remaining
outstanding principal amount requirement from $250,000,000 to $100,000,000."!

The FIA asked the Commissions to confirm that: (1) a debt security index that
meets the criteria 1n 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.'” 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 ased 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 fferences between equity and

debt and would permit security futures to be based on debt securities indexes."> In

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

e CBOT Letter, supra note §; at 2-3.

12 e FIA Letter, supra note 9, at 2.

B3 e 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% of the 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.




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.




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.

I1. Discussion of Final Rules

A. Modification of the Statutory Listing Standards Requirements for
Security Futures Products

The Commodity Futures Modernization Act of 2000'* 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" 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.'® The Exchange Act'” 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)(1)(D)(i) of the CEA.'®
The CEA' 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

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

15 Section 6(h)(1) of the Exchange Act, 15 U.S.C. 78f(h)(1).
16 15 U.S.C. 78f(a) and 780-3(a).

17 Section 6(h)(2) of the Exchange Act, 15 U.S.C. 78f(h)(2).
13 7 U.S.C. 2(a)(1)(D)().

19 Section 2(a)(1)(D)(i) of the CEA, 7 U.S.C. 2(a)(1}D)().



Exchange Act” requires that the listing standards filed with the SEC by an exchange or
association meet specified requirements.

In particular, the Exchange Act?! and the CEA® 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 1s consistent with the protection of investors.”
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 financial 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) of the Exchange Act, 15 U.S.C. 78f(h)(3).
2! Section 6(h)(3)(D) of the Exchange Act, 15 U.S.C. 78f(h)(3)(D).
2 Section 2(a)(1)(D)(D(III) of the CEA, 7 U.S.C. 2(a)(1)D)()(IL)).

2 Section 6(h)(4)(A) of the Exchange Act, 15 U.S.C. 78f(h)(4)(A); Section
2(a)(1)(D)(v)() of the CEA, 7 U.S.C. 2(@)(1)(D)(vXD).
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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.”*
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 re;quirements of the Exchange Act due to the requirement that the security be
fegistered under Section 12 of the Exchange Act.”” 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.”® 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

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

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

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

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 of indebtedness.”’ 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)(Il) of the CEA, 7 U.S.C.

2(@)(H(O)DAD).

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) of the Exchange Act,
15 U.S.C. 78c(a)(10).

2 See Exchange Act Rule 3a55-4(a)(1); CEA Rule 41.15(a)(1). 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.*’
Thus, any security index that includes an equity security will not qualify for the exclusion
for indexes composed of debt securities.”!

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 are not securities.*> 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. 78¢(a)(11). 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.

3 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. The FIA 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:
e The index must be composed of more than nine securities issued by more than
nine non-affiliated issuers;33
e The securities of any issuer cannot comprise more than 30% of the index's
weighting;** and
e The securities of any five non-affiliated issuers cannot comprise more than 60%
of the index's weighting.*®
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-
based security index.*®
In addition, the new rules provide that the term "issuer" includes a single issuer or
group of affiliated issuers.>” An issuer would be affiliated with another issuer for
purposes of the 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.*® The definition of control will apply solely to CEA

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

3 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, e.g., Securities Act Rule 405, 17 CFR 230.405;
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
pfotection 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, e.g., 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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o The issuer is required to file reports pursuant to Sections 13 or 15(d) of the
39
Exchange Act;
° 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*® 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.*! 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.

3 15 U.S.C. 78m and 780(d).
40 15 U.S.C. 78m and 780.

4 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,*” 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.* 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 1s 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, e.g., Exchange Act Rule 15¢2-12, 17 CFR 240.15¢2-12.

3 Section 2(a)(1)(C)(iv) of the CEA, 7 U.S.C. 2(a)(1)(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) of the 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.
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$250,000,000 or more in total remaining principal amount outstanding.** 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.
However, non-investment-grade debt securities generally trade more frequently than
inve nent-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,
toge er 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,
toge er 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.*> The CBOT presented
data 1dicating 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

4 This is based on data obtained from the Trace Reporting and Compliance Engine
(TRACE) database supplied by NASD.
45

See CBOT Letter, supra note §, at 2-3.
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CBOT believed a $100,000,000 threshold was appropriate because it would make it more
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
securi s 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) mev 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.** 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.*” 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
$20C 00,000 threshold is designed to reduce the likelihood that the market for a security
is not highly illiquid and thus more readily susceptible to manipulation.*® 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
outs ding 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
defir ion 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)(1)(vii)(B).

4 See supra note 41 and accompanying text.

“® 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 of Economic 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 satisty the eligibility criteria described above*® 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;*® and
. Securities comprising at least 80% of the index's weighting satisfy the
issuer eligibility and minimum outstanding principal balance criteria."
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 definition of narrow-based security index. To satisfy the exclusion,
both the 5% and the 8§0% 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

o 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.

! 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 nn :s' criteria.”® 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 réquire, 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.*
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 §ecurity 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

>3 e CEA Rule 41.15(a)(2); Exchange Act Rule 3a55-4(a)(2).

> See FIA Letter, supra note 9, at 2.
Se
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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 objective and
intent of the proposed rules. The Commissions also believe it responds to the FIA'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 CEA™* and Section 3(a)(55)(C)(iii) of the Exchange

| Act” 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 narrow-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 narrow-
based secur | 7 index; and (2) the index does not retain the characteristics of a narrow-
based security index for more than 45 business days over three consecutive calendar

months.*®

S 7U.8.C. 1a@25)B)iii).

55 15 U.S.C. 78¢(a)(55)(C)(iii).

36 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) of the CEA, 7 U.S.C. 1a(25)(D); Section
3(a)(55)(E) of the Exchange Act, 15 U.S.C. 78¢c(a)(55)(E).
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In addition, current CEA Rule 41.12°" and Exchange Act Rule 3a55-2°% address
the circumstance when a broad-based security index underlying a future becomes narrow-
base during the first 30 days of trading. In such case, the future does not meet the
requ :ment of having traded for at least 30 days to qualify for the tolerance period
granted by Section 1a(25)(B)(iii) of the CEA®® and Section 3(a)(55)(C)(iii) of the
Exchange Act.®” 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.

ITI.  Listing Standards for Security Futures on Debt Securities

The listing standards requirements for security futures are set forth in Section
2(a)(1)(D)(i) of the CEA® and Section 6(h)(3) of the Exchange Act.*> 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,” and the listing standards must require that trading in the
secu y futures product not be readily susceptible to manipulation of the price of the

secu y futures product, or to causing or being used in the manipulation of the price of an

> 17 CFR 41.12.

58 17 CFR 240.3a55-2.

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

60 15 U.S.C. 78¢(a)(55)(C)(iii).

61 7 U.S.C. 2(a)(1)(D)().

62 15 U.S.C. 78f(h)(3).

63 See Section 6(h)(3)(C) of the Exchange Act, 15 U.S.C. 78£(h)(3)(C).
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underlying security, option on such security, or option on a group or index including such
securities.®*

The CME and CBOT urged the SEC to publish for comment the listing standards
that would apply to security futures on debt securities.*” The commenters maintained that

-interested parties should have anlopponunity 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 exchange-
traded options.®® 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.®’ Currently, the only debt
securities on which options trade are U.S. Treasury securities.®® 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.’ 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) of the CEA, 7 U.S.C. 2(a)(1)(D)(1)(VII); Section
6(h)(3)(H) of the Exchange Act, 15 U.S.C. 78f(h)(3)(H).

6 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 Reduction Act
CFTC:

The Paperwork Reduction Act of 1995 ("PRA"),” 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 "cqllection of information” requirements within the meaning under
the PRA.

IV.  Costs and Benefits of Final Rules
CFTC:

Section 15(a) of the CEA”" 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 mayj, 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.
7 7U.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 subjecting 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




28

an objective rule to :termine 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 (eéch a "listing market") that wishes to list and trade futures contracts based on debt
secu ies indexes will incur certain costs.”> 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 definition 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
caler 1itions based on the type of issuer and concentration of the security in the index,
including calculations, as appropriate, relating to the issuer eligibility provisions,”” 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
calct itions 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 . e epeqs . . .
The issuer eligibility calculations for issuers of non-exempted securities, non-

Exchange Act reporting issuers, or issuers that are not foreign governments could
include the worldwide market value of outstanding common equity held by non-
affiliates of such issuer or the aggregate remaining principal amount of
outstanding debt of such issuer.




30

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’ 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 Act” 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 securities and narrow-based debt securities indexes. New
Exchange Act Rule 3a55-4 sets forth clear methods and guid‘elines 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

™ 15 U.S.C. 78¢(h).
» 15. U.S.C. 78w(a)(2).
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rules, by allowing listing markets to list and trade new financial products, will promote
efficiency and compeﬁtion. 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 ("RFA")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
estal shed 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 RFA.”” In its previous
determinations, the CFTC has concluded that contract markets and DTEFs are not small
entities for the purpose of the RFA."

SEC:

In the Proposing Release, the Commission certified, pursuant to Section 605(b) of
the RFA,” 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.

7 See 47 FR 18618 (April 20, 1982).

8 See 47 FR 18618, 18619 (April 20, 1982) (discussing contract markets); 66 FR
42256, 42268 (August 10, 2001) (discussing DTEFs).

7 5U.8.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) of the CEA® and Sections 3(a)(55)(C)(vi), 3(b), 6(h), 23(a),
and 36 of the Exchange Act,®' the Commissions are adopting Rule 41.15 and
amendments to Rule 41.21 under the CEA,** and Rules 3a55-4 and 6h-2 under the
Exchange Act.® |
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 L, part 41 of the Code of
Federal Regulations is proposed to be amended as follows:
PART 41 - SECURITY FUTURES PRODUCTS

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

80 7 U.S.C. 1a(25)(B)(vi) and 2(a)(1)(D).

8 15 U.S.C. 78c(a)(55)(C)(vi), 78¢(b), 78f(h), 78w(a), and 78mm.
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, 251 and 252, Pub. L. 106-554, 114 Stat. 2763, 7 U.S.C. 1a, 2,
6f, 6), 7a-2, 12a; 15 U.S.C. 78g(c)(2).

% ok ok ok Xk

Subpart B—Narrow-based Security Indexes
* % x k %
2. Add Section 41.15 to read as follows:

§ 41 5 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:

ey (1) Each of the securities of an issuer included in the index is a security, as
defined in section 2(a)(1) of the Securities Act of 1933 and section 3(a)(10) of the
Securities Exchange Act of 1934 and the respective rules promulgated thereunder, that is
a note, bond, debenture, or evidence of indebtedness;

(i1) 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)(1)(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

(vil)  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 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

(viil) Paragraphs (a)(1)(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 of the index's weighting; and

(B)  Securities comprising at least 80 percent of the index's weighting satisfy
the provisions of paragraphs (a)(1)(vi) and (a)(1)(vii) of this section.

(2)(1) 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

(i)  Without taking into account any portion of the index composed of such
exempted securities, other than municipal securities, the remaiﬁing portion of the index
would not be a narrow-based security index meeting all the conditions under paragraph
(a)(1) of this section.

(b) For purposes of this section:

¢)) An issuer is affiliated with another issuer if it controls, is controlled by, or
is un :r common control with, that issuer.

2 For purposes of this section, "control" means ownership of 20 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.

* ok k % %

Subpart C—Requirements and Standards for Listing Security Futures Products




3. Amend Section 41.21 by:

a. Removing "or" at the end of paragraph (a)(2)(1);

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

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

d. Removing "or" at the end of paragraph (b)(3)(1)

e. Removing "; and," at the end of paragraph (b)(3)(i1) and adding ", or" in
its place; and

f. Adding paragraph (b)(3)(1i1).
The revisions and additions read as follows:
§ 41.21 Requirements for underlying securities
(a) * * *

2) The underlying security is:

(1) Common stock,

(i1) Such other equity security as the Commission and the SEC jointly deem
appropriate, or

(ii1)  anote, bond, debenture, or evidence of indebtedness; and,

(3) * * *

(b) * * *

3) The securities in the index are:

(1) Common stock,

(1) Such other equity securities as the Commission and the SEC jointly deem

appropriate, or
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(iii))  anote, bond, debenture, or evidence of indebtedness; and,

(4) * * *
Securities and Exchange Commission

In accordance with the foregoing, Title 17, chapter II, part 240 of the Code of
Federal Regulations is amended as follows:
PART 240--GENERAL RULES AND REGULATIONS, S‘ECURITIES
EXCHANGE ACT OF 1934

1. The authority citation for part 240 continues to read, in part, as follows:

Authority: 15 U.S.C. 77¢c, 77d, 77g, 77y, 77s, 772-2, 77z-3, 77eee, 77ggg, 77nnn,
TTsss, T7ttt, 78c, 78d, 78e, 781, 78g, 781, 78), 78)-1, 78k, 78k-1, 781, 78m, 78n, 780, 78p,
78q, 78s, 78u-5, 78w, 78x, 7811, 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.

* ok k k
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)(1) Each of the securities of an issuer included in the index is a security, as
defined in section 2(a)(1) of the Securities Act of 1933 (15 U.S.C. 77b(a)(1)) and section
3(a)(10) of the Act (15 U.S.C. 78¢c(a)(10)) and the respective rules promulgated
thereunder, that is a note, bond, debenture, or evidence of indebtedness;

(i1) None of the securities of an issuer included in the index 1s an equity security,

as defined in section ?;(a)( 11) of the Act (15 U.S.C. 78c(a)(11)) and the rules promulgated

thereunder;
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‘ (i11) 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)(1)(viti) 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 780(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 fs 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;

(vit) 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 security has a total remaining principal amount of at least $250,000,000;

‘ )
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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)(1)(vi) and (a)(1)(vii) of this 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 legs 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)(1)(vi) and (a)(1)(vii) of this section; or

(2) (1)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

(i) 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)(1) of this section.

(b)  For purposes of this section:

D 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 of 20 pércent 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.

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.

Y

J. Lynn Taylor
Assistant Secretary

Dated: July 6, 2006




UNITED STATES OF AM
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 54108 / July 6, 2006

INVESTMENT ADVISERS ACT OF 1940
Release No. 2531 / July 6, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12358

) ORDER INSTITUTING

In the Matter of ADMINISTRATIVE PROCEEDINGS

: PURSUANT TO SECTION 15(b) OF THE
TODD J. COHEN, SECURITIES EXCHANGE ACT OF 1934
AND SECTION 203(f) OF THE
Respondent. INVESTMENT ADVISERS ACT OF 1940,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS

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”).

IL

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
Reme al Sanctions (“Order”), as set forth below.

1I11.
On the basis of this Order and Respondent’s Offer, the Commission finds' that:
A. ESPONDENT

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
mark: ng 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
Laud lale, 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
comp 1y 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
secur es held in New York Life's proprietary accounts. Shen was Suncoast's contact at New
York ife.

! 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

admiti g 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).




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.?

5. Howard S. 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.*

6. A Suncoast trader who worked under Cohen’s supervision (“Trader A”) from
August 1997 until the sale of Suncoast’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
anun er 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.

3 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) of the Securities Act and Section 10(b) of the
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. Shen, et al., 01 Civ. 2438 (GDB) (S.D.N.Y.),
Litigation Release No. 18667 (April 13, 2004). On April 13, 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 21C 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 10(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 10b-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 17(a) of the Securities Act and Section 10(b) of the
Exchange Act and Rule 10b-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 FAILURE TO SUPERVISE

1. Cohen directly supervised Singer from July 1998 until the sale of Suncoast’s assets
in 2000. Cohen failed reasonably to supervise Singer with a view to detecting and preventing
Singer’s violations of the 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) of the Securities Act and Section 10(b) of the Exchange Act and Rule
10b-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. 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
prices.

4. Based on the foregoing findings, the Commission found that Singer willfully
violated Section 17(a) of the Securities Act and Section 10(b) of the Exchange Act and Rule 10b-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 10(b) of the Exchange Act and
Rule 1 -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.

Cohen did not adequately evaluate whether Singer’s trading activity involved off-
market 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 ife. Cohen did not discharge his supervisory duties because he failed to take any steps to
inves rate the red flags presented by Singer’s trading activity.

7. Cohen directly supervised Trader A from August 1997 until the sale of Suncoast’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 ades 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 of the 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 of 2.25/32 percent to 42.5/32 percent of the face value of the securities.
Under e particular facts of this case, including industry practice, prices on comparable
transactions, and the riskless nature of the securities transactions, the prices on the mortgage-
backed 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 da / 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.




. 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
isint :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 cha
violation, if such person is subject to his supervision.” Exchange Act § 15(b)(4)(E); Exchange
Act § 5(b)(6). Similarly, Section 203(f) of the Advisers Act, incorporating by reference Section
203(e)(6) of the 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 of wrongdoing.” 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 : d 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 10b-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 IV, 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.,

Washin; n, D.C. 20549-7553. '
Iv.

I view of the foregoing, the Commission deems it appropriate and in the public interest to
impose { : sanctions agreed to in Respondent Cohen’s Offer.
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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) 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 of Enforcement, Securities and Exchange Commission, 100 F St., N.E.,
Washington, D.C. 20549-7553.

C. Respondent shall, within ten (10) days of the 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 of Enforcement, Securities and Exchange Commission, 100 F St., N.E.,
Washington, D.C. 20549-7553.

By the Commission.

Nancy M. Motrris
Secretary

By: .J. Lynn Taylor
Assistant Secretary
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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”).

IL.
After an investigation, the Division of Enforcement 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 of Winter 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 of business is in New York, New York.




C. CONDUCT OF SNELL AND LECROY

1. In April 2003, in an effort to circumvent the requirements of Rule G-38 of
the Municipal Securities 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' and to disclose their consulting arrangements to relevant issuers and
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 of Philadelphia. 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 of Rule 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 (“USAQ”) 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 of legal, 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.”
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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 of Philadelphia, 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 broker-
dealer 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 aresult 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.
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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

By: J. Lynn Taylor
Assistant Secretary
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Iv.
L
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; (¢) 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

L

&9. 3. Lynn Tayt r
’ Assistant Secretaly
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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 permitte under Investment Company Act Rule 12b-1, 11/ 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 asis 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 purchases 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 fun
disclosed the differences in fee structures between the share classes. Oppenheimer's prospectuses
stated that, at the § 000,000 level, Class A shares generally outperformed Class B shares
because of the availability of breakpoint 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

[FG's home office consisted of several departments which were headed by general
securities p 1cipals. 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. dward Woll, a
registered principal, also worked in IFG’s compliance department during this time, and he
reported to Sullivan. Supervision of the 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 of branch offices and OSJs. IFG also had
a mutual fund coordinator to answer representatives' questions about mutual fund sales. *”’
Ledbetter testifie that, as president of IFG, he had ultimate responsibility to ensure that adequate
supervisory procedures were in place at IFG.

—_
[a—
~

17 C.F.R. § 270.12b-1.

I

IH
T~

Lec etter estimated that IFG had fewer than ten complaints per year related to mutual
fun : 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.
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BRPs reported directly to IFG's Chief Operations Officer who, in turn, 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 of breakpoints.
During the relevant period, when BRPs reviewed investments of $250,000 or more in  1ss 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 r¢ ited 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,"
publishe 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 798
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 re* :w 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 commaission structures.
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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. 15/

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, an
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 Recor~—~~="~*~n 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 purc ase 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 enta :d anea 7/
withdrawal penalty (the ¢ 'SC), 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. '’

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

15/ 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 an  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 bi  eved that the Oppenheimer prospectus was unclear as to the relative
advantages of the two share classes at the $500,000 :vel 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 istorical 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 e 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 Hr the funds Kissinger recommended.

The three advisory customers were Mary Ann Cline, Myma Moran, and Mary Jane Daley.
Cline invested approximately $423,000 in April 1999. Although she acknov : ed 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. Cl e 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 goi  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. ! jran 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 d 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 an at 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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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 « sse, and he needed to transfer his funds into a new account. Hart testified
that he entruste 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 turn quick profits. Hart
acknowledged that he communicated to Kissinger a strong desire not to lose any of is 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 an
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 at
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 appen. 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 com; ance 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 explain g 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 =~~ -~ improper. Pollitt testified that he processed .  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 ava ibility of breakpoint
discounts for his investment or the relative expenses of the different share classes.

[I.

A. issinger's Violations of Antifraud Provisions

The antifraud provisions of the Securities Act prohibit fraudulent an 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 10(b) and Rule 10b-5 ereunder, 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 7(2)(3) make it unlawful for any person in the offer or s : 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 i1t unlawful for any investment adviser to engage
in any transaction, practice, or course of business that operates as a fraud or deceit upon a ent.
It is undisputed that all of Kissinger's conduct was in connection with the offer, purchase, or sale
of a security and thatt :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 an  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 & Err~ -~ Hochfelder, 425 U.S.
185, 193 (1976); Steac~-nv. SEC, 603 F.2d 1126, 1134 (5th Cir. 1979), affd, 450 U.S.
91 (19 ).

22/ A~ron,4 ) U.S. at 680, 697 & 701-02 (establishing that a showing of scienter is not
required for findings of violations of Securities Act Sections 7(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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P ~gi~‘te 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 G
Compliance Alerts of November 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 o er, especially in amounts above the breakpoint :vels. 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. A of the investments at issue occurred after IFG's November 1998 Compliance Alert,
and all but the ¢ ne and Moran investments occurred after the May 1999 Compliance Alert.

issinger was aware of the existence of breakpoint discounts available for the purchase of
Class A shares, that Class B shares entailed higher expense ratios and greater commissions to
Kissinger than ¢ : 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  shares at issue
here, he believed that the recommendations presented a "win-win"  uation 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 d 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 reason le 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 Rel. No. 8641 (Dec. 2, 2005),  SEC Docket ,

29/ Kissinger claimed that he never received the January 1995 document and testified that he
did not reca whether he received the November 1998 and May 1999 Compliance Alerts.
He was not 1estioned about and did not testify whether he received the Investment
Company Institute pamphlet distributed by IFG in February 1998.

30/  Lieb- emr 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 of the security), aff'd, 647 F.2d 55 (6th Cir. 1981) (Table).

(continued...)
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Division theorized that a transaction review policy that included such an analysis would have
been more reasonal 7 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 Provi :Mutual und Advice" in February 1998 and Compliance Alerts in November 1998
and May 1999, each of which 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 of branch oftfices and OSJs and annually
reviewed OS] princip: ' 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 [¢ 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-1(a).






o ‘
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- 1ss 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

‘ wr,me)
‘ B m
Assi ry

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.
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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

% 74/( rson

Assnstant Secretary










and filing the issuers’ Commission filings; instead Winick filed 2003 Forms 10-KSB on each
issuer’s behalf that ini 1ded 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-base
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 confro1 :d 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 )-QSB that
contained a balance sheet comparing the financial results of the current quarter with those of the
prior annual pertod, falsely designating the annual period as “audited.”

IV.

In view of the foregoing, the Commission deems it appropriate an  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.

y the Commission.

Nancy M. Morris
Secretary

/)
By:WJill M. P
~ Assistar
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[Release No. 34-¢  22; File No. S7-11 -06]

RIN 3235- 38

CONCE 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].

ADDRE SES: 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

e Send an e-mail to rule-comments@sec.gov. Please include File Number S7-11-
(06 on the subject line; or

e 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
information that you wish to make available publicly.
FOR FURTHER INFORMATION CONTACT: Lillian Brown, Division of
Corporation Finance or Michael Gaynor, Office of Chief Accountant, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549.
SUPPLEMENTAL INFORMATION:
Table of Contents

I Background

11. Introduction

11 Risk and Control ldentification

IV. Management’s Evaluation

V. Documentation to Support the Assessment

VI. Solicitation of Additional Comments














































financial reporting can help companies deter fraudulent financial accounting practices or
detect them earlier.

As noted above, the Advisory Committee observed that the distinct characteristics
of sm; 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 difticulty 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 i1ssued in this area would address how management shou’ determine the
overall objectives for internal control over financial reporting and identify the related
risks. In determining the objectives for internal control over financial reporting, the
guidance would discuss how management might address 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 1dentifies 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

controls?
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UNITED STATES OF AMERICA
Before the .
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT ADVISERS ACT OF 1940
Release No. 2535/ July 12,2006

ADMINISTRATIVE PROCEEDING
File No. 3-12364

In the Matter of

ORDER INSTITUTING
TERRY F. ALLEN ADMINISTRATIVE PROCEEDINGS,
MAKING FINDINGS, AND IMPOSING
Respondent. 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(f) of the Investment Advisers Act of 1940 (“Advisers Act”) against Terry F. Allen
(“Respondent”).

IL.

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 II1.2., which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings, Making Findings, and
Imposing Remedial Sanctions Pursuant to Section 203(f) 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:







Any reapplication for association by the Respondent will be subject to the applicat :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

L y: Jill M.
As~'st; i
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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 21C 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. 97/ Not all

of these factors need to be considered, and none of them, by itself, is dispositive.

l\O
~=

"substantial reverse" since the hearing, see Terry T. Steen, 53 S.E.C. 618, 628 n.26

To the extent D & B may be attempting to argue that its financial condition has suffered a

(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 of D & 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).

\O
R
S~

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

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

\O
~]
Ny

KPMG, 54 S.E.C. at 1192.

|
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Here, Respondents knew of the central importance of PennDOT'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 of PennDOT'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 cease-
and-desist order to be in the public interest. 100/

C. Creation of Fair Fund

Section 308(a) of the Sarbanes-Oxley Act of 2002 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
if D & 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

o . L nn Tay\l)f
ey i\ss'zstant gecretary

101/ 15U.S.C. § 7246(a). We have recently amended our Rules of Practice 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.




UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Rel. No.8721 / July 13, 2006

SECURITIES EXCHANGE ACT OF 1934
Rel. No.54143 / July 13, 2006

Admin. Proc. File No. 3-11465

In the Matter of

DOLPHIN AND BRADBURY, INCORPORATED ORDER IMPOSING
REMEDIAL SANCTIONS
and

ROBERT J. BRADBURY

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)(1) 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
10b-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 1100-1106;
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
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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;
(1) 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

g: J. Lynn Taylor
> Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 8720 / July 13, 2006

SECURITIES EXCHANGE ACT OF 1934
Release No. 54139 / July 13, 2006

Administrative Proceeding
File No. 3-12365

ORDER INSTITUTING
ADMINISTRATIVE AND CEASE-
AND-DESIST PROCEEDINGS,

In the Matter of MAKING FINDINGS, AND
IMPOSING REMEDIAL SANCTIONS
IFMG SECURITIES, INC,, AND A CEASE-AND-DESIST ORDER
PURSUANT TO SECTION 8A OF
Respondent. THE SECURITIES ACT OF 1933 AND

SECTIONS 15(b) AND 21C OF THE
SECURITIES EXCHANGE ACT OF
1934

L

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 of the 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 of the Securities Act of 1933 and Sections 15(b) and 21C of the Securities Exchange
Act of 1934 (“Order”), as set forth below.




I11.
On the basis of this Order and IFMG’s Offer, the Commission finds that:

Respondent

1. [FMG 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 of the National Association of Securities Dealers (“NASD”).
I[FMG’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 third-
party 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 10b-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.




IFMG’s Preferred Program

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 [FMG 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% of new sales and between .03% to .05% of the 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.' 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.

6. From at least January 2000 through November 2003, between six and twelve
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 [FMG’s selection and retention of
mutual fund families and insurers for participation in the Preferred Program. In fact, [FMG
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
[FMG'’s Preferred Program after it reduced its revenue sharing payments to less than .5%. [FMG
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

! 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.







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 10b-10 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 of scienter.*

Undertakings

15. IFMG undertakes the following:

? While mutual fund distributors are required to provide customers with a prospectus, they are
not required to provide an SAI 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.

* Scienter refers to a “mental state embracing intent to deceive, manipulate, or defraud.” Emst &
Emnst v. Hochfelder, 425 U.S. 185, 193 (1976).




(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: (1)
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 (1v) the
source of such payments. IFMG shall make this information available via a hyperlink 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 (i1) 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 [FMG 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.




§3) 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.

(2) 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 staff within 140 days from the date of entry of the 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.

(1) 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; (i1) 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. '

G) 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 firm
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.







to David P. Bergers, District Administrator, Securities and Exchange Commission, 33 Arch
Street, 23™ Floor, Boston, MA 02110; and

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

By the Commission.

Nancy M. Morris
Secretary

By:ill M. Peterson
Assistant Secretary
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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:

e Use the Commission’s Internet comment form

(http://www.sec.gov/rules/proposed.shtml); or

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

subject line; or
e Use the Federal eRulemaking Portal (http://www.regulations.gov). Follow the

instructions for submitting comments.









The close-out requirement, which is contained in Rule 203(b)(3) of Regulation SHO,
applies only to broker-dealers for securities in which a substantial amount of fails to deliver have
occurred (also known as “threshold securities”).” 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;® 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.”

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.® In addition, with respect to the options market maker exception, the Commission

A threshold security is defined 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. 780(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 self-
regulatory 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.

The “grandfathered” status applies in two situations: (1) 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)(1).

7 17 CFR 242.203(b)3)(ii).

8 See Adopting Release, 69 FR at 48018.




noted that it would take into consideration any indications that this provision was operating
significantly differently from the Commission’s original expectations.’

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.

11. Background

A. Rule 203(b)(3)’s Close-out Requirement

One of Regulation SHO’s primary goals is to reduce fails to deliver.'® 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

®  Seeid. at 48019.

1 1d. at 48009.




security in the Continuous Net Settlement (CNS)'! system that has persisted for 13 consecutive
settlement days by purchasing securities of like kind and quantity.'* In addition, if the failure to
deliver has persisted for 13 consecutive settlement days, Rule 203(b)(3)(ii1) 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.’”

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 tﬁreshold security.'* This is known as grandfathering.
Grandfathered positions include those that existed prior to the effective date of Regulation SHO

and positions established prior to a security becoming a threshold security.!” Regulation SHO’s

""" 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 of their 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 10,000 shares or more. The SROs use NSCC
fails data to determine which securities are threshold securities for purposes of Regulation SHO.

1217 CFR 242.203(b)(3).

B 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.

" 17 CFR 242.203(b)(3)(i).



grandfathering provision was adopted because the Commission was concerned about creating
volatility through short squeezes'® if large 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 close-
out requirement of I le 203(b)(3) any fail to deliver position in a threshold security that 1s
attributed to short sales by a registered options market maker, 1f 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.'” 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 FR at 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).

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.

7" 17 CFR 242.203(b)(3)(ii).



reducing fails to deliver without disruption to the market.'® 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,'” 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 iils 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

" 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:

e  the average daily aggregate fails to deliver declined by 34.0%;

o  the average daily number of securities with aggregate fails for at least 10,000 shares declined by

6.5%:;

e  the average daily number of fails to deliver positions declined by 15.3%;

e the average age of a fail position declined by 13.4%;

s  the average daily number of threshold securities declined by 38.2%; and

e 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%.
' 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 close-
out 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 (April 4, 2006), 71 FR 18392 (April 11, 2006) (SR-NASD-2004-044). If the proposed
amendments to Regulation SHO are adopted, we anticipate NASD Rule 3210 will be similarly amended.



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 likelthood 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







‘ threshold security would become subject to Rule 203(b)(3)’s mandatory 13 settlement day close-
out 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

e 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 SHO),? or fails that occur
before a security becomes a threshold security, or both? (e.g., 20 days)? Please
explain in detail why a longer period should be allowed.

e Should we provide a longer (or shorter) phase-in period (e.g., 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?

e [sa 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

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 10,000 shares or more.

. 2 Between the effective date of Regulation SHO and March 31, 2006, 99.2% of the fails that existed on
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date of the amendment? Should we consider changing the phase-in period to 35
calendar 1ys? 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? 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?

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?
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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 (e.g., hard to borrow securities or securities
issued by smaller companies)? Should stricter locate requirements be implemented
only for securities that are hard to borrow (e.g., 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 (e.g., 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

16




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
appropri: 3?7

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 :liver 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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B.

long must make a notation on the order ticket at the time an order was taken which
reflected e conversation with the customer as to the present location of the
secur